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Executive Summary

It is commonly understood that Social Security replaces about 40 percent of preretirement earnings
for average workers. But what are we trying to replace? And why? If the real goal is to maintain con-
sumption during retirement at levels comparable to preretirement consumption, preretirement earnings are
not a very good guide. Fringe benefits comprise a growing share of preretirement compensation, particu-

larly health insurance.

Even if we are confident we are measuring the right set of numbers, there is a further problem:
How do you compare consumption opportunities over many years? Reported Social Security replacement
rates are based on converting workers’ past earnings into today’s dollars using the rise in average wages
over time — a process known as wage indexing. But since wages usually rise faster than prices, wage
indexing compensates retirees more than is necessary to maintain their purchasing power. Price indexing,
by contrast, would give a more accurate measure of preretirement resources available for consumption.

The two indices produce very different replacement rates:

® Using wage indexing, Social Security replaces about 45 percent of preretirement earnings for

the average worker retiring this year.
® Using price indexing, Social Security replaces about 55 percent of preretirement earnings.

The wages that Social Security payments are based on are essentially cash wages. They do not
include noncash employee benefits. However, these fringe benefit dollars either allow direct consumption
(in the case of health care, for example) or later consumption (as is the case with 401(k) contributions,
for example). Thus, including fringe benefits would give a more accurate picture of earnings available
for consumption. If preretirement health care dollars are added in and payroll taxes that fund Medicare
are subtracted out, Medicare dollars net of premium payments should be added to Social Security to get

comparable consumption figures for the years of retirement. Also, since payroll taxes that fund Social



Security and Medicare are not available for consumption, these taxes should be subtracted from preretire-
ment income along with other labor taxes to give a more accurate gauge of preretirement consumption op-
portunities. With these adjustments, the government replaces 85.3 percent of price-indexed preretirement

“consumable income” for the average worker.
Looking to the future, the replacement rate will rise over time:

® For workers who are 46 years old today, elderly entitlements will replace 105.3 percent of

price-indexed average preretirement compensation, net of federal labor taxes.

® As aresult, today’s middle-age workers will, on the average, consume more during an average
year in retirement with government benefits alone (not including pensions and personal sav-

ings) than before retirement.

Since Social Security’s replacement rate for preretirement earnings will remain relatively constant
over time, almost all of the increase in replacement rates is due to Medicare. In fact, Medicare’s replace-

ment rate will rise dramatically:

® Medicare’s replacement rate will grow over the next 20 years, from 37 percent of preretirement
earnings for new retirees today to about 48 percent by the time today’s 46-year-old workers

retire, based on current projections.

® Although Medicare’s replacement rate equals 70 percent of Social Security’s rate for new retir-

ees, it will equal 90 percent for workers retiring in 2027.

® For workers younger than age 37, Medicare benefits are projected to be larger than Social Se-

curity benefits, on the average.

Social Security and Medicare benefits are more generous than commonly thought, and benefits
paid to seniors are projected to grow rapidly over time. Unfortunately, this growth in benefits will likely
prove to be unsustainable. Policymakers must consider ways to control the growth in federal entitlement

spending before it swamps the entire federal budget.



“Elderly entitlements should
be compared to preretire-
ment consumption instead of
wages.”
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Introduction

This paper examines the size of elderly entitlements in several reveal-
ing ways. It identifies the degree to which Social Security and Medicare
benefits replace preretirement income and consumption for new retirees and
illustrates the relative growth in benefit payments to future retirees.! Social
Security replaces about 40 percent of earnings for average workers based on
Social Security Trustees Report estimates.? But workers’ preretirement earn-
ings are not the right target. If the real goal is to maintain consumption during
retirement at levels comparable to consumption before retirement, earnings are
not a good measure; potential consumption is better. By one measure, Social
Security currently replaces more than half of preretirement consumption for
the average worker. Social Security and Medicare together replace more than
four-fifths of preretirement consumption for average retirees today, and that
replacement rate will grow even larger over time.

Comparing Retirees’ Social Security
Benefits to Their Average Lifetime Wages

A convenient way to measure the value of Social Security benefits is
to calculate the percentage of retirees’ preretirement, or lifetime, earnings the
benefits replace. Table I is based on projections in the 2006 Social Security
Trustees Report and shows rates for workers in different income groups who
are ages 65, 45 and 20 today.

The percentage of preretirement wages Social Security benefits replace
depends on retirees’ wage histories. Social Security replaces a smaller per-
centage of higher-wage workers’ incomes because of the progressive benefit
formula. Table I shows that for people who retired last year at the normal
retirement age:

® Social Security benefits replaced 30.1 percent of preretirement
wages for individuals who earned the maximum taxable income
(394,200 currently);

® Benefits replaced 43.1 percent of preretirement wages for individu-
als with medium lifetime earnings; and

® Benefits replaced 58.1 percent for individuals who earned 45 per-
cent of the Social Security average wage over their careers.

Table I also indicates that the percentage of wages Social Security will
replace for each income group will stabilize in the future due to changes to
the benefit formula included in Social Security reforms enacted in 1983.3

Wage Indexing versus Price Indexing

When comparing the degree to which today’s Social Security benefits
replace the purchasing power of past earnings, it is important to use an appro-
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“Social Security replaces a
higher percentage of wages
for low-income workers than
high-income workers.”

priate method. The replacement rates given in the Trustees Reports are deter-
mined by comparing benefits at retirement to an individual’s average annual
lifetime earnings. Because of changes in price levels over time (inflation),
past earnings must be adjusted so they are comparable to wages earned today.
Ordinarily, this would be done by using a price index like the Consumer Price
Index (CPI).*

However, the replacement rates presented in the Trustees Reports are
determined by adjusting past earnings by means of a wage index. Since wages
tend to rise more rapidly than prices over time (contributing to the growth in
real incomes), wage indexing also produces higher average lifetime earnings
than using a price index would.

Effects of Price Indexing versus Wage Indexing. Figure I illustrates
the effects of wage indexing and price indexing for average workers retir-
ing this year.> The same wages are used in each case, before accounting for
inflation, but past wages are adjusted into today’s dollars at retirement in two
different ways: 1) wage-indexed to the Social Security average wage at age 65
and 2) price-indexed to the price level at age 65. As Figure I shows, the two
methods produce different results:

® Using wage indexing, Social Security replaces about 45.4 percent
of preretirement earnings for the average worker.

@ Using price indexing, by contrast, Social Security replaces 54.7
percent of preretirement consumption.

As these examples suggest, the way in which past earnings are com-
pared to the Social Security benefits awarded to seniors at retirement makes
a big difference in determining how much of lifetime earnings those benefits
replace.

TABLE I

Social Security Benefits at the
Normal Retirement Age as a Percentage
of Workers’ Preretirement Earnings

Lifetime Lifetime Steady
Age in Lifetime Medium High Maximum
2005 Low Earning Earning Earning Earnings
65 58.1% 43.1% 36.0% 30.1%
45 55.4% 41.1% 34.0% 27.3%
20 55.3% 41.0% 34.0% 27.3%

Source: Table VI. F10, 2006 Social Security Trustees Report.
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FIGURE 1

Wage- and Price-Indexed
Earnings for Retirees in 2006
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Source: 2006 Social Security and Medicare Trustees Reports, Social Security Admin-
istration Actuarial Note Number 2005.3, and authors’ estimates.

TABLE 1II

Social Security Replacement
Rates for 65-Year-Old Retirees

Earnings Wage- Price-
Category Indexed” Indexed™
“Social Security replaces Low 61.3% 73.3%
almost three-fourths of the .
real preretirement income of Medium 45.4% 54.7%
low-wage workers.” High 37.5% 44.9%,
Taxable
Maxium 26.5% 30.4%

* Earnings are indexed to national average wages in the year the worker turns 65. Earn-
ings for ages 21 to 64 are averaged.

** Earnings are indexed to the price level in the year the worker turns 65. Earnings for
ages 21 to 64 are averaged.

Source: Authors’ calculations.
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“Health care — before and
after retirement — is part of
consumption.”

“Payroll taxes are not avail-
able for consumption.”

Table II presents the two alternative methods of calculating Social Se-
curity replacement rates for new retirees (workers born in 1941), but with four
different levels of lifetime earnings (low, medium, high and earnings at the
taxable maximum in each year). As suggested above, price indexing produces
systematically higher replacement rates than wage indexing, and replacement
rates fall as earnings rise due to Social Security’s progressive benefit formula.

Most important, price indexing shows Social Security replaces 73.3
percent of the average lifetime earnings of low-earning workers while wage
indexing indicates a 61.3 percent replacement rate. The price-indexed replace-
ment rate for high earners is 44.9 percent.” These estimates suggest that Social
Security benefits are more generous than commonly thought.

Adjustments for Health Care and Taxes

Given that Social Security benefits are based on past earnings, it is
natural to calculate replacement rates relative to those earnings. However,
these comparisons ignore untaxed fringe benefits. Yet, fringe benefit dollars ei-
ther allow direct consumption (in the case of health care, for example) or they
put aside funds for later consumption (as is the case of 401(k) contributions,
for example).

To get a more accurate picture of earnings available for consumption,
therefore, the value of fringe benefits should be added into the calculation.
On the other hand, it makes sense to subtract out payroll taxes and other labor
taxes — especially Social Security and Medicare taxes — since these dollars
are not available for current consumption.®

Other adjustments also make sense if preretirement and postretirement
consumption opportunities are to be compared. For example, if preretirement
health care dollars are added in and payroll taxes that fund Medicare are sub-
tracted out, Medicare dollars net of premium payments should be added to So-
cial Security to get comparable consumption figures for the year of retirement.’
Also, if Social Security and Medicare payroll taxes and other federal labor
taxes are taken out during the working years, Social Security benefit taxes paid
during retirement should be removed from the calculation for the same reason.

After making all of these adjustments, what remains is after-tax con-
sumable dollars both before and after retirement.

Table III presents replacement rates based on three measures of lifetime
earnings or compensation for average workers born in 1941 who reach normal
retirement age this year.'” These figures are adjusted by a price index, the con-
ventional way of comparing consumption through time:

@® Social Security and Medicare benefits — net of Social Security
benefit taxes and Medicare premium payments — replace 89.2
percent of price-indexed earnings and 66.5 percent of price-indexed
compensation.



“Compensation includes
health care and other fringe
benefits.”

“Medicare will replace a
growing share of workers’
preretirement wages.”

How Generous Are Social Security and Medicare? 5

TABLE III

Social Security and Medicare Replacement
Rates for Average 65-Year-Old Retirees

Social Security

Net of Benefit
Medicare Social Security Taxes + Average

Alternative Earnings and Net of Net of Medicare Benefits
Compensation Measures Premiums Benefit Taxes Net of Premiums
Price-Indexed Earnings 36.8% 52.4% 89.2%
Price-Indexed Compensation 27.4% 39.1% 66.5%
Price-Indexed Compensation

Net of Federal Labor Taxes  35.2% 50.1% 85.3%

Note: Earnings are indexed to the price level in the year the worker turns 65. Earnings
for ages 21 to 64 are averaged.

Source: Authors’ calculations.

FIGURE 1I

Social Security and Medicare as Percentages

of Preretirement Price-Indexed Wages
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Source: 2006 Social Security and Medicare Trustees Reports and authors’ estimates.
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“Combined benefits will be
higher than preretirement
wages for future retirees.”

TABLE IV

Social Security and Medicare Replacement
Rates with Price Indexing for Average
65-Year-Old Retirees and 42-Year-Old Workers

Alternative
Earnings and 65-Year-Old 46-Year-Old
Compensation Retirees Workers
Price-Indexed Earnings 89.2% 100.9%
Price-Indexed Compensation 66.5% 81.1%

Price-Indexed Compensation
Net of Federal Labor Taxes 85.3% 105.3%

Note: Price-indexed earnings, compensation and net-of-federal labor tax compensation
for ages 21 to 64 are averaged.

Source: Authors’ calculations.

@ Surprisingly, when total price-indexed compensation is reduced
by the tax payments workers make during their years in the labor
force, Social Security and Medicare benefits replace 85.3 percent of
average annual preretirement compensation.

Thus, Medicare and Social Security benefits paid to new retirees will
replace more than four-fifths of their average annual preretirement purchasing
power.

Comparing Social Security and
Medicare Replacement Rates over Time

Social Security and Medicare will replace a growing share of preretire-
ment price-indexed wages for future groups of retirees. As Figure II shows:

® Social Security, net of taxes, and Medicare, net of premiums, will
replace almost 90 percent of average annual price-indexed earnings
for workers born in 1945.

® For workers born in 1960 (retiring in 2027), elderly entitlements
are projected to replace 100.9 percent of average wages.

And as Table IV indicates, Social Security and Medicare will replace
more than 100 percent of the average preretirement purchasing power of
future retirees when compensation net of federal labor taxes is considered. As
a result, projected government benefits alone — not including pensions and
personal savings — will provide today’s middle-aged workers, on the aver-
age, higher annual potential consumption in their retirement years than before
retirement.
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Much of the rise in replacement rates will be due to the growth in
Medicare benefits. For average retirees:

® Medicare’s replacement rate will grow more than 40 percent over
the next 20 years; while it currently replaces over one-third of pre-
retirement consumption for new retirees, it will replace about half
for workers retiring in 2027.

® Today, Medicare’s replacement rate equals 70 percent of Social
Security’s for new retirees but will almost equal Social Security for
workers retiring in 2027.

Beyond 2036, Medicare benefits for average workers will be greater
than Social Security benefits.

Comparing Retirement Benefits to Average
Workers’ Wages and Total Compensation

Since workers bear most of the cost of funding Social Security and
Medicare benefits, it is revealing to compare Social Security and Medicare
spending per senior to the earned incomes of average workers.

FIGURE III
Social Security and Medicare Spending per
Retiree as a Percentage of Average Wages
80%
Social Security
70% 1 and Medicare
60% 1
50% 1
“Average Medicare benefits
are a growing percentage of
average workers’wages.” 40% 1
30% 1 ~ Social Security
20% 1
10% 1
0%
2000 2010 2020 2030 2040 2050 2060 2070 2080
Year
Source: 2006 Social Security and Medicare Trustees Reports and authors’ estimates.
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“Social Security benefits per
retiree will decline as a per-
centage of average workers’
wages.”

Average Net Federal Benefits versus the Average Worker’s Wage.
The average wage used in these comparisons is representative of average
earnings in the economy. It includes wages in employment covered by Social
Security, wages earned by the 6 percent of workers not covered by Social Se-
curity and wages above the taxable maximum."

Figure III presents the net benefits received by retirees as a percent-
age of average wages. The lower line in Figure III shows average net Social
Security benefits received by retirees as a percentage of the average wage.'? In
2006, the average net Social Security benefit paid to retirees is expected to be
about 29 percent of the average worker’s wage. The percentage is projected
to decline slightly due to reductions in payments to early retirees that were
implemented as part of the 1983 reforms and to higher taxes on Social Security
benefits as retirees’ incomes rise. For example, by 2080 the average after-tax
Social Security benefit will be 26.5 percent of the average worker’s wage.

The upper line in Figure III presents Social Security and Medicare ben-
efits combined. While Social Security benefits per retiree are declining rela-
tive to average wages, average Medicare benefits are rising.” In 2006, average
after-tax Medicare benefits are expected to equal 22 percent of the average
worker’s wage. They are expected to rise to 27 percent over the next 20 years
and to 37 percent by midcentury.

® Average after-tax Social Security and Medicare benefits combined
equaled 51 percent of average earnings in 2006.

® By the time the last of the baby boomers retire in 2032 combined
benefits will equal 56 percent of average wages.

® By midcentury, they will rise to 63 percent and by 2080 they will
exceed 70 percent of average wages.

Average Net Federal Benefits versus the Average Worker’s Total
Compensation. Figure IV compares Social Security and Medicare benefits to
total compensation:

® Combined average after-tax Social Security benefits and average
Medicare benefits, net of premium payments, are expected to equal
41 percent of workers’ average total compensation in 2006.'*

® By the time the last of the baby boomers reach retirement age — in
2032 — combined average benefits are projected to grow to 43
percent of workers’ average compensation.

® By midcentury, combined benefits will equal 47 percent of average
compensation and will equal almost 49 percent by 2080.

Average Net Federal Benefits versus Net Average Compensation.
The rising taxes needed to support Social Security and Medicare spending will



“Combined benefits represent
a growing share of average

workers’ total compensation.”

How Generous Are Social Security and Medicare? 9

FIGURE 1V

Social Security and Medicare
Spending per Retiree as a Percentage
of Average Compensation
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Source: 2006 Social Security and Medicare Trustees Reports and authors’ estimates.

reduce workers’ after-tax compensation and potential consumption. Thus, a
final comparison is needed to account for the growing tax burden necessary to
support promised benefits.

Figure V shows average net retiree benefits relative to average after-tax
compensation over time."” The average Social Security benefit per retiree is
currently about 30 percent of workers’ average compensation; adding Medi-
care benefits increases the transfers.

® Average combined benefits are expected to be about 53 percent of
average after-tax compensation this year.

® They will grow to 58 percent of workers’ average after-tax com-
pensation when the last of the baby boomers reach retirement age
in 2032.

® They will rise to 65 percent in 2050 and to more than 69 percent of
average after-tax compensation by 2080.

Thus, using this more restrictive measure of potential consumption,
Social Security and Medicare transfers to the elderly will grow from just un-
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“Combined benefits are
growing in comparison to
average total compensation,
net of payroll taxes.”

der half of workers’ average total compensation to more than two-thirds under
current law. Policymakers might want to consider the fairness of taking more
and more of workers’ paychecks to fund benefits to retirees equal to almost 70
percent of what the workers earn.

Conclusion

Without changes, Social Security and Medicare will grow relative to
the earnings and compensation of the workers who fund the programs. Fur-
ther, the rate at which these entitlement benefits replace preretirement earnings
of successive cohorts of retirees will rise. By the time today’s teenagers retire,
net Medicare and Social Security benefits will rival their average preretirement
price-indexed wages.

Implied replacement rates of 100 percent of retirees’ own preretirement
earnings and ever-growing transfers to retirees relative to taxpayers’ own earn-
ings may seem implausible, but they are derived from the projections in the

FIGURE V
Social Security and Medicare
Spending per Retiree as a Percentage
of Average Compensation, Net of Taxes
80% 1
Social Security
70% | and Medicare
60% 1
50% |
40% 1
30% 1 — Social Security
20% 1
10% 1
0%
2000 2010 2020 2030 2040 2050 2060 2070 2080
Year
Note: Net of federal labor taxes and taxes on benefits.
Source: 2006 Social Security and Medicare Trustees Reports and authors’ estimates.




“Projected benefit levels are
not sustainable.”
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Trustees Report. These projections assume no legislative changes in response
to growing burdens; rather, they illustrate the implications of continuing cur-
rently legislated programs. These estimates also assume that scheduled and
projected benefits will actually be paid to beneficiaries and that they will be
financed with the current statutory payroll taxes, taxes on benefits and general
federal revenues. Further, the projections assume that the growth in the size of
government will not affect the rate of economic growth. The magnitude of the
transfers implied, compared to the beneficiaries’ own lifetime earnings, and
compared to the earnings and compensation of the workers who are paying the
benefits, suggests that the programs are not sustainable as designed.

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.
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Notes

! The estimates assume scheduled and projected benefits will actually be paid to beneficiaries and will be financed with the cur-
rent statutory payroll taxes, taxes on benefits and general federal revenues. The projections assume that growth in the size of
government will not affect gross domestic product (GDP) growth. Also, the term consumption as used here refers to spending
and spending opportunities including health care.

2 See Table VIL.F10 in the 2006 Social Security Trustees Report; available at http://www.ssa.gov/OACT/TR/TR06/.

3 Changes to the benefit formula in the 1983 reforms produce Social Security benefits that replace relatively stable shares of
wage-indexed preretirement earnings for future retirees. The reforms also gradually raised the retirement age and increased
taxes paid by workers and retirees.

* The particular CPI used to adjust postretirement Social Security benefits is the CPI-W. The CPI-W is used in the examples
reported here.

5 The two age-earnings profiles depicted in the figure represent workers with adjusted average earnings born in 1941. The
Social Security Administration’s Actuarial Note Number 2005.3 describes how the Social Security Average Wage is adjusted to
produce Table VI. F10 in the 2006 Social Security Trustees Report. See Michael Clingman and Orlo Nichols, “Scaled Factors
for Hypothetical Earnings Examples under the 2005 Trustees Report Assumptions,” Social Security Administration, Actuarial
Note Number 2005.3, September 2005.

¢ This wage index is the one used in the Social Security Trustees Report to calculate replacement rates. In the Trustees Report,
hypothetical earnings for each income group are wage-indexed to the year prior to retirement. Using this method, calculations
show that Social Security benefits replace 45.4 percent of the average worker’s preretirement earnings. Note that this method
is not the one used by the Social Security Administration to determine actual benefits under current law. The Social Security
benefit formula averages the 35 highest-earning years, wage-indexed to age 60, and includes nominal earnings after age 60.
Using the benefit formula method of calculating average earnings produces a replacement rate of 48.3 percent. Using the same
method, Olivia Mitchell and John W.R. Phillips, “Social Security Replacement Rates for Alternative Earnings Benchmarks,”
Pension Research Council, Working Paper 2006-6, report a replacement rate of 48 percent for workers born in 1936. The re-
placement rate used in the benefit formula is 6.4 percent higher than the replacement rate comparable to the one reported in the
Trustees Report. The comparison is highlighted here because the term “replacement rate” commonly refers to the replacement
of the earnings used in a pension’s benefit formula.

"The estimate of a 45.4 percent replacement rate for average workers born in 1941 is based on the methodology described for
the estimates reported in Table VI. F10 in the 2006 Social Security Trustees Report. However, the Trustees Report estimate for
the same group of workers is 42.9 percent. The use of 2005 scaling factors here is the likely cause of the difference in estimates.
By the time individuals born in 1960 retire the replacement rates for each earnings category will stabilize given that the 1983
adjustments to the benefit formula will be fully phased in and the relationship between price and wage growth are projected

to be stable in the years thereafter. The low, medium, high and taxable maximum replacement rates are projected to be 55.4
percent, 41.0 percent, 34.0 percent and 27.3 percent, respectively, in the long run.

8 The value of fringe benefits is determined using historical compensation-to-wage ratios. In addition, past payroll taxes and
nonpayroll tax federal revenues are based on their historical levels and are used to estimate compensation net of federal taxes.
Historical compensation-to-earnings ratios are from Eugene B. Yang and Stephen C. Goss, “Economic Projections for OASDHI
Cost and Income Estimates: 1992,” Social Security Administration, Actuarial Study No. 108, December 1992. Historical fed-
eral nonpayroll taxes collected from labor are used to calculate an average tax on wages earnings. Given progressive tax rates
this average overstates taxes collected from low and average earners.

 Medicare benefits are identified as the annual lifetime premium that is sufficient to fund each group of new beneficiaries’ life-
time Medicare spending net of Part B and Part D premiums.

19 The comparison is limited to average workers with scaled medium lifetime earnings born in 1941. Scaled earnings reflect the
earnings profile for average workers. That is, earnings are less than the average earnings of all workers in the economy when
workers are young, rise above average earnings when workers are in their mid-30s to mid-50s and then decline below the aver-
age at later ages. For more information, see the Social Security Administration’s Actuarial Note Number 2005.3; available at
http://www.socialsecurity.gov/OACT/NOTES/ran3/an2005-3.html.

'Social Security limits the amount of earnings subject to taxation in a given year. This limit increases each year with increases
in the national average wage index. For earnings in 2006, the limit is $94,200. For the purpose of calculating the average wage
reported in the 2006 Social Security Trustees Report, Table VI. F6, earnings above the taxable maximum were included.
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12 Income taxes on Social Security benefits have been netted out of total Old Age and Survivors Insurance (OASI) benefits
before calculating the average benefit. These taxes include those credited to both the OASI Trust Fund and Medicare’s Hospital
Insurance Trust Fund. The share of aged to non-aged OASI beneficiaries is estimated from Table V.C4 from the 2006 Social
Security Trustees Report, and the relative size of the average benefit for the aged and non-aged comes from the 2004 Annual
Statistical Supplement. Given that income taxes on Social Security benefits affect higher-income retirees, the average benefit
received is understated. Also, the calculation of average Social Security benefit per retiree in this section includes benefits
awarded to spouses and the effects of benefit reductions due to early retirement.

13 In calculating net Medicare benefits, Hospital Insurance (Part A) premiums paid by voluntary enrollees, as well as premium
payments for Supplementary Medical Insurance (Parts B and D) are deducted from total Medicare expenditures. State trans-
fers for Part D are also omitted. Thus, the average Medicare benefit only includes the net federal transfer. This average is
adjusted by the historical relationship between the benefits received by the aged and the disabled to produce the average benefit
for aged beneficiaries.

4 The ratio of compensation to GDP is assumed to be constant in the Trustees Reports (see page 86 of the 2006 Trustees Re-
port). The ratio of compensation to GDP calculated here is 0.60 for most years using the 2006 Trustees Report.

15 Average compensation is reduced by federal payroll and income taxes in the following way. First, the payroll taxes are esti-
mated using the statutory payroll tax rates. Second, the net general revenue funding requirements for Medicare (all parts) and
Social Security are assumed to be financed by all nonpayroll tax federal revenues. An estimated 58 percent of the revenues are
from labor taxes. Third, the nonpayroll tax revenues are assumed to be equal to the 50-year average historical share of GDP
less the current level of GDP devoted to Supplementary Medical Insurance (SMI) funding. This treatment of income taxes
overstates the income tax burden on an average worker given the relatively higher tax burden on higher-income workers.
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About the NCPA

The NCPA was established in 1983 as a nonprofit, nonpartisan public policy research institute. Its
mission is to seek innovative private sector solutions to public policy problems.

The center is probably best known for developing the concept of Medical Savings Accounts
(MSAs), now known as Health Savings Accounts (HSAs). The Wall Street Journal and National Journal
called NCPA President John C. Goodman “the father of Medical Savings Accounts.” Sen. Phil Gramm
said MSAs are “the only original idea in health policy in more than a decade.” Congress approved a pilot
MSA program for small businesses and the self-employed in 1996 and voted in 1997 to allow Medicare
beneficiaries to have MSAs. A June 2002 IRS ruling frees the private sector to have flexible medical
savings accounts and even personal and portable insurance. A series of NCPA publications and briefings
for members of Congress and the White House staff helped lead to this important ruling. In 2003, as
part of Medicare reform, Congress and the President made HSAs available to all non-seniors, potentially
revolutionizing the entire health care industry.

The NCPA also outlined the concept of using tax credits to encourage private health insurance.
The NCPA helped formulate a bipartisan proposal in both the Senate and the House, and Dr. Goodman
testified before the House Ways and Means Committee on its benefits. Dr. Goodman also helped develop
a similar plan for then presidential candidate George W. Bush.

The NCPA shaped the pro-growth approach to tax policy during the 1990s. A package of tax cuts,
designed by the NCPA and the U.S. Chamber of Commerce in 1991, became the core of the Contract
With America in 1994. Three of the five proposals (capital gains tax cut, Roth IRA and eliminating the
Social Security earnings penalty) became law. A fourth proposal — rolling back the tax on Social Security
benefits — passed the House of Representatives in summer 2002.

The NCPA’s proposal for an across-the-board tax cut became the focal point of the pro-growth
approach to tax cuts and the centerpiece of President Bush’s tax cut proposal. The repeal by Congress of
the death tax and marriage penalty in the 2001 tax cut bill reflects the continued work of the NCPA.

Entitlement reform is another important area. With a grant from the NCPA, economists at Texas
A&M University developed a model to evaluate the future of Social Security and Medicare. This work
is under the direction of Texas A&M Professor Thomas R. Saving, who was appointed a Social Security
and Medicare Trustee. Our online Social Security calculator, found on the NCPA’s Social Security reform
Internet site (www.TeamNCPA.org), allows visitors to discover their expected taxes and benefits and how
much they would have accumulated had their taxes been invested privately.

Team NCPA is an innovative national volunteer network to educate average Americans about the
problems with the current Social Security system and the benefits of personal retirement accounts.

In the 1980s, the NCPA was the first public policy institute to publish a report card on public
schools, based on results of student achievement exams. We also measured the efficiency of Texas
school districts. Subsequently, the NCPA pioneered the concept of education tax credits to promote
competition and choice through the tax system. To bring the best ideas on school choice to the forefront,
the NCPA and Children First America published an Education Agenda for the new Bush administration,



policymakers, congressional staffs and the media. This book provides policymakers with a road map
for comprehensive reform. And a June 2002 Supreme Court ruling upheld a school voucher program in
Cleveland, an idea the NCPA has endorsed and promoted for years.

The NCPA’s E-Team program on energy and environmental issues works closely with other think
tanks to respond to misinformation and promote commonsense alternatives that promote sound science,
sound economics and private property rights. A pathbreaking 2001 NCPA study showed that the costs of
the Kyoto agreement to halt global warming would far exceed any benefits. The NCPA’s work helped the
administration realize that the treaty would be bad for America, and it has withdrawn from the treaty.

NCPA studies, ideas and experts are quoted frequently in news stories nationwide. Columns
written by NCPA scholars appear regularly in national publications such as the Wall Street Journal,
Washington Times, USA Today and many other major-market daily newspapers, as well as on radio talk
shows, television public affairs programs, and in public policy newsletters. According to media figures
from Burrelle’s, nearly 3 million people daily read or hear about NCPA ideas and activities somewhere in
the United States.

The NCPA home page (www.ncpa.org) links visitors to the best available information, including
studies produced by think tanks all over the world. Britannica.com named the ncpa.org Web site one of
the best on the Internet when reviewed for quality, accuracy of content, presentation and usability.

What Others Say about the NCPA

“...influencing the national debate with studies, reports and
seminars.”

- TIME

“Oftentimes during policy debates among staff, a smart young
staffer will step up and say, ‘I got this piece of evidence from the
NCPA.” It adds intellectual thought to help shape public policy in
the state of Texas.”

- Then-GOV. GEORGE W. BUSH

“The [NCPA's] leadership has been instrumental in some of
the fundamental changes we have had in our country.”

-SEN. KAY BAILEY HUTCHISON

“The NCPA has a reputation for economic logic and common

sense.
- ASSOCIATED PRESS

The NCPA is a 501(c)(3) nonprofit public policy organization. We depend entirely on the financial support of individuals,
corporations and foundations that believe in private sector solutions to public policy problems. You can contribute to our
effort by mailing your donation to our Dallas headquarters or logging on to our Web site at www.ncpa.org and clicking “An
Invitation to Support Us.”



