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The Good News in the Medicare Trustees Report

J. D. Foster, PhD

he release of the annual Medicare

trustees report in late April, con-
taining as it did a vast array of very
bad news, was immediately greeted
with valid dire warnings of fiscal
disaster.! Little noticed, however,
were three important bits of good
news: the inevitability of imminent
action; a simple key hidden in the
report for understanding Medicare’s
fiscal problem; and a proven biparti-
san solution.

First, the Bad News. To be sure,
the trustees report provided a wealth
of bad news about the program’s
finances. The key facts:

m Part A, the Hospital Insurance
(HI) program, ran a cash deficit in
2011 of almost $28 billion, and the
Medicare Trust Fund is projected
to be insolvent in about 12 years.
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m Medicare has an unfunded obliga-
tion of $42.7 trillion.?

“Medicare’s unfunded obliga-
tion” is not a household expression,
though it may become one before
long. It simply means the cost of all
promised Medicare benefits—plus
the costs of running the program,
over and above the various income
streams Medicare now receives, such
as payroll taxes, premiums, and so
forth. These two streams of costs
and income, out into the indefinite
future, are then discounted back
to the present.? So the Medicare
unfunded obligation is the present
value of the net future costs of the
program—one number summariz-
ing the extent of the problem with
Medicare’s financing.

Interpreting this single number
is straightforward: It is the payment
that would be required today to
make Medicare’s financing problem
go away with no other reforms. For
context, $42.7 trillion is roughly
equal to all the income produced by
every American and American busi-

ness for the next two and a half years.

The bad news only restates that
Medicare needs real reform as
opposed to the incoherent superfi-
cialities contained in Obamacare.*
It also means real reform is coming

in the near future, not decades
from now, and makes the reality
of the good news that much more
important.

The good news described here
deals only with Medicare’s financ-
es. Medicare will need other basic
reforms, and many of these other
reforms are pretty commonsensi-
cal, essentially natural extensions
of Medicare’s workings today.”
Defenders of Obamacare and the sta-
tus quo will shriek that these reforms
are radical, but that is absurd as is
easily shown.

Some Good News: Reform
Is Imminent, the Problem
Straightforward. The first item of
good news is contained in the first
item of bad—that Medicare HI will
lack the funds to pay all benefits
beginning in about 12 years. At that
time, Medicare HI’s enrollment is
projected to be about 70 million, so
it will be of significant interest to
alarge population of current and
future seniors. The Congress, the
President, and the nation at large
cannot postpone Medicare reform
indefinitely. The need for reform
has been known for decades, yet it
has always been easier to put off to a
more propitious moment—frequently,
after an election. The days of delay
are coming to a close. This is good
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news: Reform is inescapable and
imminent.

The second item of good news is
that it is not difficult to understand
the problem or to gauge whether a
solution works. The key to unlock-
ing the whole affair is in Table I1.B.1
of the trustees report, a fairly basic
set of figures laying out the essential
Medicare data for 2011. The first clue
is the 2011 total cost of Medicare per
beneficiary, which the trustees put
at $12,042. The key then requires
a simple calculation dividing the
general revenue income dedicated to
Medicare by the number of benefi-
ciaries, which comes to $4,897. This
is the average subsidy—essentially
extra taxpayer money—provided to
every Medicare beneficiary in 2011,
an amount that will grow rapidly in
years to come.

Understanding Medicare’s finan-
cial plight simply requires under-
standing the Medicare subsidy. This
is the amount of general revenue
funds (corporate and individual
income tax revenue, excises, etc.)
used to make up the shortfall from
Medicare’s other financing sources,
mostly payroll tax and premiums,
plus a few odds and ends. Eliminate
the subsidy entirely, and Medicare’s
shortfall disappears now and forever.

The subsidy IS the shortfall. The
subsidy is the threat. However, as
shown elsewhere, it is not necessary
to eliminate the subsidy entirely. It
is only necessary to reduce it suffi-
ciently for some seniors so that the
aggregate cost reverts to a manage-
able amount.®

Fixing the Subsidy Problem.
There are basically three ways to
reduce the Medicare subsidy.

1. Raise payroll taxes. This would
require today’s workers to bear
an even heavier burden so today’s
seniors can all get their subsidies.
That makes no sense when the
vast majority of these workers are
low-income and middle-income
workers, and many of the seniors
have abundant resources of their
own.

2. Slash benefits and/or payments
to providers. The second option
is to cut costs in the program
by denying coverage altogether,
slashing benefits, or slashing pay-
ments to doctors and hospitals.
Managing costs is obviously nec-
essary, but most reforms to date
have largely focused on cutting
costs to the point where providers
are bailing on the program—and

would do so in ever-larger num-
bers if Obamacare remains.

3. Market-centered reforms.
Positive pressure to contain costs
can also come from certain other
reforms to Medicare and to health
care in general. Rather than slash-
ing benefits and payment rates,
these reforms would harness the
power of the marketplace, using
the same economic forces that
have constrained the costs of most
other goods and services in the
economy, from laptop computers
and personal electronics to soy-
beans and take-out food.”

The health care sector is different
in many ways from other sectors of
the economy, but not so different that
economic forces are rendered inef-
fective. Even in health care, where
market forces are allowed to operate,
they do so effectively. Enacting these
market-centered reforms would slow
the rise in health care costs substan-
tially, but perhaps not enough to halt
the recent trend of health care prices
rising more rapidly than prices in
general. Nor will these reforms
reverse the arriving demographic
force as the baby boom generation
reaches retirement. Thus, it is highly
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unlikely that these reforms alone can
reverse, let alone halt, the projected
unaffordable increases in Medicare
costs.

The Best News: A Proven
Bipartisan Solution. The sure and
necessary solution to Medicare’s
financing problem lies in the sub-
sidy and the simple questions: Who
should receive a subsidy, and how
much should they get?

These are simple enough ques-
tions, and Congress has already
started on bipartisan answers.

For example, the 1999 National
Bipartisan Commission on the
Future of Medicare, chaired by
Senator John Breaux (D-LA) and
Congressman Bill Thomas (R-CA),
set the basic template.® President
George W. Bush started putting the
reform in place as part of the 2004
legislation instituting the Medicare
drug benefit. President Obama
extended it in Obamacare and has
proposed to go ever further in his
latest budget. The proper term for
the policy is “income-relating” pre-
miums. A more colloquial expres-
sion would be “means testing.” All it
really says is that the affluent elderly
receive less of a subsidy than low-
income and middle-income seniors.

Today, Medicare beneficiaries pay
abasic premium for Part B of $99.90
per month, which covers some costs
while the rest—the subsidies—are
paid from the general revenue.’

The premium increases (meaning
the subsidy declines) for married

seniors with combined income above
$170,000.1° When a senior’s income
reaches $428,000, the premium tops
out at $319.70 per month, leaving a
20 percent subsidy. The Medicare
drug benefit, Part D, has a similar
structure.

It is worth considering those
income levels. What is the profile
of a senior earning $170,000? If the
senior is still working and most of
that income is wage or salary, it is
likely the senior also has access to
employer-sponsored health insur-
ance. So consider instead a retiree
with $170,000 in income, which
means the income is all Social
Security benefits, pension income,
and other returns on saving—divi-
dends, interest, and capital gains. If
the retiree’s overall portfolio is earn-
ing 6 percent, a pretty good return
today, then the retiree’s total finan-
cial assets would be worth more than
$2.8 million. A retired couple with
$428,000 would have total financial
assets worth more than $7.1 million,
excluding the value of their home.
This means that multimillionaire
retiree seniors still qualify for a
Medicare subsidy. Something is seri-
ously wrong with this picture.

Common but Misplaced
Objections to Shaving the
Medicare Subsidy. To recap,
Medicare’s finances are leading
the nation off a financial cliff. The
financial problem traces directly to a
subsidy. The subsidy today is avail-
able to all seniors from the richest

to the poorest, though the subsidy
is smaller for the rich than for the
poor. The tried-and-true biparti-
san solution, then, is pretty simple:
Ensure low-income seniors have the
subsidy they need, and eliminate
the subsidy for those who can afford
their own health insurance. Ideally,
this approach would be adopted in
conjunction with a more comprehen-
sive set of reforms to address both
Medicare’s structure and its financ-
ing, but the two steps can be taken
independently."

This approach frequently leads
to certain immediate yet misplaced
objections.

Objection 1: You are cutting
seniors off from health insurance.
Actually, every senior who quali-
fies for Medicare today would still
qualify. No senior would be denied
Medicare benefits.

Objection 2: I already paid
for Medicare, so this is unfair.
Actually, workers pay a payroll tax
covering one piece of Medicare:
Hospital Insurance. Seniors already
pay premiums for the rest. The
trouble is the premiums cover only
asmall—and shrinking—part of the
rest.

Objection 3: Low-income
seniors cannot afford higher
premiums. Correct. Which is why
premiums would rise only for the
affluent elderly. In fact, if the afflu-
ent received less of a subsidy, it might
even be possible to reduce premiums
for low-income seniors.
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Objection 4: If rich seniors
have to pay full price, then they
will drop Medicare. That would
be their decision, just as it is every
senior’s right today not to participate
in most of Medicare. But if they drop
coverage, it just means they think
they can do better buying insurance
elsewhere.

Objection 5: But you have not
really reformed Medicare. True.
All this does is fix Medicare’s financ-
ing so that it does not drive the coun-
try off a financial cliff. There is much
left to do.

Objection 6: Means testing
is socialism. False. Reducing a

subsidy is not socialism. Is it social-
ism to means-test food stamps? Is it
socialism to means-test Medicaid?
Obviously not. In a very real sense,
not reducing the subsidy hints at
socialism, because it means more
pressure to raise taxes on upper-
income workers to fund the program.
Raising taxes to maintain a subsidy
for the affluent is difficult to defend,
no matter where one falls on the
ideological spectrum.

Targeting the Medicare
Subsidy Only Where It Is Needed.
Anyone digging deep into the com-
plexities of Medicare is likely to
regret the exercise. Medicare is a

very complicated program; running
a major health insurance company
usually is, and all the more so when
government is running it. But one
need not be a Medicare expert to
understand Medicare’s essential
financing, to realize that the prob-
lem is the subsidy, and to see that the
solution—already tested and sup-
ported on a bipartisan basis—is to
ensure that the subsidy goes only to
those who really need it.
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