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Spending on the government's three main entitlement programs--Social Security, Medicare, and
Medicaid--is projected to rise significantly in coming decades. If left unaddressed, these increases
put the government's budget and the American economy at risk.

Rising entitlement spending comes from two main sources: increases in the number of individuals
receiving benefits and increases in the average spending per person. Entitlement costs rise relative
to the size of the economy if the increase in beneficiaries is larger than the increase in working-age
individuals (population aging) or if health care spending per person grows at a rate in excess of the
rate of the economy (referred to as "excess cost growth").

Population aging originates predominantly from falling fertility, which reduces the number of new
workers, and from rising life expectancies, which increase the number of beneficiaries. Health care
cost growth generally arises from improvements in technology, which make valuable but expensive
new treatments available; increases in incomes, which allow individuals to spend more on health
care; and a declining share of total health costs paid out of pocket, which reduces patients' incentives
to shop wisely. From 1975 through 2005, health care spending grew an average of 2.1 percentage
points faster than the economy as a whole.[1] When either population aging or excess health care
cost growth is positive, the share of GDP devoted to financing entitlements will rise. Together,
population aging and excess cost growth account for most of the projected spending increases in
Social Security, Medicare, and Medicaid.

For years, popular discussion of entitlement issues focused on population aging. This was in part
because aging is easy to understand--visions of a gray wave of baby boomers plays well in the
press--and in part because health care costs actually shrank relative to GDP during the mid to late
1990s. Baby boomer retirements and rising life expectancy meant more seniors collecting benefits,
while lower birth rates left fewer new workers to support Social Security, Medicare, and Medicaid.

The New Consensus

Recently, however, views on entitlements have changed. The new consensus on entitlement costs
was driven by a November 2007 report from the Congressional Budget Office (CBO). The CBO
reported that 88 percent of the projected growth of Medicare and Medicaid costs over the next
seventy-five years stems not from an aging population putting more citizens on the rolls but from
rising per-capita health care costs.[2] Figure 1, which replicates a chart printed in the CBO report,
shows the growth in Medicare and Medicaid costs from their current baseline amount and gives a
compelling illustration of the report's conclusions, showing that almost nine out of every ten dollars in
extra entitlement costs derives from rising per-capita health care spending.
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FiGure 1
CONTRIBUTIONS OF POPULATION AGING AND EXCESS HEALTH
CARE COST GROWTH TO MEDCARE AND MEDICAID COSTS
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In other words, population aging and excess health care cost growth are not equal partners in driving
entitlement costs.

Seizing on this, New York Times columnist Paul Krugman wrote that "the whole Beltway obsession
with the fiscal burden of an aging population is misguided" and characterized Senator Barack Obama
as a "sucker" for calling Social Security's funding status a "crisis."[3] Brookings Institution senior
fellow Henry Aaron, perhaps the leading proponent of the new consensus, flatly stated that "there is
no entitlement crisis other than health care"[4] and went on to say that "if the nation reforms health
care delivery and financing, it will have solved the budget problems so misleadingly characterized as
a general ‘entitlement crisis."[5] The New America Foundation's Mark Schmitt says the new view
"demolishes" concerns that an aging population will lead to fiscal doom.[6]

Unfortunately, the new consensus has not spurred policymakers to restrain Medicare and Medicaid
costs. Budget experts Neil Howe and Richard Jackson were the first to raise concerns about the
policy implications of this new view. Writing for the Concord Coalition, they said that the new
consensus "has all the hallmarks of classic bait-and-switch."[7] The new consensus claims that only
fixing Medicare and Medicaid can close the fiscal gap, but doing so requires restructuring all health
care provision, both public and private. But economy-wide health reform would increase costs for a
long period before any savings were generated, in part because many supporters of comprehensive
health care reform make expanding insurance coverage a higher priority than holding the line on
overall costs. During the intervening period, entitlement costs would only worsen.

Running the Numbers

While many have drawn strong conclusions from the CBO figures, these figures do not give a full
depiction of the causes of rising entittement costs. Three important issues stand out. First, while the
CBO report caused analysts to reconsider entitlements as a whole, the report's calculations exclude
Social Security, the largest government entitlement program and one whose costs are driven almost
entirely by population aging. This produces an obvious understatement of aging's contribution to the
increase in broad entitlement spending and the overall fiscal gap. Thus, the CBO's figures in isolation
do not say anything regarding the overall entitlement cost problem, though many commentators
employed them as if they did.

Second, rising entitlement spending derives from interactions between excess cost growth and
population aging. For instance, if aging increases spending by 25 percent while health care inflation
increases spending by 35 percent, total costs will increase by 69 percent, more than the sum of the
two.[8] In the CBO report, these interactions were attributed entirely to per-capita health care
spending inflation, not proportionately between the two factors. Even though the CBO has since
produced corrected figures, the initial impression persists.

Third, different methods of calculating cost increases can produce different results, as a recent CBO
report details. The CBO's calculations used methods that maximize the role of per-capita health cost
increases, but equally plausible methods modestly increase population aging's role.[9]

When all three factors are accounted for, the picture looks very different. Figure 2 shows the

contributions of excess health care cost growth and population aging to cost increases in Social
Security, Medicare, and Medicaid, attributing to each factor its share of interactive effects. As of
2080, per-capita health care spending growth remains the largest contributor to rising projected
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spending, although its share of the total has declined from nearly nine dollars out of ten to only a little
over Six.

FIGURE 2
CONTRIBUTIONS OF POPULATION AGING AND EXCESS
Heartn CAre CosT GROWTH TO MEDICARE, MEDICAID,
AND SOCIAL SECURITY COSTS
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In the short to medium term, however, population aging is the largest driver of overall entitement
spending increases. Over the next twenty years, fully 60 percent of total entitlement spending
increases will stem from population aging. It is not until 2045 that per-capita health care spending
growth becomes the majority factor. (See figure 3, which extracts data from figure 2 through the year
2045.) Yet, by 2045, entittlement spending--if left unaddressed--would already have risen to
unsustainable levels. Thus, the larger role of excess cost growth post-2045 is in some ways
academic: if the nation has not found a way to address rising entittlement spending before then, the
issue will have resolved itself by precipitating a fiscal disaster.

FiGURE 3
CONTRIBUTIONS OF POPULATION AGING AND EXCESs
Heartn Care Cost GROWTH TO MEDMCARE, MEDICAID,
AND SOCIAL SECURITY COSTS THROUGH 20453
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Aging's role becomes more influential if we express costs in present-value terms, which is standard
practice for Social Security and Medicare accounting and for measuring the government's fiscal gap
as a whole. Present values tell us, in effect, how much extra cash we would need to have on hand
today to finance these programs going into the future. Due to discounting, costs that occur in the

near term--when population aging plays a larger role--are given greater weight than costs occurring
in following decades.

In present-value terms, over the next seventy-five years, Social Security, Medicare, and Medicaid will
cost an additional 5.7 percent of GDP, and the cost increases will be split almost evenly between
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population aging and excess health care cost growth.[10] Thus, based on standard accounting
practices for government entitlement programs, the claim that excess cost growth in health care is by
far the primary driver of overall entittement cost increases over the next seventy-five years is, at

best, vastly overstated.

Moreover, the long-term role played by health care spending depends greatly on the assumed rate of
excess cost growth, which is the subject of great speculation. Both the Medicare Trustees and the
CBO use relatively simple rules of thumb to project health care cost growth. The Medicare Trustees
simply assume that health care spending will grow one percentage point faster than GDP, the "GDP
plus 1" rule. The CBO assumes that health care costs will continue to grow until they begin to reduce
real consumption of nonhealth goods and services. From this point, which would occur at the end of
the seventy-five-year scoring period, health care would grow only with per-capita GDP.[11] Neither
rule is unreasonable, but neither attempts to account for the full range of factors affecting health care
spending growth.

One recent analysis in the Journal of Health Economics, however, utilized a more comprehensive
economic model and concluded that health spending will grow at a considerably slower rate than the
CBO projects. Economy-wide long-term health expenditures in this model were one-quarter lower
than projected by the CBO.[12] If true, population aging could remain the predominant entitlement
cost driver for the foreseeable future, particularly if measured in present-value terms.

This point highlights the fact that all of the underlying economic and demographic variables are
uncertain, making all such projections educated guesswork. Yet historical health care cost growth
has generally varied more than demographic factors such as fertility or improvements in life
expectancy.[13] Moreover, a number of experts believe that the projections for fertility and mortality
used by Social Security and the CBO may be optimistic with regard to their effects on entitlement
financing.[14] This is not to say we should not prepare for the worst; indeed, the greater uncertainty
regarding health care cost growth is an argument for addressing it sooner rather than later. But it is
ironic that while some cite uncertainty regarding future projections as a reason not to enact Social
Security reform, uncertainty regarding health care cost growth is far greater.[15]

In present-value terms, over the next seventy-five years, Social Security,
Medicare, and Medicaid will cost an additional 5.7 percent of GDP, and the cost
increases will be split almost evenly between population aging and excess
health care cost growth.

Population aging cannot be stopped, so prompt action to bring Social Security, Medicare, and
Medicaid into long-term financial balance is necessary. This will require increases in revenues or
reductions in outlays, and the sooner these are accomplished the easier the changes will be for each
generation.

At the same time, government policies could help mitigate the effects of aging. Reduced taxes on
labor and improved health and pension policies could keep older Americans working. While labor
force participation by older workers has improved in recent years--in part due to a secular increase in
participation by females--labor force participation rates for males aged sixty to sixty-four remain lower
today than in 1976, despite a life expectancy at age sixty-five that is more than three years
longer.[16] Immigration, while controversial, can bring younger workers into the economy. For the
long term, research has shown that changes in government policies can potentially increase fertility
rates.[17] Higher birth rates would increase future economic output and broaden the base of
working-age individuals supporting entitiement programs. None of these policy changes would be
easy to implement, but neither would changes to entitlement taxes or benefits.

Conclusion

Some claim that health care cost growth is by far the dominant source of projected increases in
overall entitlement program costs, using that claim to justify a far-reaching overhaul of both public
and private health care provision. However, using standard government accounting approaches
incorporating all major entitlement programs, population aging and excess health care cost growth
play roughly equal roles in driving future entitlement spending. Over the next several decades, when
projections are most accurate and current policy's ability to affect outcomes is greatest, population
aging will play a larger role than excess health care cost growth. Excess cost growth, in turn, will be
the primary cost driver in the long term. While reasonable changes in assumptions or methodology
could easily swing the balance of influence in either direction, it is clear that aging does not play the
minor role in driving entitlement spending that purveyors of the new consensus purport. None of this
implies an either-or choice: policies to improve health care efficiency and reduce cost growth must
be undertaken alongside policies to tackle the challenges of population aging. The recent work of the
CBO in exploring health care cost and quality issues in new detail is of great value, but neither task
should be taken as an excuse to ignore the direct financing challenges of Social Security, Medicare,
and Medicaid.

Andrew G. Biggs (andrew.biggs@aei.org) is a resident scholar at AEI. From 2007 to 2008, he was
the principal deputy commissioner of the Social Security Administration.

AEI research assistant Adam Paul and editorial assistant James Bologna worked with Mr. Biggs to
edit and produce this Health Policy Outlook.
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economy-wide in 2080 are projected at 35 percent of GDP versus 41 percent of GDP by the
Medicare Trustees and 48 percent by the CBO.

13. For instance, in the Social Security Administration's stochastic model of Social Security finances,
the coefficient of variation (the standard deviation divided by the mean value) of fertility is roughly
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15. It is often argued that the Social Security Trustees' projections for the program's finances are
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Conservative?" (presentation, AEI, Washington, DC, September 7, 2007), available through
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17. For instance, Joseph Chamie of the United Nations concludes, "Based on national experiences
during the past quarter century, it appears that government policies that promote childbearing,
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Difference?" [presentation, annual meeting of the Population Association of America, Boston, April 2,
2004].)

HOME | ABOUT AEI | PRIVACY | CONTACT | DIRECTIONS | SEARCH | RSS

American Enterprise Institute for Public Policy Research | 1150 Seventeenth Street, N.W. | Washington, D.C. 20036

http://www.aei.org/outlook/28443[1/19/2010 2:41:51 PM]


http://www.aei.org/home
http://www.aei.org/about
http://www.aei.org/privacy
http://www.aei.org/contact
http://www.aei.org/directions
http://www.aei.org/advancedSearch
http://www.aei.org/rss

	aei.org
	AEI - Entitlements: Not Just a Health Care Problem


	5hZWkub3JnL291dGxvb2svMjg0NDMA: 
	search: 
	query: 




