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Attempts to reform Medicare reflect pressures from diverse groups. The elderly complain about
Medicare sfailure to cover drugs, budget-balancers fear escaating expenditures, hospitals and
physicians deplore inadequate reimbursement that forces them to skimp on services, and stake-holders
in education, housing, child-care, and defense see Medicare as an 800-pound gorilla that crowds out
everything ese. At the most fundamentd leve, the “Medicare problem” is best understood as the
interaction of two larger problems. 1) providing for the overdl financia needs of the ederly; and 2)
developing amore efficient, equitable medica care system for Americans of dl ages. Unlessthereis
progress on these larger problems, Medicare reform is likely to be ineffective and ephemerd. If the
political climate blocks such progress in the short term, those seeking to change Medicare should at
least take cognizance of the larger picture, and, following the first rule of good medical practice, “do no
harm.” This paper discusses severa current myths about Medicare, presents a framework for thinking

about the larger problems, and offers a policy approach for the long run.

The crucid economic facts about old age are diminished earning power and increased utilization
of medicd care. Physiologica changes are the primary cause of both lower earnings and increased use
of medical care. Earnings are dso affected adversely by obsolescence of skills and knowledge and by
public and private policies that reduce the incentives of older persons to continue working and that
increase the cogts to employers of employing older workers. Economists could help future elderly pay
for hedlth care and other goods and services by focusing attention on artificid barriersto the

employment of older workers and on policies that would increase saving before age 65.



Myths About Medicare

Undergtanding of the “Medicare problem” would be enhanced if the many myths about it could
be dispdled. A discussion of three of the most mideading myths follows.

Myth 1. Therapid growth in Medicare expenditures results primarily from demographic
change. Itistrue that the population over 65 is growing rapidly. Since 1980 the rate of increase has
been 1.5 percent per annum, and it is expected to accelerate to 2.3 percent between 2000 and 2020.
But the rate of growth of redl per capita hedth care expenditures for each age-sex group over 65 has
been much more rapid—over 4.0 percent per annum (Fuchs, forthcoming). Most of this growth
reflects increases in the quantity and qudity of medica care, increases largely associated with the
introduction and diffuson of new medica technology (Fuchs, 1996). For example, astudy of changes
in the age-specific utilization of seven mgjor surgical procedures between 1987 and 1995 reveded an
average rate of increase of well over 10 percent per annum (Fuchs, 1999).1

Medica innovations have undoubtedly contributed to longer and/or better quality lives for many
elderly patients, some innovations actudly reduce expenditures. Even when the initid expectation is
cost reduction, however, the long run effect is usudly an increase in expenditures for severd reasons.
Firgt, new applications are found for the technology, applications that were not contemplated when the
technology was first developed and introduced into practice (e.g., lasers). Second, as physiciansgain
experience with the new technology, it becomes medicaly appropriate for older and sicker patients
(e.g., open-heart surgery). Third, in the case of screening and diagnostic technologies, false positives

can induce extensive expenditures on patients who receive no benefit from the interventions. Even true

The procedures were: angioplasty, coronary artery bypass grafts, cardiac catheterization,
carotid endarterectomy, hip replacement, knee replacement, and laminectomy.
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positives can lead to gresater expenditures as the tests become more sensitive and identify more patients
to treet (e.g., PSA testsfor prostate cancer). Findly, widespread diffusion of the technology can result
in ahigher incidence of expensve complications than was experienced in clinicd trids carried out on
selected patients in selected settings by selected physicians (e.g., carotid endarterectomy).

Myth 2. The rate of increase of Medicare spending over the long run can be
significantly slowed without reducing services to the elderly. Hedth care expenditures, like those
of any commodity, are identicaly equd to the product of price and quantity. Thisisequdly true
whether one looks at output (Ps C Q) or at the resources used to produce the output (P, C Q,).
Because it isusudly difficult to measure changesin the content of a physician vist or ahospitd day over
time, it is very difficult to distinguish between changesin the price or quantity of output. A more useful

gpproach to the expenditures identity isto define it asthe product of three terms

EXP / P CQr/Q EQ g

This formulation makes it clear that there are only three possible ways to reduce expenditures. (1)
reduce the prices paid to the |abor, capitd, and intermediate goods and services used in the production
of medical care (P); (2) increase production efficiency (i.e., reduce Q/Q,); or (3) reduce services
(Q.). Medicare has aready used its monopsony power to cut payments to providers of care and could
go farther in that direction, but dimination of any monopoly rents currently enjoyed by physicians, drug
companies, or other suppliers can have only relaively smal, one-time effects. For instance, the net
income (after expenses) of physicians accounts for about 10 percent of tota hedth care expenditures.

Thus, aone-time reduction of 20 percent would reduce the growth rate of expenditures by only 0.1
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percent per annum over the next 20 years. Cutting drug company profits in haf would have an even
smdler direct effect. Theindirect effect on expenditures of lower drug profits would probably be
much larger, by dowing the pace of medical advances (i.e., reducing Q).

Improving efficiency (i.e., using fewer resources to produce the same quantity of services) is
aways desirable, but Medicare dready sets rembursement rates for hospitals and physicians (the
principa providers), thus providing considerable incentive for them to produce any given leve of
services with as few resources as possible. A broader definition of efficiency that includes dimination
of unnecessary sarvices and of services with low benefit/cost ratios would have alarge effect on
expenditures—but that isthe point: areduction in expenditures requires areduction in services. Itis
relevant to note that while managed care for patients under age 65 achieved some short-term successin
the early 1990's by squeezing providers and eliminating obvious inefficiencies, expenditure growth in the
late 1990's resumed its upward trgjectory.

If reducing prices paid to resources or cutting the quantity of resources offerslittle promise, the
only way to cut expenditures over the long run is through reducing services. This could be areasonable
god for policy; agreat ded depends on which servicesare cut. For example, critics of American
medica care assart that the fee-for-service system results in some patients getting care with negative
expected benefits. The potential harm outweighs the potentid good. For this to happen, patient
ignorance is a necessary but not sufficient explanation. The physcian must dso be ignorant, or if not
ignorant, must be vend and insulated from externd congtraints such as peer condemnation or
malpractice suits. Even if such care exigts, however, it is unlikely that its proportion of totd care has

increased over time, and therefore could not be an explanation for the rapid growth of hedth care



expenditures. If fee-for-service medicine isjudged to be a serious problem, Medicare could change its
method of reimbursement, as it dready has for hospitd care.

Much more problematic are services that have positive expected benefits, but the vaue of the
benefit isless than its expected cost. Many services fdl into this category; indeed, given widespread
third-party payment unaccompanied by controls on supply, economic theory predicts exactly that
outcome. Proposasto provide more generous benefits under Medicare would probably increase
sarvices in this category, and thus increase expenditures. Furthermore, because changes in medica
technology are partly endogenous, increased insurance coverage fuels the development and diffusion of
new drugs and procedures.?

Economigts find it easy to say that the socidly optima amount of care is where margina benefit
equas margind cogt. Practicing physicians, however, find it much more difficult to determine where
that optimum lies. Mogst medica interventions have never been rigoroudy evauated from that
perspective. Not only isit difficult to determine the optimad leve for the average patient, but the
margina benefit as vaued by patients with identical medica conditions may vary, depending upon their

incomes and other factors. This poses an additiond problem for analysis and palicy.

Countries with nationd hedlth insurance typically rely on supply side congtraints to keep
expenditures under control. They limit congtruction of new facilities and modernization of old ones.
They redrrict the diffuson of new high-cost technologies such as magnetic resonance imaging devices
and open-heart surgery teams. And many countries limit the number of specidists, who typicaly
generate more expenditures than do primary care physicians.
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Myth 3. Means-testing Medicare benefits will not have adver se effects on incentives to work or
save because most Medicare beneficiaries are out of the work force and are not savers. Thisisa
popular but short-sghted view. It ignoresthe likdy effect of means testing of those over age 65 on the
work and saving behavior of those under age 65. Any one measure, such as means-testing Medicare
benefits, may not have alarge effect, but when combined with means-tested tax rules for Socia
Security benefits, means testing for nuraing home use, aswell asincome-related subsidies for food,
housing, and other goods and services, many dderly will find thet they face extremely high implicit
margina tax rates. It may be too late for them to make big changes in behavior,® but many younger
Americans will anticipate the incentives and condraints that they will face after age 65 and will react in
an individualy ressonable* but socidly undesirable manner. Rather than lose benefits and subsidies and
pay extrataxes, many will work less and especidly saveless. It hardly seems prudent to creete a
“wdfare’ system for the ederly when the nation has recently decided to dismantle a system of welfare
for younger adults which has had smilar adverse consequences. Evidence that an implicit tax at timet
can sgnificantly affect saving in years prior to t can be found in sudies of the relation between college

financid ad and saving (see Edlin, 1993, Feldgtein, 1995; Kim, 1995).

3Although there is dlegedly substantia “dis-savings’ to qualify for Medicaid-paid nursing home
care.

“Eric Engen, William Gale, and Cori Uccdlo (1999) argue that current savings patterns are
congstent with optima behavior from the individua perspective.
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Who? What? How?

A useful way to think about the larger picture, including the *Medicare problem”, is to measure
the “full income” (or “full consumption”) of the elderly and address three questions. 1) Who provides
the money to finance their medica care and other consumption? 2) What isthe money used for? 3)
How isthe money provided? | define “full income”’ asthe sum of persona income and hedth care
expenditures not paid from persona income. | apportion the latter equally to each individua $65,
treating government expenditures as if they were an insurance policy. Data sources, adjusments, and
assumptions are described in Appendix A. To amplify the cdculaions, | do not include in-kind
transfers or other subsidies received by the elderly for items such as food, housing, and transportation,
and | do not exclude taxes paid by the elderly.

Who providesfor the financid needs of the ederly? The only possihilities are the population
under age 65 or the derly themselves. To determine how dependent are today’ s elderly on those
under 65, | estimate the elderly’s “full income” and decompose it into the share provided by those
under 65 and the share attributable to salf-provison by the dderly. For 1997, about haf of the
elderly’ s“full income” was provided by those under 65 and about haf by the ederly themsdves.
Because the underlying data on persond income and hedlth care expenditures are far from precise, and
becauise numerous assumptions are required in order to dlocate by source, these figures should be
consdered only approximations. They are vauable, nevertheess, because the most important policy
guestions concern changes in these shares over the next two or three decades.

The most critical decision about “what” is the adlocation between hedth care and other goods

and services. Public palicy influences this dlocation by the extent to which the trandfers from those



under 65 are tied to hedlth care, as under the Medicare and Medicaid programs. (Allocationswithin
hedlth care among different services are aso influenced by the source of payment.) Using the data
sources and assumptions described in Appendix A, | estimate that about 35 percent of the ederly’s
“full income’ was dlocated to hedth care in 1997, with Medicare paying only dightly more than one-
haf of that bill. Again, | emphasize that these are gpproximations, but | dso again emphasize the
importance of likely changes in these proportions, changes that are not particularly sengitive to possble
erorsin the estimated levels for 1997.

Thekey “how” decison concerns how much of the financing of “full income’ is done
collectively and how much individually (induding family). Thisdecison is reated to but conceptudly
digtinct from the question of the extent of inter-generationd trandfers. In theory, each generation could
arange collectively to provide for its own financid needs in retirement; the premium paid by the elderly
to cover a portion of Medicare' s Part B is an example of such an arrangement. Conversdy, trandfers
to the ederly from those under 65 could be made individudly, within families; throughout history thet
has been the usud arrangement. In recent times, however, most transfers from those under 65 have
been provided collectively; the baance of “full income’ has been arranged for by the elderly
themsalves. Collective provison amost dways involves some compulsion (or heavy subsdies), and
usudly resultsin amore egditarian didtribution after age 65 than would result from purdy individud
provison.

The choice between collective and individua arrangements has implications for efficiency
(discussed below) and for reditribution, both inter-generationd and intra-generationd. The redigtributive

objectives, however, could mostly be pursued through an gppropriate combination of taxes and subsdies,



rather than being alowed to dominate the “how” question at the expense of efficiency.® Economists have
a huge comparative advantage in andyzing the efficiency aspects of “how” and should, to the extent
possible, try to separate their conclusions regarding efficiency from policy recommendations that
incorporate their persond preferences regarding redistribution.

Condder, for instance, the problem of annuitization. Many older persons worry about outliving
their wedth and would like to have at least some of it converted to an annuity. Similarly, most elderly
want insurance to pay for hedlth care. Indeed, the demand for insurance is o strong that many elderly
buy “firgt dollar” supplementa insurance policies with their own after-tax dollars. Free markets for
annuities and hedlth insurance, however, suffer from the problem of adverse selection. The ability of
individuas to predict both their longevity and their hedth care utilization is Sgnificantly greater than
could be expected from chance, and thisis true even after controlling for other predictors such as
socioeconomic status and disease conditions (Hurd and McGarry, 1997). Thus, if the sdllers of hedth
insurance or annuities set prices based on the experience of the entire population, they are likely to find
that the hedlth insurance buyers have above-average utilization and the annuity buyers have above-
average life expectancy. This potentia adverse selection is an important reason why free markets for
annuities or for hedlth insurance are not likely to function as efficiently as they do for other commodities
that do not share this characterigtic.

Asymmetricd information, however, is only one of the factors affecting efficiency. The codts

>The stuation is Smilar to that explored by Antonio Rangel (1999), who has shown that every
plan to improve Socid Security by having the federd government or individua participants reduce
holdings of U.S. bonds and increase holdings of equitiesis primarily amethod of redistribution that can
be achieved by a combination of taxes and subsidies. See dso Katlikoff (1993) and Geanakoplos,
Mitchell and Zeldes (1998).
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imposed by mord hazard also need to be consdered. The connection between insurance and
overutilization of medicd care is well understood and well documented (Newhouse, 1992). The mord
hazard associated with means-testing benefits and subsidies for the elderly islesswiddly appreciated,
but both theory and experience suggest that high (implicit) margind tax rates on income after age 65
affect incentives to work and save prior to that age. Mord hazard problems may also arise if
individuas are dlowed to control their own retirement invesments with an implicit or explicit
government guarantee for those with poor results. If the government offered such a guarantee, more
individuas would likely pursue investments with high risk (and high potentid return), much asthe
insured depositors in savings and loan ingtitutions did in the 1970s and 1980s. Despite regulation, the
S& L inditutions in turn pursued ever riskier loansin order to offer depositors higher returns. The
results were disasirous. Similarly, without compulsory annuitization, some elderly may lose their wedth
inrisky investments, or consume it prematurdy, thus placing an additiond burden on trandfers from the
young.

In addition to considering problems of adverse sdlection and mord hazard, economic andyses
of efficiency need to estimate the administrative costs associated with aternative approaches to

providing annuity, hedlth insurance, and investment opportunities for the elderly.

Sources and Uses of “ Full Income’
My estimates of the sources and uses of the dderly’ s “full income’ in 1997 are summarized in
Table 1. The detals of the estimation procedures arein Appendix A. Table 1 showsthat transfers

from the young to the elderly play a much larger relative role for hedth care than for other goods and
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sarvices. Thisfact, combined with the tendency for health care expenditures to grow more rapidly than
other expenditures, will pose mgor problems for policy makers and for the elderly within two decades.
For instance, suppose that the ederly’ s hedlth care expenditures grow 3 percent per annum more
rgpidly than the baance of their “full income” (roughly the experience of recent decades). By 2020,
hedth care’ s share of “full income’ would jump from 35 to 52 percent. If the generations under age 65
continue to bear the same share of hedth care and “other” asin 1997, therr total share of “full income’
must rise® If on the other hand, their share of the total remains congtant, the ederly must assume a
larger share of both health care and other expenditures.

There are three possble responses to the crisisimplicit in the projections for 2020. First, some
policy analysts think that the solution isto dow the rate of growth of hedlth care expenditures, but that
may not be desirable or feasible. 1t may not be desirable because many medica advances help the
elderly live longer, better qudity lives, and some hedth economists assert that the benefits exceed the
costs. It may not be feasible because the insured dderly want dl the care that might do them some
good and an army of drug companies, equipment and device manufacturers, hospitas, and physicians
are eager to supply that care.

Second, the problem could be solved by higher taxes on the young. But such tax hikes seem
highly unlikely. They will have to come on top of new taxes required to support a projected increase of
25 percent in theratio of ederly to the under-65 population. Thus, there will be little prospect of
levying still additiond taxes to pay for technology-induced increases in age-specific hedth care

expenditures.

®Laurence Katlikoff (1992) explored how growth in Medicare expenditures will differentialy
affect each generation aready dive and generations not yet born.
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The third possible responseis for the elderly to provide more of their own income by increases
inwork and saving. If they do nat, future elderly will be under great financid pressure. Many dready
are. Congder the stuation of the one-third of the ederly in 1997 with the lowest incomes. Estimates of
their sources and uses of “full income,” shown in Table 2, reved that they are dependent on transfers
from the young for over 90 percent of their “full income” and that more than haf is spent on hedth
care.’

Thus, while digible for MRIs, angiograms, by-pass surgery, and other high-tech diagnostic and
aurgica interventions, many low-income ederly must make hard choices between uncovered hedth
care (such as drugs) and an adequate diet. Two out of three elderly have two or more chronic hedth
problems such as arthritis, diabetes, heart disease, and dementia. Many individuas do not have the
resources to purchase a comfortable mattress, awarmer house in winter, ataxi ride to the doctor, or
other goods and services that would make life more bearable. To prevent more and more elderly
becoming “hedth care poor,” they must have additiond persond income. Thiswill require more work
both before and after age 65 and more income from savings (i.e,, pensons and investments). But an
increase in dependence on employment and savings income is likely to result in grester inequaity among
the dderly, especidly if saving is purely voluntary. To avoid red hardship for millions of ederly, some
of theincrease in saving would probably have to be compulsory because so many do little or no
voluntary saving now.

Why do millions of Americans reach age 65 s0 heavily dependent on transfers from succeeding

generations? One posshility isthat their income over the life cycle was o low that they could barely

"Sources and methods are the same as for Table 1, with the additional assumption that non-
government expenditures for hedlth care are proportiona to persond income.
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meet everyday expenses, let done save for retirement. This explanation is undoubtedly correct for
some low income elderly, but andyses of longitudina databy S. F. Venti and D. A. Wise (1998) show
that inequadlity in savings for retirement varies grestly even among those with the same earnings prior to
retirement. This conclusion holds after adjustment for specid factors that affect the ability to save and
for differences in investment returns. | reached asmilar conclusion by observing that inequdity in
income from pensions and investments at ages 65-69 in 1995 was many times larger than the inequality
in employment income of the same cohort in 1985 (ages 55-59) and 1975 (ages 45-49) (Fuchs, 1999).
Judging by the behavior of their peers, it seemsthat most low income elderly could have saved more
prior to age 65.

Additiona support for this view comes from my andysis of the relation between socid security
income and savings income (pensions, interest, dividends, and rent). | firgt sorted the elderly into
deciles based on their socia security income, an ordering which is probably smilar to one based on life-
time earnings. Within each decile | sorted by savingsincome and identified the 25™, 50, and 75"
percentiles. The results, shown in Figure 1, reved that while savings income tends to be postively
correlated with socid security income, there is great variation in savings income within each decile.
There are large numbers of ederly in the lower deciles with substantid savingsincome (eg., in the
second decile 25 percent have more than $3,000 of savings income), while in the higher deciles many
ederly have vary little savingsincome (e.g., in the ninth decile 25 percent have less than $1250).2

When the procedure is reversed—that is, when the elderly are sorted into deciles by savings

8 did not adjust the CPS data for under reporting in this case because only asingle estimate of
under reporting is available for each source of income. Such an adjustment would widen absolute
differences within and across deciles but |leave relative differences unchanged.
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income and within each decile by socid security income—the pictureis entirely different, but the
conclusion isthe same Figure 2 showsthat individuas in the higher savings income deciles do not
have socid security income markedly different from those in the lower deciles. Indeed, eveninthe
lowest savings income decile, a least hdf of the dderly had socid security income which is higher than
the lowest 25 percent in dl the savings income deciles.

Policy makers concerned about the financid well-being of the ederly should consider the
implications of these reaults. It isclearly possble for most ederly to save a modest percentage of their
earnings during therr lifetime, but many do not. This suggests that a compulsory savings program could
reduce the extreme dependence of millions of ederly on succeeding generations and put themin a

better position to pay for their own health care and other consumption.

Conclusion

The rapid growth of per capita health care expenditures is the driving force behind the financia
problems of the elderly and a fortiori behind the “Medicare problem.” Most of the expenditure growth
results from medicd innovations, many of which help the elderly lead longer, better qudlity lives. If the
pace of medical innovation does not dow, the ederly will become increasingly dependent on transfers
from the young unless there are mgor legidative and behaviora changes.

If the generations under age 65 are unwilling or unable to provide for an ever- greater
proportion of the ederly’ sfinancid needs, the elderly will have to provide more for themselves by
working more both before and after age 65 and by saving alarger fraction of their pre-retirement

income. To increase work, public policiesthat currently discourage employment of older workers
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would have to be changed. To increase pre-retirement saving, some compulsion would be necessary,
especidly to prevent mounting income inequdity after age 65.

Financing hedth care (including Medicare) is an inextricable part of the overdl financia problem
of the elderly. To achieve an efficient, equitable solution, | suggest a two-pronged approach that
encompasses income and medical care. Income would be derived from three layers. First, every older
person would receive the same basic pension, financed by generd revenue. This pension would be
gpproximately equd to the socid security benefit currently available to alow-wage worker. The
second layer would be annuity income coming from an individua savings-investment account created by
compulsory contribution of a percentage of earnings. For the average worker, a contribution of aslittle
astwo or three percent of earnings over aperiod of 35 or more years would result in a Sgnificant
addition to the badic pengon at retirement. Voluntary, unsubsidized, individudly controlled savings and
investment would provide the third layer of income.

Medicd care finance would be based on two layers. Firdt, every individua would be covered
by an egditarian basic plan financed by a broad-based earmarked tax. This plan would not be a
“safety net” for the poor, but one that would provide most people with most of their care, most of the
time. Second, there would be multiple options for those willing and able to buy more care with their
own after-tax dollars (Fuchs, 1994). This gpproach would assure a minimum standard of living and
basic medica careto every older person while maintaining the incentives to work and save that are

essentid for the economy to grow and prosper.
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Tablel

Americans 65 and Over in 1997, Sources and Uses of Ther “Full Income’*

(percent digtribution)
Sources
Uses Under age 65 Age 65 and over Total
Hedlth care 27 8 35
Other 29 36 65
Tota 56 44 100**

**Full Incomé’ is the sum of money income plus the dollar vaue of hedth care expenditures (excluding

the portion paid for by the elderly). For details of estimation, see Appendix A.

**“Eull income” is gpproximately $28,800 per person.
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Table2

One-third of Americans 65 and Over with the Lowest Parsonal Income in 1997, Sources and Uses of

Thar “Full Income’*

(percent ditribution)
Sources
Uses Under age 65 Age 65 and over Totd
Hedth care 51 3 54
Other 41 5 46
Totd 92 8 100**

**Full Income” isthe sum of money income plus the dollar value of hedth care expenditures (excluding

the portion paid for by the elderly). For details of estimation, see Appendix A.

**“Full income” is approximately $14,250 per person.
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Appendix A.

Estimation of sources and uses of “ full income’

“Full income’ is defined as the sum of personad income and hedlth care expenditures not paid for
out of personal income. Per capita persona income of the population 65 and over is estimated from the
Current Population Survey, March 1998, covering the calendar year 1997 (CPS Utilities, 1999).
Income estimates are based on persons 65 and over living adone or in households with no one under age
65. (Incluson of such households would not significantly change average per capitaincome, but would
complicate the problem of identifying the sources of income by age.) Within each household, total
persond income is divided equaly among al members of the household. Because the CPS income
understates persond income and the understatement is disproportionate by source of income, | adjust
each source of income using the latest (1996) unpublished Census Bureau estimates (for al ages) of the
percent under-reported by source (Roemer, 1999). Average income for those 65 and over isincreased
by 21 percent as aresult of the under-reporting adjustments. The digtribution of income by source also
changes because the adjustment for under-reporting increases the incomes from pensions and
investments by 31 and 38 percent, respectively, while incomes from Socid Security retirement and
employment increase by 9 and 4 percent, respectively.

Persond hedlth care expenditures of the elderly are estimated from unpublished data of the
Medicare Current Beneficiary Survey (MCBS) for 1996 (Olin, 1999); | updated to 1997 based on
extrapolation of trendsin Medicare rembursement. Estimates of the source of payment for the dderly’s

medical care also come from the MCBS for 1996. | increase the MCBS data by 5 percent to adjust for
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under-reporting by households of hedlth care expenditures not paid for by Medicare, Medicaid, or other
government programs. | treat government hedlth care expenditures as if they were an insurance policy
provided to each individua over 65 with avaue equa to average expenditures.

Income from employment, pensions, and investments is assumed to be provided by the ederly
themsalves. Other income, such as Socid Security retirement and other cash transfers, is assumed to be
provided by those under age 65, as are government hedth care expenditures.

The estimates of sources and uses of full income for the one-third of the over-65 population with
the lowest persond income follow the same methods as for al over-65, with the additional assumption
that spending for hedlth care out of persond income is proportiond to personad income. Hedth care
expenditures covered by employer-provided insurance are reduced by 55 percent under the assumption

that the low-income dderly are much lesslikely to have such coverage.
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Thekey variablesfor the population $65 are:
persond income=T + S
cash transfers from those < 65
income from employment, pensons, and investments
hedlth care expenditures=G+F+ E
government hedth care expenditures
health care expenditures from persond income
hedth care expenditures from employer-provided insurance
“full income’ =P+ (H - F)
“other expenditures’ =C-H = P-F
tota transfersfrom<65=G+T
portion of full incomefrom$65=C-Y
# 65 as source of hedlth care expenditures from personal income (assumed to be) F(T/P)
$ 65 as source of hedth care expenditures from persona income (assumed to be) F(S/P)
< 65 as source of other expenditures=T - B

$ 65 as source of other expenditures=S- D
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Estimated dollar values of the key variablesfor 1997 are:

Vaiade All Lowest third of persond income
P 21,985 7,738
T 9,789 6,866
S 12,195 872
H 9,941 7,615
G 6,268 6,268
F 3,118 1,097
E 555 250
C 28,808 14,256
@) 18,867 6,641
Y 16,057 13,134
A 12,751 1,122
B 1,388 973
D 1,730 124
K 8,401 5,893
L 10,466 748
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