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Medicare Reform with Personal Accounts: 
Milliman’s Actuarial Analysis

Health care is the most serious domestic policy problem this country faces today, and 
Medicare is the most important component of that problem. Every federal agency 
that has examined the issue has affirmed that we are on a dangerous, unsustainable 
spending course. On the current path, health care spending (mainly Medicare and 
Medicaid) will crowd out every other activity of the federal government by midcentury. 

There are three fundamental impediments to the sound fiscal management 
Medicare: 

 ■ Because Medicare beneficiaries are in a use-it-or-lose-it system, patients 
can realize benefits only by consuming more care; they receive no personal 
benefit from consuming care prudently, and they bear no personal cost if 
they are wasteful. 

 ■ Medicare is funded on a pay-as-you-go basis; thus, today’s young workers 
will receive benefits only if future workers are willing to pay high tax rates. 

 ■ In addition, Medicare pays providers predetermined fees for prescribed 
tasks. Providers have no financial incentives to improve outcomes, and 
they often receive less pay if they provide low-cost, high-quality care.
The NCPA Medicare Reform Plan. To address these three defects in the 

current system, the National Center for Policy Analysis (NCPA) has proposed 
three fundamental Medicare reforms:

 ■ Workers (along with their employers) will put aside money to prefund their 
out-of-pocket health care expenses when they retire, eventually reaching 
the point where each generation of retirees pays for the bulk of its own 
post-retirement medical care.

 ■ Using a special type of Health Savings Account (called a Health Insurance 
Retirement Account, or HIRA), beneficiaries will manage some of their 
health care dollars — thus keeping each dollar of wasteful spending they 
avoid and bearing the full cost of each dollar of waste they generate.

 ■ Physicians will be free to repackage and reprice their services — making 
them more likely to compete on price and allowing them to profit from 
innovations that lower costs and raise the quality of care.
In return for making small sacrifices today, simulations show that we 

can reach 2053 — when today’s teenagers reach retirement age — with a 
Medicare system no more burdensome (relative to national income) than the 
program is today. These reforms would dramatically change incentives.

How the NCPA Plan Will Work. The NCPA Plan prefunds a portion of 
Medicare expenditures by setting up a HIRA for each worker. Working age 
adults — and their employers — jointly contribute a total 4 percent of payroll 
into a type of mutual fund that accumulates and grows at market rates. To 
ensure no one has to forgo needed medical care, low-income workers who do 
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not have sufficient lifetime earnings to adequately fund a 
HIRA will be eligible for subsidies. The contributions of 
individuals who die before reaching age 65 will be used 
to subsidize low-income workers’ accounts. As is typical 
with annuities, there will be no residual value at death to 
transfer to heirs. 

Upon reaching Medicare eligibility at age 65, seniors 
will be covered by a high-deductible plan with no cost 
sharing above a $5,000 annual deductible that is indexed 
for medical inflation. Although that figure appears high, 
it is actually less than seniors currently spend on out-of-
pocket medical care and Medigap coverage. On average, 
seniors spend more than $3,000 annually on 
medical care not covered by Medicare. Most 
seniors also purchase Medigap coverage — 
averaging about $2,000 annually — to pay 
for care not covered by Medicare.1 Seniors 
will also begin receiving an annual annuity 
payment from their HIRA to fund medical care 
that occurs before their deductible is met. 

Thus, seniors will control most of the 
dollars that pay for their day-to-day health 
care needs; yet they will be protected against 
the cost of catastrophic medical problems over 
which they can exercise little control.

When patients manage their own health 
care funds, they make prudent decisions. They 
substitute generic drugs for brand name drugs, 
reduce unnecessary trips to physicians’ offices 
and hospital emergency rooms, comparison 
shop, seek second opinions on surgery, 

question the necessity of certain diagnostic 
tests and so forth.

Actuarial Analysis of the NCPA Reform 
Plan. The NCPA engaged Milliman Inc., a 
nationally recognized actuarial consulting 
firm, to model the NCPA’s Medicare Reform 
Plan.2 Actuaries modeled various scenarios, 
resulting in a range of estimates of the percent 
of gross domestic product (GDP) consumed 
by Medicare over a 40-year period under the 
reform proposal.3 

Alternative scenarios took into account 
changes in Medicare expenditures in response 
to different proportions of seniors in high-
deductible plans, changes in medical inflation, 
and differing levels of wage growth and 
interest rates. 

Results. Under the base estimates of 
annual savings, the NCPA Plan would save an 

estimated $2.4 trillion annually by 2053 compared to the 
status quo. [See Figure I.] 

Of this:
 ■ An estimated one-fifth ($434 billion) will come from 
better incentives that reduce the rate of health care 
inflation (that is, the medical trend rate). 

 ■ An estimated one-third of the savings ($787 billion) will 
come from reduced use of benefits by seniors.

 ■ An estimated one-fourth ($651 billion) will come from 
increased cost-sharing by seniors. 

Figure I
NCPA Plan to Reform Medicare

(savings in 2053)

Source: Mark E. Litow, Allen J. Schmitz and Barbara Collier, “Actuarial 
Analysis of National Center for Policy Analysis Proposal for Medicare,” 
Milliman Inc., Client Report, October 16, 2012.
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Figure II
Comparison of Medicare Program Costs

(as percent of gross domestic product)

Source: Mark E. Litow, Allen J. Schmitz and Barbara Collier, “Actuarial Analysis of 
National Center for Policy Analysis Proposal for Medicare,” Milliman Inc., Client 
Report, October 16, 2012.
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What will it take to slow the growth of Medicare 
spending to the growth of the economy? 

 ■ Today Medicare consumes nearly 4 percent of annual 
GDP. Without reform, the proportion of our economy 
that Medicare expenditures consume will more than 
double to about 8.6 percent of GDP by 2053. 

 ■ Actuaries found that placing all (newly enrolled) seniors 
in $5,000-deductible plans would slow the growth of 
Medicare expenditures by 2053 to the same proportion 
of the economy as Medicare consumes 
today. [See Figure II.] 

 ■ A 4 percent payroll tax would be sufficient 
to prefund HIRAs and offset seniors’ higher 
cost-sharing under a high-deductible plan.
For example, the table shows in the base 

scenario that if all seniors are placed in 
$5,000 deductible plans, medical inflation 
slows from an estimated 3.67 percent to 3.32 
percent by 2053. As a result, the percent of 
GDP consumed by Medicare in 2053 would 
remain about 3.9 percent, similar to what it is 
today. By contrast, if three-fourths of seniors 
opted for $2,500 deductible plans (as opposed 
to $5,000), both medical inflation and the 
share of GDP consumed by Medicare would 
be much higher by 2053. Substantially higher 
Medicare spending would require additional 

taxes or higher payroll contributions 
to sustain the program. For instance:

 ■ If 75 percent of seniors opted for 
the $2,500 deductible plan, payroll 
contributions would have to more 
than double to 9 percent to keep 
Medicare spending to 3.8 percent of 
GDP. [See Scenario 2.]

 ■ Thus, the payoff for having all 
seniors in a $5,000 deductible plan 
is that Medicare would require much 
smaller additional contributions 
(about 4 percent of payroll), requiring 
no additional taxes to fund current 
expenditures by 2053. 

The estimated savings, as 
shown in Figure III, would be due 
to a reduction in medical service 
utilization, increased competition 
among providers (that is, reduced 
medical inflation), greater price 
sensitivity among patients, and 
prefunding Medicare through HIRAs.  

Of the future reduction in taxes and premiums: 
 ■ An estimated 18 percent of savings will come from 
supply-side reforms.

 ■ An estimated 27 percent will come from demand-side 
reforms. 

 ■ An estimated 23 percent will come from the effects of 
prefunding.

NCPA Plan Assumptions

Source: Mark E. Litow, Allen J. Schmitz and Barbara Collier, “Actuarial Analysis of 
National Center for Policy Analysis Proposal for Medicare,” Milliman Inc., Client 
Report, October 16, 2012, Figure 3.
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Figure III
NCPA Plan to Reform Medicare

(savings in 2053)

Source: Mark E. Litow, Allen J. Schmitz and Barbara Collier, “Actuarial 
Analysis of National Center for Policy Analysis Proposal for Medicare,” 
Milliman Inc., Client Report, October 16, 2012.
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 ■ An estimated 32 percent will come as a result of 
reductions in utilization 
Economic Analysis. A 2008 analysis by the Private 

Enterprise Research Center (PERC) at Texas A&M 
University found that private accounts could significantly 
reduce Medicare expenditures. PERC researchers, led 
by former Medicare Trustee Thomas R. Saving, used an 
economic model to analyze the NCPA plan.4 They also 
found that proposals that coupled high-deductible plans 
with 4 percent HIRA accounts resulted in Medicare (as a 
proportion of GDP) costing no more than today, with no 
higher tax rates than today, and with spending by seniors 
on premiums taking no greater portion of their incomes 
than today.

Conclusion. Health care spending has grown at 
roughly twice the rate of the growth of national income 
for about four decades. If this trend continues, health 
care will eventually crowd out every other form of 
consumption — there will be nothing left for food, 
clothing, housing and so forth. Clearly, we are on an 
impossible path.

The reforms modeled separately by Milliman and 
PERC may moderate the growth of Medicare spending 
and shift the burden of spending from taxpayers to 
workers and beneficiaries over time.   Individuals would 
reap the benefits of socially beneficial behavior and incur 
the costs of socially undesirable behavior. Specifically, 
Medicare patients would have a direct financial interest 
in seeking out low-cost, high-quality care. Providers 
would have a direct financial interest through incentive 
programs.   And workers/savers would have a financial 
interest in a long-term financing system that promotes 
efficient, high-quality care for generations to come.

Should the reforms proposed by the NCPA become 
law, the taxpayer burden for Medicare as a percent of 
national income would be no higher by 2053 than it is 
today.

Devon M. Herrick is a senior fellow with the National 
Center for Policy Analysis.
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