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Executive Summary

Although public attention is focused on how to solve the problem of Social Security, the future

financial problems of Medicare are twice as great.

● The unfunded liability (present value of obligations minus expected revenues) in Social Secu-

rity over the next 75 years is about $4.3 trillion — a problem large enough to have captured the

attention of the president, the Congress and the electorate.

● Yet the unfunded liability in Medicare over the same period is $8.9 trillion — greater than the

country’s entire current output of goods and services and more than twice the size of our

national debt.

Like Social Security, Medicare faces the problem of a growing population of beneficiaries relative

to taxpayers.  The baby boom generation, which currently pays more than 60 percent of all taxes, will

begin retiring in just 13 years.  But Medicare’s problems are made worse by two additional factors: rap-

idly expanding medical care technology and increased medical care utilization.  If we continue on the

present course:

● By the time today’s college students reach retirement age, the tax burden created by Medicare

will have grown from the current level of about 5.35 percent of payroll to almost 14 percent.

● In order for these students to collect their own benefits, future workers — most of whom are

not yet born — will have to pay one out of every seven dollars they earn just to cover medical

bills for the elderly.

And this is by no means the worst that can happen.  If the Medicare trustees’ pessimistic forecast proves

correct, future tax burdens will be much greater.

Fortunately, there is a better way.  Instead of a pay-as-you-go system under which each generation

of retirees looks to the next generation to pay its medical bills, we can have a funded system under which

each generation pays its own way.  A funded program would work like this:

● Workers would deposit a portion of their Medicare tax dollars in Personal Retirement Insur-

ance for Medical Expenses (PRIME) accounts to purchase their own health insurance and pay

medical expenses directly during their retirement years.

● All individuals in the same age groups would make the same size deposit, and if individuals

were unable to deposit enough because of low incomes, government would make up the differ-

ence.



● Sometime before their retirement, people would be required to use their PRIME account funds

to purchase, at a minimum, catastrophic health insurance — choosing among competing

private insurers much as seniors can choose among private health plans today.

● Funds not used for health insurance could be deposited in a Medical Savings Account (MSA)

to pay small medical bills, items not covered by ordinary insurance and long-term care.

Although the future cost of the current Medicare system promises to be enormously burdensome,

the cost of prefunding postretirement health care is quite manageable — if we reform the system now.

For example:

● Under reasonable assumptions, young people entering the labor market today would need to

deposit only about $600 a year — about half of what the average worker will pay in Medicare

taxes, including Part B, under the current system.

● By age 65, these deposits will grow to more than $90,000 ($180,000 for a couple) in today’s

dollars — more than enough to purchase a private plan that duplicates Medicare’s promised

benefits.

● Even if medical expenses grow at a real rate of 2 percent, the required deposits to PRIME

accounts will be less than the average worker would otherwise pay to Medicare even if the tax

rate were to remain constant at today’s rate.

Since the government must continue to fund benefits for current retirees, allowing those of work-

ing age to divert a portion of their Medicare taxes into PRIME accounts will cause an increase in the

government deficit.  However, this act will merely substitute explicit debt (outstanding government

bonds) for the existing implicit debt (promises to pay future medical bills over and above expected tax

revenues).

● Ignoring those on disability (about 13 percent of Medicare expenses) and assuming only

moderate growth in spending, Medicare’s unfunded liability is about $5.9 trillion.

● With the plan we propose, the unfunded liability would drop to $1.5 trillion or less.

Although the transition to a new system will be costly, failure to make the transition would be even

more so.
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Introduction
In their 1997 report, the Medicare trustees predicted that the Hospital

Insurance Trust Fund (Medicare Part A) would be depleted by the year 2001.
Since then Congress has taken a few steps to shore up the fund and postpone
its depletion until 2008 — just 10 years away.  However, Medicare’s long-
term prognosis remains bleak.1

Although the trust fund’s imminent bankruptcy is getting all of the at-
tention, the real story is the magnitude of the unfunded commitments we have
made to future generations of retirees.  The trust fund’s bankruptcy is merely a
symptom of Medicare’s real financial problems.  Under the current system,
the growth in the tax base will not and cannot keep up with the projected
growth in promised benefits.  Using the Medicare trustees’ most recent esti-
mates, the total unfunded liability (the present value of expected benefits mi-
nus expected tax revenues) is $8.9 trillion.  This huge unfunded liability has
several causes.  Primary among them is the rapid growth of the elderly popu-
lation relative to the population of working taxpayers.  This, of course, is the
same problem faced by Social Security.  But Medicare’s problems are made
worse by two additional factors: rapidly expanding medical technology and
increased health care utilization.

With a liability of this magnitude, Americans face tough choices.
Most of the proposals for solving the problem are aimed at stemming the
growth in benefits while keeping the structure of the current system intact.
These include increasing HMO enrollment, raising the retirement age and ex-
panding retirees’ choices of insurance plans.  While these steps can go some
of the way towards addressing Medicare’s short-term financial crisis, they of-
fer no permanent solution.

Real reform means replacing a pay-as-you-go system under which the
elderly depend on younger taxpayers to pay their benefits with a system under
which each generation pays its own way.  This reform would allow people to
set aside money in personal accounts during their working years from which
to purchase health insurance and pay medical bills during the years of their re-
tirement.

Medicare’s Imminent Financial Crisis
The bill establishing the Medicare program was signed into law on

July 30, 1965, by President Lyndon B. Johnson.  Medicaid, the program cov-
ering the health care costs of low-income families, was signed into law during
the same year.  Proponents of Medicare argued that it was needed because
medical care costs were growing rapidly and retirees were caught unprepared
and with insufficient income to cover these costs.  Further, it was suggested
that the market had failed to provide prepaid retirement medical insurance that
individuals could purchase during their years in the labor force.

“Medicare has an unfunded
liability of $8.9 trillion.”
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How Medicare Works.  The original legislation created a two-part
structure that has remained intact.  Hospitalization Insurance (HI), or Medi-
care Part A, is financed by a 2.9 percent payroll tax, paid in equal parts by the
employer and employee.  Supplemental Medical Insurance (SMI), or Medicare
Part B, is a voluntary program that pays for physician expenses and outpatient
care.  Monthly premiums paid by the elderly cover about 25 percent of the
program’s cost; the remaining 75 percent is funded by the government from
general tax revenues.

Unlike ordinary health insurance, however, Medicare has gaping holes
in its coverage.  A senior on Medicare can face thousands of dollars in out-of-
pocket expenses.  For example, according to the Health Care Financing Ad-
ministration, 1.7 percent of seniors will spend more than $5,000 out of pocket
on health care expenses.2   To avoid this possibility, about three-quarters of the
elderly purchase (either directly or through their employers) medigap insur-
ance — to pay deductibles, copayments and other expenses not covered by
Medicare Part A or Part B.3   The result is a mixed blessing.  On the one hand,
most of the elderly are fully protected for Medicare-covered items.4   In fact,
for these items they pay virtually nothing out of pocket.  On the other hand,
the first-dollar coverage afforded by private medigap insurance encourages
elderly patients to spend more on medical care than they otherwise would.  In-
deed, one study estimates that medigap insurance increases total Medicare
spending by 28 percent.5

Recent Medicare Reforms.  Almost all health economists and health
insurance industry analysts believe that the tripartite structure of elderly health
insurance — Medicare Part A, Medicare Part B and medigap — is inefficient
and contributes to rising health care costs.  Thus Blue Cross or some other in-
surer should be able to replace the three insurance plans with a single plan that
provides reasonable coverage at a lower cost.  To exploit this opportunity,
most senior citizens for several years have been able to opt out of Medicare
and join a private HMO, and about 13 percent are currently doing so.  Begin-
ning next year the elderly will have even more alternatives — ranging from
HMOs to Medical Savings Account plans.

There is considerable debate about what impact these reforms will
have.  On the one hand, the 1998 trustees report estimates that their enactment,
along with other reforms, will reduce Medicare’s long-term actuarial deficit by
one-half.  On the other hand, studies show that the contracting out that has oc-
curred so far has increased, not reduced, overall Medicare spending.6

Rising Costs.  Since its inception, Medicare has been primarily fi-
nanced by taxing workers to pay benefits for retirees.  In essence, one genera-
tion is paying for another generation’s health care.  Under this approach, to
keep tax rates from rising benefits must grow no faster than the growth in the
tax base.  This kind of financing seemed feasible in 1965.  At that time, there
were only 17 million retirees, real wages were rapidly rising and more than 77

“Unlike ordinary health
insurance, Medicare has
gaping holes in its cover-
age.”
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million future workers were less than 19 years of age.  Two subsequent events
have conspired against the rosy outlook that prevailed at the system’s begin-
ning.  First, the growth in Medicare spending has consistently exceeded the
growth in the tax base. 7   Second, the baby boomers who made pay-as-you-go
financing look good in 1965 make this kind of financing look bad today as
they approach retirement age.

● From 1967 to 1997, the number of Medicare enrollees almost
doubled, from 19.5 million to 38 million.

● Over the same period, average Part A expenses per retiree grew
481 percent (or 5.37 percent per year) in real terms, and per-retiree
Part B expenses grew 641 percent (or 6.39 percent per year).

● The combination of the growth in the retired population and the
growth in real per capita Parts A and B expenditures has resulted in
an increase in all Medicare expenditures of 1,040 percent since the
program’s inception.

FIGURE I

Medicare (Employer/Employee) Payroll Tax Rate

1966 1970 1974 1978 1982 1986 1990 1994 1998
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Source: Annual Statistical Supplement, 1996, to the Social Security Bulletin, Social Security Administration,
Washington, D.C., September 1996, Table 2.A3, p. 35.

“Medicare expenditures have
increased 1,040 percent since
the program’s inception.”
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Overall, real Medicare expenditures have grown at an annual rate that
is three times higher than the growth rate of real wages (8.12 percent versus
2.22 percent).  As a result, the Medicare payroll tax has been increased several
times, starting at 0.7 percent in 1966 and reaching its current level of 2.9 per-
cent in 1986.  [See Figure I.]  Besides the growth in the tax rate, the level of
earnings subject to the tax rose from $6,600 in 1966 to the current unlimited
level in 1994.  [See Figure II.]  In spite of these efforts to increase Medicare
tax revenues, the system currently pays out more in benefits than it receives.

Avoiding Fundamental Reform.  The two-part structure and the mul-
tiple funding sources have allowed Congress to tinker with the system without
making lasting reforms.  For example, the shifting of home health care costs
from Part A to Part B in the Balanced Budget Act of 1997 helped to postpone
the bankruptcy of the Part A trust fund until 2008, thereby hiding some of
Medicare’s financial problems.  Even with those accounting changes, the

1966 1970 1974 1978 1982 1986 1990 1994 1998

FIGURE II

Annual Maximum Taxable Earnings

Source: Annual Statistical Supplement, 1996, to the Social Security Bulletin, Social Security Administration,
Washington, D.C., September 1996, Table 2.A3, p. 35.
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“The level of earnings
subject to the payroll tax has
risen from $6,600 to the
current unlimited level.”
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bankruptcy still comes three years before the first baby boomer begins to draw
benefits.

Medicare’s Long-Term Financial Crisis
Baby boomers are currently at their peak earning power and therefore

at their peak tax-paying capacity.  As a group they contribute more than 60
percent of all federal tax revenues.  As they retire, they will be replaced by a
much smaller generation whose tax rates will have to be far higher.  And be-
cause baby boomers will then be net consumers of federal revenues rather
than net contributors, the tax burden on the smaller generation will be even
larger.

Medicare’s Unfunded Liability.  To appreciate the magnitude of this
problem, consider Medicare’s unfunded liability (present value of expected
future spending minus expected future revenues).8   As Table I shows:

● Medicare’s future expenses exceed its projected income by $8.9
trillion over the next 75 years.

● This unfunded liability is more that two times the size of the total
federal debt currently held by the public ($3.8 trillion).

● Medicare’s liability also is more than twice the size of Social
Security’s unfunded liability.  [See Figure III.]

Although the need to reform Social Security has been far more visible
in public policy discussions, Medicare clearly has the more serious financial
problem.  If they are not addressed, both elderly entitlements will consume an
increasing portion of the nation’s output.

1 Based on the 1998 trustees reports.

Note:  The 1998 trustees reports present revenue and expenditure estimates out to
2075.  Beyond 2075 the unfunded liability is estimated based on projections
from the reported series.

TABLE I

Present Value of Unfunded Medicare Liability1

(billions of dollars)

Supplemental
Hospitalization Medical

Insurance Insurance
Years (Part A) (Part B) Total

1998-2075 $4,199 $4,671 $8,870
1998-2085* $4,738 $5,129 $9,866
1998-2097* $5,271 $5,558 $10,829

“Medicare’s future expenses
exceed its projected income
by $8.9 trillion over the next
75 years.”
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FIGURE III

Present Value of Unfunded Liability
(billions of dollars)

1998 - 2075 1998 - 2097
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Generational Accounting.  Medicare’s commitments can also be mea-
sured using the generational accounting techniques developed by Alan
Auerbach, Jagadeesh Gokhale and Laurence Kotlikoff.9   Generational ac-
counting identifies the net tax payments — that is, lifetime taxes paid less life-
time benefits received — for each existing age group and for future genera-
tions.  Ideally, at birth each new generation should expect to receive benefits
equal to the taxes it will pay.  Under the current system, however, current new-
borns will pay federal taxes far in excess of any expected federal benefits.  In-
deed, Gokhale and Kotlikoff estimate that in order to make Medicare benefits
equal to lifetime taxes for newborns and future generations, Medicare benefits
would have to be cut 68 percent beginning in 1998.  If reform is postponed un-
til 2003, benefits would have to be permanently cut by 78 percent.  If the pro-
gram were not reformed until 2016, just five years into the retirement of the
oldest group of baby boomers, even its complete elimination would not pro-
duce generational balance!10

Actuarial Imbalance.  A third way to look at the problem is to analyze
the Medicare trust funds the way actuaries would analyze a private pension
fund.  Proceeding in this way, the Medicare trustees estimate that to balance
the books for the next 25 years, the Part A tax rate would have to be increased
immediately from the current 2.9 percent to 3.62 percent. To bring about actu-

“A child born today will pay
federal taxes far in excess of
any expected federal ben-
efits.”

“Medicare’s unfunded
liability is more than twice
that of Social Security and
more than twice the total
federal debt.”
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arial balance over the next 75 years, the tax rate would have to be increased
immediately to 5 percent.11

The problem with this approach is that it ignores the pay-as-you-go na-
ture of Medicare financing.  Medicare payroll tax revenues are spent almost as
quickly as they are collected.  They are mainly spent on elderly health care.
But if Medicare tax revenues (inflow) exceed Medicare spending (outflow)
the difference is accounted for by depositing special, interest-bearing govern-
ment bonds into the Medicare (Part A) trust.  From an accountant’s point of
view, these bonds are an asset; and if the payroll tax rate were higher, the trust
fund would accumulate more such assets.  However, every increase in the as-
sets of the Medicare trust fund increases the liabilities of the U.S. Treasury.
Summing over both parts of government, they net out to zero.  Put another
way, the trust funds consist of IOUs the government has written to itself.  Re-
gardless of the state of the trust funds, in order to pay more benefits in the fu-
ture the government will have to tax or borrow.

Projected Future Taxes.  A fourth way of looking at the problem is to
focus on the tax revenues that will have to be collected in future years to pay
promised benefits.  According to the most recent trustees’ report, Part A
spending as a percent of payroll will climb to 4.62 percent in 2020 and 6.72
percent in 2040.  If Part B spending is expressed as a percent of payroll, the
implied total Medicare tax would be 9.78 percent and 13.63 percent in 2020
and 2040, respectively.  [See Figure IV.]

Need for Change.  Because the crisis we are discussing will become
more evident in the future, many people think that Medicare’s financial prob-
lems will occur only when the trust fund is exhausted or when the baby
boomers retire.  But the crisis is here and is best dealt with today.  What the
present value calculations, the generational accounting estimates and the trust-
ees’ projected tax rate increases all show is that waiting to secure Medicare’s
financial position is courting disaster.

A Private Sector Solution
An alternative to Medicare’s current pay-as-you-go approach is a sys-

tem under which each generation prefunds its retirement health care expendi-
tures and pays its own way.  Prefunding Medicare could be accomplished by
requiring each age cohort (all individuals born between January 1 and Decem-
ber 31 in any given year) to pool together, making deposits to private savings
accounts and eventually paying premiums that would insure against
postretirement medical expenses.  What follows is a brief description of how
the reform would work.

Private Savings (PRIME) Accounts.  Each individual would be re-
quired to make annual deposits to a Personal Retirement Insurance for Medi-

“An alternative to the pay-as-
you-go approach is a system
under which each generation
pays its own way.”
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cal Expenses (PRIME) account.  These private savings accounts would grow
until retirement and would accumulate sufficient funds to allow the purchase
of basic health insurance during the years of retirement.  The same dollar con-
tribution to PRIME accounts would be made by all members of the same age
group, and the required amount would be adjusted from year to year to insure
sufficient funds for postretirement health care.12  For example:

● To replace Medicare, a 25-year-old would need to deposit about
$668 a year, every year, until retirement — an amount equal to
about 2.4 percent of the average person’s wage over the next 40
years.

● A 35-year-old would have to contribute about $1,098 — a larger
amount since he or she has only 30 years over which to accumulate
the necessary funds.

● A 45-year-old would need to contribute about $2,008 each year for
the next 20 years.

These deposits would be funded by dollar-for-dollar reductions in the
workers’ payroll tax liability.  Roughly speaking, workers would put money
aside in their own accounts rather than paying taxes to Medicare.  A more
complete discussion of the required contribution amounts and the assumptions
behind them is provided below.

FIGURE IV

Medicare Spending as a
Percent of Taxable Payroll
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“In order for today’s college
students to collect their own
benefits, future workers will
have to pay one out of every
seven dollars they earn just to
cover medical bills for the
elderly.”
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Since participation in Medicare is compulsory, participation in any pri-
vate-sector alternative also would be compulsory.  Whether or not compulsion
is justified, it solves two important problems.  First, mandatory participation
eliminates a potential “free rider” problem.  As a society, we have decided that
individual access to health care will not depend on ability to pay.  Yet know-
ing that society will take care of them, individuals have an incentive to save
less than they may need to fund their retirement medical care expenses.  Man-
datory participation also addresses the adverse selection problem that would
result if individuals could opt into the system only when they expected to in-
cur large medical expenses.

Accounts for Low-Income Workers.  Those whose deposits fall short
of the required amount because of low earnings would have their accounts
topped up by the government. The required contributions of those who earn
more than enough to fund their accounts would support the topping up.  Taken
as a whole, as each age group reaches retirement age there would be enough
money to cover their retirement health care insurance premiums.

Accounts for Spouses.  Married workers also would have to divert a
portion of their Medicare payroll taxes to the PRIME accounts of nonworking
spouses.  These deposits would be accounted for separately so the nonworking
spouses would be fully protected in cases of death, separation or divorce.

Investment of PRIME Accounts.  Individuals would select a man-
ager for their PRIME account from among competing financial institutions,
which would be required to invest PRIME funds prudently and conservatively
in a diversified portfolio.

Postretirement Health Insurance.  Sometime before their 65th birth-
day, individuals would have to use their PRIME account funds to purchase
postretirement private health insurance.  Such insurance could consist of an
HMO, PPO, MSA or some other plan, but the chosen plan would include cata-
strophic coverage for basic medical care.  The proposed insurance would be
similar to today’s Medicare in that it would pay no death benefit.  Funds not
used for third-party insurance could be placed in a Medical Savings Account
to purchase medical care directly or to pay for long-term care.

Death Benefit.  Unused MSA balances and other PRIME account
funds not used to purchase catastrophic insurance could be transferred to an
individual’s heirs at death.

Medicare Buy-In Option.  As an alternative to private insurance, in-
dividuals could use their PRIME account funds to buy back into Medicare
during the transition period.

Funding the Transition.  Throughout the transition period, Medicare
taxes would be kept at their current level.  Tax revenue not diverted to PRIME
accounts would fund Medicare benefits for those already retired or near retire-
ment and retire any debt incurred as a result of the transition.

“Those whose deposits fall
short because of low earnings
would have their accounts
topped up by the govern-
ment.”

“Each individual would be
required to make annual
deposits to a Personal
Retirement Insurance for
Medical Expenses (PRIME)
account.”
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The medical care risks of current and future retirees will exist regard-
less of who acts as the insurer.  What medical care will encompass and what
proportion of total resources will be dedicated to it in the future is unknown.
Yet it does not follow that the government must be the insurer or that transfer
payments must fund retirement medical expenses.  The real question is
whether future retirees will pay for their own retirement medical purchases or
rely on their children and grandchildren to pay.  Pay-as-you-go financing shifts
the risks from medical care consumers to taxpayers. Prefunding links the con-
sumers of medical care to its funding.

Design, Timing and Pricing Issues
The prefunding of care will insure that future taxpayers are not respon-

sible for the medical care expenses of retirees.  As each age group retires,
enough funds will have been accumulated to cover that group’s total insured
expenditures.  Given that we have potentially solved the funding problem,
however, a host of other questions remain.  What type of health insurance
should people be permitted (required) to buy?  When should they be permitted
to buy it?  What premium should insurers be able to charge?  What should be
the duration of the insurance contract?  How frequently should people be able
to switch health plans?

These questions do not uniquely stem from the reform plan we are pro-
posing.  The same questions must be addressed under the current structure of
Medicare.  And the answers imbedded in the current system are not necessarily
the best answers.

Health Insurance Options.  Until recently, all beneficiaries under
Medicare had essentially the same insurance coverage.  For reasons discussed
above, the design of Medicare is quite inefficient and private insurers surely
could improve on it.  The first ones given the opportunity to create an alterna-
tive were certain Health Maintenance Organizations (HMOs).  Most seniors
now have the option to join an HMO with most or all of the premium paid by
Medicare and about 13 percent have done so.  Beginning in 1999 seniors will
have other options, including private fee-for-service plans, Medical Savings
Account (MSA) plans and physician-run plans.

Since choices of this sort are already planned under the current Medi-
care system, it seems almost inevitable that they would also be a feature of any
private, prefunded alternative.  Choice has obvious potential benefits for the
insured, giving them opportunities to select the most suitable plans.  Encourag-
ing insurers to find innovative new ways to meet consumer demand also can
have benefits.  But competition in health insurance can have drawbacks as
well, especially when premiums are artificially constrained.

For example, under the current system HMOs receive the same Medi-
care payment, regardless of the expected health care costs of the enrollee, with

“At retirement, people could
choose among competing
health plans.”
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Saving Medicare: A Ten-Point Plan

1. All working Americans born since 1946 would have the opportunity to divert a portion of

their Medicare payroll taxes into Personal Retirement Insurance for Medical Expenses

(PRIME) accounts.

2. All members of the same age group would make the same dollar contribution to PRIME

accounts, and the required amount would be adjusted from year to year to insure that

sufficient funds accumulate to fund postretirement health care.

3. The federal government would top up the accounts of people whose contributions fall short

of the required amount because of low earnings.

4. Individuals who are married would divert a portion of their Medicare payroll taxes to the

PRIME accounts of nonworking spouses.

5. Individuals would select a manager for their PRIME account from among competing

financial institutions, which would be required to invest PRIME funds prudently and

conservatively in a diversified portfolio.

6. Sometime before their 65th birthday, individuals would use their PRIME account funds to

purchase postretirement private health insurance; such insurance might consist of an HMO,

PPO, MSA or some other plan but would have to include catastrophic coverage for basic

medical care.

7. Funds not used for third-party insurance would be placed in a Medical Savings Account to

purchase medical care directly and to pay for long-term care.

8. Funds remaining after the purchase of postretirement private health insurance, including

MSA funds, would go to the heirs at the individual’s death.

9. As an alternative to private insurance, individuals could use their PRIME account funds to

buy back into Medicare during the transition period.

10. Throughout the transition period, Medicare taxes would be kept at their current level and

tax revenue not diverted to PRIME accounts would be used to fund Medicare benefits for

those already retired or near retirement and to erase any debt incurred as a result of the

transition.
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some exceptions discussed below.  This gives the HMOs a perverse incentive
to avoid the sick, whose expected costs exceed the premium income they gen-
erate, and attract the healthy, whose premiums exceed their expected costs.
Moreover, if people develop a health problem after they enroll, HMOs have
an incentive to provide less than optimal care in an effort to encourage them to
switch back to Medicare or to some other HMO.  Whatever their resolutions,
these problems must be confronted regardless of how Medicare is financed.

Timing Options.  Given that people will be able to use their PRIME
account funds to obtain insurance, at what age should they be able to exercise
that option?  Must they wait until they are 65?  Or should they be able to se-
lect an insurer much earlier?  (Note: even under the current system, people
could be allowed to select a private insurer long before they reach age 65.)

Either approach has advantages and disadvantages.  The main problem
with early commitment is that neither the insured nor the insurer has important
information that will be revealed years after the choice is made.  On the con-
sumer side, someone entering the labor market today at age 22 will not know
how the health plans are going to function 43 years later — when the chooser
will actually need the services.  On the supplier side, insurers may be unwill-
ing to commit so many years in advance.  If they do commit, they may be un-
willing to promise the same benefits that they would at a later date.  The rea-
sons are obvious:  uncertainty over the cost of medical care and uncertainty
over the performance of capital markets.

Early choice would help solve the problem of varying health care
risks, however.  For example, if people choose their insurer in the prefunded
system at age 22, when they presumably know little about what their medical
care needs will be at age 65 and beyond, then each insurance pool will tend to
have a cross-section of individuals — some of whom will be sick and some of
whom will be healthy by the time they all reach age 65.  On the other hand, if
individuals choose their insurer at age 65, when they know more about their
medical care risks, problems of adverse selection are likely to arise.

The problems that arise if health plans are required to accept all appli-
cants are addressed above.  And if they can reject applicants with high ex-
pected health costs, different problems arise.  In any health insurance pool, the
lower risks in the group are subsidizing the higher risks.  This  creates an in-
centive for lower risks to move to another pool with lower average risks and
lower premiums — an option not available to high-risk members.  As the low
risks leave, premiums must be increased to cover the now-higher costs of the
remaining members.  Higher premiums, in turn, encourage even more depar-
tures.  The result is a “death spiral” in which the plan is left with only the most
expensive enrollees — who cannot afford to pay premiums that cover the cost
of their care.

“One question to be re-
solved: at what age should an
insurer be selected?”
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Pricing Options.  One way to avoid the death spiral described above is
to allow insurers to charge premiums that reflect expected costs for everyone
who joins the pool.  Thus, sick people would be charged higher premiums and
healthy people lower ones.  Under the current system, HMOs are not allowed
to charge different out-of-pocket premiums to enrollees, based on their health
status.  However, Medicare’s payment to the HMOs does vary depending upon
certain indicators of expected costs, and more such risk adjustment of premi-
ums is expected in the future.13  A similar kind of risk adjustment could be
forced on the private system envisioned here by requiring pools that dispropor-
tionately attract healthy people to make payments to pools that disproportion-
ately attract sicker people.

Still, no risk adjustment scheme works very well.  Based on objective
factors alone, health economists can predict no better than about 25 percent of
the variation in future health care costs among individuals.14  Part of the prob-
lem is that information is often asymmetric.  Enrollees have knowledge about
their own health neither insurers nor risk adjusters possess.  Perversely, insur-
ers can sometimes take advantage of this asymmetry by making their health
plans less attractive to sick people and more attractive to healthy people.  The
more freedom the plans have to differentiate their product, the more opportuni-
ties they have to encourage the healthy and discourage the sick.

Thus pricing restrictions exacerbate the trade-off described above: the
more choices people have, the greater the problems of adverse selection.  One
way out of this problem may be to require lengthier insurance contracts.

Length of the Contract Options.  How long should anyone be re-
quired to stay in his or her chosen health plan before switching to another?
Most employers who give employees choices tend to allow switching only
once a year.  Although the new Medicare program will permit switching at
will initially (except for the Medicare MSAs), eventually it also will revert to
an annual enrollment.  But is a one-year contract the best option?  An alterna-
tive would be to require people to choose a health plan at age 65 and remain in
that plan for the rest of their lives.  A long-term insurance contract would re-
duce the problem of adverse selection in several ways.  For the reasons given
above, the longer the time horizon, the less information anyone has about fu-
ture health care costs, and people who are sick today are not necessarily the
most expensive patients over the long haul, since people who die soon do not
generate more costs 10 or 20 years down the road.

Thus under long-term contracts insurers face both health care risks and
longevity risks.  Figure V shows the present value of annual Medicare pay-
ments (as of age 65) for individuals who die at different ages, using three dis-
count rates: 3 percent, 5 percent and 7 percent.  As the figure shows, individu-
als who die between ages 65 and 70 have lower health care costs than those
who die later.

“Many problems would
disappear if people had to
choose a plan and remain in
it for at least three or four
years.”



14    The National Center for Policy Analysis

The conclusion is that many problems associated with annual move-
ment among plans would disappear if people had to choose a plan and remain
in it for at least three or four years.

The Cost of Prefunded Insurance15

How large would the deposits have to be in order for each new cohort
to fund its postretirement health care expenses?  Table II shows the required
contributions, expressed as an annual deposit and as a percent of life-cycle
earnings income, that an average new labor force entrant would face until age
65.  The required contribution varies with assumptions about the rate of return

Source: The benefit profiles by age of death used to calculate the present value are drawn from
James Lubitz, James Beebe and Colin Baker, “Longevity and Medicare Expenditures,”
New England Journal of Medicine, Vol. 332, No. 15, April 13, 1995, pp. 999-1003.

FIGURE V

Present Value at Age 65 of
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TABLE II

Required Annual Contribution to
PRIME Accounts Beginning at Age 221

Rate of
Increase in

Real Rate Real Medical Medicare
of Return Expenditures Low Cost High Cost Replacement

3.5 0 $546 $586 $695
(2.06) (2.21) (2.62)

3.5 1 $955 $1,026 $1,217
(3.60) (3.87) (4.59)

3.5 2 $1,671 $1,798 $2,132
(6.30) (6.78) (8.04)

5.4 0 $264 $285 $336
(1.03) (1.11) (1.31)

5.4 1 $456 $490 $582
(1.78) (1.91) (2.27)

5.4 2 $790 $848 $1,005
(3.08) (3.31) (3.92)

6.4 0 $181 $194 $229
(0.72) (0.77) (0.91)

6.4 1 $309 $332 $395
(1.23) (1.32) (1.57)

6.4 2 $530 $571 $676
(2.11) (2.27) (2.69)

9.0 0 $67 $72 $83
(0.28) (0.30) (0.35)

9.0 1 $112 $122 $143
(0.47) (0.51) (0.60)

9.0 2 $191 $205 $241
(0.80) (0.86) (1.01)

High-Deductible Plan2

1 Figures in parentheses show contribution as a percent of average life-cycle earnings.

2 Assumes a $2,500 deductible in 1997 prices.

Note: The dollar value contributions are the average annual contributions that a 22-year-
old would make for the next 43 years, given the rate of return and the growth rate
in per capita medical expenditures.  The number in parentheses is the constant
contribution rate as a percent of annual earnings that a 22-year-old would face
over his or her years in the labor force.

“The required contribution
varies with assumptions.”
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on investments, the growth rate in medical expenditures and the cost of the
prefunded benefits.16  Let’s consider each of these assumptions in turn.

Rate of Return for PRIME Accounts.  Provided that PRIME account
funds were invested professionally and conservatively in a diversified portfo-
lio, what rate of return would we expect?  Poterba and Samwick calculated
that for the years 1947 through 1995 the nonfinancial corporate sector paid a
real pretax rate of return of 9.2 percent.17  Feldstein and Samwick estimate that
a portfolio of 60 percent equity and 40 percent debt would have yielded a real
pretax return of about 5.5 percent over both the postwar period and the period
since 1926.18  They also suggest that if corporate taxes at all levels take 40
percent of pretax debt and equity income, a 5.4 percent after (corporate) tax re-
turn is equivalent to a 9 percent pretax return.

In making the calculations in Table II, we estimated the amount of an-
nual deposit required based on four different rate of return assumptions: a con-
servative 3.5 percent rate, the after-tax 5.4 percent rate and the pretax 9 per-
cent rate for a balanced portfolio, plus a 6.4 percent rate for a 100 percent eq-
uity portfolio — reflecting the real rate of return between 1926 and 1995 based
on the Standard & Poor’s 500 Index including dividend reinvestment.

Rate of Growth of Health Care Costs.  Because the actual growth in
retirement health care expenditures is unknown, we estimate the required de-
posit using three different assumptions about the real growth rate of per capita
medical care expenditures: 0, 1, and 2 percent. By way of comparison, the
Medicare trustees in 1997 assumed that Medicare’s real cost per unit of service
will grow at a rate of about 3 percent during the first 10 years of the forecast,
gradually decline to about 1.7 percent by the 25th year and drop to a growth
rate equal to the growth rate in real wages in all remaining years.

Cost of Health Insurance at Today’s Prices.  The table also presents
estimates of the required deposit based on estimates of the cost of
postretirement health insurance at today’s prices, assuming that people choose
the current Medicare package, a high-deductible ($2,500) package under low-
cost assumptions or a high-deductible package under high-cost assumptions.19

Results.  The contribution rate for entering cohorts ranges from a low
of $67 per year to a high of $2,132, based on the differing cost and growth rate
assumptions.  Under a reasonable investment strategy, the required contribu-
tion is well below Medicare’s total expenditures on health care for the elderly
(net of premium payments), which equaled 4.39 percent of taxable payroll in
1996.  Thus if government continues to impose the 4.39 percent tax, it is pos-
sible for new entrants to fund their retirement medical care, with some of the
tax money left over to fund the cost of the transition.  For example, as Figure
VI shows:

“Under reasonable assump-
tions, young people entering
the labor market today would
need to deposit about $500 a
year.”
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● Assuming 1 percent real growth in medical expenditures, a worker
whose PRIME account funds were invested in equities could re-
place Medicare for an annual contribution of only $395.

● A worker whose funds were invested in a balanced portfolio could
replace Medicare for an annual contribution of $582.

● These amounts are well below the $1,120 tax that Medicare is ex-
pected to collect from the average worker over the same time pe-
riod.

One way to think about these results is to consider that private pension
funds often invest in equities for most of a worker’s career and then shift to
bonds in the last 10 or so years to protect against market fluctuations on the
eve of the individual’s retirement.  Following that strategy, under these as-
sumptions, a worker would have to deposit about $500 — less than half the
expected Medicare tax.

FIGURE VI

Comparing Annual PRIME Account
Contributions to Medicare Taxes

 for a 22-Year-Old Worker1

1 Amount needed to replace Medicare based on the expected average life-cycle wage
for 22-year-old workers and real medical expenditure growth of 1 percent per year.

2 Assumes 6.4 percent real growth rate.

3 Assumes 5.4 percent real growth rate.
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“The required contribution
will be well below Medicare
taxes paid by the average
worker.”
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Even if medical expenditures grow at the faster rate of 2 percent per
year in real terms, the private option is more attractive for workers.  The re-
quired deposit, which ranges between $676 and $1,005 depending on the in-
vestment strategy, is still less than Medicare is expected to extract under the
current system.

Figure VII shows how the deposits will grow over time if invested in a
balanced portfolio.  As the figure shows, an annual investment of $582 will
grow to more than $90,000 in 1997 prices — and more than $180,000 for a
married couple — by age 65.  This should be sufficient to replace Medicare
with comparable private health insurance.  As an alternative, people may pre-
fer high-deductible, catastrophic insurance — managing their own health care
dollars for smaller expenses.  As Figure VII shows, an individual who saved
for Medicare replacement would accumulate as much as $20,000 — $40,000
for a couple — to place in a Medical Savings Account to pay medical bills un-
der $2,500 a year, long-term care expenses and other items not covered by
Medicare.

Note:  The total at age 65 is the future value of annual contributions that accumulate at
a 5.4 percent real rate.  The amounts are calculated to cover the cost of the
specified insurance.  A 1 percent real per capita medical expenditure growth rate
is used in this example.

FIGURE VII

Prime Account Accumulation at
Age 65 for Individuals Born in 1975

(1997 dollars)

High-Deductible
Plan
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High-Deductible
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Medicare
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$92,582

“An annual investment of
$582 will grow to more than
$90,000.”
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Figure VIII shows how the required contribution to PRIME accounts
varies for people of different ages at the time the plan is instituted.  As the fig-
ure shows, older workers would make larger contributions.  Still, under rea-
sonable assumptions a worker earning the average wage could prefund his or
her postretirement health care with PRIME account contributions less than ex-
pected Medicare taxes out to about age 40.

Transition to the New System
During the transition to a private, prefunded postretirement health care

system, the commitments to the currently retired population and those close to
the retirement age must be kept.  At the same time, workers’ contributions to
PRIME accounts in lieu of Social Security taxes will increase the size of the
federal deficit.  The following simulations evaluate the transition costs, as-

22 23 24 25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42

High-Deductible Plan (Low Cost)

High-Deductible Plan (High Cost)

Medicare Replacement

FIGURE VIII
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“Older workers would make
larger contributions.”
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suming a real rate of return of 5.4 percent and real per capita medical expendi-
tures growth of 1 percent.

Transition Plan.  Transition to the new system would be structured in
the following way.  All baby boomers would be shifted to the new system, so
everyone born in 1946 and later would be in the new system.  Everyone older
than 51 in 1997 would remain in the old system.  Thus Medicare would con-
tinue to fund benefits as it currently does for each new cohort that would reach
age 65 through the year 2010.  After 2010 no new beneficiaries would be
added to the old system. As a result, Medicare spending after 2010 would con-
tinuously decline and approach zero by 2046.  The current Medicare tax of
4.39 percent would remain in effect throughout.

Each cohort would contribute to their PRIME accounts based on an es-
timate of what would be needed to fund their postretirement health care.  As
Table II shows, new labor force entrants contribute an amount equal to be-
tween 1.78 percent and 2.27 percent of their average wage income, assuming a
real rate of return of 5.4 percent and per capita medical expenditure growth of
1 percent.  Older workers would make larger contributions.  Those ages 38 to
42 would contribute an amount equal to the entire Medicare tax for the average
worker, while those between 43 and 51 would contribute more than the current
average-wage Medicare tax.  For these age groups, the extra contributions are
incorporated into the following estimates of the transition cost.

Cost of the Transition.  Since workers will be able to divert part of the
taxes they now pay to fund Medicare benefits to current retirees, the cost of the
transition will be the funds needed to replace this revenue loss.  If the federal
government funded this revenue gap by borrowing, that would increase the
size of the federal debt.  However, as the baby boom generation dies off Medi-
care expenses decline.  Eventually, the Medicare tax collected will be more
than sufficient to pay benefits and this surplus can be used to retire the debt.

Given that younger workers will be able to prefund their retirement in-
surance, under reasonable assumptions, by contributing less than their current
Medicare taxes, part of the transition cost can be offset by the difference be-
tween the Medicare tax rate and the PRIME account contribution rate.20  Thus
throughout the entire transition period, the difference between the Medicare
tax of 4.39 percent and the contributions to PRIME accounts will provide tran-
sition funding.  For example, if new entrants to the labor market are required
to contribute 1.78 percent of the average wage to their PRIME accounts, then
2.61 percent (4.39 - 1.78) of their earnings will be available to fund the transi-
tion.

Effects on Medicare’s Unfunded Liability.  As Figure IX shows, a
transition to a funded system is less costly than maintaining the status quo.
The present values are calculated using a 2.7 percent real rate of return, the
rate used by Medicare’s trustees in their 1997 report, and the revenue and li-
ability series are extended out to the year 2080.  As the figure shows, the status

“During the transition, the
commitments to those
currently retired and near
retirement must be kept.”
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quo unfunded liability is $5.9 trillion.  This number is less than the one pre-
sented in Table I for two reasons.  First, the 1 percent growth rate in health
care expenditures is less than the growth rate assumptions used by the actuar-
ies.  Second, the status quo liability presented in Figure IX reflects the liability
associated with Medicare for the aged population only, not including the
Medicare costs of the disabled (about 13 percent of the total costs).  Under all
reform scenarios, the present value of the systemwide unfunded liability is
much lower.  If PRIME accounts are used to prefund (low-cost) high-deduct-
ible insurance, the present value of the transition liability is $398 billion.
With (high-cost) high-deductible insurance, the transition liability is $712 bil-
lion.  The cost of prefunding Medicare’s current benefits is $1.5 trillion.

Funding the Transition.  The additional cost of the three transition
scenarios could be covered by a tax increase of .22, .40, and .86 percent, re-
spectively.  These compare to the tax increase of 3.39 percent that we calcu-
late would be needed to maintain the status quo under the same assumptions.

FIGURE IX

Present Value of Unfunded Liability:
Current Medicare and Private Alternatives1

($ billions)

1 Assumes a 5.4 percent real rate of return and 1 percent real growth in per capita
medical expenditures.  Rate of return on government bonds is 2.7 percent — the rate
used in the 1997 Medicare trustees report.  The last year in the simulation is 2080.

Current
System

$5,895

$1,533

$712
$398

Replaced
with Private

Medicare

Replaced with
Private High-

Deductible Plan
(high cost)

Replaced with
Private High-

Deductible Plan
(low cost)

“A transition to a funded
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Conclusion
In 10 years, Medicare as we now know it will not exist.  The system’s

huge unfunded liability and generational imbalance will force significant
changes.  How society will pay for future retirement health care and how much
is actually expended on this care need to be seriously and soberly addressed.
Making a bold move today to a prefunded system will give individuals owner-
ship in their retirement medical insurance, link the consumers to the amount of
care they purchase and bring market forces — largely absent in the current
system — to the delivery of medical care to the aged.

NOTE: Nothing written here should be construed as necessarily reflecting the
views of the National Center for Policy Analysis or as an attempt to aid or
hinder the passage of any bill before Congress.

“In 10 years, Medicare as we
now know it will not exist.”
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Appendix

Hospital Insurance

Because the Hospital Insurance (HI) portion of Medicare is funded by a payroll tax, the difference

between the expected HI expenses and expected HI tax revenues is the basis for the present value calcula-

tions.  The yearly estimates come from the Table III.B4, “Estimated OASDI and HI Income Excluding In-

terest, Outgo, and Balance in Current Dollars by Alternative, Calendar Years 1997-2075, Intermediate Es-

timates,” in the 1998 OASDI Trustees Report.  The values are in nominal dollars and are brought to the

present using the nominal discount rate assumptions reported in Table II.D1, “Selected Economic As-

sumptions by Alternative, Calendar Years 1960-2075” in the 1998 OASDI Trustees Report.

Calculating the Unfunded Liability
Based on the 1998 Trustees Reports:
Supplementary Medical Insurance

Supplementary Medical Insurance (SMI) is financed by beneficiaries’ premiums, set permanently

at 25 percent of the program’s expenditures by the Balanced Budget Act of 1997, and by general revenues.

As the trustees put it, “The SMI premium and the corresponding income from general revenues are estab-

lished annually at a level sufficient to cover the following year’s expenditures.  Thus, the SMI program is

automatically in financial balance under present law, in contrast to OASDI and HI, where the financing

established years earlier may prove significantly higher or lower than subsequent actual costs” (1998 An-

nual Report of the Board of Trustees of the Federal Supplementary Medical Insurance Trust Fund, p. 9).

With this sort of financing the SMI program will technically never have an unfunded liability.

However, if we fix two things at the beginning, the premium as a percent of total expenditures and

the funding following the same path as HI’s funding, then we can estimate the unfunded liability in a man-

ner similar to the way we calculated the HI unfunded liability.  We fix the premium in all future periods at

25 percent of projected expenditures.  The projected expenditures out to 2007 are from Table I.E1 (p.10)

in the 1998 SMI Trustees Report.  For the years beyond 2007, we use the projected SMI disbursements as

a percent of GDP that are reported in Table III.A1 (p.65) in the 1998 SMI Trustees Report and multiply by

projected GDP, which is reported in Table III. C1 in the 1998 OASDI Trustees Report.  In addition to the

premium, which is set at 25 percent of expenditures, we project implied tax revenues in the following

way. In 1998 implied tax revenues are set equal to SMI expenditures less the 25 percent premium pay-

ment.  Thus expenditures less revenues in 1998 are equal to zero in 1998.  For all future years, the implied

tax revenues grow at the exact rate at which HI tax revenues are expected to grow.  Like the HI calcula-

tions, the difference between the two revenue and expenditures series is brought to the present using a

nominal discount rate assumption reported in Table II.D1 in the 1998 OASDI Trustees Report.
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paying a lower rate of return than they could have earned in private capital markets. To solve this prob-

lem, the NCPA has developed a 12-step plan for Social Security privatization.

The NCPA has also developed ways of giving parents the opportunity to choose the best school for

their children, whether public or private. For example, one NCPA study recommends a dollar-for-dollar

tax credit up to $1,000 per child for money spent on tuition expenses at any qualified nongovernment

school — a form of taxpayer choice for education.

The NCPA’s Environmental Center works closely with other think tanks to provide common sense

alternatives to extreme positions that frequently dominate environmental policy debates. In 1991 the

NCPA organized a 76-member task force, representing 64 think tanks and research institutes, to produce

Progressive Environmentalism, a pro-free enterprise, pro-science, pro-human report on environmental

issues.  The task force concluded that empowering individuals rather than government bureaucracies

offers the greatest promise for a cleaner environment. More recently, the NCPA produced New Environ-
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mentalism, written by Reason Foundation scholar Lynn Scarlett. The study proposes a framework for

making the nation’s environmental efforts more effective while reducing regulatory burdens.

In 1990 the center created a health care task force with representatives from 40 think tanks and

research institutes. The pro-free enterprise policy proposals developed by the task force became the basis

for a 1992 book, Patient Power, by John Goodman and Gerald Musgrave.  More than 300,000 copies of

the book were printed and distributed by the Cato Institute.

A number of bills before Congress promise to protect patients from abuses by HMOs and other

managed care plans. Although these bills are portrayed as consumer protection measures, NCPA studies

show they would make insurance more costly and increase the number of uninsured Americans. An

NCPA proposal to solve the problem of the growing number of Americans without health insurance

would provide refundable tax credits for those who purchase their own health insurance.

NCPA studies, ideas and experts are quoted frequently in news stories nationwide. Columns

written by NCPA experts appear regularly in national publications such as The Wall Street Journal, The

Washington Times and Investor’s Business Daily. NCPA Policy Chairman Pete du Pont’s radio commen-

taries are carried on 290 radio stations across America. The NCPA regularly sponsors and participates in

Firing Line Debate, which is aired on 302 public broadcasting stations. The NCPA additionally sponsors

several one-hour televised debates on the PBS program DebatesDebates shows each year.

According to Burrelle’s, the NCPA reached the average household 10 times in 1997. More than

35,000 column inches devoted to NCPA ideas appeared in newspapers and magazines in 1997.  The

advertising value of this print and broadcast coverage was more than $90 million, even though the NCPA

budget for 1997 was only $3.6 million.

The NCPA has one of the most extensive Internet sites for pro-free enterprise approaches to public

policy issues. All NCPA publications are available on-line, and the website provides numerous links to

other sites containing related information. The NCPA also produces an on-line journal, Daily Policy

Digest, which summarizes public policy research findings each business day and is available by e-mail to

anyone who requests it.

What Others Say about the NCPA

“...influencing the national debate with studies, reports

and seminars.”

— TIME

“...steadily thrusting such ideas as ‘privatization’ of

social services into the intellectual marketplace.”

—  CHRISTIAN SCIENCE MONITOR

“Increasingly influential.”

— EVANS AND NOVAK


