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CHANGES IN MEDICARE TAX ON HIGH-INCOME PEOPLE 
REPRESENT SOUND ADDITIONS TO HEALTH REFORM  

By Chuck Marr 
 

The President’s health reform plan would raise the Medicare tax rate for single filers with incomes 
over $200,000 and married filers with incomes over $250,000 — a provision that was included in the 
Senate-passed health bill — and also would extend this tax to the unearned income these affluent 
households receive such as income from capital gains, dividends, and royalties.  These proposals, 
which would help finance the expansion of health coverage to more than 30 million Americans, 
would affect only U.S. households at the very top of the income scale while improving tax equity 
and economic efficiency. 

 
These provisions would affect only the 2.6 percent of U.S. households with the highest incomes, 

according to the Urban Institute-Brookings Institution Tax Policy Center.1  The Medicare taxes that 
the other 97.4 percent of Americans pay would remain unchanged.  Among elderly households, only 
the top 2.2 percent would be touched, with the other 97.8 percent remaining unaffected. 

 
These proposals would mainly affect people with incomes exceeding $1 million a year.  The Tax 

Policy Center reports that 74 percent of the increase in Medicare tax contributions would come 
from people making over $1 million a year, and 91 percent would come from people with incomes 
over $500,000.  Among elderly households, 78 percent of the new tax contributions would come 
from those with incomes exceeding $1 million, while 93 percent would come from seniors with 
incomes over $500,000. 

 
The proposals also would improve both tax equity and economic efficiency.  Under current law, 

people with very high incomes generally pay a smaller share of their income in Medicare taxes than 
middle-class and low-income working families do because they derive much of their income from 
capital gains and dividends, which are now exempt from the Medicare tax.  The proposal would 
address this disparity. 

 

                                                 
1 Tax Policy Center, “President’s Proposal to Broaden the Medicare Hospital Insurance Tax Base: Distribution of 
Federal Tax Change by Cash Income Percentile, 2013,” March 1, 2010.  
http://www.taxpolicycenter.org/numbers/Content/PDF/T10-0084.pdf. 
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The broadening of the Medicare tax would also somewhat improve economic efficiency.  The 
current, very large difference between the overall tax rate applied to ordinary income and the much 
lower rate applied to capital gains encourages inefficient tax-sheltering activities; it creates large tax 
incentives for wealthy individuals to engage in financial engineering schemes to convert ordinary 
income into capital gains.  By modestly reducing the differential between the tax rates on ordinary 
income and the rates on capital gains, the proposal takes a step toward reducing these incentives for 
tax-shelter activity. 

 
How the Proposals Would Work 
 

Under the current Medicare tax, employees and employers each pay a flat 1.45 percent of a 
worker’s wage and salary income.  (Unlike Social Security payroll taxes, which are not imposed on 
earnings above a specified ceiling, Medicare taxes are collected on all of a worker’s earnings.)  
Although employers nominally pay half of the tax, most economists believe that employees 
ultimately pay the employer share as well — or 2.9 percent overall — as employers pass the tax 
through to employees in the form of lower wages.  (Self-employed workers pay the full 2.9 percent 
tax but are allowed to deduct half of this amount for income-tax purposes.) 
 

The President’s plan would leave the Medicare tax unchanged for the 97.4 percent of Americans 
with incomes below $200,000 for single filers and $250,000 for couples.  For those high-income 
households that have incomes above these thresholds, it would modify the tax in two ways. 

 
First, it adopts a provision of the Senate-passed health bill that would raise the employee share of 

the Medicare tax by 0.9 percentage points — from 1.45 percent to 2.35 percent — on the portion of 
these households’ earnings that exceeds the $250,000 threshold ($200,000 for unmarried filers).  
Earnings up to these thresholds would continue to be taxed at the current rate. 

 
Second, it would apply the current 2.9 percent rate to these households’ unearned income.  This tax 

would apply only to unearned income above the $250,000 threshold ($200,000 for unmarried filers).  
Thus, if a married couple had $150,000 in earned income and $150,000 in capital gains and 
dividends, it would pay the current tax rate on all of its earnings and would pay 2.9 percent of the 
last $50,000 of its unearned income.  The first $100,000 of its unearned income would continue to 
be exempt from the tax.   

 
In addition, all active income that people above $250,000 secure from operating a closely held 

business organized as an S corporation would continue to be exempt from the Medicare tax.2 
  
Proposals Would Support Fiscal Responsibility and Improve Economic Efficiency 
 

The provisions raising the amount of Medicare HI tax that high-income households pay will 
provide $184 billion in revenue over ten years, according to very preliminary estimates from the 
Joint Committee on Taxation.3  These revenues, along with various other revenues and substantial 
program savings, primarily in Medicare, enable the health reform legislation to reduce deficits 
modestly both over the next ten years and beyond. 
                                                 
2 Passive income received from S corporations would be treated like other unearned income. 

3 Joint Committee on Taxation, “Estimated Revenue Effects of Proposals Contained in Title IX of the President’s 
Proposed Health Package," February 24, 2010, http://taxprof.typepad.com/files/joint-tax.pdf. 
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In addition to helping ensure that the health reform legislation is fully paid for, broadening the 

base of the Medicare tax for high-income households (by extending it to unearned income) would 
be sound economically.  A major source of inefficiency in today’s tax code is that it taxes different 
types of income at sharply different rates.  The much lower tax rates applied to capital gains and 
dividend income than for earnings stand out in this respect.  As the Tax Policy Center has explained:   

 
Low tax rates on capital gains are an important part of many individual income tax shelters, 
which employ sophisticated financial techniques to convert ordinary income (such as wages and 
salaries) to capital gains.  For top-bracket taxpayers, tax sheltering can save 20 cents per dollar 
of income sheltered.  Tax sheltering is economically inefficient because the resources that go 
into designing and managing tax shelters could be used instead for productive purposes, and 
many tax shelter investments pay subpar returns, turning a profit only after considering the tax 
benefits.4 

 
The proposal to broaden the base of the Medicare tax would narrow the gap between the tax rates 

that high-income people face on ordinary income and the rates they face on capital gains — and 
would thereby modestly reduce incentives for economically unproductive tax sheltering.5 
 

Leaning Against the Trend of Increasing Income Inequality 
 

As is well known, incomes have surged in recent decades for households at the top of the income 
scale while stagnating for ordinary Americans.  High-income households also have benefited from 
very large tax cuts.   
 

 Between 1995 and 2007, the percentage of income that households with incomes over $1 
million paid in federal income taxes fell by nearly one-third, from 31.4 percent to 22.1 percent.6 

 
 Over the 1995-to-2007 period, the effective income tax rate of the 400 Americans with the 

highest incomes was cut nearly in half:  this group paid an average of 29.9 percent of its income in 
federal income taxes in 1995, as compared to 16.6 percent in 2007.  (To make it into the top 
400, a household needed an adjusted gross income of at least $139 million in 2007.) 7 

                                                 
4 Urban-Brookings Tax Policy Center, “Capital Gains and Dividends: What is the effect of a lower tax rate?”  January 30, 
2008, http://www.taxpolicycenter.org/briefing-book/key-elements/capital-gains/lower-rate.cfm. 

5 In a December, 2009 report entitled “Actions Needed to Address Noncompliance with S Corporation Tax Rules,” the 
Government Accountability Office found, building on work by the Joint Tax Committee and Treasury Inspector 
General for Tax Administration, that S corporations as a group under-report labor income and over-report distributions 
to shareholders and thereby avoid payroll taxes such as the Medicare tax.  The favorable treatment the new proposal 
would accord S corporations could increase the incentive for such under-reporting. 

6 Inflation and overall income growth are responsible for part of this decline, but inflation-adjusted estimates show a 
striking decrease in the effective tax rate for people with incomes over $1 million.  See Michael Parisi and Michael 
Strudler, “Selected Income and Tax Items from Inflation-Indexed Individual Tax Returns, 1990-2004,” IRS SOI Bulletin, 
Spring 2007. 

7 See Avi Feller and Chuck Marr, “Tax Rate for Richest 400 Taxpayers Plummeted in Recent Decades, Even as Their 
Pre-Tax Incomes Skyrocketed,” Center on Budget and Policy Priorities, February 23, 2010, 
http://www.cbpp.org/cms/index.cfm?fa=view&id=3090.  
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 This substantial reduction in 
tax burdens at the top end of 
the income scale occurred at the 
same time that before-tax income 
disparities were widening 
markedly.  In fact, during the 
most recent economic 
expansion (from the end of 
2001 to the end of 2007), two-
thirds of all of the income gain 
in the nation went to the 1 
percent of Americans with the 
highest incomes.8   
 

The new Medicare tax 
provisions would mitigate this 
somewhat by making payroll 
taxes a bit less regressive.  The 
Congressional Budget Office 
has found that the percentage of 
total income that a typical 
middle-class household pays in Medicare and Social Security taxes is nearly six times higher than the 
percentage of income that people in the top 1 percent of the population pay.9  The fact that the 
Medicare tax now applies to wages, salaries, and self-employment income but not to capital gains and 
dividend income is a key reason why wealthy Americans pay a substantially smaller share of their 
income in Medicare taxes than low- and middle-income people do.   

 
Capital gains and dividends account for only a tiny share of the income of low- and middle-

income families.  But they make up 22 percent of the income of people who make between 
$500,000 and $1 million and 61 percent of the income of people who make more than $10 million.10   

 
 A middle-class family whose income is derived entirely from wages currently faces the full 2.9 

percent Medicare tax.11    
 

                                                 
8 See Avi Feller and Chad Stone, “Top 1 Percent of Americans Reaped Two-Thirds of Income Gains in Last Economic 
Expansion,” Center on Budget and Policy Priorities, September 9, 2009, 
http://www.cbpp.org/cms/index.cfm?fa=view&id=2908.  

9 Congressional Budget Office, “Effective Federal Tax Rates for All Households, by Comprehensive Household Income 
Quintile, 1979-2006,” April 2009, http://www.cbo.gov/publications/collections/tax/2009/effective_rates.pdf.  
Although payroll taxes are somewhat regressive, Social Security and Medicare benefits — and the programs overall — 
are progressive. 

10 These figures are based on IRS Statistics of Income data for 2007, available at http://www.irs.gov/pub/irs-
soi/07in01ar.xls.   

11 This assumes that workers effectively pay both the employee and employer shares, as economists believe. 

FIGURE 1: 
Wealthiest Households Have Lower Effective Tax Rate 

Source: IRS Statistics of Income
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 But a couple making $10 million a year that receives 
61 percent of its income from capital gains and 
dividends (and the rest from salaries) pays only 1.1 
percent of its income in Medicare tax.  
 

 Under the President’s proposal, this multi-
millionaire couple would pay 3.2 percent of its 
income in Medicare tax.  (The rate would be lower 
than 3.2 percent if part of the couple’s $10 million 
income consisted of active Subchapter S 
corporation income.) 

 
The President’s proposal would largely eliminate the 

disparity in effective Medicare tax rates. 
 
These proposals relating to the Medicare tax also 

would be extremely well targeted.  As noted, only the 2.6 
percent of households with the highest incomes would 
be affected at all.  And, largely because capital gains, 
dividends, and other unearned income are so heavily 
concentrated at the very top of the income scale, 
households with incomes of more than $1 million, who often now pay only tiny percentages of their 
income in the Medicare tax, would provide 74 percent of the new revenues from these proposals. 

 
This effect is even greater among seniors.  Only 2.2 percent of them would face any increase in 

taxes.  And those with annual incomes exceeding $1 million would be responsible for 78 percent of 
the new taxes that seniors would pay. 
 
Proposal Would Help Shore Up Medicare’s Finances 
 

The President’s proposal also would improve Medicare’s finances by increasing the revenues 
dedicated to the Medicare program.  As under the Senate-passed health reform bill, the revenues 
from the additional tax on earned income would be credited to the Medicare Hospital Insurance 
(HI) trust fund.  The combination of the health reform package’s substantial Medicare savings from 
making the program more efficient and this tax measure would extend the solvency of the HI trust 
fund by at least ten years, from 2017 to 2027.12   

                                                 
12 The Office of the Actuary at the Centers for Medicare & Medicaid Services has estimated that the Senate-passed 
health reform bill would extend the solvency of the HI trust fund by ten years.  The President’s health reform proposal 
has slightly larger Medicare savings than the Senate bill does because it reduces overpayments to private insurance 
companies participating in the Medicare Advantage program somewhat more.  As a result, it likely extends solvency for a 
little more than ten years.  Richard Foster, “Estimated Financial Effects of the ‘Patient Protection and Affordable Care 
Act’ as Passed by the Senate on December 24, 2009,” Office of the Actuary, Centers for Medicare & Medicaid Services, 
January 8, 2010. 

The revenues from applying the Medicare tax to a portion of the unearned income that high-income households receive 
would be used to reduce the amount of general tax revenues needed to fund Medicare Part B (the part that covers 
physician and other outpatient services).  These revenues would be used to reduce the strain that Medicare Part B places 
on the rest of the budget rather than to further extend the solvency of the Medicare Hospital Insurance trust fund. 

FIGURE 2: 

President's Proposal Would 
Make Medicare Tax Much Less 

Regressive 

*Receives 61 percent of its income from capital gains 
and dividends. 

Source: CBPP calculations. 


