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The nation’s mounting public debt threatens the stability of the entire world economy.  It weakens our nation’s credibility, 
not only as the world’s leader, but also as a reliable borrower.  If that credibility is lost, it will send interest rates and our 
currency into a vicious cycle that will destroy far more wealth and prosperity than the financial crisis of the last decade. 
The Congress created a Joint Select Committee on Deficit Reduction, with unprecedented legislative power.  This is an 
extraordinary opportunity, but also an enormous risk of a terrible signal to world markets should it fail.  The Joint Select 
Committee must meet its legal target of $1.5 trillion of deficit reduction, but then it should use its legislative power to start 
an additional reform process to reach a total of $4 trillion in deficit reduction over the next 10 years.  Only a combination of 
cost reductions and higher revenues of this magnitude will stabilize the size of the public debt relative to the economy. 

The shaky world economic and financial system badly needs an injection of certainty and confidence, which a bipartisan 
U.S. debt-reduction plan would provide, and failure by the Joint Select Committee decidedly would not.  A solid 
commitment to longer-term responsibility also would head off any market fears of a new, badly needed anti-recession 
program.  And furthermore, the sooner the nation begins to curb the accumulation of debt, the easier it will be. 

The Committee for Economic Development (CED) has long advocated fiscal responsibility.  During this growing fiscal 
crisis, we have provided specific policy recommendations on all of the major components of the budget.  CED believes 
that controlling the nation's debt burden requires aggressive action in three main areas.  First, we must make the financing 
of the major entitlement programs, Medicare and Social Security, sustainable for the long term.  Second, we must 
constrain both defense and non-defense discretionary spending.  And third, we must raise additional revenue through a 
comprehensively reformed tax system.  Following is a summary of our proposals in each of these areas. 

 

MEDICARE 

Medicare expenditures, about $556 billion in 2011, 
have grown more than three percentage points per 
year faster than the GDP over the past 25 years.  In the 
next 10 years, with the retirement of the baby boom, the 
growth of the beneficiary population will increase from 2 to 
3 percent per year.  With present policies, annual 
Medicare expenditures will reach $1 trillion. Growth in 
Medicare outlays must be constrained to growth in GDP. 

Medicare spending has grown faster than GDP because 
of aging of the population; growing prevalence of costly 
chronic conditions and costs of treating them (which 
requires a healthcare system that is oriented to prevention 
and care of chronic conditions instead of today’s acute-
care-oriented system); advancing technology, which 
expands what medical care can do to improve and 
lengthen lives; and our fragmented financing and delivery 
system that is filled with cost-increasing incentives and 
cost-unconscious demand. American medicine is 
dominated by uncoordinated open-ended fee-for-service 
(FFS) which encourages providers to deliver greater 
volumes of care, not necessarily improved outcomes. 

In 2005, a National Academy of Sciences committee 
reported “an estimated thirty to forty cents of every dollar 
spent on health care…is spent on costs associated with 
overuse, underuse, misuse, duplication, system failures, 
unnecessary repetition, poor communication and 

inefficiency.” Curing these problems will require a 
profound change in organization and incentives (see To 
Reform Medicare, Reform Incentives and Organization, a 
new CED Policy Brief by Alain C. Enthoven). 

Integrated delivery systems (IDS) can cure 
fragmentation and perverse incentives.  An effective 
IDS management structure gives all participants 
information, incentives and resources – all components 
necessary for high-quality comprehensive care – to work 
together to do what is best for patients. There are many 
ways to cut costs while improving quality, including but not 
limited to: best practices for prevention of infections; 
stronger primary care for prevention, early detection and 
treatment of disease; provider incentives aligned with 
needs of members for high-quality, affordable care; and 
active management of chronic diseases to reduce need 
for hospital care. Potential cost savings depend on 
circumstances, but generally are on the order of 20 to 30 
percent for premium and out–of-pocket costs. 

The best and probably only way to move from today’s 
fragmented system to IDS is through informed cost-
conscious consumer choice -- under which people decide 
for themselves and keep the savings if they choose 
wisely.  This would require insurance exchanges, that is, 
organized markets where consumers choose plans with 
rules to promote efficiency and equity. 



The “managed competition” idea (sometimes called 
“premium support” in the Medicare context) is based on 
the successful experience of some employment groups 
that offer an annual choice among plans based on IDS 
and others based on FFS. The employer offers a defined 
contribution, often set at or below the price of the lowest-
priced alternative, so that the employees choosing the 
least-costly plan save money, but others who want more 
costly plans must pay the full premium difference out of 
pocket. Experience in large employment groups that offer 
such choices is that most people choose IDS.  
Competition among integrated plans ensures cost control 
and consumer satisfaction. “Managed competition” is not a 
“free market” without rules. It is not a “voucher” plan in 
which people are left to fend for themselves.   Rules  
include a guaranteed right to enroll in the plan of the 
consumer’s choice; the same price for same coverage 
without discrimination against the sick; risk-adjusted 
payments by government or employer so that plans are 
not penalized for enrolling sick people; and one or a few 
standard coverage contracts to make comparisons easy. 

Versions of managed competition for Medicare reform 
have been proposed by, among others, the Bipartisan 
Commission on the Future of Medicare (“Breaux-
Thomas”) in 1999, and more recently by the Bipartisan 
Policy Center’s Debt Reduction Task Force (“Domenici-
Rivlin”), and by Congressman Paul Ryan.  The idea could 
lead to bipartisan agreement. 

What are the alternatives to managed competition?   
First, in the Affordable Care Act (ACA) in the context of 
FFS Medicare, the Congress created “Accountable Care 
Organizations”, a new form of IDS.  They are voluntary 
arrangements, and the incentives for providers to leave 
FFS and form ACOs and cut costs are weak. Ninety-three 
percent of the members of the American Medical Group 
Association said they would not participate under the 
proposed rules.  Second, within the ACA framework, 
Congress may expect to rely on cutting provider 
payments.  This approach has all the problems of price 
controls.  Doctors may refuse to accept new Medicare 
patients. Third, the ACA includes a board of 15 appointed 
experts, the “Independent Payment Advisory Board” 
(IPAB), serving full time with the government with no 
conflicts of interest. The IPAB is charged with inventing 
and recommending cost-cutting ideas, which go into effect 
unless the Congress substitutes equally effective 
measures or overrides them with a super-majority. Most of 
the waste described in the National Academy of Sciences 
report is local in nature, as are the potential cures through 
process improvement, but the Washington-based IPAB is 
unlikely to focus effectively on local issues. 

What else must be done?  Employment-based insurance 
provides a market full of cost-unconscious demand that 
will undermine Medicare reform by competing with 
Medicare for resources. (See the 2007 CED report.)  To 
stop the open-ended tax subsidy to more-costly health 
insurance, the exclusion of employer contributions from 
the taxable incomes of employees should be abolished 
and replaced by a refundable tax credit usable only for 

purchase of health insurance, independent of the 
employer. The range of choices available to employees 
should be broadened by phasing in a requirement that 
small employers with under 500 employees (about half the 
work force) buy health insurance through the exchanges, 
while continuing to contribute a substantial part of the 
costs themselves.  Also, an effective anti-trust policy for 
health care is essential for true savings from competition. 

Conclusion.  The savings from a system made up of 
mostly competing IDS or ACOs, each financed by risk-
adjusted global per-capita payment, marketed through 
exchanges, could be very large. Of the 30 to 40 percent 
waste described in the National Academies’ report, waste 
reduction equal to 30 percent of total spending might be a 
feasible target over a decade or two. Eventually, these 
fundamental changes could yield improved quality of care 
and healthcare expenditures half of what they would be if 
we stayed with the failed model we have today. 

SOCIAL SECURITY 

Social Security has increased the financial security of 
generations of Americans – not only retirement income, 
but also protection against either disability or premature 
death on the part of a family breadwinner.  It provides 
poverty protection for the elderly with little private income.  
It provides annuity and inflation protection for the very 
long-lived that the private sector simply cannot.  Today, 
Social Security faces challenges; and so policymakers 
face the challenge of achieving the program’s essential 
tasks in this difficult environment. 

Social Security’s potential balance between humane 
protection for the less successful and a fair reward for the 
more successful is less favorable now than it was in the 
past.  This is because American families have chosen and 
are choosing to have fewer children, which means that the 
taxpaying workforce will be smaller in the medium and 
long term.  At the same time, Americans are living longer, 
and so the elderly are both more numerous and in need of 
more medical care at increasingly older ages.  This is 
compounded by the recently begun retirement of the 
oversized baby-boom generation.  Social Security’s 
combined Old Age, Survivors and Disability Insurance 
programs began to run an annual operating deficit in 2010 
that increases the excessive government borrowing that is 
source of the debt problem and which could harm Social 
Security and every other federal priority. 

CED released its statement on Social Security policy in 
1997.  CED’s plan would make the system’s finances 
sustainable exclusively through reductions in benefits.  
The most important steps would include: 

• Slow (but not eliminate or reverse) the growth of 
the inflation-adjusted initial benefit levels of upper- 
and middle- income workers. 

• Gradually increase the normal retirement age 
(which is currently 66, and will rise to 67 between 
2021 and 2026). 



• Increase the earliest eligibility age, now 62, in step 
with the above increase in the normal retirement 
age. 

• Increase the years of covered employment 
included in the calculation of initial benefits 
gradually from the current 35 to 40. 

• Increase the portion of benefits that are subject to 
income taxation to benefits in excess of 
contributions made by the worker. 

• Gradually reduce the benefits of a nonworking 
spouse from one-half of the benefits of the 
working spouse to one-third. 

• Require all state and local government workers to 
participate in the program. 

 
Those steps were estimated to eliminate the actuarial 
shortfall of the program, with a margin of safety, so the 
policies could be reconsidered if the savings were found to 
be greater than estimated. 
 
In addition to the program savings above, we proposed 
establishment of private additional retirement accounts, 
funded by mandatory additional employer and employee 
contributions of 1.5 percent of payroll each.  These dollars 
would not detract from Social Security funding, and would 
help to replace the benefit reduction that ensures the 
continued viability of the program. 

The political and economic environment has changed 
since CED released this policy package.  Notably, in the 
wake of the financial crisis, some might not approve of 
mandatory private retirement accounts, and so might want 
tax revenues to reduce the need for benefit reductions and 
to provide targeted benefit increases for vulnerable low-
wage workers.  The Bipartisan Policy Center proposed a 
package that reduced initial benefit awards but did not 
increase the retirement ages, instead adjusting initial 
benefit amounts to reflect increases in longevity – a similar 
policy that would, however, allow 62-year-olds who must 
retire because of physical deterioration to claim at least 
some benefit.  It increased the legal minimum benefit for 
low-wage workers, and provided a one-time bump-up in 
benefits for the very old.  It gradually increased the 
maximum annual wage income subject to tax, and taxed 
employer-provided health benefits. 

There are alternative ways to approach Social Security 
financing reform, but the sooner we address the shortfall 
is addressed, the less difficult the policy choices. 

TAX REFORM 

The Committee for Economic Development believes that 
the nation's debt burden can be stabilized relative to GDP 
only by taking aggressive action in three areas.  First, 
entitlement programs must be placed on a sound fiscal 
basis, largely by reforming Medicare and Social Security.  
Second, both defense and non-defense discretionary 
spending must be significantly reduced.  Third, 
comprehensive tax reform must be accomplished. 
 

There are two parts to comprehensive tax reform.  First, 
the tax code must be overhauled to improve fairness, 
eliminate outmoded deductions and loopholes, and 
increase national competitiveness.  Second, the resulting 
new tax code must produce more revenues than the 
current system. 
 
Raising additional revenues is an unpopular prospect, but 
CED believes that the national debt cannot be stabilized 
otherwise, even with the most ambitious efforts to reduce 
entitlement program costs and discretionary spending. 
 
The CED has long been on record as recommending both 
tax reform and increased revenues as a solution to the 
nation's impending fiscal problems.  In a policy statement 
in March 2003, the CED said:    
 

After reviewing the size of our long-term fiscal 
imbalance and the broad possibilities for spending 
reductions in Social Security, Medicare, national 
and homeland defense, and other domestic 
programs, CED believes it is extremely unlikely 
that the long-term budget problem can be 
solved without additional revenues.  We 
therefore urge the Administration and Congress 
to forego at this time any additional tax 
reductions (including the permanent extension 
of The Economic Growth and Tax Relief 
Reconciliation Act) that would further reduce 
long-term revenues.  Moreover, we should use 
this opportunity to begin to explore alternative or 
additional long-term sources of revenue and 
taxation systems that support our nation’s growth 
objectives. 

In its 2005 report, A New Tax Framework: A Blueprint for 
Averting a Fiscal Crisis, CED recognized the fiscal crisis 
ahead, driven primarily by the aging of society and rising 
healthcare costs.  At that time, the CED foresaw that both 
entitlement reform and higher tax revenues would be 
necessary for a complete structural solution.  We believed 
that tax reform and tax sufficiency must be considered 
together.  At that time CED also recognized that the need 
for both tax reform and tax sufficiency required a new and 
different tax, and we recommended that a consumption 
tax - a VAT - be integrated with our current tax system.  
Now, six years later, this new system is even more 
imperative than it was in 2005. 
 
Federal revenues were below 15 percent of GDP in fiscal 
years 2009 and 2010, which is the lowest level in more 
than 60 years.  It is likely that revenues will remain at 
approximately the 15 percent level for fiscal year 2011; the 
latest estimate from the Congressional Budget Office is 
15.3 percent.  In fiscal year 2000, the corresponding ratio 
was 21 percent. 
 
While revenues have been declining as a percentage of 
GDP, federal spending has climbed from an average of 21 
percent of GDP for the 1970-2009 period to approximately 
24 percent in the 2009-2011 period. 
 



Both policy changes and the weaker economy have 
contributed to the decline in revenues and to the increase 
in spending.  CED believes that both the trend in revenues 
and the trend in spending must be moderated or even 
reversed to stabilize the national debt relative to GDP, and 
that it is not possible to achieve this goal by cost-cutting 
alone.  The aging of the American population and rising 
healthcare costs make an even stronger case for raising 
more revenue than under current law. 
 
No one expects the American public to embrace higher 
revenues, which certainly will not be welcomed by political 
parties and legislators who campaigned for only spending 
cuts and against any revenue increases.  However, CED 
believes that higher revenues are necessary and can be 
accepted if two essential conditions are met. 
 

• First, higher revenues must be accompanied by 
substantive reductions in the cost of entitlement 
programs and discretionary spending.  Indeed, the 
implementation of measures to raise revenues 
needs to be firmly linked to such spending cuts. 

 
• Second, higher revenues must be part of an 

overall program of tax reform that increases the 
fairness of the tax code, eliminates loopholes, 
provides simplicity and ease of understanding, 
and improves national competitiveness through 
reduced marginal tax rates. 

 
A reasonable interim goal would be to increase tax 
revenues from the current 15 percent of GDP to 20 
percent of GDP, which could be accomplished over the 
next several years both from an improving economy and 
from comprehensive tax reform.  If changes to entitlement 
programs and discretionary spending could hold federal 
outlays to 23 percent of GDP, and assuming normal GDP 
growth, the national debt-to-GDP ratio would stabilize in 
the neighborhood of 60 percent, which would impart great 
confidence in U.S. fiscal heath to both U.S. citizens and to 
our country's international trading and financial partners. 
 

DISCRETIONARY SPENDING 

CED has long counseled restraint on “discretionary” (that 
is, annually appropriated) spending.  However, we have 
recognized that discretionary savings are not a bottomless 
pit, easily attained through mindless rules of thumb.  And 
because appropriations are passed every year, long-term 
savings come only from continuing analysis and restraint. 

Discretionary spending, both domestic and defense, has 
increased since 2000 both as a share of the budget and 
as a percentage of the GDP.  Response to the recent 
financial crisis has increased spending further, though that 
increase and war spending are expected to be temporary.   

Discretionary programs undertake the most fundamental 
tasks of government, like national security, stewardship of 
nuclear weapons, counterterrorism, food safety, roads, 
public transit, parks, health care for veterans, disaster 
relief, medical and basic scientific research, administration 

of justice and national law enforcement, and health and 
education aid to states and localities.  Domestic programs 
are sometimes argued to contribute to economic growth, 
although only carefully selected programs would qualify.  
Meeting the core objectives clearly limits the amount of 
savings that can be achieved, although, like (or perhaps 
beyond) every other large organization, the federal 
government surely spends more than necessary to 
achieve its core objectives. 

The Budget Control Act that increased the government’s 
debt limit also cut discretionary spending by more than 
$900 billion over the next ten years, about evenly divided 
between defense and domestic programs.  If the Joint 
Select Committee does not meet its savings target, further 
automatic spending cuts will hit defense somewhat harder 
(about a 10 percent cut) than domestic spending. 

Clearly, the nation needs prompt movement toward 
discretionary spending restraint.  The usual response is a 
resort to simple formulaic cuts, but reality is complex.  

A simple freeze of each individual discretionary program 
would cut the good along with the bad, and would hinder 
reallocating resources to where they are most needed.  
The Government Accountability Office (GAO) has found 
numerous instances of duplication among federal 
programs, but often that suggests that programs should 
be combined, not eliminated, with savings limited.  
Congressional earmarks have triggered conspicuous 
scandals, but alternatively can merely use valuable 
knowledge about Members’ own communities.  Using 
cost-benefit analysis to increase appropriations for 
successful programs and cut funding for unsuccessful 
programs could waste money on programs that have 
fulfilled their objectives, while starving others that are 
unsuccessful precisely because they are underfunded.  
Allowing federal employees to keep a share of unspent 
money would give them an incentive not to shovel end-of-
year balances inefficiently out the door, but could reward 
agency employees for being idle, not prudent.  Cutting 
grants to state and local governments may merely move 
the federal budget problem rather than solving it.  
Privatization and fee-funding are appropriate only for 
business-like activities, and so the amount of potential 
savings is meaningful but nowhere near the total. 

In short, these techniques arguably have some merit, but 
are no silver bullet, and no substitute for solid, painstaking 
oversight.  The Bipartisan Policy Center’s Debt-Reduction 
Task Force report (to which CED contributed) 
recommended such an approach: predictable long-term 
restraint, enforced through an overall freeze (not a 
program-by-program freeze) in non-security spending (for 
four years) and security spending (for five years).  
Congressional appropriators then must undertake 
relentless oversight with transparency, to identify savings 
among current discretionary programs and direct the 
remaining dollars to their highest uses, so that important 
missions are fulfilled at the lowest possible cost. 


