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Health Care Reform Financing Options: 
President’s Medicare Tax Reform Would Affect about 2% of 
Taxpayers and End the Exemption for Wealthy Investors 
 
The health care plan recently put forward by President Obama would make the 
Medicare tax more progressive, by increasing the tax rate on high earners and scaling 
back the current Medicare tax exemption for investment income.1 These reforms would 
affect only 2.3 percent of taxpayers in 2014.  
 
Reasons to Reform the Medicare Tax:  
It Exempts Those Who Live Off Investments and It Isn’t Progressive 
The Medicare payroll tax is the one important tax we already have that is dedicated to 
funding health care. But currently it is a regressive tax, for two reasons. First, it 
completely exempts wealthy investors whose income takes the form of capital gains, 
stock dividends, interest, rents, royalties, and many other types of investment income. 
Second, it has a single, flat rate.  
 
The Medicare payroll tax (also 
called the Hospital Insurance 
tax, or HI tax) is levied at a flat 
rate of 2.9 percent on all wages 
and salaries. Technically, half is 
paid by workers and half is paid 
by employers, but it is generally 
agreed that workers also pay 
the employer portion through 
reduced wages. 

                                                 
1 The President’s proposal to apply the Medicare tax to investment income is similar in concept to a 
proposal described in a previous CTJ report.  (See Citizens for Tax Justice, “Health Care Reform Financing 
Options: Make the Medicare Tax a More Progressive Tax that Wealthy Investors Pay Just Like Everyone 
Else,” July 7, 2009, http://www.ctj.org/payingforhealthcare/medicaretaxproposal.pdf.) The proposal 
described in the previous report would raise more revenue because it was designed to be the main tax 
measure to finance health care reform. The President’s proposal would raise less revenue because it is 
designed only to supplement the other revenue provisions that Congressional leaders have settled on.   

Impact of Medicare Tax Reform in President Obama's
Health Care Proposal in 2014

Income Average Percent with Average Tax Increase Share of 
Group Income Tax Increase Tax Increase as % of Income Tax Increase

Lowest 20% $ 14,900 — $   — — —
Second 20% 30,200 — — — —
Middle 20% 48,600 — — — —
Fourth 20% 80,600 — — — —
Next 10% 123,300 — — — —
Next 5% 174,000 0.4% +4 0.0% 0.1%
Next 4% 306,100 35.4% +718 0.2% 15.8%
Top 1% 1,734,600 90.6% +15,264 0.9% 84.0%
ALL $ 84,200 2.3% $ +179 0.2% 100.0%

Source: ITEP Microsimulation Model, March 2010



 2

How President Obama Would Make the Medicare Tax Fairer 
The President’s proposal would make two changes to the Medicare tax, starting in 
2013.2 First, the proposal would apply the 2.9 percent Medicare tax to investment 
income for taxpayers with adjusted gross income (AGI) above $200,000 for unmarried 
taxpayers and above $250,000 for married couples. (This Medicare tax on investment 
income would be phased in so that taxpayers would not pay the full tax rate until their 
AGI is $40,000 above the $200,000/$250,000 threshold.)  
 
Second, the proposal would increase the Medicare tax rate on wages and self-
employment income by 0.9 percent on earnings in excess of $200,000 for unmarried 
workers and $250,000 for married workers (combined). (This higher tax rate would not 
apply to investment income.) 
 
The AGI thresholds and earnings thresholds of $200,000/$250,000 would be indexed 
for inflation. 
 
The Medicare Tax Reforms Would Raise $184 Billion from 2013 through 2019 without 
Affecting Low- or Middle-Income Taxpayers 
The Congressional Joint Committee on Taxation has concluded that the President’s 
proposed reform of the Medicare tax would raise $183.6 billion from 2013 (the first 
year it would be in effect) through 2019.  
 
The table on the previous page illustrates our estimates of how the President’s 
Medicare tax proposal would impact taxpayers in different income groups in 2014. 
(The year 2014 is chosen because the effects of the current recession will be less 
pronounced, making it more representative of future years.) 
 
We find that this provision would only affect 2.3 percent of taxpayers in 2014. The 
richest one percent would pay 84 percent of the resulting tax increase, and the richest 
five percent would pay virtually all of the tax increase. 
 
President Would Preserve One Significant Loophole 
Unfortunately, the President’s proposal would not put an end to a scheme used by 
some wealthy business owners to avoid the Medicare tax. The scheme involves people 
who own and work for “S corporations” (corporations whose profits are not subject to 
the corporate income tax, but are instead included in the income of their owners). 
These individuals are allowed to tell the IRS how much of the income they receive from 
the company is compensation for their work (wages or salary, which are subject to the 
                                                 
2 The President’s plan would “include an additional 0.9 percentage point Hospital Insurance tax for 
households with incomes exceeding $200,000 for singles and $250,000 for married couples filing jointly. 
In addition, it would add a 2.9 percent tax for such high-income households to unearned income includ-
ing interest, dividends, annuities, royalties and rents (excluding income from active participation in S 
corporations).” Capital gains is not explicitly mentioned in the summary but is understood by admini-
stration officials and Congressional staff to be included in the types of income that would be newly 
subject to the 2.9 percent tax. See “Summaries of Key Elements of the President’s Proposal,” Title IX. 
http://www.whitehouse.gov/health-care-meeting/proposal/titleix/targeted-healthcare-tax  
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Medicare tax) and how much is “dividends” from the company (which are not subject 
to the Medicare tax).  
 
Naturally, some individuals attempt to disguise their compensation as non-
compensation income to avoid the Medicare tax. Former Senator John Edwards 
famously told the IRS that his name was an asset owned by his law firm (an S 
corporation), and that almost all of his multi-million-dollar legal fees reflected income 
from that asset, rather than the compensation for his legal services (which it obviously 
was). 
 
Unfortunately, the President’s proposal would not apply the Medicare tax to non-
compensation income from S corporations (except for “passive” income, meaning 
income from a business that the owner is not actively involved in). This means that the 
“John Edwards Loophole” would remain in place. 
 
Some lawmakers demanded that the loophole be preserved in the mistaken belief that 
this would protect “small businesses.” Based on the most recent IRS data, we calculate 
that only 2.7 percent of small business owners would be affected by extending the 
Medicare tax to active S corporation income for those with AGI above the 
$200,000/$250,000 threshold. (We define small business taxpayers as the ones who 
receive more than half of their AGI from active small-business income.)3 
 
The President’s Medicare Tax Reform Is Preferable to Relying More on the Excise Tax on 
High-Cost Health Insurance Plans 
Despite retaining the “John Edwards Loophole,” the President’s Medicare tax reform 
makes the President’s overall plan significantly more progressive than the health bill 
approved by the Senate on Christmas Eve. That bill relies more on an excise tax on 
high-cost employer-provided health insurance benefits, which would be passed on to 
some middle-income families. A previous study from Citizens for Tax Justice concluded 
that the Senate’s excise tax would make the tax code less progressive than it is today.4  
 
The Senate amended its excise tax on health insurance before it approved its bill, and 
the lost revenue was offset by increasing the Medicare tax on upper-income people’s 
wages. The President’s plan scales back the health-insurance tax much further, so that 
it affects fewer people, and further expands the Medicare tax so that many kinds of 
investment income will be subject to the Medicare tax as well.  
 
These reforms would make the Medicare tax much fairer than it is today, while raising 
significant revenue to help fund health care reform.  

                                                 
3 We define small business income to include the sum of non-passive partnership income, non-passive 
Subchapter S corporation income, sole-proprietorship income (schedule C) and farm income (schedule F). 
Losses are not counted. 
4 Citizens for Tax Justice, “Would the Senate Democrats’ Proposed Excise Tax on ‘High-Cost’ Employer-
Paid Health Insurance Benefits Be Progressive?” December 11, 2009. 
http://www.ctj.org/pdf/healthexcisetax20091211.pdf  



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000500044004600206587686353ef901a8fc7684c976262535370673a548c002000700072006f006f00660065007200208fdb884c9ad88d2891cf62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef653ef5728684c9762537088686a5f548c002000700072006f006f00660065007200204e0a73725f979ad854c18cea7684521753706548679c300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020b370c2a4d06cd0d10020d504b9b0d1300020bc0f0020ad50c815ae30c5d0c11c0020ace0d488c9c8b85c0020c778c1c4d560002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken voor kwaliteitsafdrukken op desktopprinters en proofers. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents for quality printing on desktop printers and proofers.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /NoConversion
      /DestinationProfileName ()
      /DestinationProfileSelector /NA
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure true
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles true
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /NA
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /LeaveUntagged
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


