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Spending and Sources of Finance in the American
Welfare State : Options for Reform (I)

Gary Burtless*

Abstract : This report describes the present condition and significant challenges facing social welfave policy in the
United States, particularly with rspect to financing of different components of the social safely net. The report
Jocusses mainly on three main piléws of the social welfare system : sicial security pensions, pieblic and private
health insurance, and wmeans-tesled cash and near -cash assistance programs.

IN THE SIX DECADES since Congress passed the Social Security Act in 1935, the American social
welfare system has undergone major change and almost continuous reform. This report describes the
current status of the U.S. social safety net, discusses the major financing problems the system will face
over the next few decades, and reflects on the implications of the American policy debate for social
welfare reform in Japan.

The U.S. system confrontsthree fundamental challenges. First, the American population is growing
older. In 2010 the post-war Baby Boom generation will begin to enter retirement. Over the twenty years
from 2010 to 2030 the aged dependency ratio—the ratio of Americans older than 64 to Americans aged
20 to 64—will climb from about 21 percent to almost 36 percent. Population aging will put enormous
pressure on social welfare budgets because most social welfare spending is devoted to pensions and
health insurance for the aged.

Second, medical care costs have increased faster than other U.S. prices. Although medical care
inflation has moderated in the past half decade, prices charged by hospitals, doctors, and other health
care providers have typically climbed faster than other prices and faster than American incomes.
Moreover, utilization of medical services has risen among important groups in the population.

Finally, adverse labor market trends and shifts in the composition of families have tended to boost
income inequality in the United States. As a result, a growing number of poor families has applied for
and become eligible to receive public assistance benefits. Publicly funded health insurance under
medicaid grew fastest, but spending on many means-tested programs has increased faster than other
public spending since the mid-1980s. Unless labor market trends and family composition shifts are
reversed or eligibility conditions for benefits are tightened, the demand for means-tested benefits will
continue to rise.

The political environment for spending on social welfare was also affected by the enormous rise in
the federal budget deficit over the 1980s. In 1981, soon after Ronald Reagan became president, corporate
and personal inconie tax rates were slashed, reducing income tax revenues and boosting the deficit in
the national government’s budget. Measured as a percent of U.S. national income, the deficits reached
record peacetime levels in the middle and late 1980s. These deficits, in turn, placed enormous pressure
on Congress to hold down public spending, particularly new spending on social welfare initiatives.
Budgetary rule changes in the late 1980s and budget agreements passed in 1990 and 1993 led to enactment
of new laws that make it more difficult for Congress to initiate new programs or expand old ones. If
Congress wants to expand an old program or establish a new one, it must identify a source of funds to
pay for the added spending. The funds may come froma reductionin spending in some existing program
or an increase in scheduled tax revenues. Since it is ordinarily difficult for Congress to accomplish either
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of these things, the President and Congress have for the most part refrained from making major
expansions in social welfare spending.

The new budget rules combined with rapid growth in federal tax revenue over the 1990s produced
a sharp reduction in the federal deficit from 1993 through 1997, and some budget analysts now predict
that the deficit will be eliminated within the next few years. Nonetheless, Congress remains very
cautious about expanding social welfare spending, in part because the strict budget rules remain in effect
and in part because most lawmakers recognize that population aging will push up public spending on
social welfare in the next 15 years, even if there is no expansion in existing social welfare programs.

The report is organized into two major parts. The first major section deals with the situation in the
United States. The second contains a discussion of the implications of the American debate over social
welfare spending for Japan, a society which faces some of the same problems as the United States. The
first major part of the report contains four sections. In the next section I briefly outline the main
components of the American social welfare system. The following three sections describe recent
changes and possible future reforms to address the financing problems in three main pillars of the
system : social security pensions, public and private health insurance, and means-tested cash and
near-cash assistance.

Part One

I.  Organization of U.S. Social Welfare System

The U.S. social welfare system offers two main kinds of income protection to protect the living
standards of American families : means-tested income assistance and social insurance. In addition, most
employed persons and their families obtain health insurance under group health plans sponsored and
partly financed by their public or private employers. The government-funded social safety net consists
of a large number of federal, state, and local programs. The most important are listed and briefly
described in Table 1.

Means-tested programs. Means-tested programs distribute money and other resources directly to
poor or near-poor families. Middle- and high-income families are not eligible for such benefits, unless
they have suffered serious economic reverses which temporarily reduce their incomes to very low levels.
Certain kinds of means-tested benefits are restricted even more narrowly to particular classes of poor
Americans—the aged, the disabled, single parents and their children. Examples of means-tested
programs include Temporary Assistance to Needy Families, food stamps, and medicaid (a form of
medical insurance provided to the poor).

Social insurance. Much greater redistribution takes place in the nation’s popular and expensive
social insurance programs—social security, medicare medical insurance, workers’ compensation, and
unemployment insurance. These programs are largely financed by payroll taxes imposed on the
currently employed and their employers. Benefits typically go to people with low current wage earnings
—the retired, the temporarily or permanently disabled, dependents of deceased workers, and the insured
unemployed. Cash social insurance payments are always calculated on the basis of the past average
earnings of covered workers. These cash benefits are only available to people who have become eligible
for payments on the basis of their previous contributions to social insurance.

Unlike means-tested benefits, social insurance payrents are received by middle- and high-income
families as well as the poor. If a well-to-do worker reaches age 65, retires, and has made payroll
contributions to the social security and medicare programs for a minimum number of years, he or she
can receive social security pensions and medicare insurance, regardless of the wealth or the amount of
other income received by the family.
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Table 1. Means-tested and Social Insurance Programs in the United States

§ {Cost in FY 1995
Program §Purpose and population served : (billions)

Means-tested benefits

Cash assistance ;
Temporary Assistance to Needy {Cash aid to poor families containing 522
Families (TANF)/Joint federal and ichildren under age 18 1
state program :

......................................................................................

Supplemental Security Income (SSI)/ }Cash aid to indigent blind, disabled, 28
Primarily federal program \and persons 65 and over
General Assistance (GA)/State and lCdRh aid for able-bodied persons under 4
local program 65 who have no children
Veterans Assistance/Federal program :C,ash aid for poor veterans with no 3

iservice-related disabilities

e e e e e e e et e e imetaccaecasemaeacaaanna Y
) h

In-hind assistance : ;
Medicaid/Joint federal and state éMedical insurance for most poor $ 156
ichildren and all adults eligible for cash |
gpublic assistance !

Housing assistance and public housing/ :Housing subsidies and publicly provided ! 24
Federal and municipal rapartments for poor families :
Food stamps and other nutrition/ iCoupons to purchase minimally 26
Primarily federal programs radequate diet for all low-income :

Hfamilies .
Energy assistance :Subsidies to pay for heat and electricity 1

Social insurance

...............................................................................................................................................

Cash programs

Old-Age and Survivors Insurance iRetired insured workers over 62 ; $294
(OASI])/Federal ssurviving spouses and dependent :

ichildren of deceased workers ;
Disability Insurance (DI)/Federal :Severely disabled insured workers 41

under age 65 j
Unemployment Insurance (Ul)/Joint ‘Unemployed workers with about one 24
federal and state iyear of covered work experience who

ghave been unemployed 26 or fewer

weeks ‘
Workers” Compensation (WC)/Primarily :Cash benefits and medical insurance for : 43*
state and private :waorkers who are injured on the job

In-kind programs ;
Medicare- Hospital Insurance (HI)/ §Pays hospital bills of persons who $115

Federal icollect Disability Insurance or who are |

165 and older
Medicare-Supplementary Medical 'Payg physician and laboratory bills or 65
Insurance (SMI)/Federal :persons who collect Disability Insurance

or who are 65 and older

*Federal and state spending only, calendal vear 1993.

Note : For purposes of comparison, U.S. GDP in fiscal year 1995 was $ 7,181 billion.

Sources: U.S. House of Representatives, Committee on Ways and Means, 1996 Green Book ; and
OASDI Board of Trustees, 1997 QASDI Trustees Report.
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In-kind and cash. Both means-tested assistance and social insurance are provided in two primary
forms, as weekly or monthly cash payments and as in-kind transfers. The most costly social insurance
programs—Old-Age and Survivors Insurance, unemployment compensation, and worker’s compensation
—provide cash payments to beneficiaries. The most expensive means-tested programs provide in-kind
aid—free medical care, coupons to buy food, and subsidized housing. Until 1965 nearly all social
insurance and means-tested transfers were provided in the form of cash. But in the two decades after
1965 public spending on medical insurance, food stamps, and housing programs rose dramatically,
altering the balance between cash and in-kind benefits. The percentage of all social insurance and
means-tested benefits that consists of in-kind aid continues to increase, mainly because health care
prices continue to rise faster than other prices and utilization rates are increasing.

Health insurance. The United States does not require employers to offer their employees health
insuranice benefits or retirement health benefits, although many employers offer both types of benefits.
Employers offer group health insurance policies to their employees for two reasons. Health insurance
is relatively inexpensive to obtain when purchased for large groups of workers (that 1s, the cost is low
relative to its cost when purchased by individuals). Insurance is therefore an extremely popular fringe
benefit. Employers offer this benefit in order to attract and retain good workers. The tax treatment of
employer-purchased insurance is also very favorable. Employers are allowed to treat their premium
payments as a cost of doing business, but employees do not pay any income taxes on the compensation
they receive as employer contributions to their health insurance.

About 84 percent of full-time and 78 percent of part-time workers are insured under a health plan
provided by their employer (Bureau of the Census, 1997, p.2). Insurance coverage is highest among
workers employed by the public sector and by businesses with 100 or more employees. Many smaller
employers do not offer health insurance benefits, in spite of the significant tax advantages from doing
so. The lack of a comprehensive national health insurance plan or any government requirement that
employers offer health insurance benefits to their employees means that many working-age Americans
and their families are not covered by an insurance plan. In 1996, nearly 42 million Americans—more
than one in seven-—werenot covered by a public or private health insurance planduring any part of the
vear (Bureau of the Census, 1997, p. 1). The lack of comprehensive health insurance coverage is unusual
among advanced industrialized countries. However, most uninsured Americans have some access to
low-cost or free emergency medical care through public hospitals, charity care inprivate hospitals, and,
more rarely, public health clinics.

In1995, medical care spending in the United States amounted to $988 billion, or about 13.6 percent
of GDP. Of this total, roughly one-fifth was financed from business contributions to employee group
healthplans. Nearly half was financed through government budgets, primarily under the medicare and
medicaid programs. Most of the remainder was financed by households, either as out-of-pocket
payments for medical services or as premium payments for insurance.

II. Social Security Pensions

Social security is the largest item in the federal budget. In 1995 social security expenditures
represented 4.6 percent of GDP and a little less than 22 percent of overall federal spending. After the
income tax, the program also provides the most important source of federal tax revenues. In fact,
because social security taxes exceed benefit payments and administrative costs, the program’s surplus
revenues have been lent to the Treasury to help finance other government spending.

Over the next 10 to 15 years the financial outlook for social security is relatively secure, even under
pessimistic assumptions about the state of the economy. The program will continue to collect more
payroll tax revenue than needed to finance benefit payments. Growing surpluses will be lent to the
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Treasury, where the funds will eam the rate of return payable on government debt sold to the public.
The reserves of the system, whichare held in Trust Funds, will increase by between $ 70 billion and
$150 billion each year, providing the program with an ample contingency fund even in the event of a
lengthy recession. When the baby boom generation reaches retirement age in the second decade of the
next century, however, benefit payments will begin to climb much faster than tax revenue. Outlays will
exceed taxes and will eventually exceed tax revenues plus interest payments earned by the Trust Funds.
Under the intermediate and pessimistic assumptions of the Social Security Trustees, the Trust Funds
will begin to shrink. Unless benefitsare trimmed or tax rates increased, the Trust Funds will eventually
fall to zero, making it impossible under current law to make timely benefit payments.

This section of the paper offers an overview of the budget outlook for social security and a survey
of reforms that can close the long-term financing gap (see also Bosworth and Burtless, 1997a, and
Burtless, 1997). It begins with a review of the demographic and economic factors that influence social
security finances and an assessmentof how these factors will affect revenues and spending in the future.
The section concludes with a brief survey of policy changes that would eliminate the funding imbalance
in social security.

Trends in spending and revenw. The impact of population aging on the federal budget is large and
economically significant because oller Americans pay for a large fraction of their consumption using
public transfers. Social security benefits account for about 44 percent of the cash income received by
aged families (Employee Benefit Research Institute, 1996, p. 1). The medical insurance protection
provided under medicare makes a sizeable contribution to the well-being of the elderly as well. The cost
of providing medicare insurance toa retired worker is nearly hal{ the cost of his or her social security
pension (Social Security Administration, 1996, Tables 5.C and 8.B).

Future federal spending on the aged depends on the rate of growth in the elderly population, which
can be predicted with some confidence, and the rate of change in spending per old person, which is harder
to predict. It is highly unlikely that future spending trends will mirror those of the past thirty-five years,
a period which saw the liberalization of social security pensions and the introduction of medicare and
medicaid. As programs for the elderly absorb a growing percentage of federal spending, it becomes
increasingly difficult to afford (or justify) continued liberalization in benefit levels. In fact, the 1977 and
1983 amendments to the Social Security Act significantly scaled back pension levels for future genera-
tions of retirees. Cost controls in the medicare program sharply reduced the rate of increase in real
spending per enrollee after 1985 (U.S. House of Representatives, Committee on Ways and Means, 199,
pp.980-81).

The largest component of federal spending on the elderly is spending on social security. It is also
the item that has received the most sustained and systematic analysis. The Social Security Act requires
the Trustees of Old-Age, Survivors, and Disability Insurance (OASDI) to report each year on the
financial and actuarial status of the Trust Funds. The Trustees’ reports, and the detailed actuarial
analyses that support them, have been issued regularly for several decades. The annual reports include
three different projections, labeled “low cost,” “intermediate,” and “high cost,” corresponding to
optimistic, intermediate, and pessimistic forecasts of the future solvency of the Trust Funds. The
forecast period extends over the next 75 years.

The assumptions used in the annual report to project future social security spending and revenues
are adjusted from time to time to reflect changes in recent economic and demographic experience. The
intermediate forecast is intended to represent the Trustees' best estimate of the future course of the
population and the economy. It isthe one most widely used inside and outside the Social Security
Administration to forecast the long-term budget outlook for OASDI (Equivalent long-term forecasts
are prepared for the Hospital Insurance, or HI, portion of medicare.) In the 1997 Ansnual Report, for
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example, the total fertility rate is projected to stabilize after 2021 at a rate of 1.9 births per American
woman, somewhat below the rate of the past few years but above the rate of the 1970s and early 1980s.
Under the optimistic projection the total fertility rate is assumed to rise slightly from its current level
and reach a rate of 2.2 by 2021. The pessimistic projection assumes the fertility rate will fall to 1.6,
somewhat below the lowest rate attained in the mid-1970s but above current rates in most West
European countries and Japan.

Table 2 shows trends in the population, work force, and dependency rate under the Social Security
Trustees’ intermediate assumptions. The lower portion of the table shows three different ratios that are
critical in thinking about the pressures associated with population aging. The first of these isthe aged
dependency ratio, the ratio of persons 65 and older to the working-age population (assumed here to be
between 20 and 64 years old). Beginning in 2010, when the Baby Boom generation reaches retirement
age, the aged dependency rate will rise sharply, reaching 0.36 by 2030, and then drift gradually higher
in subsequent decades. The effect of the population bulge associated with the baby boom is to first delay
and then accelerate what would otherwise be a gradual upward drift in the aged dependency rate. The
underlying cause of this long-term trend is the steady increase in life expectancy combined with slow
growth in the working-age population because of low fertility.

While the future population of the aged can bepredicted with some confidence, growth in the future
labor force is more uncertain because of potential changes in future birth rates and immigration policy.
A principal reason for the long-term increase in the aged dependency ratio is the slow expected growth
of the working-age population. The slow growth of the working-age population in tum reflects the
40-percent drop in the fertility rate over the past quarter century. U.S. fertility is projected to attain
a rate that is slightly below that required to maintain a stable population (about 2.1 births per woman),
but immigration is assumed to be high enough to permit the population to continue to grow. Nonethe-
less, the number of workers contributing to social security is expected to climb very slowly after 2020,
leading to a slow decline in the ratio of contributing workers to social security beneficiaries(bottom row
in Table 2).

Table 2. Covered Work Force, Number of Beneficiaries and Dependency Rates, Selected Years,

1960-2040
Population/Work force measure 1960 1980 2000 2020 2040
In millions
Total population ..................... ... ... 190 235 285 3217 353
Covered workers ..................... ... ... 73 112 146 162 168
Beneficiaries (OASDI) ............. ... ... .. 14 35 46 68 85
Ratios
Aged dependency ratio NI\ ... ... ... 0.173 0.195 0.210 0.275 0.368
Total dependency ratio N2 .......... ... .. 0.904 0.749 0.695 0.700 0.789
Worker/beneficiary ratio ............ ..... .. 5.1 3.2 3.2 24 2.0

“1h Ratio of persons aged 65 and over to the number of persons aged 20-64.

N2\ Ratio of non-working-age to working-age population——population under 20 plus population 65
and over divided by population 20-64.

Source : Congressional Budget Office, based on Board of Trustees of OASDI (1996) intermediate
assumptions.
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The aged dependency ratio may provide a misleading picture of the consequences of population
aging because it overstates the change in overall dependency. The working-age population must
support not only the retired elderly but also the dependent young. Because of low fertility, the
proportion of the population under age 20 is shrinking, reducing the burden on workers of providing
support to children. If the population under age 20 is included in the numerator of the dependency ratio,
the overall dependency ratio is of course higher than the aged dependency ratio (compare the fourth and
fiftth rows in Table 2). However, the pattern of change in the dependency ratios is very different. The
total dependency ratio peaked in the early 1960s, when the baby boom generation was young, and it will
continue to decline for 2a number of years hefore beginning to grow. Even in 2040 it will remain
significantly below its level in 1960. Children are of course much less expensive to support than the aged,
and a much smaller percentage of their support is provided through government budgets. Nonetheless,
the decline in the proportion of children in the population will offset some of the extra burden of
supporting a larger elderly population.

Future cost trends in social security, as well as their financial implications, are easiest to understand
if we focus on the program’s cost rate, the ratio of total benefit payments and administrative expenses
to wages that are subject to the social security tax. The cost rate provides a direct measure of the
pay-as-you-go tax rate needed to finance the system in a givenyear. In 1995 the cost rate wasslightly
above 11 ¥ percent of taxable payroll. The Social Security Actuary predicts the cost rate will drift
slowly upward between now and 2015. [t will then rise sharply over the next twenty years when the
baby-boom population moves into retirement. The OASDI system is currently generating a surplus, but
according to the most recent forecast of the Social Security Actuary, annual outlays will surpass
revenues by 2020 and the reserve fund will be exhausted in 2029.

Disregarding administrative costs, which are very small, the cost rate (CR) can be further
decomposed into two components, the program dependency ratio (DR) and the benefit replacement rate
(BRR):

CR = DRXBRR.

The program dependency ratio is the ratio of beneficiaries to active workers who pay taxes into the
system. (It is the reciprocal of the worker/beneficiary ratio shown in Table 2.) If the early entitlement
age for benefits remains unchanged, changes in the dependency ratio will largely reflect the role of
changing demographic patterns and labor force and retirement behavior. The benefit replacement rate
is the ratio of the average pension benefit to the average covered wage. Trends in the replacement rate
ordinarily reflect economic trends and changes in benefit legislation. (Since both benefits and the ceiling
for taxable wages are indexed, the social security program is largely unaffected by variations in the rate
of inflation that are equally reflected in both prices and wages.)

In the long run, the system’s cost rate will be driven mainly by demographic factors—fertility,
immigration, and mortality. The dependency rate will rise by 50 percent between 1995 and 2025, and by
another 20 percent by 2050. In contrast, the benefit rate is projected to fall about 8 percent by 2025 as
a consequence of the scheduled increase in the normal retirement age from 65 to 67.” The net result is
a 50 percent increase in thie cost rate from 11.6 percent of taxable payroll in 1995 to 16.2 percentin 2025
and to 17.5 percent in 2050, The projections in both the 1996 and 1997 annual reports show an actuarial
deficit equal to 2.2 percent of payroll.?

The rise in the cost rate overstates the increased burden on future workers of paying for social
security pensions, however. The projections assume a continued erosion of the tax base becausemoney
wages are expected to fall as a percentage of total labor compensation. More compensation will flow
into tax-exempt fringe henefit plans, such as employer health insurance and private pensions. Further-
more, taxable wages are currently only about 40 percent of GDP. If social security payments are
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measured as a share of GDP rather than as a share of taxable wages, the increased burden of social
security seems much more manageable. In the intermediate forecast, social security outlays are
predicted to rise from 4.7 percent of GDP in 1995 to 5.8 percent of GDP in 2020 and to 6.6 percent of
national income in 2060 (Table 3). To put this 65-year trend in perspective, note that the change is
actually smaller than the decline in U.S. defense spending hetween 1985 and 1995.

Suslainability of the present program. The lower panel in Table 3 offers a fairly clear picture of the
gross and net impact of social security on the federal budget. Gross outlays of the program, measured
as a share of national income, are displayed in the first three rows of the panel ; the difference between
social security tax revenues (exclusive of interest) and outlays are shown in the bottomn rows of the
panel. Under current law and the intermediate assumptions of the most recent Trustees’ report, social
security will absorb an additional 2 percentage points of national income over the next 65 years.
Eighty-five percent of the increase, or 1.7 percentage points, will occur in the twenty years after 2010.
Because social security tax revenues are predicted to grow more slowly than GDP, the annual OASDI
deficit (excluding interest payments) will climb 2.4 percent of GDP over the next 65 years. In order to
hold the present federal deficit roughly unchanged as a percentage of GDP, Congress must find ways to
cut benefits or identify new sources of revenue that total about 2 to 2 percent of GDP by 2060.

Table 4 shows trends in major categories of federal government spending over the past three
decades. The table sheds some light on public willingness to pay for added spending on social security.
Actual outlays on social security rose 2.1 percent of GDP between 1965 and 1995, about the same increase
that will berequired over a comparable period after 2010 if promised benefit levels are maintained. Most

Table 3. OASDI Outlays and Annual Balance under Alterative Assumptions, 1995-2060

Calendar year

1995 2010 2020 2040 2060

As percent of taxable wages

Outlays
Low cost projection ............. ... ... 11.6 11.0 13.2 14.3 13.7
Intermediate .. ................... .. .. ... . 11.6 12.5 15.1 17.8 18.7
Highcost ................. .. ... ... 116 14.1 174 22.4 26.6
Annual balance N1\
Low cost projection ................ ... . 1.0 1.7 -3 —~13 -7
Intermediate. . .................. ... ... .. _ 1.0 .3 —2.2 —4.6 —54
Highcost ...........o.. . . .. 1.0 -1.3 —4.4 —9.0 —12.9
As percent of GDP
Outlays
Low cost projection ................ .. ... 4.7 4.4 52 5. 5.2
Intermediate. .............. .. .. .. . ... .. 4.7 4.9 5.8 6.7 6.6
High cost ............... ... ... . ... . 4.7 5.4 6.4 7.9 8.8
Annual balance M1\
Low cost projection .................. ... 3 .6 —.2 =.5 -3
Intermediate. ................... ... . .. ... .3 .1 —.9 —1.7 -~2.0
Highcost ... . .. .. . .. . ... 3 -5 -1.6 —3.2 —4.3

NIN Annual outlays minus revenues, excluding interest earnings on the Trust Funds.
Source : Board of Trustees of QOASDI (1997), intermediate assumptions.
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of the money to pay for social security is derived from a highly visible, earmarked tax on workers’
wages. In spite of periodic and large increases in the tax, the program remainssteadily popular, even
among workers forced to pay the tax. This kind of evidence suggests that the tax increases needed to
pay projected benefits in the next century will probably be forthcoming. Previous generations of voters
willingly accepted big payroll tax increases to maintain the generosity of pensions and retiree health
insurance.

Evidence on the trend in overall federal revenues is less reassuring, however, After rising about as
fast as government outlays from the end of World War II until the early 1970s, federal revenues have
stopped growing, suggesting that U.S. voters and their representatives may be unwilling to tolerate
federal taxes much above 20 percent of national income. If this is true, it will be difficult to finance the
increase in social security spending that would be needed to preserve the current package of benefits.

Although the increase in OASDI spending is not particularly large when measured as a percentage
of national income, it will occur in an environment of rapidly rising medicare costs (see the next section).
Under the intermediate projections reported in the 1997 annual Trustees’ report, expenditures on the HI
portion of medicare will climb from 1.7 percent of GDP in 1995 to 2.4 percent in 2010, 4.0 percent in 2030,
and 4.7 percent in 2060. Net federal spending on the Supplemental Medical Insurance (SMI) portion of
medicare, currently about 40 percent of outlays on HI, is financed out of general revenues and is
expected to grow even faster than HI spending. Thus, higher federal spending onmedicare could easily
absorb an additional 314 percent of national income by 2030. In combination with the rise in social
security spending, this implies that federal lawmakers must identify additional revenues amounting to
almost 5% of GDP if the present benefit structure is to be preserved and the federal debt level

Table 4. Outlays for Major Spending Categories and Federal Revenues as a Percentage of GDP
for Selected Years, 1965-1995

Fiscal year

Spending category e
1965 1970 1975 1980 1985 1990 1995

Discretionary spending

Defense and international .............. 8.1 8.5 6.1 55 6.6 5.6 4.1
Domestic . ... 3.2 3.4 4.0 4.7 3.5 3.2 3.5
Subtotal, discretionary ................ 11.3 11.9 10.2 10.2 10.1 8.8 7.6
Entitlements and mandatory spending
Social Security ........ ... ... oL 2.5 2.9 4.1 4.3 4.5 4.3 4.6
Medicare .........cc.oiiiiiiiii . 0.0 0.7 0.9 1.2 1.7 1.9 2.5
Medicaid, AFDC, SSI, and food stamps .. 0.4 0.8 1.3 1.3 1.3 1.4 2.1
Other entitlements and mandatories. .. ... 1.6 1.8 34 2.8 2.1 2.3 1.1
Net interest . ........... ... 1.3 14 1.5 1.9 3.2 3.2 3.2
Subtotal, mandatory . ............ ... .. 5.9 7.5 11.2 11.5 12.9 13.2 13.6
Total . ... 17.2 19.4 214 21.7 23.0 22.0 21.2
Memo: Social Security and Medicare . . .. 2.5 3.6 5.0 5.5 6.2 6.2 7.1
Federal revesnices . ......... ... . ... ..... 17.0 19.1 18.0 19.0 17.9 18.1 18.9

Note: Totals may not he exact due to rounding.
Source : Congressional Budget Office.
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contained. Some of the funds could be obtained by cutting outlays on other government programs, but
the scope for such cutbacks is not large. As shown in Table 4, spending in several budget categories,
including national defense and domestic discretionary accounts, has already been scaled back
significantly.

These considerations make it easy to understand why many young workers are skeptical they will
collect a social security pension. Young workers do not expect to collect benefits in the next century
because they do not believe future workers will be willing to pay the higher taxes that would be needed
to keep social security solvent. The fears of young workers are exaggerated for a couple of reasons.
First, social security and medicare are widely popular. The percentage of voters who have a strong
interest in protecting the programs will grow as the population ages. If social security and medicare
enjoy broad political support today, when comparatively few voters draw benefits, it is hard to helieve
support for the programs will collapse when a sharply higher percentage of voters reaches retirement
age, starting around 2010.

A second reason that social security pensions are likely to remain an important source of retirement
income is that it does not take any extra effort to keep modestly generous benefits flowing. The
combined employee-employer contribution rate for social security is now 12.4 percent. If this tax rate
were left unchanged, social security benefits would have to shrink, but they would not fall to zero.
Under the intermediate assumptions in the 1997 annual Trustees’ report, the Trust Funds will be
exhausted by 2030. However, tax revenues after that year are predicted to be large enough to finance
between 70 percent and 75 percent of the benefits promised under current law. Even if future voters
refuse to authorize additional funding for the program, which seems doubtful, young workers can still
expect to collect significant social security benefits.

Reform. To restore long-term solvency in social security, Americans face a choice among three
basic reform alternatives : reduce pension benefits (perhaps by raising the retirement age) ; increase tax
contributions ; and shift the retirement system away from pay-as-you-go financing toward advance
funding of future pensions. The third option could be implemented either within the present social
security system or in a parallel system of privately owned and managed pension funds. I consider each
reform alternative in turn.

The first two alternatives will reduce the rate of return obtained by future retirees on their payroll
tax contributions to social security. The real rate of return enjoyed by current retirees typically exceeds
3 percent. In the future, however, fertility rates andslow real wage growth will mean that the return
received by future cohorts of retirees will be much lower and could be negative, even under present law.
If future benefits are cut or the payroll tax is increased, the return would be reduced still further. The
third reform alternative holds out the promise of boosting workers’ future returns. Because part of
future benefits will be derived from investments in the capital market, returns would not be tightly
linked to real wage increases and labor force growth as they are in a pay-as-you-go retirement system.
If real returns in the capital market exceed the rate of growth of real social-security -covered earnings,
many workers would be better off under a partially oriully advance-funded retirement system than they
are under the present system.

It is inevitable that the resolution of the long-term financing problem will create conflict among
generations, but the various reform options resolve the conflict in different ways and result in very
unequal fiscal burdens on different generations. Benefit cuts can be imposed immediately and can reduce
the pensions of all generations who are now alive, including the both the young and the elderly. The
sooner a benefit cut becomes effective, the smaller the size of the cut needed to restore social security
to long-term solvency. The later the benefit cut is postponed, the larger the required cutback.
Americans who are already old would thus benefit from a delayed cut in benefits, while young Americans
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would be better off if the benefit reduction occurred immediately. The burden of a tax hike would fall
mainly on the young, especially if the only tax that is raised is the payroll tax. The elderly do not have
much labor earnings, so they would not be required to pay much of the tax increase if payroll taxes were
hiked.

The relative fiscal burden of reform options on different generations can be examined more
precisely using so-called “generational accounts” (Auerbach, Gokhale, and Kotlikoff, 1992). Gener-
ational accounts describe a nation’s fiscal policy in terms of the policy’s effects on the lifetime budget
constraints of successive generations. Changes in the value of what each generation can consume are
discounted to the presentand summed over all present and future generations. Generational accounting
requires choosing a baseyear (say, 1998), projecting future population and spending totals, assigning all
current and future taxes and transfers (or changes in taxes and transfers) across existing and unborn
generations, and discounting each generalion’s taxes and transfers back to the base year using an
assumed discount rate. Even if policy makers do not rely on generational accounts, however, it is
uswally straightforward to calculate which generations must make the greatest sacrifice to achieve
long-term social security solvency.

Benefit cuts. The simplest kind of benefit reduction is one that cuts the basic pension of all retirees.
The long-term deficit in social security is about 15 percent of the long-term cost rate, so a 15-percent
cut in benefits, if effective immediately and across the board, would eliminate the 75-year imbalance.
Americans are unlikely to accept a benefit reduction this large on people who are already collecting
benefits, however. A benefit reduction that is restricted to new retirees would require time to have its
fulleffect on total benefit payments, implying that a reduction of about 18 percent in the initial pension,
if phased in when new claimants begin to collect benefits, is needed to restore actuarial balance. The
actuarial balance will continue to deteriorate over time as current surplus years are replaced with future
years of deficit. If benefit reductions are delayed until 2030, when the Trust Fund is exhausted, and if
benefits after 2030 are financed on a pay-as-you-go basis, the required benefit reduction in 2030 would
be about 25 percent for all pensioners who are then on the rolls. Larger cuts would be needed in later
vears. By 2070 a 30-percent benefit cut is needed to keep pensions affordable under the current tax rate.
(Allcalculations are based on the intermediate projections inrecent Trustees’ reports.)

[t does not make sense to impose indiscriminate benefit cuts, however. Social security is the main
source of income for most retirees, providing over 40 percent of the cash income available to elderly
individuals and couples. Because many older Americans have modest incomes that are only slightly
above the poverty line, the government cannot reduce social security pensions at the lower end of the
income scale without increasing poverty. This makes Congress reluctant to enact proportional across-
the-board reductions. Many proposals for scaling back pensions therefore emphasize some form of
means-testing to spare the low-income elderly from steep benefit cuts.

There are two approaches to means testing. The more obvious one bases the means test on a
pensioner’s current income. For example, Peter G. Peterson proposes that social security applicants
withannual incomes above $ 40,000 be subject to an “affluence test.” Under his suggested formula, as
an applicant’s non-social-security income rises above the $ 40,000 threshold, social security benefits
would be cut by a steeply progressive amount (Peterson, 1996, p. 162). This approach to trimming
benefits enjoys some public support. In a recent opinion poll, respondents were presented with four plans
for saving social security: increasing the retirement age, hiking the payroll tax, reducing the annual
cost-of-living adjustment, and eliminating benefits to people with incomes above $ 100,000, The last
planwas the only one that commanded majority support. The other plans were favored by fewer than
one-third of respondents (Tanner, 1997).

Means-testing public pensions on the basis of retirees’ current income can significantly reduce costs.
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However, by imposing a high tax on asset and private pension income, it would discourage many
workers from saving privately for their own retirement, either in individual retirement accounts or in
an employer-sponsored pension plan. A means test that potentially affects a large percentage of
middle-and high-income retirees might reduce private saving by a significant amount.

Means-testing raises other concerns. It can deprive social security of crucial political support by
changing the attitudes of high-income workers and retirees, who currently support social security but
who might receive no benefits under a means-tested system. It mayencourage retirees to shift assets
to their children in order to avoid the means test. It may also encourage over-investment in assets, such
as housing, that provide a stream of in-kind income that is excluded from the means test. Medicaid
payments for nursing home care are now based on a means test. Evasion of the test through conceal-
ment of income and assets has been a major problem in that program.

An alternative approach to means testing is to scale benefits according to ltfetime income rather
than annual income during retirement. The formula already provides proportionately much more
generous pensions to workers with low lifetime earnings than to those with high lifetime earnings. A
means test is implicitly imposed on workers’ lifetime earnings rather than on their non-social-security
incomes at the time they claim retirement benefits. This form of means-testing creates fewer incentive
problems, especially with regard to retirement saving and tax avoidance in old age.

One of the reform plans suggested by the 1994-96 Social Security Advisory Council would operate
in this way (Advisory Council on Social Security, 1997). It would change in the replacement rate factors
in the formula for calculating the basic pension. Workers earning high average lifetime wages would
receive lower marginal increases in their benefits as their average wages increase. This kind of reform
can have only a limited effect in closing the financing gap, however, because the redistributional tilt in
the benefit formula is already very disadvantageous to workers with high lifetime earnings. While a
disproportionate benefit reduction for workers with high lifetime wages may protect retirees near the
poverty line, it would reduce the already low marginal benefit received by high-wage workers, thereby
increasing labor market distortions and pressures on employers to convert taxable money wages into
untaxed fringe benefits,

Pensions can also be trimmed by reducing the annual cost-of-living adjustment. For pensions
already in force, the adjustment is currently equal to the annual percentage change in the consumer price
index for urban workers (CPI-W). The CPI has been criticized because of the widespread view among
economists that it overstates changes in the cost of living. According to a recent report by a Senate-
appointed commission to study the CPI, biases in the index lead to anoverstatement of changesin the
cost of living that average about 1.1 percent a year (Advisory Commission to Study the Consumer Price
Index, 1996, p.68). One suggestion is to reduce the cost-of-living adjustment by approximately the
amount of overstatement found by the commission. Reducing the adjustment by the full amount
suggested by the Advisory Commission would eliminate almost three-quarters of the 75-year imbalance.

This step is probably premature, at least as a permanent method for dealing with social security’
s inancing problems. About half of the overstatement found by the Advisory Commission is attributable
to unmeasured quality improvements in goods and services. It is not obvious that the commission
offered an accurate estimate of the size or even direction of this mismeasurement, nor did it propose a
feasible method to improve the measurement of quality.

Reducing the cost-of-living adjustment would have no effect on a worker’s initial benefit, which
would continue to be indexed to past wage growth, but it would progressively reduce the real benefits
ofretirees as they age. If continued during every year of retirement, a 1-percent cut in the cost-of-living
adjustment would reduce the pension of an 80-year-old person by about 16 14 percent. Because few
other sources of retirement income are indexed, this would exacerbate a pattern in which retirees’ real
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incomes decline with age. Poverty and low income are more serious problems among the very aged than
they are among new retirees, so it is almost certain that a permanent reduction in the cost-of-living
adjustment would increase poverty more than a cut in initial pensions that achieved the same long-run
cost saving.

A common proposal to reduce social security benefits is to raise the normal retirement age, that is,
the age at which an unreduced pension can first be claimed. Anincrease in the retirement age from age
65 to 67, phased in over a two-decade period beginning in 2002, is already scheduled to occur as a result
of Social Security Act amendments passed in 1983. While the normal retirement age has been fixed at
age 65 since the program’s inception, life expectancy at birth has risen almost 11 years for men and 13 14
years for women since 1940. Life expectancy at age 65 has increased by nearly 30 percent among men,
rising from 11.9 years in 1940 to 15.3 years today, and it is projected to rise by an additional 11 percent
over the next 40 years (Board of Trustees, Federal Old-Age and Survivors Insurance and Disability
Insurance Trust Funds, 1995, p. 62). Even though the normal retirement age will be increased to 67 by
2025, workers will remain eligible for actuarially-reduced early retirement benefits that begin at age
62. Under these circumstances, there is not much practical difference between an increase in the
normal retirement age and a reduction in the basic pension. Both reforms scale back retirement and
old-age survivors benefits across the board. For a worker with the average life expectancy who retires
at age 69, the increase in the normal retirement age from 65 to 67 is equivalent to a 12-percent reduction
in the basic pension.

A number of policymakers suggest that the phase-in of the higher retirement age should begin
immediately and the process should be extended so that the normal retirement age is eventually lifted
to 70 rather than 67. [f the normal retirement age were increased to age 70 by 2030, about one half of
the current long-term deficit in social security would be eliminated. If the age of early retirement were
also increased at the same time from 62 to 67, the currently projected deficit would essentially disappear.
(However, if mortality rates continued to fall after the end of the current 75-year projection period, the
deficit would eventually recur.)

Increasing the early retirement age can be criticized on the grounds that, while life expectancy has
increased, the health condition of many older workers—and their ability to continue working-—has not
improved. This objection is not valid for typical workers, since there is good evidence that improve-
ments in life expectancy are linked to overall improvements in the health status of people in their 60s.
Moreover, the proportion of jobs requiring strenuous or even moderate physical exertion has fallen over
time,

A higher retirement age would be widely unpopular among Americans, especially among workers
employed in physically demanding jobs. To ease the burden of a higher early retirement age on workers
in these occupations, future workers might be allowed to apply for disability insurance under liberalized
eligibility standards once they attain age 62. However, it is administratively costly to evaluate the
health condition of prospective early retirees to determine whether they qualify for disability benefits.
Experience over the past two decades also suggests that the determination of health disabilities is
inconsistent over time, leading to frequent legal and political battles over eligibility criteria.

Higher contributiorns. Raising contribution rates is a second major option. According to the OASDI
Trustees’ intermediate assumptions, a 22 percentage point increase in the payroll tax, if effective
immediately, would eliminate the 75-year deficit. But the payroll tax rate is already so high (15.3
percent including the tax for part of medicare) that further increases would he unpopular. The present
tax applies to an earnings base that is far less than 100 percent of labor compensation, however. Wages
are taxed only up to a limit ($65400 in 1997). Most fringe benefits are untaxed. Broadening the tax
base could obviously close some of the gap. The shift in the composition of labor compensation toward
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untaxed [ringe benefits might be reversed by this step. The reform would also eliminate some labor
market distortions by treating all forms of labor payment in equivalent fashion, and it would increase
the relative tax on high-wage workersbecause of the greater importance of fringe benefits to the highly
paid. But some of the extra revenue would eventually be offset by higher pension payments to workers
credited with higher average earnings. And many fringe benefits, such as health insurance, are hard to
value, making it difficult to calculate each worker’s required contribution.

Another reform option is to seek sources of revenue in addition to the payroll tax. This strategy
is used in many public retirement systerns in the rest of the world, where national governments often
make contributions to the public pension fund that are linked to the size of the taxable earnings base
or to the level of employee and employer payroll contributions. For the past 60 years the United States
has avoided financing social security out of general revenues. Nonetheless, some funds are obtained
from the income tax. A modest percentage of OASDI revenues is derived from imposing federal income
taxes onsocial security benefits received by moderate- and high-income recipients. (Before 1984, social
security benefits were completely exempt from the income tax.) All members of the 1994-96 Social
Security Advisory Council agreed that the taxation of current benefits should reformed toinclude more
benefits in the tax base, with the extra revenue to be placed in the OASDI Trust Funds.

The use of the income tax is appealing because it is administratively simple to collect and
distributes the financing burden more broadly than a tax that is imposed only on earnings. In particular,
the current elderly, who can expect to receive benefits that will far exceed their past contributions,
would be forced to help pay for a solution to the long-term funding problem. The elderly obviously
avoid thishurden if tax increases are concentrated solely on active workers and their employers through
increases in the payroll tax. A broadening of the tax base would also reduce the size of the required
tax hike, potentially reducing the distortionary effects of the higher tax. However, including all social
security benefits in the tax base and placing the resulting revenues in the Trust Funds does not reduce
the long term deficit by a significant amount.

Advance funding. Proposals to address social security’s financing problem through benefit cuts and
tax increases are politically divisive. They force generations and income classes into conflict over which
group willhave to make the larger sacrifice in order the restore the solvency of the system. Itis possible
to reduce some of this conflict by increasing the future national income that will finance the consumption
of both workers and retirees. To achieve this, the current generationmust increase its saving to finance
more of its own retirement. Larger accumulations in the retirement system would raise the nation’s
capital stock and increase future national output. In the next century, the nation would still he forced
to spend a bigger percentage of national income on pensions, but it would pay for these obligations out
of a larger economic pie, leaving a bigger slice for future workers. From the point of view of younger
social security contributors, advance funding is also a way to increase the rate of return on their
contributions. Part of each worker’s retirement benefit would be derived from earnings on capital
investments, and the rate of return on these investments can easily exceed the return obtainable in a
pay- as-you—go retirement program.

The current system of financing public pensions does not significantly boost national saving and may
actually reduce it. Payroll taxes from today’s workers are used mainly to pay for pensions to current
retirees, leaving only a small annual surplus for accumulation in a pension fund. During the 1950s and
1960s, pay-as-you-go financing looked like a good deal. The labor force was growing rapidly, and real
wages wereclimbing 2 14 percent a year. The real returns on contributions once the systemwas mature
were expected to be at least 4 percent a year, more than ordinary workers could earn on their own
savings. Declining labor force growth and the dramatic slowdown in productivity have eliminated the
rate-of-return advantages of a pay-as-you-go system. The real retum will fall below 2 percent a year
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for most workers and may eventually become negative for a majority of them. Private investment
alternatives offer workers and pension fund managers real returns that exceed 3 percent a year. In view
of the difference in expected rates of return, many of today’s young workers would be better off in a
prefunded pension program rather than a pay-is-you-go system.

The present social security system has accumulated huge pension liabilities to retirees and older
workers, however. A democratic government isnot likely to default on these obligations. Overthe next
several decades, current and future workers must pay for all or most of the promised pensions,
regardless of whether the country moves to anadvance-funded system. The double burden of paying
off those obligations and saving in advance for their own retirement makes it costly for younger
workers to move from a pay-as-you-go to an advance-funded system.

Nonetheless, today's workers could increase the percentage of retirement income they expect to
derive from capital income and reduce the percentage coming from the payroll contributions of future
workers. The nation could move toward partial funding of future retirement obligations either by
modilying the current public system or by converting it fully or partially into a private system. Another
option is change government tax policy to provide employers stronger incentives to expand the current
voluntary system of company-sponsored pensions. Under any reform option the central question is
whether the increase in funding would really add to national saving and boost future national income
or whether it would be offset by reduced public or private saving.

The beneficial effecls of an increase in the net national saving rate are displayed in Table 5. These
results are taken from arecent study by Bosworth and Burtless (1998) of the impact of a one-percentage
pointincrease in the American net national saving rate that is caused by reform in the social security
or private pension system. In this particular simulation, net national saving is increased by one percent
of net national product (NNP) in the year 2000, held at the higher rate for 50 years, and is invested in
the United States rather than overseas. For the present purposes, it makes no difference whether the
increase in saving is assumed to occur in the public sector (through larger social security surpluses) or
in the private sector (through larger private pension accumulations). In either case most of the extra

Table 5. Economic Effects of a Permanent Rise in the U.S. Saving Rate,
Invested Domestically
Percent change from baseline

Year Wealth Capital Services GDP NNP Consumption  Rate of Return Wage Rate
2000 1.0 0.9 —90.1 ~0.1 -1.3 —0.4 0.0
2010 9.8 10.9 1.9 1.1 -0.2 -85 2.7
2020 18.2 20.6 3.8 2.4 1.0 —-15.7 5.1
2025 22.5 25.5 4.8 2.9 1.5 —19.1 6.3
2030 26.8 30.2 5.7 3.5 2.0 —22.3 7.4
2040 34.9 39.2 7.4 4.4 2.8 —28.3 9.4
2050 43.1 48.1 9.0 5.2 3.5 —~34.0 11.3

Note :Net saving rate raised by one percent of NNP beginning in 2000. Percentage changes measured
i1 constant prices.
Source : Barry Bosworth and Gary Burtless, “Social Security Reform in a Global Context,” in Social
Securily Reform: Links to Saving, Investment and Growth (Boston, MA : Federal Reserve
Bank of Boston, 1998).
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saving will flow into the Americanbusiness sector, where the added investment increases the level of the
capital stock. The supply of capital services expands by nearly one percent a year compared with its
level in the low-saving baseline. By 2025 capital services are 25 percent higher than in the baseline
(column 2).

As a result of the larger capital stock, national output, labor productivity, and real wages all rise.
The enlarged flow of capital services contributes to a 2.9 percent gain in NNP after 25 years and a 5.
2 percent increase in NNP after 5 years (column 4). Not surprisingly, the policy of increased saving
means that consumption must fall over the first 10 years, but the additional investment and larger capital
stock eventually boost consumption, which rises 1.5 percent by 2025 (column5). The U.S. Congressional
Budget Office estimates that population aging and rising social security and medicare costs will push up
federal program outlays by 4 percent of national output between now and 2025. By implication a
permanent increase in the national saving rate amounting to 2 or 3 percent of NNP would be needed to
boost consumption in 2025 by enough to offset the extra burden of higher federal spending.

A high-saving policy offers large benefits to future wage earners. Real wages are predicted to rise
6 percent above their baseline level by 2025 (column 7). The average real wage rises in line with gross
output per worker. The percentage gain in net national income (NNP) is considerably smaller, however,
because a larger capital stock generates higher annual depreciation, which is subtracted from gross
output in the determination of net output. Of course, these benefits of higher saving depend on the
assumption that higher saving in the social security trust fund or in private pension funds is translated
into higher total national saving. If extra saving in the social security trust fund were offset by lower
saving on the part of businesses or households, no increase in overall national saving would occur.

Advanced funding is administratively easiest to accomplish within the existing social security
system. This strategy leaves accrued pension claims intact. Increased payroll tax rates or reduced
social security benefits (or both) could be used create a larger Trust Fund reserve, which should be
strictly separated from other government accounts. The larger reserve would then be invested in either
public or private securities. From the point of view of increases in future national income, it does not
matter whether the funds are invested in public or private securities. If the Trust Fund reserves
continued to be invested exclusively in Treasury debt, more private saving would be available to finance
private investment, because less of it would be used to buy government securities. If instead the Trust
Fund reserves were invested in private debt or equities, private savers would be forced to purchase more
government debt. A large minority of members of the 1994-96 Advisory Council recommended that
Trust Fund reserves be invested in private securities in order to raise the rate of return earned by the
Funds.

Public management of a huge retirement fund raises ticklish political issues, however. Political
considerations might have adverse effects on the Trustees' investment decisions. Even worse, Congress
might use the larger reserve accumulations to offset growing deficits in other government accounts. In
that case, the increase in the social security reserve will have no effect on public or national saving and
hence on future national income.

Private retirement accounts reduce these political risks, because private fund managers rather than
politicians would have control over the pension reserves. In addition, private accounts offer workers
flexibility in managing their own retirement savings. Partial privatization along the lines of the two-
tier, public-private system adopted by Chile is one possibility. A first tier public program could provide
a flat benefit or onerelated to the number of years of participation in order to protect low-wage workers
from poverty when they retire. The second tier program could support a private defined-contribution
pension program, with individual accounts invested in a range of capital market assets by the individual
contributors. This basic scheme was proposed by a plurality of members of the 1994-96 Advisory
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Council.
But privatization carries risks, too. It is not certain that workers’ contributions to new private

investment accounts will increase their overall private saving. Some workers may reduce other kinds
of saving, including saving in company pension plans, if they are forced to contribute to a new pension
plan that looks a lot like existing pension accounts. Moreover, the retirement income of elderly
Americans would depend heavily on their success in investing their required contributions. Some
workers wouid invest much less successfully than average, and t heir modest retirement annuities would
reflect this fact. Wide disparities in the investment success of different workers would produce wider
disparities in older Americans’ incomes than has been the norm since the 1950s, when public social
security benefits became an important component of older people’s incomes.

Explicitly separating the redistributional element of the perision system from the earnings-related
component could create strong political pressure to reduce the scope of the redistributional element. A
two-tier, partially privatized system might then provide inadequate income protectionfor retirees with
low lifetime wages. The administrative costs of managing private, decentralized retirement funds are
much higher than those of managing a single public fund. A privately managed defined-contribution
system relies heavily on workers’ expertise in investing their own retirement savings. Unfortunately,
many workers are poorly prepared to make good investment decisions. Workers with poor investment
experiences will end up with low retirement incomes. Converting individual accounts into annuities
when workers retire or become disabled also presents a huge challenge. Solving this and other problems
entails high management costs that can eat into the returns of small accounts.

Another approach to reform is to rely more heavily on volunt ary, employer-sponsored pension plans
to provide Americans with old-age income. Employer-sponsored pension plans now provide roughly -
one-fifth of the income received by retired American workers and their families (Reno, 1993, p. 21). This
is almost half the percentage of elderly families’ income that is derived from social security pensions.
Employer-sponsored pensions also account for a slowly rising fraction of retirees income. The
percentage of U.S. workers participating in a pension plan increased rapidly from the end of World War
IT to the beginning of the 1970s but has remained comparatively stable since that time (Beller and
Lawrence, 1992). One of the main attractions of pensions is the favorable tax treatment they receive
under the income tax law. Employer contributions to a qualified pension or profit-sharing plan are
deductible by the employer as a current business expense. At the same time, the employer’s contribu-
tions—as well as the income earned on the contributions—are exc luded from employees'taxable income
until employees begin to collect distributions under the plan, presumably after they retire.

The federal government could try to increase the percentage of employers offering private pensions
or encourage employers to offer more generous pensions. Analysts do not fully understand why the
percentage of workers covered by pensions has failed to rise over the past two decades. As coverage
rates among full-time public-sector workers, unionized workers, and workers in large firms approached
80-90 percent, further increases in coverage could only be achieved by boosting coverage rates among
part-time workers, young workers, and workers in small firms. For a variety of reasons, it has not been
easy to increase the coverage of these kinds of workers. Nonetheless, the abruptness of the slowdown
in pension coverage is striking. In 1940, just 17 percent of the full-time private wage and salary
workforce was covered by an employer pension. By 1970, 52 percent of these workers were covered by
a pension plan. The coverage rate did not change by a significant amount for the next two decades
(Beller and Lawrence, 1992, p. 75).

To increase the percentage of employers offering pensions to their workers, the federal government
could pursue several strategies. It could require employers to offer minimal pensions to their workers.
It could relax current regulations on company pension plans to make it administratively less expensive
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for employers to offer good pensions to their workers. It could require that employers offer at least
volentary pensions to their workers, and it could then subsidize workers’ contributions to those plans.
It could offer more generous tax subsidies to employers who provide pensions. Few of these approaches
are popular among employers, and unions and worker organizations have not put pressure on the
government to expand private pension coverage. (Most worker organizations are much more interested
in assuring that existing company pension plans are prudently regulated and supervised,)

Even if private pensions could be expanded on a voluntary basis, there remains a danger that many
workers would not become entitled to receive large pensions when they retire. Some workers might
never work long enough with any single employer to qualify for a large pension. Othersmight work for
employers who offer very small pensions. And still others might experience poor returns on their
pension investments. Company pensions are a desirable fringe benefit for most workers, but increased
reliance on employer-provided pensions would almost certainly produce increased income inequality
among retired workers and their families. This tendency could be offset if the remaining social security
system became more progressive, offering more generous pensions to poorly paid workers or less
generous pensions to highly paid workers. It is questionable whether this kind of reform would enjoy
much political support among middle-income and highly paid workers, however.

Individual retirement accounts are obviously appealing to high-wage workers, particularly those
with confidence in their own investing abilities. It isnot so clear that the long-term effects of a shrunken
public system will be as attractive to low-wage workers. Moreover, prolonged periods of low or
negative private market returns can leave entire cohorts of workers facing the prospect of low retire-
ment incomes. The shortfall in retirement income might then be a problem for more than just the
affected workers. If American voters insist on secure and comfortable incomes for retired workers, the
shortfall can also create a major problem for the federal budget, which would be forced to assume the
burden of supplementing the meager incomes of unlucky retirees.

The United States will have to support its retired workers out of the national income available when
each generation reaches retirement age. Whether retirees receive most of their income through public
pensions, as they presently do, or from private pensions, as they would under a private system, their
consurnption will be derived from the output of future workers and the future capital stock. If future
productivity grows rapidly, the elderly can be generously supported and active workers can enjoy steady
increases in their after-tax incomes. If productivity grows slowly, future workers will have to accept
lower after-tax incomes or retirees smaller pensions unless workers can be persuaded to delay their
retirement. The implications of slow growth will be the same whether pension incomes come from
public or private sources.

The choice between the public and private reform alternatives depends largely on political rather
than economic considerations (Burtless and Bosworth, 1997). Advocates of privatization are skeptical
that elected officials can be trusted to manage the accumulation of a big retirement fund. They fear that
larger social security surpluses will be spent on other government consumption (and hence not saved) or
that fund accumulation will be invested unwisely. Opponents of privatization believe that explicit
separation of the redistributional component of social sccurity into a smaller public program will cause
the public component to be viewed as a public assistance program. This could undermine the popularity
and perhaps even the sustainability of large-scale redistribution to the low-income elderly. A public
plan offers stronger assurances to low-wage workers, but a private plan is more appealing to average-
wage and high-wage workers who want a better return on their contributions.

III.  Public and Private Health Insurance

U.S. expenditures on health care are the highest in the industrialized world, whether these expendi-
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tures are measured as absolute spending perperson or as a proportion of national income. Over the past
four decades the percentage of U.S. national income devoted to health care has risen almost without
interruption, increasing from slightly more than 5 percent of GDP in 1960 to more than13 14 percent in
1995 (see Figure 1).

The long-term rise in spending has been the result of at least four major trends. Insurance coverage
of the American population has expanded, reducing the proportion of medical care costs that must be
paid directly by consumers and encouraging greater consumption. This has contributed to a second
important trend, rising utilization of medical services among large groups of Americans, especially
groups like the aged, poor, and physically disabled which have high potential medical demand. Third,
the health care industry has seen rapid imovations in techniques that extend life, improve human
functioning, and relieve pain. Many of thesenew technologies are extremely costly. Providers have had
powerful incentives to introduce and apply these technologies, because consumers of medical care, who
are sheltered by insurance from paying for the technologies’ full direct cost, have been eager to use them.
Finally, for a variety of reasons the prices of health care goods and services have increased faster than
other prices in the economy, even in those areas where medical technology has not changed very much
(see Figure 2).

The American system of paying for medical care is both complicated and administratively burden-
some, a fact which has contributed to the rapid growth in U.S. spending compared with spending in other
rich countries. About a quarter of Americans obtain their main health coverage under the government-
funded medicare and medicaid programs, insurance programs that pay most of the physician and
hospital bills of the retired elderly, insured disabled, and the poor. Most older Americans who are
insured under medicare also purchase insurance under supplementary private insurance plans (called
“medigap” plans) that help pay for medical bill s that are not covered by medicare. Somewhat more than
half the population receives insurance under an employer-sponsored health plan. Slightly less than half
the people covered under employer-sponsored plans are employees or retired employees of employers ;
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Figure 1. U.S. Health Care Spending as a Percent of GDP, 1960-1995
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Figure 2. Annual Price Change in Medical Care and All Items, 1955-1997

the remainder are insured dependents of covered employees or retired employees. Roughly one
American in ten obtains insurance under individually purchased plans. (Insuranice coverage rates and
per capita spending levels, by age, are shown in Table 6.)

Most voters and policymakers think it is desirable to increase the percentage of Americans who are
covered by anadequate insurance plan. Most also agree it is desirable to restrain the historically rapid
growth in medical care spending. Clearly, however, these goals are at least paitly in conflict. If people
obtain new or better coverage under an insurance plan, their demand for medical services will increase,
directly boosting overall spending on health care. The extra demand will also encourage health care
providers to raise prices, indirectly increasing health spending even more. Almost all observers agree,
for example, that the introduction of medicare and medicaid in 1966 accelerated health care spending
growth through both these routes.

Slowing the rise in health care spending while at the same time increasing the fraction of Americans
with good health insurance will require major innovations in the organization and financing of insurance.
As long as the United States retains its mixed public-private system of insurance, innovations will be
needed in both the public and private insurance sectors, Congress and the public decisively rejected
President Clinton’s comprehensive plan for reform in 1994, and it is unlikely Congress or the public will
seriously consider a comprehensive plan anytime soon. Nonetheless, the President’s and Congress's
determination to reduce the federal deficit has forced policymakers to confront the financing problem in
the nation’s two main public insurance programs, medicare and medicaid.”? Atthe same time, private
insurers have recently achieved remarkable progress in restraining their health care outlays through
innovations in the way they provide insurance to their employees and retirees.

David Cutler recently assessed reform options in the nation’s largest single insurance plan, medicare
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Table 6. HealthInsurance Coverage and Per Capita Medical Spending by Age Group, 1995

Percent of population insured

Private insurance Government Per capita medical spending and source
Total

persons Group Percent

(nillions) Total Total health Medicare Medicaid uninsured Total Medicare Medicad Other
Total 264.3 85 70 61 13 12 15 $3,082 3685 $332 $2,065
Under 18 years 71.1 86 66 62 0 23 14 1,370 1 259 1,109
18 to 44 years 108.8 78 70 64 1 9 22 1,837 69 252 1,516
45 to 64 years 52.7 87 79 71 5 ) 13 3,591 291 260 3,038

6 years and older  31.7 99 69 35 96 9 1 9,959 4,761 856 4,342

Notes : “Total” percent of population insured includes people covered by other types of government
insurance notshown separately. Individuals may be insured under more than one type of policy,
but a person covered under more thanone policy is counted only once. “Group health” insurance
is obtained under an employer-sponsored plan that covers the person or another working family
member. “Other” per capita spending is paid for by insurance carriers (other than medicare or
medicaid) and by out-of-pocket spending by consumers.

Source : Statistical Abstract of the United States, 1997 (Table 171): and author’s tabulations of

unpublished data from U.S. Congressional Budget Office.

(Cutler, 1997). He noted that decision makers face a choice among three broad policy alternatives :
reducing payments to providers, increasing the contributions required of people who are insured, and
redesigning the insurance package to include improved market-based incentives for efficiency and cost
restraint. The same hasic opticns are available to employers who provide insurance to workers and
retirees. Because medicaid is a joint federal-state program reform in that program is complicated by
divided responsibility between the federal and state governments. Federal lawmakers can achieve
federal budget saving by shifting financial responsibility for medical costs to state governments. State
policymakers can obtain fiscal benefits for state treasuries through adroit exploitation of federal
cost-sharing rules. Ineach case the gain to one level of government is achieved at the expense of the
other, and possibly at the expense of the insured population or medical efficiency. The remainder of this
section provides an evaluation of the three main reform options.

Lower reimbursement to providers. The most direct method to reduce health outlays is to restrict
or reduce the payments offered to health care providers (hospitals, physicians, nursing homes, medical
lahoratories, and other suppliers of drugs and medical services). This option has long been favored by
public policymakers and voters. More recently it has been enthusiastically embraced by employers and
private insurance companies. The medicare and medicaid programs have undergone several waves of
reform in reimbursing providers. Both medicare and medicaid were originally conceived as traditional
insurance plans. The insured population ohtained health services from licensed providers of their
choice : the insurance plan reimbursed patients for all or a fraction of the providers’ charges. Inthe case
of medicaid, the plan paid all provider charges ; patients, who were assumed to be poor, usually paid
none of the charges. Inthe case of medicare, an insured patient was responsible for paying for a portion
of the provider’s charge, and medicare reimbursed the rest. Insured people could obtain services from
any licensed or certified provider. This arrangement is called traditional or “fee-for-service” third-

party insurance.
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The easiest way to control insurance outlays in this traditional system is gradually to reduce the
maximum permitted payment for specific services. Providers might charge more than these amounts,
but patients would be responsible for paying any excess charges above the maximum levels allowed by
the plan. This strategy to restrict insurance outlays is practical in the case of medicaid, where the
insured population is poor and politically powerless, but it is much harder to sustain in the case of
medicare, where the insured population is large, relatively well off, and politically influential. In
medicaid, allowable charges are so low in some states that many providers refuse to accept patients who
can only pay their bills with medicaid reimbursement. Thus, medicaid-insured patients do not always
have access to the services of the best providers. As medicaid reimbursement levels are reduced, the
percentage of physicians and other health providers who will accept medicaid patients tends to fall.

It has provenless practical to follow this cost-c ontainment strategy in medicare, because medicare-
insured patients complain loudly and effectively ifthey are denied access to the best providers when the
medicare-allowed charge for a procedure does not keep up with providers’ customary charges. Political
leaders and program administrators are then forced to improve medicare reimbursement rates or
otherwise to compel providers to accept medicare-covered patients. It should also be noted that most
medicare-covered patients are insured under private, supplemental insurance plans, which pay part or
all of the medical bills that are not reimbursed by medicare. By 1993 slightly more than 70 percent of
elderly persons covered by medicare were also covered by a supplemental private insurance plan
(Komisar et al., 1997, p. 49). Thus, even if medicare reimbursement rates are low, most patients can still
obtain generously insured care under a combination of medicare insurance and private supplementary
insurance.

Imposing limits on the amount that providers are allowed to charge for a particular service can
reduce insurance outlays in the short run, but experience has shown that U.S. providers soon learn how
to provide additional services in order to maintain or increase the flow of reimbursement payments from
insurers. For example, medicare might reduce the maximum allowable charge for an operation to
remove an appendix to $ 2,000, cutting the reimbursement payment to hospitals which formerly charged
$ 3,000 for this operation. The reduction in the allowed charge might not result in any saving to
medicare if hospitals respond to the lower reimbursement by increasing the average hospital stay of
appendectomy patients. If hospitals formerly keptappendectomy patients in the hospital for 3 days (at
$ 800 per day) and then increased the average stay to 5 days, hospital revenues from removing an
appendix would rise from $5400 to $6,000, even though medicare has reduced reimbursement for the
appendectomy operation by $1,000. At the same time, the provision of medical services would become
substantially less efficient, assuming there is little or no medical benefit from keeping patients in the
hospital for an additional two days.

Medicare was ultimately unsuccessful in curlailing long-run spending growth using limits on
allowable charges. This failure caused policymakers to adopt a new reimbursement policy. In 1983
medicare adopted a prospective payment system for reimbursing hospital services. Under this proce-
dure, regulators identified about 470 diagnosis related groups into which each patient admitted to a
hospital is placed. In the previous example, a patient admitted with a ruptured appendix would be
assigned to one of these 470 groups and, depending on the severity of the health problem, the hospital
would be reimbursed by a fixed amount, regardless of the level of services provided by the hospital. If
the hospital could give adequate care for less than the amount of prospective reimbursement, it would
make a profit on the patient. If it provided excessive or wasteful services that cost more than the
prospective reimbursement, it would lose money. The new system thus created major incentives for
hospitals to deliver services efficiently. For a number of years after this new reimbursement policy was
implemented, insurance outlays per enrolled person rose more slowly in the medicare program than in
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private insurance plans, which were slow to adopt the new payment methad. However, some of the
insurance gains in reimbursing hospital care were offset by larger payments for services provided
outside of hospitals. Instead of admitting a sick patient for comprehensive care in a hospital, health care
providers were tempted to provide short-term care in ahospital combined with additional supplemen-
tary services (reimbursed as a separate admission) offered using some other arrangement (for example,
in out-patient clinics, skilled nursing homes, or using nurses sent to the patient’s home). Savings in
hospital care were partly or wholly offset by additional outlays on outpatient clinics, skilled nursing
facilities, and home nurses.

Private employers have adopted a different strategy to reduce their premium payments for
employee group health plans. Before describing this strategy, it is helpful to outline the two primary
forms of group health insurance available in the 1970s. The first, which has already been described,
consisted of traditional, fee-for-service, third-party insurance. The second was provided through health
maintenance organizations (HMOs). An HMO employs primary care physicians, specialists, and nurses
and negotiates contracts with one or more hospitals to provide hospital services. People who are
enrolled in an HMO receive all of their care from HMO employees or from hospitals under contract to
the HMO. The insured population is thus restricted in its choice of providers, but is assured that all
covered medical services will be provided at little or no cost to the patient so long as services are
obtained in the HMO. The HMO essentially provides insurance but is also responsible for providing all
medical care. It has strong incentives to provide the care as efficiently as possible in order to survive
under the fixed budget constraint determined by the employer’s and employee’s premium contribution.

Only a small minority of Americans were enrolled in HMOs at the end of the 1970s, but the
percentage gradually rose as employers offered this insurance option to an increasing fraction of insured
workers. Many observers believe that HMOs were more successful than fee-for-service insurance
carriers in reducing unneeded costs, because of the powerful incentives they faced to provide medical
care in an efficient way.

Over the 1980s, employers began to offer their employees insurance under a hybrid form that
contained elements of fee-for-service insurance and an HMO. Under this hybrid arrangement, an
insurance carrier negotiates contracts with “preferred providers,” who promise to offer medical services
to insured people under a fixed schedule of charges. Insured people face major incentives to use
preferred providers, because the net charges they pay if they use these providers are much lower than
the net charges they would face at providers who are not under contract. Because insured people tend
to use preferred providers, the insurance carrier enjoys a strong bargaining position with providers when
negotiating a schedule of fees for specific medical services. Providers are forced to offer discounted
prices to secure a contract with the insurance carrier, which effectively reduces the prices that insurance
companies (and patients) pay for a wide range of medical services.

Many employers now go much further in controlling their payments to insurance companies and
health care providers. They hire health management specialists to provide “managed care” to their
insured employees. In a managed care insurance plan, insured people are usually required to visit a
primary care physician before they can obtain costly services from specialist physicians, laboratories,
hospitals, or specialized health care facilities. Health care providers are required to check with the
managed care specialist to determine whether a suggested service is medically necessary and will be
reimbursed by the insurance company. If the care manager declines to allow reimbursement for a
procedure, the provider may use a less costly procedure or refrain from providing any service at all.
This arrangement places pressure on providers to hold down charges, not only by showing restraint in
the prices they charge but also by limiting their use of procedures that may have only limited medical

value.
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Managed care insurance plans have grown at an astonishing rate within just the past few years,
Cutler reports that in 1987 about three-quarters of the privately insured population was enrolled in
traditional, fee-for-service insurance plans. By 1993 the share in traditional plans fell below 50 percent
(Cutler, 1997, p. 221). The growth of managed care plans explains in part the dramatic slowdown in
employer contributions for employee group-health plans. Contributions to employee health insurance
cost private employers $ 1.04 per hour worked by an employee in 1996, down from $ 1.06 per hourin
1995 and $ 1.14 per hour in 1994 according to U.S. Bureau of Labor Statistics estimates. Over that same
period, hourly money wage payments rose from $12.14 an hour to $12.58 an hour (National Health
Policy Forum, Issue Brief 699, p.2). The decline in employer outlays on insurance since 1994 contrasts
sharply with employers’ experience over the 1970s and 1980s, when contributions to health insurance
climbed much faster than money wages,

In fact, in recent years new insurance arrangements by private employers have been much mare
successful than those of the medicare program in restraining the rise of health care prices. In many local
markets, the allowable charge for a given medical procedure is higher for the medicare program than
it is for private managed care insurance plans. This discrepancy is particularly difficult to explain, since
medicare is by far the largest health insurer in the United States. It should enjoy stronger bargaining
power in establishing allowable charges than any private insurance carrier.

The bargaining position of the U.S. government in establishing allowable charges under medicare
is weakened by the political influence of health care providers and the insured population. Most of the
insured have obtained insurance under a traditional, fee-for-service plan for most of their lives. Thig
kind of plan offers them the widest possible scope for selecting physicians and hospitals of their choice.
In order to achieve the bargaining power now enjoyed by private employers and insurance carriers, the
medicare program would probably have to negotiate contracts with a select group of preferred pro-
viders. However, insured people who have used particular providers for many vears would be upset if
faced with the choice of paying sharply higher prices if they continued to use their old providers or
finding a new set of providers among the group with whom the medicare program had negotiated
contracts. Private employers can ignore this kind of distress among their employees if the financial
benefits from doing so are large. Democratically elected governments find it more difficult to ignore
cries of distress, especially if they are voiced by politically influential groups, like physicians and the
elderly.

Increasing contributions from the insured. Traditional fee-for-service insurance imposes two kinds
of costs on the insured. First, insured people are usually required to pay monthly or annual premiums
to obtain coverage. Premium payments are not required under some employer plans, where the
employer pays the entire premium, or under the medicaid program, which insures most of the poor. Part
A of medicare, which pays for hospital care, also requires no premium payments from the insured, who
“earned” their right to coverage as a result of payroll tax contributions when they or their spouses
worked in covered jobs. Premium payments are required under all individual plans, most employer-
provided plans, and Part B of medicare, which pays for physician and other non-hospital medical
services.

Second, insured patients are usually required to pay for a portion of the health care provider’s
charges. The fraction they pay is determined by the plan’s “deductible” (the fixed amount the patient
must pay before any reimbursement is obtained from the insurance carrier) and the plan’s cost-sharing
rate (the percentage of the provider’s charge above the deductible amount that the patient must pay).
Patients covered by medicaid are rarely expected to pay any of the provider’s charges. People enrolled
in HMOs are also usually exempt from paying any charges for medical services, so long as the services
are ohtained in the HMO.
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One way to reduce the net budgetary cost of medicare and medicaid is to boost charges to insured
beneficiaries. People covered by an insurance plan could be required to pay a higher monthly premium
or a larger fraction of health providers’ fees. These options transfer part of the cost of the system from
taxpayers to beneficiaries. They may also restrain the growth in overall health spending if they reduce
demand among the insured for medical services. This seems most likely in the case of an increase in
the annual deductible or an increase in the patient’s cost-sharing rate, changes which make it more
expensive for insured people to purchase medical services. For medicare-insured patients who are also
covered by a medigap insurance plan, increases in the medicare deductible and cost-sharing rate are
almost certain to be offset by higher payments from the medigap plan. In order to pay for their higher
reimbursement costs, the private medigap insurers would be forced to increase their monthly premiums.
Consequently, an increase in the medicare cost-sharing rate might have little effect on the net price of
medical services consumed buta large effect on the monthly premium for medigap coverage.

Congress and the President have not been able to agree on any plan to increase charges on people
who are covered by medicaid. These people are assumed to be too poor to make significant contribu-
tions for their own care. Congress has pursued two strategies in boosting charges on medicare
beneficiaries. First, it has gradually increased premiums for SMI coverage and deductible and cost-
sharing rates in the HI program. These steps are politically very difficult, however, because organiza-
tions representing the elderly are vocal in protesting increased medicare charges or lower medicare
reimbursement rates. Second, Congress has considered linking premiums to insured persons’ incomes.
Medicare-covered people who receive $50,000 or more per year might be required to pay more than
$ 44.00 per month for SMI coverage. This step seems fair to many of the nonaged, because current
medicare beneficiaries typically receive far more benefits under the program than they have paid for
through their premiums or past payroll tax contributions to the HI program.

Another approach to increasing charges on beneficiaries is to restrict eligibility more tightly. The
age of entitlement for medicare could be raised from 65 to 67, for example, matching the increase in
retirement age that is scheduled to occur in the social security pension program. If medicare is viewed
mainly as a transfer program for the aged, this step makes good economic sense. Life expectancy has
increased since medicare was established in 1965. By permitting workers to continue claiming medicare
at age 65 policymakers have implicitly made the program more generous, since it now offers publicly
subsidized insurance for a larger portion of a typical worker’s life. In spite of the increase inlongevity,
however, workers are now retiring at an earlier age than was common in 1965. Since most Americans
who do not obtain health insurance under medicare or medicaid receive coverage under an employer-
sponsored plan, an increase in the medicare eligibility age to 67 would effectively deny health insurance
to many Americans aged 65 and €6. Of Americans that age, only 33 percent of men and 21 percent of
women are in the labor force (Cutier, 1997, p. 219).

A sensible approach to increasing medicare charges on beneficiaries would be to increase the age
of eligibility for full insurance benefits to keep pace with increasing life spans. However, to keep
insurance coverage rates high among the aged the government could continue to offer medicare insur-
ance to all people who are at least 65 years old, with premiums and deductibles linked to each person’
s income. If the eligibility age for full insurance is raised to 67, for example, people who reach age 65
could continue to purchase medicare but under less favorable terms than those offered to people who are
67 or older. Someone who is 65 could purchase medicare coverage with a premium that is tied to his
or her annual income. Higher income people would pay higher premiums and face higher annual
deductibles than people with low incomes.

Employer-sponsored health plans have helped restrain costs by imposing higher charges on insured
workers and their dependents. Since there are thousands of employer-sponsored plans, it is not easy to
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measure or describe the precise mechanisms that employers have used in order to restrain costs. Based
on limited surveys, it appears that at least some employers are forcing their employees to pay for a
higher percentage of insurance premiums. In many smaller firms, the premium increases paid by
workers were particularly large in the case of workers who have child dependents.” This kind of change
has some logic, because the federal and state governments have been extending publicly subsidized
coverage to more and more low-income children. Employers may have increased required premium
contributions for child dependents as a way to encourage workers to drop their children from employer-
sponsored plans in favor of a coverage under a government-sponsored plan.

Many U.S. economists think it would be desirable if public policy were aimed at making health
consumers more conscious of medical care costs. This could be accomplished by requiring employers
to boost deductibles or increase the cost-sharing they impose on their employees. Since nearly all
employers benefit from favorable tax treatment of their contributions to health plans, the federal
govemnment can exert enormous influence over the design of employer-sponsored plans through
regulatory policy. Congress has been reluctant to force employers to impose greater cost sharing,
however. Most recent reforms have been aimed at assuring that employers who offer insurance provide
it in an equitable way to all their employees, including employees who have costly medical conditions.

American employers have been able to achieve cost saving through a more direct route. Fewer of
them now offer health insurance to their workers or employees’ dependents. Because the United States
lacks a law requiring employers to offer health insurance, employers can drop existing plans and new
firms can be established which fail to provide health coverage. In 1988, 69 L4 percent of Americans under
the age of 65 received employer health insurance, 34 percent in their own names and 35 percent as
dependents of a covered worker. By 1993 only 63 14 percent of nonelderly Americans were covered by
an employer plan, with most of the decline occurring as a result of falling coverage among workers’
dependents (National Health Policy Forum, Issue Brief 699, pp.3-4). While employer cutbacks in
insurance have been effective in restraining employer contributions to employee health plans, they are
extremely undesirable from a social standpoint. Many nonelderly Americans who do not have insurance
as an employee fringe will not obtain it on their own, either because they believe the cost is prohibitively
high or because they optimistically assume their out-of-pocket medical expenses will be low. Declines
in the proportion of nonelderly people who are covered by an employer plan have resulted in increases
in the proportion of Americans who lack any health insurance at all.

Restructuring insurance. A third option for reform is to reorient insurance so that it can both
control costs and improve the efficiency of spending. David Cutler and others suggest that this canbe
accomplished by converting insurance into a “‘choice-based” system that gives participants a broad
range of insurance arrangements from which to choose while creating financial incentives for them to
choose efficient, inexpensive plans (Cutler, 1997, pp. 220-28). In fact, both the federal government in its
capacity as an employer-sponsor of health insurance and private companies have moved in this
direction. The two major government-sponsored plans—medicare and medicaid—have not.

Cutler mentions two main reasons analysts believe this approach can work. Health analysts have
become increasingly persuaded that alternatives to traditional fee-for-service insurance can reduce
unnecessary spending on medical care. HMOs and managed care plans have become increasingly
popular in employer-sponsored plans, in large part because they restrain price increases and limit
spending on unneeded care. There is little evidence that these cost savings have been achieved at the
expense of good health among the insured population. Alternatives to traditional fee-for-service
insurance thus offer promise of restraining expenditures while preserving good care.

Second, Americans are probably in a better position to make reasonable, well-informed choices
about health insurance than they are about other aspects of their medical care. If presented with
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comprehensive information about a set of alternative plans about once a year, most consumers should
be able to rationally weigh the advantages and disadvantages of competing plans. Plans that offer less
complete insurance or that limit participants’ choices of health care providers would be cheaper, but
they might be less attractive to people who want broad coverage or wide choice among providers. A
sensible consuner choice system would offer participints a fixed annual contribution for insuraice,
either from the employer or the government, and a choiice among competing insurance carriers, eich
offering a different combination of premium payments, covered services, reimbursement levels, and
access to health care providers. Consumers who select more expansive plans or less efficient carriers
would be stuck paying a higher premium.

This kind of system has two advantages. If consumers are well informed and make rational
decisions in their selection of carriers, the system provides strong incentives for carriers to operate
efficiently. Carriers that charge high premiums withoutoffering a good package of benefits or providing
high quality care will lose customers or be forced to operate more efficiently in order to redice
premiums. Cartiers that charge low premiums but provide a low standard of care or a poor insurance
protection would also find it hard to attract and keep customers.

The same incentives that force insurance carriers to operate efficiently might also work eventually
to improve the efficiency of health care providers. Thisincentive is clearestin the case of HMOs, which
offer both insurance and a complete range of health careservices. In order to survive in a choice-based
system, an HMO must offer a acceptable level of care ata price that is competitive with other insuraice
plans available to consumers. HMOs that provide costly medical services which have only limited
health benefits will be forced to charge high annual premiums, threatening their ability to attract and
retain customers. Traditional fee-for-service plans might also be forced to adopt characteristics of
managed care plans if they want to remain competitivein a choice-based system. In particular, if they
wanted to keep reimbursements affordable they might beforced to disallow reimbursements for medica
services that have little or no medical justification.

The most difficult issue in the design of a competitive, choice-based insurance system is the problem
of participant self-selection. Older people and people with costly medical problems, if offered a choice
of insurance plans, often select traditional fee-for-service plans with low deductibles and low ratesof
patient cost-sharing. Younger and healthier Americans tend to prefer HMOs and managed cire
insurance plans, because the premiums are often sharplylower than they arein generous fee-for-service
plans. As a result, the more restrictive, least generousplans tend disproportionately to enroll people
with the healthiest characteristics. The low premiums that these plans charge reflect, in part, the good
health of enrollees rather than any special efficiency indelivering insurance or health care. Peoplein
the most generous plans will be disproportionately unhealthy. Their premium contributions will have
to cover the highexpected reimbursements for a population in relatively poor health. This penalizes the
less healthy simply because they are unhealthy, offsetting some of the insurance protection the planis
supposed to provide.

The problem of participant self-selection is evidentin medicare. About 90 percent of beneficiaries
arc enrolled in medicare’s traditional fee-for-service imsurance plan. The other 10 percent choose lG
enroll in HMOs. Medicare pays an HMO 95 percent of the average fee-for-service medicare costs lr
similar individuals in the same geographical area. At first glance, this arrangement appears to save the
program 5 percent of the average cost of insuring medicare beneficiaries. This is unlikely to be true,
however, because most HMOs actually provide benefits in addition to those provided by the traditional
medicare plan. The extra benefits usually include preventive services, such as free annual physical
exams, and reimbursement for prescription drugs consumed outside of hospitals. Obviously, these extra
benefits cost HMOs money to provide, yet HMOs can profitably offer the enriched package of benefits
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while charging only 95 percent of the cost of traditional fee-for-service insurance. The main reason is
that medicare beneficiaries who enroll in HMOs are healthier and less expensive to insure than
beneficiaries who choose the traditional medicare insurance package. Inthis case, providing choice of
insurance carriers Lo participants has actually increased the average cost of providing insurance
coverage. If they had been enrolled in the traditional fee-for-service medicare plan, beneficiaries
enrolled in HMOs almost certainly would have required less than 95 percent of the average medicare
reimbursement.

Participant self-selection can frustrate the goal of providing good insurance to the entire popula-
tion. In order to preserve the insurance aspects of the reformed system it is necessary to create some
mechanism to offset the tendency of participants to self-select into insurance plans based on their
expected health spending. Cutler and other analysts propose a straightforward remedy : pay more to
insurance carriers that enroll a less healthy mix of people and pay less to carriers that enroll partici-
pants with low expected health outlays. Although this solution sounds simple, it is difficult to achieve
in practice. Even if medicare could compensate insurance carriers for differences in average measurable
enrollee characteristics, there is no practical way to compensate them for differences in wameasurable
characteristics. Two people who are the same age and gender may nonetheless differ in their health
status and their need to see a doctor or enter a hospital. The person with greater need for medical care
is likely to enroll in an insurance plan that provides higher reimbursement.

Competitive choice-based insurance systems should nonetheless be able to make approximate
adjustments in premium payments to reflect participant characteristics. Even if these adjustments are
not perfect, a choice-based system would provide much better incentives for efficient administration and
provision of health services than the old fee-for-service plan. Most Americans would welcome a wider
range of choice in their options for selecting insurance carriers and insurance plans, and many would
also be delighted if a competitive choice-based system produced slower medical cost inflation. Many
economists who have examined the U.S. health care system believe choice-based compelition would
bring greater efficiency. A large number of employers have already concluded that the advantages of
this system outweigh its disadvantages. They have moved aggressively to place more of their employees
in plans that force employees and providers to search for ways that economize on health care outlays.
In many cases, employees have selected economical insurance plans voluntarily. That is, they have
selected a lower cost managed health plan even when a more costly fee-for-service plan is available to
them (though at a higher cost to the employee).

The medicare and medicaid programs will almost certainly be forced to provide incentives to the
insured population to choose less costly insurance options. In the long run, neither program will be able
stay affordable unless major cost savings are achieved. As the population ages and the number of
Americans requiring costly medical interventions increases, budgetary cost savings will have to be
obtained using all three strategies discussed above. Further limits will be placed on reimbursements
allowed for specific medial procedures. Participants will be asked to pay for a larger part of the cost
of the services they consume. And strong incentives will have to be provided to ensure that insured
Americans select an insurance plan that is economical but efficient in providing necessary health

services.
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Note

1) The increase in the normal retirement age would have no effect on the average replacement rate if workers

[$2]
s

actually delayed claiming social security pensions by two years. In that case, average pension levels would
be unchanged in relation to average wages. Most labor economists believe, however, that workers will not
delay claiming their pensions by more than a few months. In that case, the increase in the normal
retirement age will cause average pensions to fall in relation to average wages.
The actuarial balance is the present discounted value of the difference between future income and outgo,
taking into account the initial reserves in the Trust Fund. Since passage of the 1983 amendments to the
Social Security Act, the extension of the forecast horizon, changes in the actuarial assumptions, and
refinement of the estimates have caused the projected 75-year deficit to rise from 0.0 percent to 2.2 percent
of payroll under the intermediate assumptions.
By 2025 the actuarial penalty for claiming benefits at age 62 will be 30 percent of the worker's full pension,
that is, the pension payable at age 67. The penalty for claiming benefits at age 62 is currently 20 percent.
The government also plays a major role in the insurance market in its capacity as an employer offering
group-health coverage to its workers. About 20 million Americans are employed in the public sector and
another 1% million are members of the uniformed armed services. The overwhelming majority of these
employees and their dependents is covered by government-financed group plans. Millions more receive
insurance protection under group plans for retired civil servants and military personnel.
According to one survey employees’ share of the total health insurance contribution rose from 24 percent
to 29 percent between 1992 and 1995 (National Health Policy Forum, Issue Brief 699, p. 3).

(GARY BURTLESS Senior Fellow, The Brookings Institution)
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