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Summary

The federal government currently spends more than one-third of its budget on
benefits and programs for older Americans. For people age 65 and over, estimated
FY 2007 spending for Social Security, Medicare, and Medicaid aone is $833 billion.
Spending for retired federal employees and military personnel and for veteransis also
significant, and smaller programs add to the total aswell. Tax expenditures might also
be taken into account to obtain a more compl ete budget picture.

If current trends and policies continue, federal spending for older Americans is
expected to grow substantially. Contributing factorsinclude agrowing share of the U.S.
population being of retirement age, real increasesin Social Security benefitsduetowage
growth, and rising health care costs. Whatever the magnitude, this spending growth will
confront Congress with difficult choices. The share of the federal budget devoted to
older Americans is growing, leaving less available for other spending priorities and
leading many observers to warn that current policies are unsustainable because they
would require markedly higher taxation or debt levels that could adversely affect the
economy. Although Social Security spending can be altered via changesto the benefit
formula, optionsfor reducing long-term growth in Medicare and Medicaid may be less
straightforward.

Background. The federal government provides income and other assistance to
older Americansthrough anumber of programs. Among people age 65 or older, the most
significant support comes from three entitlement programs. Social Security, which pays
monthly cash benefits to about 34 million; Medicare, which provides health coverage to
about 36 million; and Medicaid, which provides health and long-term care coverage to
about 5 million.! Other assistance for older Americans includes pension benefits and

! Social Security reflects December 2005, Medicare reflects July 2005, and Medicaid reflects
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health insurancefor federa and military retirees, and similar benefitsfor certain veterans.
Additional assistance is provided to low-income individuals through the Supplemental
Security Income program and through funding for housing, nutrition, social services,
energy assistance, and other needs.

Relative to younger populations, federal spending for older Americansishigh. The
Congressional Budget Office (CBO) has estimated that FY 2000 federal spending on the
elderly was 3v2 times the amount spent for families with children under 18. Historically,
state and local governments have taken the lead on spending for children through
education and other programs. Although public revenues for elementary and secondary
education are significant (representing about 4% of U.S. gross domestic product (GDP)
in the 2001-2002 school year), less than 10% come from federal sources.?

Measuring how much the federal government spends on older Americans depends
on how that population is defined. In this report, the term “older American” generally
refersto people age 65 and older; however, other ages could be used. The minimum age
could be aslow as 62 (when Social Security retirement benefits arefirst available), 59%2
(when the early withdrawal penalty no longer applies to qualified retirement plans), 55
(when federal employees may retireif they have sufficient years of service), or ashigh as
67 (when future retirees will be éligible for full Social Security benefits). While the age
chosen would affect dollar estimates, the general rel ationship between spending for ol der
Americans and the federal budget or U.S. economy would not change.

Another measurement issueisthat support and benefitsfor older Americanscantake
many forms. Cash payments are direct benefits, whereas tax expenditures — not all of
which may be captured in available data sources — are indirect. Even when federal
support is measurable and clearly benefits a particular age group, other people may
indirectly gain (for example, income and medical benefits for the elderly may save their
children from these costs). Although amore complete picturewould consider all of these
issues, this report focuses on direct cash outlays for older Americansin agiven year.

Current Outlook. A significant — and growing — portion of the federal budget
andtheU.S. economy isdevoted to spending on older Americans. InFY 1971, $46 billion
was spent on people age 65 or older, which was 22% of the federal budget and 4% of
GDP. InFY 2007, the same spending figure is expected to reach $935 billion, or nearly
35% of the federal budget and 7% of GDP. (Dollar figures are nominal, not adjusted for
inflation.) Table 1 shows how these figures have changed over time. CBO projects that
unless policy changes are made, Socia Security and Medicare aone will account for
about 15% of GDPin 2050.°

1 (...continued)

average monthly in 2005. Although Social Security and Medicare also cover people under age
65 (primarily those who are disabled), older Americans comprise amajority of enrolleesin both
programs. In contrast, about 90% of Medicaid enrollees are under age 65.

2 U.S. Department of Education, National Center for Education Statistics, The Condition of
Education 2005, 2005 and Revenues and Expenditures for Public Elementary and Secondary
Education: School Year 2002-03, Oct. 2005.

¥ CBO, The Long-Term Budget Outlook, Dec. 2005. Represents scheduled (rather than payable)
(continued...)
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Table 1. Estimated Federal Spending on People Age 65 or Older,
FY1971-FY2007

Program Fiscal year
1971 1980 1990 2000 2007
Billions of dollars
Social Security $29 $85 $196 $307 $435
Medicare $8 $29 $96 $189 $361
Medicaid $2 $5 $14 $33 $38
All other $7 $25 $54 $86 $102
Total federal spending on age 65+ $46 $144 $360 $615 $935
Federal budget $212 $593 $1,254 $1,767 $2,714
GDP $1,095 $2,717 $5,714 $9,609  $13,645
Total as a % of federal budget 21.7% 24.3% 28.7% 34.8% 34.5%
Total asa % of GDP 4.2% 5.3% 6.3% 6.4% 6.9%
Average annual growth between periods
Social Security NA 12.7% 8.7% 4.6% 5.1%
Medicare NA 15.4% 12.7% 7.0% 9.7%
Medicaid NA 10.7% 10.8% 9.0% 1.9%
All other NA 15.2% 8.0% 4.8% 2.5%
Total federal spending on age 65+ NA 13.5% 9.6% 5.5% 6.2%
Federal budget NA 12.1% 7.8% 3.5% 6.3%
GDP NA 10.6% 7.7% 5.3% 5.1%

Source: CBO, Federal Spending on the Elderly and Children, July 2000 and CRS estimate for FY 2007.

Note: Dollar figuresare nominal (not adjusted for inflation). All other includes Federal Civil Retirement,
Military Retirement, Veterans Compensation, Supplemental Security Income, and several programs that
contribute less than 1% each to overall spending. Figures do not include the state share of total Medicaid
spending, which averages about 43%. FY 2000-FY 2007 Medicaid growthislow in part due to the shifting
of drug costs for seniorsto Medicare Part D in 2006; in addition, based on an examination of actual data
that were not available to CBO in July 2000, it appears that the FY 2000 Medicaid figure is a dight
overestimate. After FY 2000, the“all other” category isassumed to grow at therate of inflation asmeasured
by the Consumer Price Index-All Urban Consumers. Figures may not sum due to rounding.

Between FY 1971 and FY 2007, Social Security, Medicare, and Medicaid accounted
for 80% to 90% of federal spending on older Americans. Figure 1 shows that as
percentage of total federal spending on older Americans, Social Security and “all other”
spending is decreasing, while Medicare spending is increasing. Medicaid's share has
remained fairly level. Figure 2 shows the dollar growth in each program.

The American population isaging, and alarger portion will receive Social Security,
Medicare, and other age-related federal benefitsinthefuture. Atthesametime, asmaller
portion of the population will be of working age. Because Social Security and part of the
Medicare program are financed through payroll taxes paid by current workers, the
financial health of these programs is sensitive to the ratio of beneficiaries to workers,
sometimes called the dependency ratio.* In addition to payroll taxes, growth in other

3 (...continued)
outlays for Social Security and intermediate spending assumptions for Medicare.

* CRS Report RL32981, Age Dependency Ratios and Social Security Solvency, by Laura B.
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revenue sources (e.g., income taxes) may slow aswell. Under current policies, thereis
concern that a combination of upward pressure on spending and downward pressure on
revenues could lead to large federa deficits, rising debt, and a weakened economy.®

Figure 1. Estimated Federal Spending on People Age 65 or Older
by Program Share, FY1971-FY2007
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Figure 2. Estimated Federal Spending on People Age 65 or Older,
FY1971-FY2007
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®>CBO, The ABCsof Long-TermBudget Challenges, remarksby Donald B. Marron, Dec. 8, 2006.
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Drivers of Spending Growth. Increasesinfederal spendingfor older Americans
are being driven by two factors: growth in program enrollment and growth in spending
per beneficiary.® The number of Social Security, Medicare, and Medicaid beneficiaries
will increaseasthe U.S. population ages. At the sametime, spending per beneficiary will
increase because of priceinflation and “real” growth in benefit costs (that is, growth that
exceeds price inflation). While general price inflation grew at an average annua rate of
3.0% between 1985 and 2005, Socia Security spending per beneficiary grew 0.8
percentage points faster (at arate of 3.8%) and Medicare spending per beneficiary grew
3.5 percentage points faster (at arate of 6.5%).”

Socia Security benefits are adjusted annually to reflect price inflation, alowing
current beneficiaries to maintain purchasing power from year to year. Social Security
benefitsalso grow in real terms as beneficiaries are added to the program, because initial
benefit levelsfor newly eligibleindividual sare adjusted for wage growth in the economy,
which generally exceeds price inflation. (Once a person’s initial benefit level is
determined, the annual adjustment for price inflation applies.)

Aswith health care costsin the private sector, real growthin Medicareand Medicaid
benefit costs are driven by increases in utilization and the complexity or “intensity” of
services provided. In turn, both utilization and intensity are driven by advances in
medical technology, changes in medical practice, and changes in the beneficiary
population. For example, Medicare beneficiaries— whose average ageisincreasing—
may visit doctors more frequently. In turn, doctors may order a greater number of
diagnostic tests or offer treatments — such as drug-coated cardiac stents— that were not
available 10 yearsago. Legidative changes, such asthe establishment of aMedicare Part
D drug benefit, also affect benefit costs.

CBO estimates that over the next 10 years, only about one-third of the projected
increasein Socia Security spending and about 30% of the projected increasein Medicare
and Medicaid spending can be attributed to increasing enrollment.® The remainder can
be attributed to increases in spending per beneficiary. Under intermediate assumptions
for 75-year projections by the Social Security and Medicare trustees, less than one-third

¢ Notethat figuresin the remainder of thisreport reflect total spending and enrollment for Social
Security and Medicare and do not attempt to separate out beneficiaries under age 65 (primarily
disabled individuals) who account for less than athird of current spending on each program.

" Based on the Consumer Price Index-All Urban Consumers from the Bureau of Labor Statistics
and data from the Social Security and Medicare trustees. Benefit growth that exceeds GDP
growth (rather than priceinflation) isalso an important concept used in Medicare and Medicaid
cost projections, whicharehighly uncertain (Social Security cost projectionsfacelessuncertainty
because benefit levels are formula-driven). Over the past several decades, both Medicare and
Medicaid spending per beneficiary have outpaced per capita GDP growth by one or more
percentage points— a phenomenon referred to as* excess cost growth.” Although it has slowed
inrecent years, any level of excess cost growth meansthat M edicare and Medicaid will continue
to consume a growing share of U.S. economic output (in excess of what is expected due to
growth in the share of the U.S. population enrolled in these programs). Under intermediate
assumptions that annual growth in Medicare spending per beneficiary will outpace per capita
GDP by one percentage point, CBO projectsthat the share of GDP devoted to Medicarewill rise
from 3.0% in 2006 to 8.6% in 2050. See CBO, The Long-Term Budget Outlook, Dec. 2005.

8 CBO, The Budget and Economic Outlook: Fiscal Years 2008 to 2017, Jan. 2007.
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of tota spending growth in these two programs can be attributed to increasing
enrollment.®

Implications. The share of the federal budget devoted to older Americans is
growing, leaving less available for other spending priorities and leading many observers
to warn that current policies are unsustainable because they would require markedly
higher taxation or debt level sthat could adversely affect theeconomy. Althoughtheshare
of theU.S. economy devoted to federal spending for older Americansisalso growing, the
extent to which thisis a problem depends on one' s view of how the country’ s economic
resources should be alocated.

It is likely that some combination of benefit reductions (for example, through
changesinéligibility, payment levels, covered health care services, etc.) and tax increases
— which could have a direct impact on individual Americans — will be necessary to
bring federa spending to a sustainable level. As policy options are proposed, Congress
may consider the potential effects on individuals from a number of perspectives. For
example, if future Social Security benefits are reduced relative to current law, but many
peoplestill enjoy higher total incomein retirement than today’ sbeneficiariesduetorising
wages and overall economic growth, are they worse off? One way to think about this
guestion might beintermsof poverty rates. Another might beintermsof how theincome
of older Americanscomparesto that of working age people, since disparitieswould affect
the standard of living that different generationsare ableto afford. Y et another way might
be in terms of whether current and soon-to-be retirees are spared from policy changes,
with any necessary tax increases or benefit cuts falling to their children instead.

Viewed from any perspective, growth in federal spending for older Americans
presentsissues that call for congressional action, which islikely to be program-specific
innature. Social Security spending can be altered via changesto the benefit formula, but
options for reducing long-term growth in Medicare and Medicaid may be less
straightforward. As discussed earlier, spending for these two programsis driven by a
variety of factors, many of which are difficult for policymakers to control. Although no
singlepath to slower health care cost growth presentsitself, afew of the potential options
include curtailing enrollment, making beneficiaries pay more for their care, limiting
coverage of new items and services, and changing provider payments. Because many of
these options could simply shift costs to other public and private payers, Congress may
consider whether the goal of any particular reform is to reduce federal health care
spending, to reduce economy-wide health care spending, or both.™°

° Authors' calculations based on 2006 projections.

10 See discussion in CRS Report RL32747, Social Security and Medicare: The Economic
Implications of Current Policy, by Marc Labonte.



