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Medicare faces significant short-term and longer-term financing challenges. Over the 

decade 2025 to 2034, the program’s Hospital Insurance (HI) spending is projected to 

exceed revenues by a cumulative amount of $369 billion (Medicare Trustees 2025). 

Reserves in the HI trust fund, which amount to about 52 percent of this year’s projected 

spending, will cover annual deficits until it is depleted, which is projected to happen in 

2033 according to the Medicare trustees. At that point, without legislative action, 

Medicare would not be able to make full and timely payments to providers of hospital 

care. Incoming HI revenues would only cover about 89 percent of projected spending.  

Yet near-term HI financing is only part of the problem. Medicare also pays for physician services 

and prescription drugs. Longer term, total Medicare spending net of offsetting receipts (i.e., beneficiary 

premiums and state contributions) is projected to increase from 3.1 percent of GDP (or 18 percent of 

federal revenues) in 2025 to 4.8 percent of GDP (25 percent of federal revenues) in 2045 (CBO 2025).  

Addressing both short- and long-term financial pressures on Medicare will likely require a 

combination of reduced spending and increased revenues. To help inform revenue options policymakers 

may consider, this brief reviews the evolution of the HI tax on earnings, Medicare’s largest dedicated 

funding source, and the Net Investment Income Tax (NIIT), which is viewed by some as partially 

extending Medicare taxes to capital income, though it does not fund the program under current law. We 

use the Tax Policy Center microsimulation model to compare the size and distribution of income 

sources subject to HI taxes or NIIT with those that are not. We identify two potential gaps in the HI 
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tax/NIIT base and use the microsimulation model to analyze the revenue and distributional impacts of 

extending taxes to those income streams. See the appendix for information on the Tax Policy Center 

microsimulation model. 

The key findings from our analysis are as follows: 

◼ Medicare HI relies heavily on taxes tied to earnings, and the NIIT covers selected investment 

income, yet only about 60 percent of total income is subject to the HI tax or NIIT under current 

law. Significant categories of compensation and business income remain untaxed. 

◼ Employer-provided health and retirement benefits represent a large gap in the Medicare tax 

base. Nearly $2.8 trillion in employer contributions to health insurance, pensions, and payroll 

taxes are excluded from HI taxes despite being forms of compensation similar to wages. 

◼ Roughly $1 trillion in certain active pass-through income is not subject to HI taxes or the NIIT, 

even though similar income is covered by self-employment taxes. 

◼ The distribution of untaxed income varies sharply by source. Untaxed employer benefits are 

spread broadly across the income distribution. Untaxed active pass-through income is highly 

concentrated among top-income households, especially within the top 1 percent. 

◼ Extending HI taxes to employer-provided benefits could raise as much as $600 billion over 10 

years and affects middle-income households the most, as they currently receive the largest 

share of untaxed benefits. Expansion along these lines would improve horizontal equity (the 

concept that people of equal well-being should have the same tax burden) but may reduce 

take-up of generous health plans and dampen retirement saving incentives. 

◼ Extending the NIIT or self-employment taxes to certain active pass-through business income 

could raise as much as $330 billion and $540 billion over 10 years, similar in magnitude to 

Medicare Part A’s near-term but not long-term financing gap. The burden would fall 

overwhelmingly on high-income households, increasing overall tax progressivity and reducing 

incentives for tax-motivated business organizational choices. 

Both types of base-broadening significantly increase revenues, but they differ markedly in 

distributional effects, economic incentives, and administrative considerations. Policymakers’ choices 

will involve trade-offs between fairness, efficiency, and potential impacts on compensation practices, 

business organization incentives, and labor supply. This study does not address the balance between tax 

increases and benefit reductions, nor whether any tax increases should be dedicated to the HI trust 

fund.  

Background 

In 2026, Medicare will provide health insurance coverage to more than 69 million Americans. It is 

funded mainly by a combination of dedicated payroll taxes; general revenues from income taxes, 

borrowing, and other sources; and beneficiary premiums.  
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The Hospital Insurance (HI) tax on wages and self-employment income is Medicare’s largest 

dedicated funding stream. Revenues flow into the HI trust fund financing Medicare Part A, which 

primarily covers hospital care.  

Medicare Part B (largely physician services) and Part D (prescription drugs) are funded primarily by 

general federal tax revenues (which finance 75 percent of both) and secondarily by beneficiary 

premiums and state contributions. Premiums cover the remaining 25 percent for Part B. For Part D, 

about 13 percent is funded by premiums and 12 percent is funded by state contributions (Cubanski 

2025). 

The HI tax is levied on earnings at a rate of 2.9 percent, split evenly between employers and 

employees. The self-employed pay both portions of the tax through Self-Employed Contributions Act 

(SECA) taxes. Unlike the Social Security payroll tax, there is no upper limit to the earnings subject to the 

HI tax. Single households earning more than $200,000 and married households earning more than 

$250,000 pay the Additional Medicare Tax, an additional 0.9 percent HI tax on earnings over those 

thresholds.1 Along with a portion of income tax on Social Security benefits, the HI tax is deposited in the 

trust fund, which pays for the portion of Medicare that provides hospital and institutional services. HI 

tax receipts are projected to be $395 billion in 2025 (Medicare Trustees 2025). 

The NIIT, enacted as part of the Affordable Care Act (ACA), is a 3.8 percent tax on interest, 

dividends, capital gains, rents, royalties, and passive business income2 of taxpayers with incomes 

exceeding $200,000 for single filers and $250,000 for married filers. Some view the NIIT, which has the 

same combined rate as the HI tax, as partially extending Medicare taxes to capital income, though it is 

not a dedicated source of funding under current law. Although intended to fund Medicare, because of 

procedural issues related to the congressional reconciliation process, the ACA did not dedicate NIIT 

revenue toward the HI trust fund (Van de Water 2020). Some note that dedicating NIIT revenues to the 

HI trust fund would be double-counting, as it also funds the ACA.3 NIIT tax receipts are projected to be 

$49.4 billion in 2025.4  

The Medicare tax treatment of business income depends on the type of organization and form of 

payment to owners. Some businesses, called C corporations, pay corporate income taxes, and some, 

called pass-through businesses, are taxed solely at the individual owner level.5 Owners of C 

corporations pay HI taxes on wages from their businesses and may pay NIIT on dividends and capital 

gains from the sale of stock.  

Owners of pass-through businesses pay HI tax on their wages, self-employment income, and certain 

other forms of guaranteed payments. Pass-through owners are potentially subject to the NIIT 

depending on whether their business income is considered “active” (meaning the owner materially 

participates in the business) or “passive” (if they don’t). Passive pass-through business income generally 

is subject to the NIIT but not to self-employment taxes. Since active pass-through income is not covered 

by the NIIT and only some kinds are covered by self-employment taxes, portions of active pass-through 

business income are subject to neither HI taxes nor the NIIT.6 



 W H O  P A Y S  M E D I C A R E - R E L A T E D  T A X E S  A N D  P O T E N T I A L  R E V E N U E  R E F O R M S   4   

 

Evolution of Medicare-Related Tax Base (HI/NIIT base) 

The HI tax was enacted by the Social Security Amendments of 1965 and was first collected in 1966. The 

rationale was modeled after Social Security. Workers and their employers would each contribute to the 

Medicare system to pay for benefits in retirement. The initial combined employer-employee rate of 0.7 

percent was applied to the first $6,600 of earnings, the same earnings base as Social Security.7  

Congress periodically increased the rate, reaching the current combined rate of 2.9 percent in 

1986. The ACA added a 0.9 percent Additional Medicare Tax on earnings above certain thresholds 

starting in 2013, increasing the total HI rate on those earnings to 3.8 percent.  

Congress also periodically increased maximum taxable earnings for Social Security and Medicare 

taxes and then enacted automatic wage indexing of the earnings limit starting in 1975. From 1966 to 

1990, maximum taxable earnings for Medicare were the same as for Social Security. In 1991, Congress 

substantially increased the maximum taxable earnings for the HI tax, then applied the HI tax to all 

earnings without limit starting in 1994.8  

The ACA created the NIIT, extending an HI-like tax to many kinds of investment income for high-

income taxpayers starting in 2013. Although the HI tax was intended as a tax on workers, it always 

taxed capital to some degree by covering self-employment earnings, including the labor income of 

business owners and returns to their investments. According to one estimate, over 40 percent of self-

employment income derives from capital (CBO 2012). 

Because of rate increases and base expansions, HI revenues increased steadily relative to the size of 

the economy from 0.2 percent of GDP in 1966 to 1.3 percent of GDP in 1994 (figure 1). Since that time, 

growth in HI revenue has ebbed, and HI revenues remain at about 1.3 percent of GDP. NIIT revenues 

were 0.10 percent of GDP in 2013 and have grown in recent years to 0.16 percent of GDP. The NIIT will 

likely grow over time as a percentage of GDP, as its income thresholds are not indexed for inflation.9 
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FIGURE 1 

Historical and Projected HI Taxes and NIIT as a Percent of GDP  

 
URBAN INSTITUTE  

Source: “Trustees Report & Trust Funds: 2025 Expanded and Supplementary Tables and Figures,” CMS.gov, accessed January 23, 

2026, https://www.cms.gov/data-research/statistics-trends-and-reports/trustees-report-trust-funds; Internal Revenue Service 

Statistics of Income, “Soi Tax Stats - Individual Statistical Tables by Size of Adjusted Gross Income,” published as: “Individual 

Complete Report (Publication 1304), Table 3.3, Years 2014–22,” accessed January 29, 2026, https://www.irs.gov/statistics/soi-

tax-stats-individual-statistical-tables-by-size-of-adjusted-gross-income; Supplemental tables from “The Budget and Economic 

Outlook: 2025 to 2035,” CBO, January 17, 2025, www.cbo.gov/publication/60870; “Key Budget and Economic Data,” CBO, 

accessed January 23, 2026, https://www.cbo.gov/data/budget-economic-data#3; and “National Income and Product Accounts, 

Table 1.1.5,” Bureau of Economic Analysis, accessed January 23, 2026, https://apps.bea.gov/iTable/.  

Notes: HI = Hospital Insurance; NIIT = Net Investment Income Tax; GDP = gross domestic product. 

Medicare-Related Tax Treatment of Various Sources of 

Income 

Total household income in the US was $24.6 trillion in 2025, of which 58 percent was subject to HI taxes 

or NIIT (figure 2 and table 1). The HI tax covered 43 percent of income at the 2.9 percent rate and about 

10 percent of income at the 3.8 percent rate. The NIIT covered about 5 percent of total income at a rate 

of 3.8 percent.  
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FIGURE 2  

Income of US Households by Medicare-Related Tax Treatment, 2025 

Billions of dollars 

 
URBAN INSTITUTE  

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0325-4).  

Notes: HI = Hospital Insurance; NIIT = Net Investment Income Tax. The order of inclusion affects the amount of each income item 

taxed at 2.9 and 3.8 percent. The stacking order for HI taxes is wages and then self-employment income. The stacking order for 

NIIT is investment income and then passive pass-through income. 

a. Wages and employer contributions for health insurance, pensions, and payroll taxes.  

b. Social Security, pensions, and retiree health insurance. 

c. Includes interest, dividends, capital gains, rent, royalties, and returns to investment inside retirement accounts and defined 

benefit pension plans.  

d. Sole proprietor, farm, partnership, and S corporation income.  

e. Unemployment compensation, Supplemental Security Income, Temporary Assistance for Needy Families, Supplemental 

Nutrition Assistance Program, workers' compensation, energy assistance, and veterans’ benefits.  

f. The largest component is the corporate income tax burden, which is assumed to reduce capital income and wages.
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TABLE 1  

Income of US Households by Medicare-Related Tax Treatment, 2025 
Billions of dollars  

 Labor Income Capital Income 

Partly Labor 
Income, Partly 
Capital Income Transfer and Other Income   

Tax 
Treatment 

Compensation 
of Current 
Workersa 

Retirement 
Incomeb 

Investment 
Incomec 

Pass-Through 
Business 
Incomed 

Transfer 
Incomee Other Incomef Total Incomeg 

 Dollars Share Dollars Share Dollars Share Dollars Share Dollars Share Dollars Share Dollars Share 
Not taxed by 
HI tax or NIIT 

 2,795   19.1   3,562   100.0   2,047   62.6   983   45.2   485   100.0   505   100.0   10,378   42.1  

2.9 percent 
HI tax 

 9,951   68.0   -   -    -    -   628   28.9   -   -   -   -   10,578   43.0  

3.8 percent 
HI tax 

 1,882   12.9   -   -    -    -   498   22.9   -   -   -   -   2,380    9.7  

3.8 percent 
NIIT 

 -   -   -   -   1,222   37.4    66    3.0   -   -   -   -   1,288    5.2  

All  14,628   100.0   3,562   100.0   3,269   100.0   2,174   100.0   485   100.0   505   100.0   24,624   100.0  

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0325-4).  

Notes: HI = Hospital Insurance; NIIT = Net Investment Income Tax. The order of inclusion affects the amount of each income item taxed at 2.9 and 3.8 percent. The stacking order 

for HI taxes is wages and then self-employment income. The stacking order for NIIT is investment income and then passive pass-through income. 

a. Wages and employer contributions for health insurance, pensions, and payroll taxes.  

b. Social Security, pensions, and retiree health insurance. 

c. Includes interest, dividends, capital gains, rent, royalties, and returns to investment inside retirement accounts and defined benefit pension plans.  

d. Sole proprietor, farm, partnership, and S corporation income.  

e. Unemployment compensation, Supplemental Security Income, Temporary Assistance for Needy Families, Supplemental Nutrition Assistance Program, workers' compensation, 

energy assistance, and veterans benefits.  

f. The largest component of other income is the corporate income tax burden, which is assumed to reduce capital income and wages. 

g. Equals expanded cash income, the comprehensive measure TPC uses to classify income and calculate tax ra tes. 
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Labor income of current and former employees was an estimated $18.2 trillion in 2025, comprising 

about three-quarters of all income. This figure includes $14.6 trillion in compensation of current 

employees and $3.6 trillion in retirement income of former employees, including Social Security 

benefits and pension income (money that constitutes deferred labor income).  

Over 80 percent of current compensation is subject to HI taxes, with 68 percent taxed at 2.9 

percent and 13 percent taxed at 3.8 percent (figure 3). The nearly 20 percent of compensation not 

covered by Medicare taxes includes employer contributions to health insurance, pensions, and payroll 

taxes. These forms of compensation total about $2.8 trillion and could be included in the HI tax base due 

to their similarity to wages. 10 11 

Investment income, such as interest, dividends, and capital gains, was $3.3 trillion in 2025, 

comprising 13 percent of all income (table 1).12 About 37 percent of investment income is subject to the 

NIIT. The uncovered portion includes investment income of households with adjusted gross incomes 

below the NIIT thresholds (250,000 for joint filers and 200,000 for single filers), investment income 

offset by deductions allowed under the NIIT, and investment income inside retirement accounts. 

FIGURE 3 

Components of Compensation by Medicare-Related Tax Treatment, 2025 

Billions of dollars 

 
URBAN INSTITUTE  

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0325-4).  

Notes: HI = Hospital Insurance; NIIT = Net Investment Income Tax. The order of inclusion affects the amount of each income item 

taxed at 2.9 and 3.8 percent. The stacking order for HI taxes is wages and then self-employment income. The stacking order for 

NIIT is investment income and then passive pass-through income. 

a. Wages before reduction for elective DC pension contributions, i.e., Medicare Wages. 

b. Includes contributions for defined contribution pensions (such as 401[k]s) and contributions for defined benefit pensions, e.g., 

traditional pension based on earnings history and years of service.  

 $-  $2,000  $4,000  $6,000  $8,000  $10,000  $12,000  $14,000

Employer contributions for payroll taxes

Employer contributions for pensions

Employer contributions for health insurance

Wages

Not taxed by HI tax or NIIT 2.9 percent HI tax 3.8 percent HI tax

a

b



 W H O  P A Y S  M E D I C A R E - R E L A T E D  T A X E S  A N D  P O T E N T I A L  R E V E N U E  R E F O R M S   9   

 

Pass-through business income, which is partly labor and partly capital income, was $2.1 trillion in 

2025, comprising 9 percent of all income. Twenty-nine percent of this income is subject to the 2.9 

percent HI tax, 23 percent to the 3.8 percent HI tax, and 3 percent to the NIIT (figure 4). Almost $1 

trillion is subject to neither HI tax nor NIIT, nearly all of which is active income (table 2). This income in 

many ways resembles self-employment income, which is covered by HI taxes, since owners with both 

types of income are active participants in running their businesses. The similarity to self-employment 

income makes this income another candidate for addition to HI/NIIT base. 

FIGURE 4  

Components of Pass-Through Business Income by Medicare-Related Tax Treatment, 
2025 

Billions of dollars 

 
URBAN INSTITUTE  

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0325-4).  

Notes: HI = Hospital Insurance; NIIT = Net Investment Income Tax. The order of inclusion affects the amount of each income item 

taxed at 2.9 and 3.8 percent. The stacking order for HI taxes is wages and then self-employment income. The stacking order for 

NIIT is investment income and then passive pass-through income. 

a. Passive partnership and passive S corporation income. 

b. Certain active income for limited partners and S corporation owners.  

c. Includes sole proprietor income, farm income, active partnership income for general partners, and active partnership income for  

labor services for limited partners. 
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TABLE 2  

Components of Compensation and Pass-Through Business Income by Medicare-Related Tax Treatment, 2025 

Billions of dollars 

 Compensation of Current Workers Pass-Through Business Income 

Tax 
treatment Wagesa 

Employer ESI 
contributionsb  

Employer 
pension 

contributionsc  

Employer 
payroll tax 

contributions  Total 

Passive 
pass-

through 
incomed 

Active 
pass-

through 
income 

excluded 
from 
SECA 
taxese 

SECA 
incomef Total 

 Dollars  Dollars Share Dollars Dollars Share 

Not taxed 
by HI tax or 
NIIT 

 -   1,401   639   756   2,795   19.1   38   945   -   983   45.2  

2.9 percent 
HI tax 

 9,951   -   -   -   9,951   68.0   -   -   628   628   28.9  

3.8 percent 
HI tax 

 1,882   -   -   -   1,882   12.9   -   -   498   498   22.9  

3.8 percent 
NIIT 

 -   -   -   -   -   -   66   -   -   66   3.0  

All  11,832   1,401   639   756   14,628   100.0   104   945   1,125   2,174   100.0  

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0325-4).  

Notes: HI = Hospital Insurance; NIIT = Net Investment Income Tax; ESI = employer-sponsored insurance; SECA = Self-Employed Contributions Act. The order of inclusion affects 

the amount of each income item taxed at 2.9 and 3.8 percent. The stacking order for HI taxes is wages and then self-employment income. The stacking order for NIIT is investment 

income and then passive pass-through income. 

a. Wages before reduction for elective DC pension contributions, i.e., Medicare Wages. 

b. Includes employer contributions for health insurance and tax-excluded employee contributions through cafeteria plans. 

c. Includes contributions for defined contribution pensions (such as 401[k]s) and contributions for defined benefit pensions, e.g., traditional pension based on earnings history and 

years of service.  

d. Passive partnership and passive S corporation income. 

e. Certain active income for limited partners and S corporation owners.  

f. Includes sole proprietor income, farm income, active partnership income for general partners, and active partnership income for labor services for limited partners. 
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Prevalence of Various Sources of Income 

About 70 percent of tax units13 have compensation, and about the same share have investment income 

(figure 5). About 40 percent have retirement income, 25 percent have transfer14 income, and 12.5 

percent have pass-through business income.15 Over 75 percent of tax units have some income included 

in the HI or NIIT bases (table 3). 

Of the two income sources identified above for possible HI/NIIT expansion, employer-provided 

benefits are far more prevalent than pass-through business income. About 40 percent of tax units have 

untaxed health benefits, and 36 percent have untaxed pension contributions (table 4).16 But only 2 

percent of tax units have active pass-through business income subject to neither HI taxes nor NIIT. The 

presence of this income increases substantially at high income levels. Almost 36 percent of tax units in 

the top 1 percent of income have active pass-through business income not subject to HI or NIIT taxes 

(figure 6). 

FIGURE 5  

Percent of Tax Units with Various Sources of Income, 2025 

 
URBAN INSTITUTE  

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0325-4).  

Notes: a. Wages and employer contributions for health insurance, pensions, and payroll taxes.  

b. Social Security, pensions, and retiree health insurance. 

c. Includes interest, dividends, capital gains, rent, royalties, and returns to investment inside retirement accounts and defined 

benefit pension plans.  

d. Self-employment income, partnership income, and S Corporation income. 

e. Unemployment compensation, Supplemental Security Income, Temporary Assistance for Needy Families, Supplemental 

Nutrition Assistance Program, workers' compensation, energy assistance, and veterans' benefits.  
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TABLE 3  

Percent of Tax Units with Various Sources of Income, by Income Quintile, 2025 

Expanded cash 
income 

percentilea 

Compensation 
of current 
workersb 

Retirement 
incomec 

Investment 
incomed 

Pass-through 
business 
incomee 

Transfer 
incomef Other incomeg 

Some income 
subject to HI 

tax or NIIT 

Percent of units 

Lowest quintile 54.0 35.6 36.6 9.0 35.5 86.5 60.3 
Second quintile 66.6 40.7 64.4 9.0 29.1 95.5 71.7 
Middle quintile 74.5 41.9 80.9 9.3 21.6 94.9 77.8 
Fourth quintile 82.5 43.0 89.1 13.6 16.8 93.4 85.2 
Top quintile 88.0 35.9 95.4 27.6 11.1 91.9 95.1 
All 70.3 39.5 68.9 12.5 24.7 91.6 75.2 

Addendum        
80–90 87.3 37.7 93.3 19.8 12.2 92.3 91.8 
90–95 89.8 34.1 97.0 26.1 10.4 91.1 97.9 
95–99 88.5 33.7 98.1 41.3 9.4 92.1 99.3 
Top 1 percent 83.5 33.7 99.2 65.8 9.9 91.9 99.8 
Top 0.1 percent 80.4 37.6 99.6 73.2 9.5 88.5 99.9 

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0325-4).  

Notes: HI = Hospital Insurance; NIIT = Net Investment Income Tax.  

a. Tax units with negative adjusted gross income are excluded from their respective income class but are included in the totals.  The income percentile classes used in this table are 

based on the income distribution for the entire population and contain an equal number of people, not tax units. The breaks are (in 2025 dollars): 20 percent: $34,000; 40 percent: 

$65,800; 60 percent: $117,100; 80 percent: $213,000; 90 percent: $312,000; 95 percent: $453,100; 99 percent: $1,125,700; 99.9 percent: $5,225,500. 

b. Wages and employer contributions for health insurance, pensions, and payroll taxes.  

c. Social Security, pensions, and retiree health insurance. 

d. Includes interest, dividends, capital gains, rent, royalties, and returns to investment inside retirement accounts and defined benefit pension plans.  

e. Self-employment income, partnership income, and S Corporation income. 

f. Unemployment compensation, Supplemental Security Income, Temporary Assistance for Needy Families, Supplemental Nutrition Assistance Program, workers' compensation, 

energy assistance, and veterans' benefits.  

g. The largest component is the corporate income tax burden, which is assumed to reduce capital income and wages.
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FIGURE 6  

Percent of Tax Units with Income Sources Not Subject to HI Tax or NIIT, by Income 
Quintile, 2025  

 

URBAN INSTITUTE  

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0325-4).  

Notes: HI = Hospital Insurance; NIIT = Net Investment Income Tax.  

a. Includes contributions for defined contribution pensions, such as 401(k)s, and contributions for defined benefit pensions, e.g., 

traditional pensions based on earnings history and years of service.  

b. Certain active income for limited partners and S corporation owners.
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TABLE 4 

Percent of Tax Units with Compensation and Pass-Through Business Income by Income Quintile, 2025  

 Compensation of Current Workers Pass-Through Business Income Addendum 

Expanded cash 
income 

percentile a 
Wages/any 

compensationb 

Employer 
contributions 

for health 
insurance 

Employer 
contributions 
for pensionsc 

Passive 
pass-

through 
business 
incomed 

Active pass-
through 
income 

excluded 
from self-

employment 
taxese 

Self-
employment 

incomef 

Any pass-
through 
business 
income 

Some 
income 

subject to 
HI tax or 

NIIT 
Percent of units  

Lowest quintile 54.0 10.9 10.8 0.1 0.2 8.7 9.0 60.3 

Second quintile 66.6 28.4 26.5 0.3 0.5 8.4 9.0 71.7 

Middle quintile 74.5 50.6 43.5 0.6 1.0 8.2 9.3 77.8 

Fourth quintile 82.5 62.9 57.2 1.5 2.1 11.1 13.6 85.2 

Top quintile 87.8 71.1 69.4 5.3 9.7 18.9 27.6 95.1 

All 70.2 39.8 36.7 1.2 2.1 10.4 12.5 75.2 

Addendum         
80–90 87.2 70.4 67.5 2.4 5.0 15.0 19.8 91.8 

90–95 89.6 73.7 74.1 4.3 8.6 17.5 26.1 97.9 

95–99 88.3 71.2 70.1 10.3 17.4 25.8 41.3 99.3 

Top 1 percent 81.7 63.4 62.0 23.1 35.6 40.9 65.8 99.8 

Top 0.1 percent 77.9 57.2 57.8 30.6 41.6 43.9 73.2 99.9 

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0325-4).  

Notes: HI = Hospital Insurance; NIIT = Net Investment Income Tax.  

a. Tax units with negative adjusted gross income are excluded from their respective income class but are included in the totals.  The income percentile classes used in this table are 

based on the income distribution for the entire population and contain an equal number of people, not tax units. The breaks are (in 2025 dollars): 20 percent: $34,000; 40 percent: 

$65,800; 60 percent: $117,100; 80 percent: $213,000; 90 percent: $312,000; 95 percent: $453,100; 99 percent: $1,125,700; 99.9 percent: $5,225,500.  

b. All tax units with compensation for current workers have wages and employer contributions for payroll taxes.  

c. Includes contributions for defined contribution pensions, such as 401(k)s, and contributions for defined benefit pensions, e.g., traditional pension based on earnings history and 

years of service.  

d. Passive partnership and passive S corporation income. 

e. Certain active income for limited partners and S corporation owners.  

f. Includes sole proprietor income, farm income, active partnership income for general partners, and active partnership income for labor services for limited partners. 
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Distribution of Various Income Sources 

Compensation, retirement income, and transfer income are distributed more evenly than investment 

income and pass-through business income. The top income quintile receives nearly 75 percent of 

investment income and over 80 percent of pass-through business income compared with 50 percent of 

compensation, 25 percent of retirement income, and 11 percent of transfer income (table 5 and figure 

7).  

HI-excluded pass-through business income is far more concentrated at the highest income levels 

than HI-excluded benefits. Tax units in the top 1 percent of income account for 65 percent of active 

pass-through income not subject to Medicare taxes, compared with 1.5 percent of health benefits and 7 

percent of pension contributions (table 6 and figure 8). In contrast, the middle three income quintiles 

receive 60 percent of health benefits and 40 percent of pension contributions, but only 1 percent of 

Medicare tax-excluded pass-through business income. 

FIGURE 7  

Distribution of Selected Income Sources, 2025 

 
URBAN INSTITUTE  

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0325-4).  

Notes: a. Wages and employer contributions for health insurance, pensions, and payroll taxes.  

b. Social Security, pensions, and retiree health insurance. 

c. Includes interest, dividends, capital gains, rent, royalties, and returns to investment inside retirement accounts and defined 

benefit pension plans. 

d. Self-employment income, partnership income, and S Corporation income. 

e. Unemployment compensation, Supplemental Security Income, Temporary Assistance for Needy Families, Supplemental 

Nutrition Assistance Program, workers' compensation, energy assistance, and veterans’ benefits. 
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TABLE 5 

Distribution of Income Sources, 2025 
Share of income by quintile 

   Addendum 

Expanded cash 
income percentile a 

Compensation of 
current workersb 

Retirement 
incomec 

Investment 
incomed 

Pass-through 
business 
incomee 

Transfer 
incomef 

Other 
incomeg 

Total 
incomeh 

Income 
subject to HI 

tax or NIIT 

Percent of units  

Lowest quintile 3.3 8.9 1.6 2.5 21.0 -9.4 3.9 3.2 

Second quintile 8.0 16.1 3.2 3.7 24.4 4.7 8.4 7.1 

Middle quintile 15.1 23.6 6.9 4.2 23.8 8.2 14.3 12.6 

Fourth quintile 23.2 25.3 12.4 6.6 18.0 16.3 20.3 19.2 

Top quintile 50.2 25.0 74.4 82.1 11.4 108.7 53.0 57.5 

All 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 

Addendum         
80–90 16.6 11.6 10.5 6.9 6.2 15.5 14.0 14.3 

90–95 11.5 6.2 9.4 6.6 2.9 12.1 9.8 10.5 

95–99 13.4 4.9 16.1 20.2 1.9 24.1 13.1 14.9 

Top 1 percent 8.7 2.4 38.4 48.4 0.4 57.1 16.1 17.8 

Top 0.1 percent 2.6 0.6 24.4 21.6 0.0 26.2 7.3 8.0 

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0325-4).  

Notes: HI = Hospital Insurance; NIIT = Net Investment Income Tax.  

a. Tax units with negative adjusted gross income are excluded from their respective income class but are included in the totals.  The income percentile classes used in this table are 

based on the income distribution for the entire population and contain an equal number of people, not tax units. The breaks are (in 2025 dollars): 20 percent: $34,000; 40 percent: 

$65,800; 60 percent: $117,100; 80 percent: $213,000; 90 percent: $312,000; 95 percent: $453,100; 99 percent: $1,125,700; 99.9 percent: $5,225,500.  

b. Wages and employer contributions for health insurance, pensions, and payroll taxes.  

c. Social Security, pensions, and retiree health insurance. 

d. Includes interest, dividends, capital gains, rent, royalties, and returns to investment inside retirement accounts and defined benefit pension plans.  

e. Self-employment income, partnership income, and S Corporation income. 

f. Unemployment compensation, Supplemental Security Income, Temporary Assistance for Needy Families, Supplemental Nutrition Assistance Program, workers' compensation, 

energy assistance, and veterans benefits.  

g. The largest component is the corporate income tax burden, which is assumed to reduce capital income and wages. 

h. Equals expanded cash income, the comprehensive measure TPC uses to classify income and calculate tax rates. 
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TABLE 6  

Distribution of Compensation and Pass-Through Business Income, 2025  
Share of income by quintile 

 Compensation of Current Workers Pass-Through Business Income  Addendum 

Expanded 
cash income 
percentilea Wagesb 

Employer 
contributions 

for health 
insurance 

Employer 
contributions 
for pensionsc 

Employer 
contributions 

for payroll 
taxes Total 

Passive 
pass-

through 
business 
incomed 

Active pass-
through 
income 

excluded 
from self-

employment 
taxese 

Self-
employment 

incomef Total 

Income 
subject 

to HI 
tax or 
NIIT 

All 
incomeg 

 Percent of units   
Lowest 
quintile 

3.4 3.6 0.9 3.9 3.3 -5.6 0.2 5.2 2.5 3.2 3.9 

Second 
quintile 

7.9 9.4 4.2 9.2 8.0 1.4 0.4 6.7 3.7 7.1 8.4 

Middle 
quintile 

14.5 20.8 12.0 16.7 15.1 1.8 1.0 7.0 4.2 12.6 14.3 

Fourth 
quintile 

22.2 30.1 23.3 25.4 23.2 5.0 2.6 10.2 6.6 19.2 20.3 

Top quintile 51.8 36.0 59.5 44.5 50.2 99.1 94.8 69.9 82.1 57.5 53.0 
All 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 

Addendum      4.8 4.6 9.1 6.9 14.3 14.0 
80–90 16.2 17.5 20.3 18.1 16.6 6.8 4.8 8.1 6.6 10.5 9.8 
90–95 11.4 9.6 16.1 11.6 11.5 26.2 20.5 19.5 20.2 14.9 13.1 
95–99 14.1 7.3 16.3 10.8 13.4 61.4 64.9 33.3 48.4 17.8 16.1 

Top 1 
percent 

10.0 1.5 6.7 4.0 8.7 23.7 34.4 10.7 21.6 8.0 7.3 

Top 0.1 
percent 

3.1 0.1 0.9 0.9 2.6 4.8 4.6 9.1 6.9 14.3 14.0 

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0325-4).  

Notes: HI = Hospital Insurance; NIIT = Net Investment Income Tax.  

a. Tax units with negative adjusted gross income are excluded from their respective income class but are included in the totals.  The income percentile classes used in this table are 

based on the income distribution for the entire population and contain an equal number of people, not tax units. The breaks are (in 2025 dollars): 20 percent: $34,000; 40 percent: 

$65,800; 60 percent: $117,100; 80 percent: $213,000; 90 percent: $312,000; 95 percent: $453,100; 99 percent: $1,125,700; 99.9 percent: $5,225,500.  

b. Wages before reduction for elective DC pension contributions, i.e., Medicare Wages.  
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Share of income by decile 

c. Includes contributions for defined contribution pensions, such as 401(k)s, and contributions for defined benefit pensions, e.g., traditional pension based on earnings history and 

years of service.  

d. Passive partnership and passive S corporation income. 

e. Certain active income for limited partners and S corporation owners.  

f. Includes sole proprietor income, farm income, active partnership income for general partners, and active partnership income f or labor services for limited partners. 

g. Equals expanded cash income, the comprehensive measure TPC uses to classify income and calculate tax rates.  

FIGURE 8 

Distribution of Income Sources Not Subject to HI Tax or NIIT, by Income Quintile, 2025  

 
 

URBAN INSTITUTE  

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0325-4).  

Notes: HI = Hospital Insurance; NIIT = Net Investment Income Tax.  

a. Includes contributions for defined contribution pensions, such as 401(k)s, and contributions for defined benefit pensions, e.g., 

traditional pension based on earnings history and years of service.  

b. Certain active income for limited partners and S corporation owners. 
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Analysis of Options for Expanding the HI/NIIT Base 

Two sources of income that might be added to the HI/NIIT base are employer-provided benefits and 

certain active pass-through business income. Inclusion of either would raise substantial revenues, and 

there are efficiency arguments for including both in the base.  

Add Employer-Sponsored Health Benefits and Employer Contributions to DC Pensions to the HI 

Tax Base 

This option would subject employer contributions for health benefits and defined-contribution pensions 

to HI taxes. Taxed health benefits would include employer contributions for health, dental, and vision 

insurance premiums and contributions to health-related spending accounts.17 This policy would add 

employer contributions to DC pensions to the HI tax base, but not contributions to defined benefit (DB) 

pensions, because taxing the latter is difficult in practice.18  

Adding health and DC pension contributions to the HI tax base would increase revenues by over 

$600 billion over 10 years (table 7) and increase average tax burden by $270 in 2026 (table 8). 

Measured as a percent change in after-tax income, the proposal impacts middle-income tax units the 

most. The reform would reduce after-tax income by 0.3 percent for the middle three income quintiles, 

compared with 0.2 percent for the bottom and top quintiles (table 9). About 57 percent of the tax 

increase goes to the middle three income groups (figure 9). 

FIGURE 9  

Share of Federal Tax Change by Income Quintile for Options to Expand HI/NIIT 
Base, 2026  

 
URBAN INSTITUTE  

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0325-4).  

Notes: HI = Hospital Insurance; NIIT = Net Investment Income Tax; SECA = Self-Employed Contributions Act.  

a. Proposal would add active partnership and S corporation income not currently subject to NIIT or SECA to the SECA base.  

b. Proposal would add active partnership and S corporation income not currently subject to NIIT or SECA to the NIIT base.  

c. Proposal would subject employer contributions for health benefits and defined-contribution pensions to HI taxes. Taxed health 

benefits include employer contributions for health, dental, and vision insurance premiums; Health Savings Accounts; Health 

Reimbursement Arrangements; and Medical Flexible Spending Accounts.  

0% 20% 40% 60% 80% 100%

Repeal HI tax exclusion for employer-sponsored health
benefits and employer contributions to DC pensions

Add certain pass-through business income to the NIIT
base

Add certain pass-through business income to the SECA
base

Lowest quintile Second quintile Middle quintile Fourth quintile Top quintile

a

b

c



 W H O  P A Y S  M E D I C A R E - R E L A T E D  T A X E S  A N D  P O T E N T I A L  R E V E N U E  R E F O R M S   2 0   

 

TABLE 7  

Options to Expand the HI Tax / NIIT Base, Baseline: Current Law a 

Impact on tax revenue (billions of current dollars), FY 2026–35  

 Fiscal Years 

Proposal 2026 2027 2028 2029 2030 2031 2032 2033 2034 2035 
2026–

35 

Repeal HI tax exclusion for employer-
sponsored health benefits and employer 
contributions to DC pensions b 

38.7 53.4 55.9 58.5 61.3 64.1 67.0 69.8 72.6 75.5 616.8 

Add certain pass-through business income to 
the NIIT base c 

22.4 30.4 31.0 31.4 32.2 33.3 34.6 36.2 37.8 39.6 328.9 

Add certain pass-through business income to 
the SECA base d 

35.9 48.8 49.7 50.7 52.4 54.6 57.2 60.3 63.7 67.8 541.1 

Source: Urban-Brookings Tax Policy Center Microsimulation Model (version 0325-4). 

Notes: HI = Hospital Insurance; NIIT = Net Investment Income Tax; SECA = Self-Employed Contributions Act.  

a. Baseline is the law currently in place as of July 5, 2025. Estimates include microdynamic behavioral responses. Proposals wou ld take effect on January 1, 2026. Estimates assume a 

fiscal split of 65–35 (65 percent of calendar year revenue is received by the Treasury in the current fiscal year and 35 percent in the following fiscal year). The actual effect on 

receipts could differ.  

b. Proposal would subject employer contributions for health benefits and defined-contribution pensions to HI taxes. Taxed health benefits include employer contributions for 

health, dental, and vision insurance premiums; Health Savings Accounts; Health Reimbursement Arrangements; and Medical Flexible Spending Accounts.   

c. Proposal would add active partnerships and S corporation income not currently subject to NIIT or SECA to the NIIT base.    

d. Proposal would add active partnerships and S corporation income not currently subject to NIIT or SECA to the SECA base.   

 

 

 

 

 

 

 

 



 W H O  P A Y S  M E D I C A R E - R E L A T E D  T A X E S  A N D  P O T E N T I A L  R E V E N U E  R E F O R M S   2 1   

 

TABLE 8  

Average Federal Tax Change by Income Quintile for Options to Expand HI/NIIT Base, 2026, Baseline: Current Lawa 

 Expanded Cash Income Percentileb 

Proposal All 
Lowest 
quintile 

Second 
quintile 

Middle 
quintile 

Fourth 
quintile 

Top 
quintile 

80–
90 

90–
95 

95–
99 

Top 1 
percent 

Top 0.1 
percent 

Repeal HI tax exclusion for employer-
sponsored health benefits and 
employer contributions to DC 
pensionsc 

270 40 120 250 430 770 620 870 990 1,070 1,180 

Add certain pass-through business 
income to the NIIT based 

150 0 0 0 0 1,130 10 100 1,300 18,530 94,300 

Add certain pass-through business 
income to the SECA basee 

250 0 10 40 110 1,560 400 620 2,080 17,420 84,990 

Source: Tax Policy Center Microsimulation Model (version 0325-4).  

Notes: HI = Hospital Insurance; NIIT = Net Investment Income Tax; SECA = Self-Employed Contributions Act.  

a. Baseline is the law currently in place as of July 5, 2025. Policies assumed effective January 1, 2026. 

b. Includes both filing and non-filing tax units. For a description of expanded cash income, see “Income Measure Used in Distributional Analyses by the Tax Policy Center,” Tax Policy 

Center, accessed January 23, 2026, http://www.taxpolicycenter.org/TaxModel/income.cfm.  

c. Proposal would subject employer contributions for health benefits and defined-contribution pensions to HI taxes. Taxed health benefits include employer contributions for health, 

dental, and vision insurance premiums; Health Savings Accounts; Health Reimbursement Arrangements; and Medical Flexible Spend ing Accounts.  

d. Proposal would add active partnership and S corporation income not currently subject to NIIT or SECA to the NIIT base.  

e. Proposal would add active partnership and S corporation income not currently subject to NIIT or SECA to the SECA base.  

http://www.taxpolicycenter.org/TaxModel/income.cfm
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The proposal would increase horizontal equity by applying the same HI tax treatment to workers 

with the same total compensation, regardless of whether it is in the form of wages, health insurance, or 

DC pension contributions.19 But it would introduce a new tax distortion to the extent DB pensions are 

not taxed under this proposal, while DC pensions would be. By reducing the tax subsidy for additional 

health benefits, the proposal might modestly reduce overall health care costs by reducing incentives to 

buy higher-cost insurance. However, switching to lower-cost health plans might result in cost-sharing 

that would add to financial burdens for low-wage workers. Additionally, the proposal might also reduce 

pension contributions and retirement income adequacy, though some studies suggest tax incentives for 

DC pensions mostly subsidize savings that would happen anyway (Engen, Gale, and Scholz 1996). 

Add Certain Pass-Through Business Income to the NIIT or SECA Base 

This proposal would extend the NIIT or self-employment taxes to certain active pass-through business 

income not currently subject to either tax. Adding that income to the NIIT base would only affect tax 

units with adjusted gross income over $250,000 for joint filers ($200,000 for single filers). Adding to the 

SECA base would affect tax units at all income levels and would subject the income to Social Security 

taxes, along with HI taxes. However, the potentially very large impact of those differences is moderated 

by two factors: active pass-through business income is highly concentrated at higher income levels, and 

most pass-through business owners already have earnings above the Social Security maximum taxable 

earnings. In addition, some of the additional revenue from expanding the SECA base would be offset by 

reductions in individual income taxes because of increases in the self-employment tax deduction and 

increases in outlays for future Social Security benefits.  

Preliminary estimates suggest adding certain active pass-through business income to the NIIT base 

would raise as much as $330 billion over 10 years and increase average tax burden by $150 in 2026 

(tables 7 and 8). Adding to the SECA base would increase ten-year revenues by as much as $540 billion 

and increase average tax burden by $250.20 The proposals primarily impact the highest-income tax 

units. NIIT expansion would only measurably affect after-tax income for tax units in the top five percent 

of the income distribution, and SECA expansion only measurably affects taxable income for the top 

income quintile (table 9). The top 1 percent of tax units sees 75 percent of the tax increase under NIIT 

expansion and 45 percent of the increase under SECA expansion (table 10).
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TABLE 9 

Percent Change in After-Tax Income by Income Quintile for Options to Expand HI/NIIT Base, 2026, Baseline: Current 

Lawa 

 Expanded Cash Income Percentileb 

Proposal All 
Lowest 
quintile 

Second 
quintile 

Middle 
quintile 

Fourth 
quintile 

Top 
quintile 

80–
90 

90–
95 

95–
99 

Top 1 
percent 

Top 0.1 
percent 

Repeal HI tax exclusion for 
employer-sponsored health benefits 
and employer contributions to DC 
pensionsc 

-0.3 -0.2 -0.3 -0.3 -0.3 -0.2 -0.3 -0.3 -0.2 -0.1 0.0 

Add certain pass-through business 
income to the NIIT based 

-0.1 0.0 0.0 0.0 0.0 -0.3 0.0 0.0 -0.3 -0.8 -1.0 

Add certain pass-through business 
income to the SECA basee 

-0.2 0.0 0.0 0.0 -0.1 -0.4 -0.2 -0.2 -0.4 -0.8 -0.9 

Source: Tax Policy Center Microsimulation Model (version 0325-4).  

Notes: HI = Hospital Insurance; NIIT = Net Investment Income Tax; SECA = Self-Employed Contributions Act.  

a. Baseline is the law currently in place as of July 5, 2025. Policies assumed effective January 1, 2026.  

b. Includes both filing and non-filing tax units. For a description of expanded cash income, see “Income Measure Used in Distributional Analyses by the Tax Policy Center,” Tax Policy 

Center, accessed January 23, 2026, http://www.taxpolicycenter.org/TaxModel/income.cfm.  

c. Proposal would subject employer contributions for health benefits and defined-contribution pensions to HI taxes. Taxed health benefits include employer contributions for health, 

dental, and vision insurance premiums; Health Savings Accounts; Health Reimbursement Arrangements; and Medical Flexible Spend ing Accounts.  

d. Proposal would add active partnership and S corporation income not currently subject to NIIT or SECA to the NIIT base.  

e. Proposal would add active partnership and S corporation income not currently subject to NIIT or SECA to the SECA base.  

http://www.taxpolicycenter.org/TaxModel/income.cfm
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TABLE 10 

Distribution of Changes in After-Tax Income by Income Quintile for Options to Expand HI/NIIT Base, 2026, Baseline: 
Current Lawa 

 Expanded Cash Income Percentileb 

Proposal All 
Lowest 
quintile 

Second 
quintile 

Middle 
quintile 

Fourth 
quintile 

Top 
quintile 

80–
90 

90–
95 

95–
99 

Top 1 
percent 

Top 0.1 
percent 

Repeal HI tax exclusion for 
employer-sponsored health benefits 
and employer contributions to DC 
pensionsc 

100.0 3.8 9.7 19.7 26.9 39.7 16.2 11.1 9.7 2.5 0.3 

Add certain pass-through business 
income to the NIIT based 

100.0 0.0 0.0 0.0 0.0 100.0 0.4 2.2 22.0 75.4 39.5 

Add certain pass-through business 
income to the SECA basee 

100.0 0.4 1.1 2.9 7.6 86.2 11.3 8.5 22.1 44.3 22.2 

Source: Tax Policy Center Microsimulation Model (version 0325-4).  

Notes: HI = Hospital Insurance; NIIT = Net Investment Income Tax; SECA = Self-Employed Contributions Act.  

a. Baseline is the law currently in place as of July 5, 2025. Policies assumed effective January 1, 2026.  

b. Includes both filing and non-filing tax units. For a description of expanded cash income, see “Income Measure Used in Distributional Analyses by the Tax Policy Center,” Tax Policy 

Center, accessed January 23, 2026, https://www.taxpolicycenter.org/TaxModel/income.cfm.  

c. Proposal would subject employer contributions for health benefits and defined-contribution pensions to HI taxes. Taxed health benefits include employer contributions for health, 

dental, and vision insurance premiums; Health Savings Accounts; Health Reimbursement Arrangements; and Medical Flexible Spend ing Accounts.  

d. Proposal would add active partnerships and S corporation income not currently subject to NIIT or SECA to the NIIT base.  

e. Proposal would add active partnerships and S corporation income not currently subject to NIIT or SECA to the SECA base.  

 

https://www.taxpolicycenter.org/TaxModel/income.cfm
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This policy would increase horizontal equity by subjecting all active pass-through income to 

Medicare-related taxes. Along with increasing tax progressivity, this policy could reduce distortion in 

the choice of business organization and in the form of payout to business owners.21 To the extent the 

active pass-through business income reflects returns to capital, the tax could modestly reduce 

investment, like any other tax on capital. To the extent this income is labor income, the tax would 

modestly reduce incentives to work, though research suggests taxes play only a modest role in labor 

supply decisions for most workers (McClelland and Mok 2012). 

Conclusion 

The financial challenges to Medicare and the nation’s rising debt will likely be addressed at least in part 

through increased revenues. One way to increase revenues would be to extend the HI or NIIT tax bases. 

Of course, to the extent that those increased revenues merely delay dealing with Medicare’s 

unsustainable rate of growth in health costs, then the financial challenges will remain.  

The HI tax base has expanded over time. Congress increased the maximum taxable earnings several 

times before indexing the threshold, and then eliminated it entirely in 1994. Starting in 2013, the NIIT 

extended an HI-like tax to investment income for high-income households to limit increases in the 

nation’s overall debt due to adoption of the Affordable Care Act.  

Currently, about 60 percent of all income is subject to HI taxes or NIIT, and about the same 

percentage of households pay some HI tax or NIIT. Employer-provided benefits and certain active pass-

through business income stand out as sources of income that might be added to the HI/NIIT tax base. 

Horizontal equity, the principle that similar types of income should be taxed the same, argues for 

applying HI taxes to benefits, which are a form of compensation like wages. The same principle suggests 

extending the NIIT or SECA to active pass-through business income that is similar to self-employment 

income.  

Both extending HI taxes to benefits or HI taxes/NIIT to active pass-through business income would 

raise substantial revenues. But the policies would have very different distributional implications. Taxing 

benefits would affect a broad swath of households, and 57 percent of the tax change would be paid for 

the middle three income quintiles. Taxing pass-through business income would affect 1 to 2 percent of 

households, with nearly all the burden on the top income quintile.  

Beyond revenue and distributional impacts, there would be other pros and cons to extending 

Medicare taxes to these income sources. These include impacts on health care costs, out-of-pocket 

medical spending, retirement income adequacy, choice of business organization, investment, and labor 

supply. Policymakers considering expanding the HI/NIIT base will need to make value judgments and 

weigh tradeoffs between simplicity, equity, and efficiency. 
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Appendix 

The Tax Policy Center Microsimulation Model 

The Urban-Brookings Tax Policy Center (TPC) large-scale microsimulation model produces estimates of 

how current and proposed tax policies will affect federal revenues and the distribution of tax burdens 

by income. The model is similar to those used by the Congressional Budget Office, the Joint Committee 

on Taxation of the US Congress, and the Department of the Treasury’s Office of Tax Analysis. The 

version of the TPC tax model used in this report (TM25v4) produces revenue and distributional 

estimates for each individual year from 2011 to 2034 (covering the 10-year budget window starting in 

2025).  

The model’s primary data source is the 2006 public-use file (PUF) produced by the Statistics of 

Income Division of the Internal Revenue Service (IRS). The 2006 PUF contains 145,858 records with 

detailed information from federal individual income tax returns from tax years 2003 to 2006 filed in 

calendar year 2007. The data are aged forward to match characteristics of the 2011 tax filing 

population based on information from the IRS. 

We add information on other demographic characteristics and sources of income that are not 

reported on tax returns to the resulting data through a constrained statistical match with data from the 

US Census Bureau’s March Current Population Survey (CPS). That match also generates a sample of 

individuals who do not file individual income tax returns (nonfilers).  

We then augment the tax model database by imputing wealth, education, consumption, health, 

retirement, and other variables for each record in the matched PUF-CPS file. These imputations allow 

us to analyze a wide variety of policy proposals. Finally, to extend the database to more recent and 

future years, we “age” the 2011 data using the actual 2012 through 2022 tax data as well as projections 

from various sources.  

The simulation of the proposal to extend the HI tax to employer-sponsored health benefits uses the 

model’s health module, which includes imputations for health insurance status and employer-provided 

health benefits. We impute health insurance status and health insurance premiums using a statistical 

match with the Urban Institute’s Health Insurance Policy Simulation Model (HIPSM). HIPSM is a 

detailed microsimulation model of the health care system designed to estimate the cost and coverage 

effects of proposed health care policy options. We impute other employer-provided health benefits 

based on regressions estimated in the 2015, 2017, and 2018 annual surveys of employer-sponsored 

health benefits sponsored by the Kaiser Family Foundation and Health Research and Educational Trust. 

Other employer-provided health benefits include employer and employee contributions for health, 

dental, and vision insurance; Health Savings Accounts; Health Reimbursement Arrangements; and 

Medical Flexible Spending Accounts. We calibrate these imputations, such that simulations align with 

tax expenditure, revenue, and distributional estimates from the Joint Committee on Taxation, the 

Congressional Budget Office, and the Treasury’s Office of Tax Analysis. 
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Notes
 
1 There is no employer portion of the Additional Medicare Tax. 

2 Income from a business in which a person does not actively participate. 

3 See McClelland et al. (2022) for a further discussion of the NIIT. 

4 See Revenue Projections, by Category, Jan 2025, at “Key Budget and Economic Data,” CBO, accessed January 29, 
2026, https://www.cbo.gov/data/budget-economic-data.  

5 In addition to being taxed at the corporate level, C corporation profits are also effectively taxed at the individual 
level when owners receive dividends or realize capital gains on corporate stock. 

6 Sole proprietors, individuals who own unincorporated businesses by themselves, pay self-employment tax on all 
their net business income. As do general partners, who share management, profits, and losses of a business with 
other partners. Other pass-through business owners do not pay self-employment taxes on at least some of their 
active business income. Employee-owners of S corporations, certain corporations of less than 100 shareholders 
that pass-through profits to shareholders for tax purposes, pay HI taxes on wages from the corporation but not 
profits. Similarly, limited partners, owners of partnerships that are not involved in management, pay self-
employment taxes on labor services but not on the profit portion of their active income. See CBO (2018, p. 223–
4), Department of the Treasury (2016), and Joint Committee on Taxation (2021, p. 71–9).  

7 See Tax Foundation, “Social Security and Medicare Tax Rates, Calendar Years 1937 – 2009,” May 5, 2009, 
https://taxfoundation.org/data/all/federal/social-security-and-medicare-tax-rates-calendar-years-1937-2009/.  

8 See Barry F. Huston, “Before Committee on Ways and Means, Subcommittee on Social Security, U.S. House of 
Representatives,” Congress.gov, April 26, 2023, https://www.congress.gov/crs-product/TE10083; and Whitman 
and Shoffner (2011). 

9 The income thresholds for the Additional Medicare Tax are also not indexed for inflation. 

10 In addition to employer contributions, the $2.8 trillion includes tax-excluded employee contributions for health 
benefits, i.e., contributions through cafeteria plans. It does not include employee pension contributions, which 
are excluded from the income tax base but not the payroll tax base, i.e., elective pension contributions reduce 
earnings subject to income taxes, but not earnings subject to payroll taxes. 

11 None of the $3.6 trillion in retirement income, including Social Security benefits and pension income, is subject to 
HI taxes when income is paid to retirees. However, to some extent, retirement income constitutes prior worker 
contributions, which were paid after HI taxes. Unlike employer contributions for pensions and Social Security, 
worker contributions are not excluded from the HI tax base. There might be a case for extending HI taxes to the 
portion of retirement income paid from excluded employer contributions, but not if policy also added employer 
contributions to the base. A policy might either extend HI taxes to employer pension and Social Security 
contributions or benefits from those contributions, but not both. 

12 Investment income includes interest, dividends, capital gains, rent, royalties, and returns to investment inside 
retirement accounts and defined benefit pension plans. 

13 A tax unit is an individual or a married couple that files a tax return or would file a tax return if their income were 
high enough, along with all dependents of that individual or married couple. 

14 Includes unemployment compensation, Supplemental Security Income, Temporary Assistance for Needy 
Families, Supplemental Nutrition Assistance Program, workers' compensation, energy assistance, and veterans' 
benefits. 

15 Over 90 percent have other income, which includes corporate income tax burden, which TPC assumes reduces 
wages and capital income. 

16 Fifty-one percent have either untaxed health benefits or untaxed pension contributions. 

17 Health-related spending accounts include Health Savings Accounts, Health Reimbursement Arrangements, and 
Medical Flexible Spending Accounts. 

 

https://www.cbo.gov/data/budget-economic-data
https://taxfoundation.org/data/all/federal/social-security-and-medicare-tax-rates-calendar-years-1937-2009/
https://www.congress.gov/crs-product/TE10083
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18 Measuring employer contributions for specific workers is complicated because DB pension benefits are 

determined by complex formulas based on years of service and earnings histories as opposed to worker-specific 
contributions. Our modeling measures contributions based on the increment in pension wealth, which is the 
change in the present value of future benefits from working an additional year. But this would be a complicated 
calculation to administer. Alternatively, one could measure contributions for specific workers by allocating a 
portion of the employers’ total contributions to plans across workers in firms. But this would also be complicated 
and potentially differ substantially from the change in pension wealth if plans are under- or over-funded.  

19 Benefits would still be exempt from the individual income tax. 

20 Medicare taxes would increase by $387 billion, Social Security taxes would increase by $223 billion, and 
individual income taxes would decline by $69 billion. 

Estimates do not include the impact of adding this income to the NIIT or SECA bases on the form of business 
organization, e.g., estimates do not incorporate S corporations potentially reorganizing as C corporations. 

21 Adding this income to the NIIT or SECA bases would reduce incentives for businesses to organize as S 
corporations and limited partnerships. It would also reduce incentives for active S corporation owners to classify 
their income as profits rather than wages. See CBO (2018, 2025) and Hemel, Holtzblatt, and Rosenthal (2022).  
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