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I. OVERVIEW 

A. INTRODUCTION 

The Hospital lrurura:nce (HI) program, or Medicare Part A. helps pay for 
hospital. home health, skilled nursing fa.cility, and hoopice care for the 
aged and disabled. The HI program is financed primarily by payroU 
taxes paid by workers and employers. The taxes paid each year are used 
mainly to pay benefits for current beneficiaries. Income not currently 
needed to pay benefits and related expenses is held in the HI trust fund, 
and invested in U.S. Treasury securities. 

The Board ofTru.stees was established under the Social Security Act to 
oversee the financial operations of the HI tJ"U.St fund. The Board is 
composed of six members, Four members serve by virtue of their 
positions in the Federal Government: the Secretary oftbe Treasury who 
1S the Mnnaging Truatee, the Secretary of Labor. the Secretary ofHealtb 
and Human Services, and the Commissioner of Sodal Security. The 
other two members are appointed by the President and confirmed by the 
Senate to serve as Public Trustees. Stephen G. Kellison and Marilyn 
Moon began serving on July 20. 1995, The Administrator of the Health 
Care Fi.:naneing Administration (HCF A) is designated as Secretary of the 
Board, 

The Social Security Act requires that the Board report to the Congress 
atUluaUy on the financial and actuarial status of the HI trust fund. This 
1997 report is tne 32nd to be submitted. Due to uncertainty about the 
future, the financial ~ndition of the HI trust fund is examined under 
three alternative sets of assumptions: "low cost," "'intermediate," and 
"high coot," These alternatives are intended to illustrate a reasonable 
range of possible outcomes, The intermediate set of assumptions 
represents the Trustees' best estimate of the expected future economic 
and demographic trends. The report describes both the near term 
financial outlook and the longer term outlook througnout a 75-year 
vaJul'ltion period. 
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Overview 

B. HIGHUGHTS 

The major findings of this "report are summarized below. Unless 
O'therwise noted, all estimates are based on the intermediate 
assumptions. 

• 	 In 1996. the HI program provided protection against the costs of 
hO'spital and other medical care to about 38 million people. 
Approximately 22 percent of these individuals received medical 
services covered by HI during the year and total' HI ~neflts on 
their behalf amounted to $128.6 billion. 

• 	 HI program expenditures exceeded annual income in calendar year 
1996. By dra~ing down on trust fund assets, the program could 
continue to pay benefits fO'r several more yearn, Under 
intermediate assumptions, the HI trust fund is estimated to be 
depleted in 2001, 

• 	 There are expected to' be 3.6 workers per HI beneficiary when the 
baby boom generation begins to reach age 65 in 2010, Then the 
workerfbeneficiary mtio is expected to rapidly decline to 2.3 in 2030 
as the last of the baby boorners reaches age 65, The ratio is 
expected to continue declining thereafter (but more gradually) as 
life expedancy continues to lengthen, 

• 	 HI expenditures are projected to grow rapidly as a fraction of 
workers' earnings, from 3.5 percent in 1996 to abO'ut 11,5 percent 
in 2070. As a fractiO'n of the Gross Dornestic Product (GDP), 
expenditures would grow somewhat more slowly, from 1.7 percent 
in 1996 to about 5 percent in 2070. 

• 	 Projected HI tax income would meet only a declining share of 
expenditures under present Jaw. Tax income is expected to equal 
84 percent ofexpenditures in 1997 and 74 percent in 2001 (when 
the fund is estimated to be depleted), and would cover less than 
one-third of costs 75 years from now. 

• 	 To address the immediate financial problems facing t.he HI trust 
fund. we recommend the earliest possible enactment of Jegislation 
to reduce growth in HI program costs and extend the date of 
exhaustion of the HI trust fund. Prompt, effective. and decisive 
action is necessary. 

• 




Highlights 

.. 	 The short·term legislative meBSures recommended above would 
provide time to develop appropriate means of addressing the Hl 
program's substantiallong-tenn financial imbalance, To facilitate 
this effort. we recommend establishment of a national advisory 
group OIl Medicare reform. Such a group would help provide critical 
information needed by the Administration, the Congress, and the 
American public in the discussion and orderly development of 
legislative solutions to the HI program's long~nmge financial 
problems, 

Key HI Dota tor Calendar Year 1996 

.. 	 HI covered 33 million aged and 5 million disabled beneficiaries. The 
total number of HI beneficiaries increased by 1.4 percent in 1996, 
and by 22,4 percent over the last 10 years. 

• 	 HI benefits amounted Ul $128.6 billion, n 10 percent incTt~ase over 
the prior year. Average expenditu.res per HI enrollee increased by 
9 percent to $3.400, 

.. 	 Administrative costs were 1 pe-rcent of program expenditures. 

.. 	 Summary ofHI trust fund operations in 1996 (in billions): 

Fund Assets (12131195) $130.3 

Income 124.6 

Expenditures 129.9 

Fund Assets (1213lJ96) 124.9 


Net Change in ~ets ·5.3 

• 	 Payroll taxes, paid by 147 million covered workers:, accounted for 89 
percent of total HI income. Interest represented a percent and 
revenue from the inCQme taxation of Social Security benefits was 
another 3 perrent. 

• 	 Payments for the cOSts of foo~ror·serviee inpatient hospital care 
represented 67 percent of HI benefits. Skilled nursing and home 
health care acoounted for another 22 percent or the total Payments 
to managed care pians represented another 9 pereent and hospice 
benefits accounted for the final 2 percent. 

• 
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0.1996 TRUST FUND FINANCIAL OPERATIONS 

Total HI income in cnIendar year 1996 was $124.6 billion and total 
expenditures were $129.9 billion, The assets of the fund therefore 
decreased by a net total of$5.3 billion. As of December 31, 1996 the HJ 
trust fund had $124,9 billion in assets, 

1. 	 Income 

The $124.6 billion in inoome received by the HI program last year was 
derived from the following sourees: 

• 	 fo,yroU tax~. The primary source of financing for the HI program 
is the payroll tax on cove-red earnings. Employees and their 
employers each pay 1.45 percent of earnJngs while self-employed. 
workers pay 2.9 percent of their net income. HI payroll taxes 
amounted to $110,6 billion in calendar year 1996 or 89 percent of 
total HI income. 

• Interest, Interest income 0($10.2 billion was paid in 1996 on the 
U.S, Treasury securities held by the trust fund. It accounted for 8 
percent ofHI revenue, The average rate ofinterest earned on trust 
fund assets in 1996 was 8,1 percent. 

• Taxation of benefits. The Omnibus Budget Reconciliation Act of 
1993 increased the maximum proportion of Social Security benefits 
subject to federa1 income· taxes from 50 percent to 85 percent, 
effective in January 1994, and specified that the additional tax 
revenues be deposited in the HI trust fund. In 1996, $4,1 billion Wrul 

deposited in the trust fund from taxation ofSocinl Security benefits, 
accounting for,3 percent of total HI income. 

• 	 ~, An additional $2 billion in miscellaneous revenue, 
representing less than 2 percent of total HI income, was also 
received in 1996, Offsetting this re"'~nue was a downward 
adjustment to prior reimbursements from the general fund of the 
Treasury for the costs of providing certain wage credits for persons 
with military service. The amount of this transfer in 1996 was -$2.4 
billion, (See section u.a for a discussion of these items.) 



Trust Fund Financial OperotioTUJ 

Rgllro lC1~llncorm In Cale!14ar V .., 1998 
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--
.... 
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2. Expenditures 

The HI fund spent $129.9 bilJion in calendar year 1996. The maJor 
expenditures were: 

• 	 B~nefit payments. Benefit payments represented 99 percent of 
HI outlays. About 67 percent ofsuch payments. were for fee-for­
service inpatient hospital services, Hospital payments have 
been increasing at about an 8 percent annual rate in recent 
years. Payments to skilled nursing facilities. home health 
agencies. managed Can'! plans. and hospices. while much smaller 
than hospital payments, have been increasing at double digit 
rates. 

• 	 Administrative eXPenses. Administrative expenses represented 
1 pe:reent of HI outlays during 1996. These expenses included 
not only federal salaries and related expenses but also fund9 to 
support the fiscal intermediaries (generally insurance 
companies) who assist in administering HI. 
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Agllre 1.C1.--fi1 EJpendltlJrllln Clllend~u Vllr 1996 

Adminl$lta~on S13 

t,o>.. "" .". 
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Economic and Demographic AEsumptiolls 

1). BCONOMIC AND DBMOGRAPHIC ASSUMPTIONS 

Actual future expenditures will depend on a number of factors. These 
factors include the size and composition of the population eligible for 
benefits, hospital and skilled nursing facility admission rates, home 
bealth agen0' visit rates, and changes in the price per service, Future 
income will depend on the size and characteristics of the work force 
co\1ered aDd the level of workers' earnings. These factors will depend in 
tum upon future birth rates, death rates, labor fo:rce participation rates, 
wage increases. and many other economic and demographic 
circumstances affeetlng the HI program. 

To illustrate the uncertainty and sensitivity inherent in estimates of 
future program operations. projections have been prepa.re<l under a "low 
cost" and a '"high cost" set of assumptions: in addition to the intennediate 
assumptions.. For simplicity ofpresentation, much ofthe analysis: in this 
overview centers on the projections under intermediate assumptions. 
However, it is important to recognize that actual conditions are very 
likely to differ from that scenario or any other specific set of 
assumptiona, 

Seme of the key demographic and economic variables that determine HI 
c~L.1} and income are common to the Old-Age, Survivors, and Disability 
Insu.ranoo (OASDI) progrrun and the Supplementary Medical Insurance 
(8MI) program and are explained in detail in the report of the Board of 
Trustees of the OASDI program. As shown in table LDl below, these 
include changes in the Consumer Price Index (CPI) and wages, real 
interest rates, fertility rates, and life expectancy. ("Real" indicates that 
the effects ofinflatlon have been removed.} The assumptions wuy. in 
most cases, from year to year during the first 5 00 25 years before 
reaching thei.r so.called "'ultimate" values for the remainder of the 7&­
year projection period. These ultimate values are shown in table I.D1, 

1 
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Table I.D1.-u1t1matt: AUumptlons 

intetmfldla!4 
AMuaI pQrtltinlaQ& cttange In: 


, CanMlll'lllt Prictt tnd&x (CPl) "", •••• 3.' U
.,. ,., •','••A~ lIlSQa In co_ed ~ , , .. 
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Other assumptions are specific to the Hl program. One criticru 
assumption is the rate of increase in the cost of health care aervices, 
Under the intermediate asmmptions, the rate of increase in the cost per 
unit of service during the initial 25M year period is assumed to decline 
graduruly from the current level to the 81llIle growth rate that is 
projected for average hourly earnings and then to continue at that rate 
for the following 50 years. For the high cost assumptions, the annuru 
increase in program costs (relative to taxable payroll) during the initiaJ 
25~year period is assumed to be two percent greater than under the 
intermediate auumptions. Under low cost assumptions, the increase 
during the same period is assumed to be two penent less than under 
intermediate assumptions. The two percent differentirus for the high 
and low assumptions are assumed to decline gradually until 2046 when 
the same rate of increase in program costs (relative to taxable payroll) 
is assumed for al) three sets ofassumptions, 

While it is rea.aonable to a.asume that aeturu trust fund eXJlerience will 
fall within the' range defined by the three alternative sets of 
assumptions, no definite assurance can be given in Ught of the wide 
variations in experience that have occurred .aince the beginning of the 
program. In general, a greater degree ofconfidence can be placed in the 
assumptions and estimates for the earlier years than for the later yean. 
Nonetbeless. even for the earlier years, the estimates are only an 
indication of the expected trend and the general range offutureprogram 
experience . 
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lO.year Actuarial Estimates 

E. 11).l'1lAR ACTUARIAL ESTIMATES (1997·2006) 

The 8bort~r'ange financial status of the HI trust fund is unsatisfactory, 
Expenditures are projected to increase at an average rate of8.1 pereent 
annually under the intennediate assumptions, while the tax income to 
pay for' HI benefits iB increasing at an estimated average rate of only 
4.7 pertenL This difference in growtb rates caUSes tbe deficit to 
continue to grow each year so that by 2006 under intermediate 
assumptions there would be a $120 billion shortfall in that year alone. 

FlgcIre I.E1.-H1 Expend"urn: and Income 
(In billion$] 
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Under present law, the H1 program would still be able to pay benefits for 
the next several years beeause it can draw upon the C1.lJ'TCnt $125 billion 
trust fund. Without corrective legislation, however, the assets would 
progressively decline until becoming exhausted in calendar year 200l. 
To the extent that actual future conditions vary from the intermediate 
assumptions, the date of depletion would vary significantly from this 
est.imate. 
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At the beginning of 1997, HI assets were somewhat below the level of 
annual program expenditures, The Board ofTru.stees has reeommended 
that assets be maintained ot H Jewel at least equal to a.nnual 
expenditures, to serve as an adequate contingency reserve in the event 
of adverse economic or other conditions. This represents a more 
stringent standard thanjuat maintaining a positive halance. 

Table I.El presents the projeded operations of the HI trust fund unrler 
the intermediate assumptions for the next decade. Based on this 
projection, the Board of Trustees applies an explicit test ofshort-range 
fina.ncialadequacy. This test. which is described in section ILD of this 
report, 1S not met by the HI trust fund. 
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10-year Actuarial Estimate. 

TabklI.El.-E,tJmel'Od OpentUona of the: HJTNIII Fund Underln'lemled!ato 
AuumpUons, Calendar V ..rJ 1996-2006 

IOoilar I'II'tOOr!ts in billiOns] 

I9/;;7 127.4 1402 ·1M \\2.2 !9 
19911 131.4 15t.5 -20.1 In.! 14 
1999: 135.4 t$4.1 -28.a 63.4 ~ 

2000 l:1S.7 111.1 <37.9 25.5 36 
2001 143J! 192.6 -4SJi -23.4' 13 
2(I(Q 1479 2(18.6 «1.8 -84.3' -11 
2003 151,6 . 225.9 ·74.1 ·158.3' ·37 
~ 155.iI 2«.0 .aa,$ -24$.9' ~ 
2005 159.2 262.9 .103.7 ~.7" 4U 
2006 162,£ 2832 -120.9 ....71.6" .124 

'Ra:io 01 U$5if!l:1 in me- luno althe begiMirtO ollila year IO~UI'\!$ during the)'6W, 

'f~ for 1995 I8presenlll(;fua)~. 

'Eltin'lalllJilQr ZOO! 11."" ia1el M J'ttIXlIIllllkat. siI\d! me- HI InIStfltndWiJuld Iltl' 1!:dmiJS~d In IhoM rein. 


NOte: T 0I8b t;IQ IlQ\ OOCIluarily equal the JI.I(Tf$ 01 ~~nw. 

As shown in table LE1, the BS!Jets ofthe HI trust fund would be depleted 
in 2001 under the intermediate assumptions. Under the Jow cost 
assumptions, trust fund depletion would occur in 2002. Under the high 
coat assumptions depletion would occur in 2000. The fact that 
exhaustion would occur under Ii broad range of future economic 
conditions, and is estimated to occur in the very near future, indicates 
the urgency of addressing the HI trust fund's financial imbalance 
through legislation. 
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F. 75-YEAR ACTUARLlL ESTIMATES (1997-2071) 

Each year, estimates of the financial and actuarial·status of the HI 
program are prepared for the next 75 years. Although financial 
estimates for periods a..s long as 75 years s.re inherently uncertain. the 
results can provide valuable information for UBe by poUcymakers, In 
particular, such estimates: can indicate whether the program-as seen 
from today'B vantage point-is considered to be in satisfactory financial 
condition. 

Income and expenditure amounts are shown relative to the earnings in 
covered employment that are taxable under the HI program-referTed 
to as "taxable payroll"-because of the difficulty in comparing dollar 
values for different periods without some type of relative .seale. The 
ratio of tax income (including both payroll taxes and income from 
taxation of Social Security benefits) to taxa.ble payroll is caned the 
"income rate" and the ratio of expenditures to taxable payroll is the "cost 
rate." 

FiguAt I.F1.-t.ang.fb:ng& ttl tncame and Ccm: as a PerCflrttaga 0' Taxable FayroU, 

IntenrleClta1e Auotnptlans 
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The HI program is severely underfunded over the next 75 years. Income 
rates s.re projected to remain fairly .steady while coat rates ahatply 
escalate between 2010 and 2030 and continue to increase throughout the 
~riod. 

1. 



75~Ytar Actuarial ESli1'fUlU6 

Since HI payroll tax rat.ea are not scheduled to change in the future 
under present law. payroU tax income as a percentage of taxable payroU 
will remain constant at 2.90 percent. Income from taxation ofbene:fits 
will increase only gradua1Jy 88 a greater proportion of Social Security 
beneficiaries become subject to such taxation over time. Thus the 
income rate is not expected to inc:rease signifieanUy OVer current levels, 

Rgu/V: l.F2.-Workera Pot HI Beneficiary 

IBasOO on Inwrmediete ASSIJmptions] 
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The cost rates, though, ...."in sharply escalate due to the retirement of 
those born during the 1945-1965 baby bottm. For the most part. eut't"ent 
benefits are paid for by current workers, The retirement of the baby 
boom generation will therefore be financed by the relatively small 
number of persons born after the baby boom, For example, in 1996 
there were 38 Olillilm beneficiaries with 147 miUion workers to support 
them. In 2030 as the last baby boomer turns 65, there would be an 
estimated 76 million beneficiaries with 173 million workers to support 
them. This means that every benefidary in 1996 had 3.9 workers to pay 
for their HI benefit, but in 2030 there would be only about 2,3 workers, 
The ratio would then continue to decline until there are only 2 workers 
per beneficiary by 2060, 

The year·by~year cost rates and income rates can be summarized into 
single values representing, in effect, the average value over a given 
period, (Section II and settion III,F describe how these summarized 
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values are ca1w1ated.) The difference between the summarized inC<lme 
and cost rates is called the "actuarial balance," This measure shows a 
deficit ranging between 1.7 and 9,4 percent ohaxable payroU fOor the 75~ 
yeru- period based on the range ofasButnptions used in this repOort. The 
actuarial balance has traditionally been used as a convenient single 
measurement to summa.riu! the financial status of the program, It can 
be interpreted as the amount of change in the tax rate that would be 
required to bring the program into balance if no other changes were 
made. (See .section 11 for detail.$ and limitations ofsummary measures,) 

Based on the intermediate BBSumptiOIUl, an actuarial balance deficit of 
4.32 percent of taxable payroll is proj~ted for the 75-year period, 
representing the difference: between the summarized income rate of 3,19 
percent Wld the cor:res.panding coot rate of 7,51 percent. To correct: this 
Jarge deficit, the 2.90 percent payron tax (for employees and employers 
cOombined) would have to be immediately increll6ed to 7,22 pertent or 
e~penditu.res would have to be reduced by a corresPOonding amount (or 
some combinatiOon of such changes), The HI program thus fails by an 
e~tremely wide margin the Trustees> long~range test-diSCUBSed in 
section II-which is based on the actuarial balance, The test is even 
failed under the low eost assumptions. The fact that the trust fund is 
projected to be in deficit under a broad range of economic and 
demographic assumptions reinforces the importance ofaddressing the 
long~range imbalance through corrective legislation. 
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G. CONCLUSION 

The HI program remalIlB severely out of financial balance. As. we have 
since 1992. we must report that the m trust fund does not moot even 
our short-range rest of financial adequacy, For the past 2 yeID1J, HI 
expenditures have exceeded income (by $2.6 billion and $5.3 billion. 
respectively}. These shortfalls were met by redeeming trust fund asset.<;, 
but future income end assets will he insufficient to support projected 
program expenditures beyond the next 4, years under the inrermediare 
assumptions. Thus, without corrective legislation soon, the fund would 
be exhausted shortly after the turn of the century-initially producing 
payment delays, but very quickly leading to a curteilment ofhealth C!ll'e 

services to beneficiaries. 

The long~range outlook also remains extremely unfavorable. The HJ 
program fails by a wide margin to meet our Jong~range test of close 
actuarial balance, whicb is ba.sed on the intermediate assumptions, It 
would fail the long·term test even using the more favorable economic 
and demographic conditions assumed for the "'low cost" scenario, To 
bring the HI program into actuarial balance, over just the next 25 years 
under the intermediate assumptions, would require either that outlays 
be reduced by 40 percent or that income be incree.sed by 66 percent (or 
some combination of the two) througbout this 25~year ~riod. That is, 
the current HI payroll tax of 1.45 percent {for employees and employers, 
each} would have to be illlmemately raised to about 2..46 percent, or 
benefits reduced by a comparable amount. Over the full 75-year 
projection period, substantially greater changes in income and/or outlays 
are needed. 

We should note that steps have been taken to reduce the rate ofgrowth 
in payments to hospita.ls, including tbe implementation in 1983 of the 
prospective payment system for inpatient services in most hospitals. 
Experience to date BUggests that this reimbursement mechanism, 
together with subsequent payment limitation provisions enacted by the 
Congress, has helped to constmin the growth in hOHpital payments while 
encouraging increased operating efficiencies, Additional measures of 
this type could partially address the short-range financing concerns, For 
example. extension ofa proapective payment system to other providers 
of HI services, and further legislation to limit payment increases to all 
HI providers, could help reduce expenditure growth rates. Such changes 
alone, however. would not be sufficient to in.s:ure payment of HI benefits 
over the next decade. 

http:hospita.ls
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Moreover. Bubstantially stronger steps will be needed to prevent trust 
fund depletion after 2010 as the baby boom generation reaches age 65 
and starts receiving benefits:, At that time, the ratio of workera to HI 
beneficiaries, currently about 4 to 1, is prqjected to begin declining 
rapidly to 11 ratio of about 2 to L 

The HI trullt fund's projected exhaustion by 2001 dictates the need for 
prompt. effective, and decisive action. We have called for this action in 
the past, and the situation is even more eritiea1 today, Further delay in 
implementing change makes the problem harder to solve. In the past, 
both the President and the Congress have made proposals that address 
the jmminent depletion of the HI truat fund. We urge enactment of 
legislation this year to further eontrol Hi program oosta and thereby 
extend the life of the trust fund. 

Such legislation, however, would represent only a modest first step 
toward achieving long-range balance between HI costs and funding. The 
time gained by postponing the depletion of the HI trust fund should be 
used productively to determine feasible solutions to the more daunting 
long*range problems. This process should rerognize that the nation's 
health tare system is changing rapidly. The performance ofaltemative 
modes oftreatment and service delivery over the next few years, in both 
quality and cost.. should provide new information that will contribute to 
better legislathre decisions regarding the long*range outlook for HI. 

To facilitate long4erm reform, we recommend the establishment of a 
national advisory group to examine the Medicare program. The 
advisory group would develop recommendations for effective solutions 
to the long~term financing problem. This work will be of critical 
importnnce to the Administration, the Congress, and the American 
public in the extensive national discussion that any changes would" 
require. 

The projections shown in this report clearly demonstrate the urgent 
need for timely and effective action to address the financial imbalance 
facing the HI trust fund. We belJeve that solutions can and must be 
found to restore and maintain the financial integrity of the HI program 
in both the short term and the long term, 
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U. ACTUARIAL ANALYSIS 

A. MEDICARE AMENDMENTS SINCE THE 199/1 lIEPORT 

Since the 1996 Annusl Report was transmitted to Congress on June 5, 
1996, one law affecting the HI program in a signifiee.nt way has been 
enacted. The Health lrumrunce Portability and Accountability Act of 
1996 (Public Law 104-191, enacted into law on August 21,1996) includes 
a provision to establish the Health Care Fraud and Abuse Control 
Account, Certain amounts will be appropriated from the HI trust fund 
to this account to carry out the operations of the health care fraud and 
abuse control program, 

8. NATURE OF THE TRUST FUND 

The Federal Hospital Inso.rance Trust Fund Wru!! established on July 30, 
1965, as a separate account in the United States Treasury. All the 
financial operations of the HI program are handled through this fund, 

The primary souree ofincome to the trust fund is amounts appropriated 
to it under permanent authority on the basis of taxes paid by workers. 
their employers, and indlvidusls with self-employment income, in work 
covered by the HI prograrrL The coverage of the HI program includes 
workent covered under the OASDI program, those covered under the 
Railroad Retirement program, and certain federal. state, and local 
employees not otherwise covered under the OASDI program. 

All employees in employment covered by the program and their 
employers are required to pay taxes on the wages of'individual workers. 
including cash tips. All covered. seJf~employed. pereons are required to 
pay taxes on their net self-employment income. 

HI taxes: are now payable on a covered indlvidual's total wages and self. 
employment income, without limit. For calendar years prior to 1994. 
taxes were computed on one's annual earnings up to a specified 
maximum annual amount, called the maximum tax base. 

The HI tax rates appHcnble to taxable ei:ttnings in each of'the calendar 
years 1966 and laLer are shown in table II.B 1. For 1998 and later, the 
tax rates ehown are the rates .scheduled in the pt"OvitiOIlB of present law, 
The tax bases for 1966·1993 are also shown. 

11 

http:signifiee.nt


Actuarial Arwiysis 

Tabl.II.81.-Tax Ratu end Maximum Ta. 811se8 
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All taxes are collected by the Internal Revenue Sen-ice end deposited in 
the genera] fund of the Treasury as internal revenue collections. The 
taxes received are lluoomaticaUy appropriated, on an es:timated basis. to 
the tn.t.'l:t fund. The exact amount oftaxes received is not known initially 
since HI taxes, OASDI ta."-.:es, and individual inwme taxes are not 
separately identified in collection reports received by the Treasury 
Department. PeriOOie adjustments are subsequently made to the extent 
that the estinmtea are found to differ from the amounts of t.l:tXes actually 
payable on the basis (If reported ea.rnings, 

Up to 85 percent of an individual's or couple's OASDI benefits may be 
subject to federal income taxation if their income exceeds certain 
threshold6. The income tax revenue attributable to the first 50 pereent 
of OASDI benefits is allocated to the OASI and DI trust funds. The 
revenue associated v..'ith the amount between 50 and 85 percent of 
benefits is allocated to the HI trust fund. 
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Nature ofthe Trust Fund 

Another substantial sou.n::e oftrust fund income is interest credited from 
investments in government securities held by the fund. The investment 
procedures of the fund are described later in this section, 

The income and expenditures of the trust fund fi.{'e also affected by the 
provisions of the Railroad Retirement Act. which provide for a system of 
coordination and financial interchange between the Railroad Retirement 
program and the HI program, nus financial interchange states that the 
Railroad Board and the Secretary of Health and Human Services (HHS) 
determine a transfer which would place the HI trust fund in the same 
position in which it would have been if railroad employment had always 
been covered under the Social Security Act. 

The Social Security Act grants certain wage credits to individuals who 
serve in the military. Section 217(g) ofthe Act provides for periodic 
transfers between the general fund of the Treasury and the HI trust 
fund. if needed to adjust prior payments for the costs arising from wage 
credits granted for military service prior to 1951. Section 229(b} 
authorizes annual payments from the general fund of the Treasury 
equivalent to the combined employee and employer payroll taxes that 
would be paid on the current year's wage credits if ouch credits were 
covered wages, 

Two aections af the statute authorize HI benefits for certain uninsured 
persons aged 65 and over. Section 103 of the Social Security 
Amendments of 1965 provided entitlement to HI benefits to almost all 
persons aged 65 and over, or near that age, when the ill program began 
operations, Section 278 of the Tax Equity and Fil'lCaJ Responsibility Act 
of 1982 added similur transitional entitlement for those federal 
employeea who would retire before having a chance to earn. sufficient 
quarters of Medicare-qualified federal employment. The costs ofsuch 
coverage, including administrative expenses, are paid initially from the 
HI trust fund, with subsequent reimbursement &om the general fund of 
the Treasury, 

Section 1818 of the Social Security Act provides that certain persons not 
eligible for HI protection either on an insured basis or on the uninsured 
basis described in the previous paragraph may obtain protection by 
enrolling in the program and paying a monthly premium, 

Section 201(1) of the Social Security Ad authorizes the Managing 
Trustee to accept and deposit in the trust fund unconditional money 
gifts or bequest.5 made for the benefit ofthe fund or any activ;ly financed 
through the fund. 



Actuarial Analysis 

Expenditures for benefit payments and administrative expenses under 
the HI program are paid from the trust fund. All expenses incurred by 
the DepartmentofHHS, the Social Security Admini:)tration (SSA), and 
the Treasury Department in carrying out the provisions afTitle XVIII 
of the Social Security Act pertaining to tbe HI program and of the 
Internal Revenue Code relating to the collection of taxes are charged to 
the tru.qt fund The Secretary of HHS certifies benefit payments to the 
Managing Trustee, who makes the payments from the trust fund, 

The Social Security Act authorizes the Secretary ofHHS to develop and 
conduct a broad range of experiments and demoIlBtration projects 
designed to determine various metbods of increasing efficiency and 
economy in providJng health care services. while maintaining the quality 
of such services, under the HI and 8Mt programs. The costa of such 
experiments e.nd demonstration projects are paid from the HI and SMI 
trust funds. 

Congress has authorized expenditures from the trust funds for 
cOnstruction! rental and lease, or purchase contracts ofoffice buildings 
and related facilities for use in connection with the administration of the 
HI program. Both the capital costs of construction financed directly 
from the trust fund and the rental and lease or purchase contract costs 
of acquiring facilities are included in tr'u.st fund expenditures. Whatever 
the manner of acquisition, the net worth of facilities and other fixed 
capital assets is not carried in the statement ofaW'Jeta of the trust fund 
presented in this report. This is because the value of fixed capital assets 
does not represent funds available for benefit or administrative 
es:penditute$ and, therefore, is not considered in a.sseS$ing the actuarial 
status of the funds. 

That portion oCthe trust fund Which, in the judgment of the Managing 
Trustee, is not required to meet current expenditures for benefits and 
administration. is invested, on a daily basis, primarily in 
interest.bearing obligations of the U,S. G¢vernment (including speeial 
public..debt obligations described be1ow). lnvestments may also be made 
in obligations guaranteed as to both principal and interest by the United 
States. including certain federaUy sponsored agency obligations that are 
designated in the laws authorizing their issuance aa lawful investments 
for fiducial')' and trust. funds under the control and authority of t.he 
United States or any officer oftha United States, These obligations: may 
be acquired on original issue at the issue price or by purchase of 
outst.anding obligations at their market price. 
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Operations ofthe Trust Fund 

The Social Security Act authorizes the issuance of speeial pubJic-debt 
obligations for purchase exclusively by the trust fund, The law requires 
that such special publiNiebt obligations shall bear interest at a rate 
based on the average market yield (computed on the basia of market 
quotations 8.5 or the end of the calendar month immediately preceding 
the date ofsuch iBBUe} on all marketable interest-bearing obligations of 
the United St.atca- forming a part of the public debt which ate not due or 
callable until after the expiration of4 yean from the end ofsuch month, 

From December 29, 1981 until January I, 1988, the Social Security Act 
authorized borrowing among the OASI. DI, and HI trust funds when 
necessary "to beat meet the need for fmancing the benefit paymentG" 
from the three funds. Int.erfund loans under the borrowing authority 
were made to the OASI trust fund from the OJ and HI tt'U8t funds in 
1982, and were fully repaid by May 1986, Currently. no further 
proviSion for interfund borrowing exists. 

C. OPERATIONS OF THE TRUST FUND, FISCAL YEAR 1996 

A st.atement of the revenue and disbursements of the Federal Hospital 
Insurance Trust Fund in fiscal year 1996, and of the assets of the fund 
at the beginning and end of the fiseaJ year, is presented in table net. 

The total assets of the trust fund amounted to $129,520 million on 
September 30, 1995, During fiscal year 1996. total revenue amounted 

" 	 to $121,135 million, and total diBbursementi were $125.317 million. 
Total 98!1ets thus decreased by $4,182 million during the year to 
$125,338 million on September 30, 1996. 

Table II.Cl.-Slatemenl 01 Op1tfllliOns oltha HI Tt\ltt Fund During A1IcaI Year 1996 
1\II~l 
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Table n.Cf.-&a~ of Operauo"", of tha HI Trust Fund During FIscal Va.r,. 
11<>""""""1 
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Included in total revenue during fiscal year 1996 was $1061916 million 
representing taxes appropriated to the trust fund. A<ijWJtments to the 
estimates of refunded wes for prior years resulted in a payment of 
$17.4 million to the trust fund. In addition, $0.8 million was transferred 
to the trust fund from State and local governments representing 
residual payments from previous State agreements for coverage ofState 
and local government employee-so 

Total HI payroll tax income amounted to $106,934 million, representing 
an increase of 9,1 percent over the amount of $98,053 million for the 
preceding 12-month period. This growth in tax income resulted 
primarily from the higher level of earnings in covered employment. 

Income from the taxation of OASDI benefits, as described in aect.i.on n.B, 
amounted to $4,069 million in fiscal year 1996, 

Section ItB referred to provisions under which the HI trust fund is to 
be reimbursed from the general fund of the Treasury for costa of paying 
benefits on behalfof certain wunsured persons. The reimbursement in 
fiscal year 1996 amounted to $419 million ($35S million fot the nonw 

federal uninsured and $61 million for the federal uninsured), consisting 
of $416 million for benefit payments and $3 million for administrative 
expenses. 
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Sedion II.B refemxl. to provisions ofthe Social Security Act under which 
certain pe:t'S(ms not otherwise eliil0le for HI protection may obtain such 
protection by enrolling in the program and paying a monthly premium. 
Premiums collected from such voluntary participants in fiBca1 year 1996 
amounted to about $1,107 million, 

In accordance with the provisions of the Ra.i1road Retirement Act, a 
transfer of aoout $362 million in principal and $21 million in interest 
from the Railroad Retirement program's Social Security Equivalent 
Benefit Account to the HI trust fund balanced the two systems as of 
September 30, 1995,as de3Cribed in section U.B. This amount, together 
with interest to the date oftranafer amounting to about $18 million, was 
transferred to the trust fund in June 1996. 

In aecordance with provision.!! for the appropriation to the trust fund of 
amounts equivalent to HI taxes on 1996 noncontributory military wage 
credits as diacusscd in section II.B, the trust fund was credited on 
July 1, 1998 with $73 million, The quinquennial adjustment to the 
amount transferred in 1983 was paid from the HI trust fund to the 
general fund of the treasury in May 1996 in the amount of $2.366 
million. This adjustment resulted from a substantial reduction in the 
Social Security Administration's estimates: of the number of persons who 
meet the HI insured status requirements solely because of their past 
military service wage credits. 

The remaining $10.496 million of revenue consisted almost entirely of 
interest credited from the investments held by the trust fund, 

Of the $125,317 million jn total disbursements, $124,088 million 
represented benefits paid directly from the U'ust fund for health services 
covered under Title XVIII of the Social Security Act. Benefit payments 
increased 9.2 percent in fiscal yent 1996 over the corresponding amount 
of$113,583 million paid during the preceding 12 months. 

The remaining $1,229 minion of disbursements was for net 
administrative expenses:. Administrative expenses are allocated and 
charged to each of the four trust funds-OASl. 01, HI. and SMI-on the 
basis of provisional estimates. Similarly, the expenses of administering 
other programs ofHCFA are also allocated and charged to the general 
fund of the Treasury on a provisional basis. Periodically. as actual 
experience developB and is analyzed, the aUocations of administrative 
expenses are a(ijusted by interfund transfers. This adjustment includes 
transfers between the HI and 8MI trust funds and the program 
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management general fund account, with appropriate inter-est 
allowances. 

Table ILC2 compares the actual experience in fiscal year 1996 with the 
estimates presented in the 1995 and 1996 annual reports, A number of 
factors CIUl contnoute to differences between estimates IUld subsequent 
actual experience. In particular, actual values for key economic and 
other variables can dJffer from assumed levels. and legislative and 
regulatory changes may be adopted subsequent to a report's 
preparation, 'The comparison in table II.C2 indicates that actual H1 tax 
income was Mmewhat higher than estimated in both the 1995 and 1996 
reports. 

The estimate from the 1996 annual N\port was reasonably dose to the 
actual benefit amount. Actual HI benefit payments in fiscal year 1996 
were higher than estimated in the 1995 annual report. 

Table 11.C2.......comparlson of Actual and 'Estimated Operattons Of the HI Trust Fund, 

Flseal Vea, 1996 


IOoilar tll!lO!PlU ill m~tionsl 


Co!T1/lBrlso1l 01 ~ eq:,eOUnc.e ..nth e~ 
lot liseal year '996 eub~shed it! _.. 

E~mated ~e 
amounl' of!l$llmaM 

PayfOll1a.. $. 106.~ ,"
EWlelJP!lytj!!'ltS 124,008 ..'" '" 

Table ILC3 shoWs the totnl asaets of the fund and their distribution at 
the end of fiscal years 1995lUld 1996. The assets of the HI tr'Wit fund at 
the end of fiscal year 1995 totaled $129,520 million. consisting of 
$129,864 million in the form ofobligations of the U,S. QQverrunent and 
an undisbursed ballUlce of-$345 million. The assets of the HI trust fund 
at the end of fiscal year 1996 totaled $125.338 million, consisting of 
$125,805 million in the form of U.S. Government obligations and an 
undisbursed balance of ~$467 million, 
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New securities at 11 total par value of $119,183 million were acquired 
during the fiscal year through the investment of revenue and the 
reinvestment of funds made a.vailable from the redemption orsecurities, 
The par value ofsecurities redeemed during the fiscal year was $123,242 
million. Thus. the net decrease in the par value of the investments held 
by the fund during flSCal year 1996 amounted to $4,059 million. 

The effective annual rate of interest earned by the assets of the HI trust 
fund during the 12 months ending on December 31, 1996, was 8.1 
percent. Interest on special issues is paid semiannually on June 30 and 
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Actuarial AMlysis 

December 31. The interest rate on public~debt obligations issued for 
pUNhase by toe truat fund in June 1996 was 7.0 percent, payable 
semiannually, 

D. EXPECTED SHORT·RANGE OPERATIONS AND STATUS 

OF THE TRUST FUND 


The Social Security Act requires the Board of Trustees to report 
annually to the Congress on the operations and status of the Hi trust 
fund during the preceding fiscal year, as was addressed in the preteding 
sectiou, and on the expected operatious and status of t.he trust fund 
during the current and next 2 fiscal yean;. In this section, estimates of 
the operations and financial status of tbe trust fund for tbe next 10 
years are presented. The Act also requires that the annual report 
include a statement of the actuarial status of the trust fund. and that 
requirement is fulfilled in the next section. In both this and the next 
section, no changes are assumed to QCCUJ" in the present statutory 
provisions and regulations under which the HI program operates. 

The estimates shown in this section provide detailed information 
concerning the .short*range finandal status of the trust fund. The 
estimated levels of future income and outgo, annual differences between 
income and outgo, aud annual trust fund balances e...re explained and 
examined in this section. Two particularly important short-range 
solvency measures for the HI trust fund, the estimated year of 
exhaustion and the test of ahort-range financial adequacy, are also 
discussed. 

Estimates are shown under three alternative sets of assumptions, to 
illustrate the sensitivity of future progTl.lm costs to different economic 
and demographic trends. The sets of assumptions used are intended to 
portray a reasonable range of pOssible future trends. Due to the 
uncertainty inherent in such projections. however, the actual operatlonB 
of the HI trust fund in the future could differ significantly from these 
estimates. 

The expected operations ofthe HI trust fund during fiscal years 1997 to 
2006. together with the past experience of the program, are shown in 
table 11.01. The estimates shown in th.i$ table are based on the 
intennediate set of assumptions, The assumptions underlying the 
intermediate projections ate presented in section lLF clt.his report, 

The increases in estimated income shown in table IID1 primarily reflect 
increases in payroll tax income to the trust fund, As noted previously, .. 
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the- primary source of6nnncing for the III program is the payroll tax on 
covered earnings paid hy employees. employers. and self-empJoyed 
workers, While the payron tax rate is seheduled to remain eonstant, 
covered earnings are assumed to increase in every year through the year 
2006 under the intermediate aBwmptiotl.l, These inereases in taxable 
earnings are due primarily to projected inereases in the number of 
workers eovered by the program and in the average earnings of these 
workers, 

Over the next 10 yea:rs, most of the smaller sources offinaneing for the 
HI trust fund increase as well. These income sources include ineome 
from the taxation of OASDI benefits, transfers from the Railroad 
Retirement program, and premium income for other nomnsured peJ"80n5 
who voluntarily enroll in the program. Transfers from general revenue 
to reimburse the program for the eost of providing HI benefits to certain 
noninsured persons nre decreasing. Transfers made from general 
revenue to reimburso the HI trust fund for the costs associated with 
certain military wage credits are projected to remain eonstant over the 
.short-range period, More detailed description.s of the.se sources of 
ineome ean be found in .section II.S. 

Interest earnings have been a significant souree ofineome to the trust 
fund, and have indeed ranked second only to payroll taxes, for many 
years, It t.s important to note that as the trust fund continues the 
decline it has aJready begun. \\-'ith disbursements increa.sing more 
rapidly than income, the assets beld by the trust fund will be redeemed 
to pay its obligations, In the absence of correetlve legislation, interest 
earnings would tl):erefore diminish rapidly, and aoon cease to exist as a 
SQurce of income for the HI program, 

Disbursements for benefits are projeeted to increase in fiseaJ years 1997 
to 2006, primarily as a result of the increases in hospitaJ payment rlltes 
and hospital admissions under the program, and to do so at a faster rate 
than income to the program. The col;ts of other HI benefits, including 
home health and skilled nursing care, represent a smaller share of total 
costs but are estimated to increase much more rapidly over this period. 
The expenditures for benefit payments shown in table II.D1 differ 
somewhat from those shown in the President's FiscaJ Year 1998 Budget. 
The estimates shown in this report are based on more recent 
demographic and economic projections, and they do not reflect the 
implementation of proposed changes in laws and regulations which were 
included in the budget. The expenditures for benefit payments shown 
in this section are based On the assumption that for fiscaJ years 1998 
and later, the prospective pa}'lIlent rates will be increased in accordance 
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with Public Law 103-66, the Omnibus Budget Reconciliation Act of 1993; 
for fiscal year 1997. the prospective payment rates have already been 
determined in accordanee with the same statute. 

The actual operatioD8 ofthe HI program are organized, in general, on a 
calendar year basi.6. Earnings subject to taxation and the applicable tax 
rates are established by calendar year, as are the inpatient hospital 
deductible and other c.ost-sharing amounts. The projected operations of 
the trust fund on a calendar year basis are shown in table II.D2. 
according to the same assumptions as used in table lI.Dl, The projected 
rapid depletion ofthe HI trust fund can be seen in both tables, 

.. 




Expected Operations 

.. 




-
n
l
!
l
l
!
l
'
l
&
~
~

'l 
", .... 'i;! .... 

A
ctuarial A

nalysis 

I ! • ! 
it 
!!' 
" is 11 .t ~
 

11 ;;: 
i! • ..
• t C

 

q ~ 

=
 ~ {! 

fl., 


I) 


]1 
. 

II 
I . 


•
" 

Ii 


ift 

I~f 

j~1

is 

W



~I 

jH • , l• < r 

~
~
n
l
l
l
l
~
~
-
o
 
a
;
;
~
~
~

ii:·ti~ i;i~~ ~.~~~~ 
i.~~~-

~~~~~ ~~~-~~. 
_

_
 "''.': 

.
:
~
~
~
:
!
 
~
I
I
>
M
 

"!' 

~~Ui!l !!l:l~[2~ ~
m
!
;
;

~g~~i~ gzi~~$' ;n';:i~~~ 

~
!
i
~
"
~
 
~
~
g
'
~
 
~
!
~
~
~

_ 
., ...... 

$;.H~ 
:::: 

_ 
~
 

... 
..; 

_
..!'­

l
~
W
:
 ~~~"~ ,.I'lIlU

.
~~f:l~W ~~'n;;a$ $!i;§E.~ 

_
~
"
,
,
,
,
,
,
,
 __ 

o
~

"~II>""N -o""liis 
~-3t" ... ~

 

i~~g~ ~;~~-g sf~~~; 

_ 
c __ 

_
:II 

:!!!: 
_ 

"" 
.,

~
§
~
~
~
 ~
~
~
~
.
 ~~~ii!lIl 

... 
".;,..;,..; 

~";crj~-<ti 
g
~
S
i
S
f
;
i
 

•
"~-:~r'" 

~
:
a
:
s
~
-
"
"
-
s
-
~

_
.,_

 • 
c
_

""""""
_

0
 

• 
..,. 

_ 
~
 

" 
'" 

l
~
~
~
o
 

O
N

N
f
"
I
 .... 
f
G
~
I
~

-
.... ., ........ 

:
:
~
 

~
 




~
_
l
-
=
~
 "''''''''''11> -

.... rri'O'I
~
~
~
l
-

:;;':;:;;:S
 &HI! 

; 

~
~
~
"
~
 u
~
~
~
 ~
~
"
n

... _
N

M
<

')
 

f"I 
M

"
"
 

f 
I
i
'
 

! 
, 

i 
j 

! , 
j !~~I,

_
M

<
 

. e~~~g ~~~~* ~r!~§~'
~:;:~~si ~;';;~;::!r! $

~
s
(
$
!
 

jm
ilil ~m~ ~mm 






E
xpected O

peration
s 

" 




:.­II nTable 1I.02.-opera1Io1U1 at 1he HI Trust Fund During calendar Yeam 1910-2006 ­!111 miliMsl •• 
I~ DISbursements TllJrrtlurd 

~... ,...... -:.-~. 1­ ""­
_ .....,f -I. ......, ret ...1ibrJ ,- ....._ft .-,... No .... Sc_ - ....... - -"V "-'- ...... .... 


••n """",' .>1.........
,.., """ - - ""'''''.. ...- ,.. 
;."\1,,..1" ..... ~-

«"• 
Hlstofical Data; """"" -"" - - -- - ;. 

.oro ....' ... ..., .'., ...,,. $5,124 $t51 $5.2el .... ....,
\915 H,~ .,. .".. ... 11,:115 "6 11,:591 ',m UJ.511,­". ..." 1,149 25,0&4 2$,577 13,149 "'.... " '" ,."" '""'" 41.516 16. .. -11a' 3,3&2 $1$1 4T,!'M 48..414 llO,,,".,.. ...,., '" ...,., ',-'" "" '" ... <3 3,GIS 49,158 "" 50,422 t9,MiS" 39,951

"., 58."" ,..'" 36 .." .4,4$9 ...... ...... '" ...,.. 13,m.... ".... .1S ., ...,. "'..,. 53""'" ~"!l11 '" 15,_ 69,640.... 88", m OS 1,311 18,721 6I.i,OH '" 792 t$,91{\,,,. '" '" " " ...,. 8,451 """ 
'3,315 

...... 
72.1)13 $6,99702' '6>" '58 ""'" 
77.8!i1 9,510 "'~" 71,549 1,021 n.sro 115,202"" '" .. ...." "''''' "" 81,745 "",,, "" '" .. lQ,487 1,121 11$.015 ""'" '992 .,"" .,'" ...."'" 64.133 .00 '" '" .. 12,.531' 98,181 ... ',1!lS 121,818"'" '15 "'''' ,,.,, ",39' ,32_95.2600 ." 10,145 10'3,570 103,282 10..,545
,'""", 
sa,"':!! 3,9.3 

", 
". '" \0,820 115,021 1115,366 1,236 111,6(M ''''' 13C,2Ei7 


',1S39 '"50' """ 
·~sn 

, lO.ses .,009 '" '01 '" 1,199 ."",,' to,22:2 124,60:'1 12B,~2 1,291 l:i19'.9?9 .,,,, 124,&42"9' '" " , 
lnllrmlldi.Qte E$lImates: 

1I1,739 «Xl< 9,«3 121,426 138,863 1,3t7 140.1£10 ,12.754 112,188 
"98 117,100 1.41S .. a,,", 131.396 150,125 1,379 151,503 -20,101 92,oal
19" "" .., '" ''''' " 
'999 I:22JH8 .."".." '"" <8' " \,541 .. 6,0« 135,«7 16:/,631 1,455 ,.."" ·~.639 63,«2 

2000 129,~ 4,1:175 399 IS' 1,691 ',m 139,735 176,128 '.539 117.661 -31,932 25,510 


5,:\&1.1 398 '50 1.845 " j43,838 191,159 1,821 192,188 ·48,948 ·23,438 

IJIR,002 <0, " ~'77 141,937 207.032 1,119 208,151 ·GO,1l14 ...~52 
""" """ ..,,, ., '" ",..,150.391 '.'" .2< 2,1&4 '1.'100 151,183 l,8i9 ·14,079 -158.331 """' '" "''' " ,... ',,," am '12,S&4 I ....,. ...... ,...oro ..00.585 ·2.t6,9l6 """ '" ""'"'" '.92f/
I...... Il:) ,'11.363 159..114 -10l.149 -3SO,6€.5 
Il1I.lOO 1,943 ... ·2(,796 1£2,331 28!A18 2,1>46 ~,~" -120.893 -411,558 

,.., '''''''' '.3<3 ",'" '"'50 ,- " ,...., ""',923

"'" '" "'" " ."'" 

\ 




E
xpected O

perations 

.. 




Actuarial Analysis 

Projected trust fund operations are shown beyond the point of asset 
depletion, but it 1.6 important to remember that under present law there 
is no authority to pay program benefits if the assets of the trust fund are 
depleted. In practice, benefits could not be paid until additional t.rw.>t 
fund income WQ8 subsequently received. Initially, this would cause a 
delay in reimbursing hospitals and other health care providers for the 
services delivered to HI beneficiaries. However. the length of the delay 
would increase very rapidly, quickly reaching a point where providers 
would be unable to continue providing care to beneficiaries. Thus. the 
imminent depletion ofthe HI trust fund must be treated as a very grave 
consequence and corrected through legislation as soon as PG-'sibJe, 

Since future economic, demographic, and health care usage and cost 
experience may differ considerably from the intermediate assumptions 
on which the cost estimates shown in tables U,Ol and lLD2 were hMed, 
projections have also been prepared on the basis of two different sets of 
assumptions, labeled "low cost" and "high cost.1f The three seta of 
assumptions were selected in order to illustrate the sensitivity of 
program cOsta to different economic and demographic trends, and to' 
provide an indication of the uncertainty associated with financial 
projections for the HI program. The tow cost and high cost alternatives 
provide for a fairly wide range of possible experience. While actual 
experience may be expected to fall within the range, no assurance tan 
be made that this win be the CllBe, particularly in light of the wide 
variations in experience that have occurred since the beginning of the 
program. The assumptions used in preparing projections under the low 
cost and high cost altetnatives, lUI weU .8.8 under the intermediate 
assumptions, are discussed more fully in section ILF of this report. 

The estimated operations of the HI trust fund during calendar years 
1996 to 2006, for total program income and disbursements under all 
three alternatives. are summarized in table II.D3, The trust fund ratio. 
defined a8 the ratio of assets at the beginning of the year to 
disbursements during the year, was 100 percent for 1996. Under the 
intermediate assumptions, the trust fund ratio is projected to decline 
steadily, and the fund is completely exhausted in 2001. Under the low 
cost alternative, the trust fund would be exhausted in 2002, while under 
the high cost alternative exhaustion would Occur in 2000. These 
projections do not reflect any reduction in disbursements due to 
proposed changes in legislation or regulation which were included in the 
President's Fiscal Year 1998 Budget but. which have not been enacted or 
implemented. 
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Table D,D3.-&tlmated OperstiOnt 0' the HI Trust Fund During CeleMer 'toal'S 1996­
2006. Undtr Attemal1ve Self Of Aaumptlons 
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As with tables ll.Dl and II.D2, projected trust fund operations are 
ahown beyond the point of asset depletion, to indicate the trends in 
future inoome and expenditures and to help illustrate the magnitude of 

so 
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the future deficits. 1 It is important to' remember. however, that under 
present law there i.e no authority to pay HI benefits if the assets of the 
HI trust fund are depJeted. 

The projections in table ILD3 indicate that without corrective 
legislation, the Q8selB of the HI trust fund would be exhauated within 
the oerl 3 fu 5 years. The fact that exhaustion would occur under a 
broad range of future economic conditions, and is expected fu occur in 
the very near future, indicates tbe urgency of addressing the HI trust 
fund's financial imbalanee. 

The Board of Trustees has established an explicit test of shoft..range 
fi.na.ncial adequacy. The requirements of this teat are as follows: If the 
HI trust fund ratio is at least 100 percent at the beginning of the 
projection period, then it must be projected W remain at or above 100 
percent througbout the 10-year projection period; alternatively, if the 
fund ratio is initially less than 100 percent, it must be projected w reach 
a level ofat least 100 percent wit.hin 5 years (and the trust fund not be 
depleted at any time during this period) and then remain at or above 
100 percent throughout the remainder of the 10-year period. This test 
is applied to trust fund projections made under the intermediate 
assumptions. 

Failure of the trust fund to meet this test is an indication that the 
solvency of the program over the next 10 years is in question and that 
action is needed to improve the short.~rnnge financial adequacy of the 
program. As can be seen from table U,03, this shoJ't..range test is not 
met, Under the intermediate assumptions, the trust fund ratio falls 
below the l00-percent level during 1997 and the trust fund is exhausted 
in 4 years, 

The ratios of assets in the HI trust fund at the beginning of each 
calendar year fu total disbursements during that year are shown in table 
11.04 for all past years since the beginning ofthe program. Figure 11.01 
shows these historical trust fund ratioe and the projected ratios under 
the three sets of assumptions. Figure 11.02 shows end-of~year trust 
tund balances for historieal years and for projected years under the 
three sets ofassumptioM. On both figures, the labels ljl", "II", and ljlII'" 

''These hypothetical fund ~rations are esUmai.ed baled on an underlJirli ....wuption that 
the HI uust fund ~uJd borrow amounts {rom the gl!neral fund otthe Treuury en the urne 
terms thal it oontlaHy l.e1l<h reserve aneLS to the gl!BeraJ fw:u! (through the pW't'base of 
special-iellue 'fnouurysecuritiesl Thus. the hypothetieal. poet-depletioll operAllOlU of the 
tnult fund are wleuJat.ed Oil !I. mjf't"(!NltiBge buit to the normal iUV1Istment pf'OeOlduree. 

sa 
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Expected OperIJtion8 

indicate projections under the: low ~ intermediate. and high cost 
alternatives, respectively_ Both figures graphically illustrate the 
severity oftbe HI trust fund~s financial inadequacy, 

Teble IL04,......,Aatla 01 Aaaete lithe Beginning allhe Year ta Dlml'lemente During 
the Yeal tor the HI Trust Fund 
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FIgure II.D1~1 Trult Fund Balance e1 Beglnnlflg of Year as a Peroentage ot Annuli 
Expendltum
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Expected Operations 

The Trustees' test ()fshort~range financial adequacy is stringent. It is 
designed to provide an early warning that 11 trust fund may face 
financial difficulties in the cotning years. A3 indicated by the projections 
above, Ii more immediste concern is the imminent depletion of the HI 
trust fund. Corrective legislation is needed in the very near future to 
permit the continued payment of HI benefits: when due. 

As suggested by the historical asset levels shown in table 11.04 and 
figures llDl and n.D2, the Trustees' sho.rt..range test for HI has seldom 
been met: For many years, the HI trust fund has been projected to 
become depleted v.ithin the next decade or so, as a result o[increases in 
health care coats and utilization that generally exceed increases in the 
HI payroll taxes that support the program, Over the years, asset 
exhaustion has been postponed by enactment oflegislation to increase 
trust fund revenue and/or reduce the rate of growth in program 
expenditures. As a result of the periodic corrective legislation, the 
program hss operated satisfactorily even though it baa not met the 
Trustees' short-range teet. 

Nonetheless, the test represents a desirable goal for the financial status 
of social insurance programs. The Trustees have recommended that 
fund assets be maintained at a level of at least 100 percent of annual 
program expenditures. Sueh a level is: estimated to provide a cushion of 
roughly 5 years in the event that program income falla short of 
expenditures, thereby allowing time for policy makers to devise and 
implement legislative corrections. Thus. while the short-range test is 
stringent. it is intended to ensure that health care benefits continue to 
be availAble without interruption to the millions of aged and disabled 
Americans who rely on sllch coverage, 

t Thllt teat W4l! intrOOubtd by the &\!lTd ofTrulIt.te1 in 1001. .. 




ActuariCll Analysis 

E. ACTUARIAL STATUS OF THE TRUST FUND 

In section IT.D, the- expected operations of the HI program over the Dext 
10 years were presented. In this section, the actuarial st.e.tus of the trust 
fund, Or the adequacy of the heheduled financing to support program 
costs well into the future, is examined under the three alternative sets 
of assumptions. The assumptions used in preparing projections are 
sUIIlmwe-d in section rJ.F of this report. 

The adequacy of the Clll'l"ent law financing schedule for the HI program 
in the long-range 113 measured by comparing on a year-by-year basis the 
income rates (from payroU taxes and im::ome from taxation of OASDI 
benefits) with the corresponding incurred costs of the program, 
expressed as percentages of taxable payroll.3 If these two items were 
exactly equal in each year of the projection period and all projection 
assumptions were realized. then revenues would be sufficient to provide 
for program costs, In practice, however, tax rate schedules, which make 
up most of the income rate, generally are designed with rate changes 
oecurring only at intervals ofseveral years, rather than with continual 
yearly increases to match e:mctly with projected cost increases. To the 
extent tha~ small differenees between the yearly costs of the program 
and the corresponding income rates occur for short periods of time and 
are offset by subsequent differences in the reverse direction, the 
financing objectives can be met by maintaining an appropriate 
contingency reserve, In projecting costs under the program, only 
incurred expenditures (benefits and administrativo costs) attributable 
to insured beneficiaries are considered, since benefits and 
administrative costs for noninsured persona are expected to be financed 
through general revenue transfers and premium payments rather than 
through payroll taxes. 

The historical costa of the HI program, expreslJed as percentages of 
taxable payroll, are shown in table H,El, The ratio ofexpenditures to 
taxable payroll has increased from 0,94 percent in 1967 to 3.48 percent 
in 1996, reflecting both the higher rate ofinere:ase in program costs than 
in earnings subject to HI taxes and the e:rtenslon of HI benefits to 
disabled and end-stage renal disealJe beneficiaries. 

The projected oosts of the program under the intermediate assumptions, 
expressed as percentages of taxable payroll, and the income rates under 

:trlWtble payroll is the tota.lamount OrWAgetr.. Iillalies, tlpe, selr.employmelH inoome, and 
othu ...rnin~ ~ubj«t to the HI payroll t.aI. 
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current law for selected years over the 75--year period 1997-2071, are 
shown in table fi.E2, Further inereasea in the ratio of expenditures to 
taxable payroll under the intermediate assumptions result from the 
projection that the cost oft.he Hl program will continue to increase at a 
higher rate than t.axnble earnings:, as discussed later in this section. It 
can be seen from the selected yean; shown in table II.E2 that, on a year­
by-year basis, tbe intome rates under current law are insufficient by a 
large margin to support the projected costa of the current program, As 
8. result. the program is severely out offinancial balance and substantial 
measures will be required to u::u::ruase revenues andlor reduee 
expenditures. 
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While the year-by·year comparisons discussed are necessary to measure 
the adequacy ofthe financing of the HI program, the financial status of 
the program is often summarized, over a specific projeetion period, by a 
single measure known a8 the actuarial balance. The actuarial balance 
of the HI program is defined to be the difference between the 
summarized ineome rate for th~ valuation period and the summarized 
cost rate for the same period. The summarized income rates, cost rates, 
and actuarial balance are based upon the present values of future 
income on an incl1I"I"ed basis, future i.nsured costs on an incurred baaia, 
and future taxable payroll. The present values are calculated by 
dil$Counting the future annual amounts of income and outgo at the 
assumed rates of interest credited to the HI trust fund, The present 
values are calculated as of the beginning of the valuation period. The 
summarized income and cost rates over the projection period are then 
obtained by wviding the present value of income and cost, respectively, 
by the present value of taxable payroll. The difference between the 
summarized income rate and east rate over the long~range projection 
period. after an adjustment to take into account the fund balanee at the 
valuation date and any target trust fund at the end of the valuation 
period, is the actuarial balance. In keeping with a decision by thi: Board 
ofTrustees that it is advisable to maintain a balance in the tru.st fund 
equal to a minimum of one year's expenditures. the target trust fund 
balance is equal to the following year's estimated costs at the end of the 



Actuarial Statu8 

75-year projection period. It should be noted that projecting an end.oOf~ 
period target tru&t fund balance does not necessarily imure that the 
trwrt. fund will maintain such a balance on a year·by-year basis." 

The actuarial balance can be interpreted as tbe immediate, level. and 
permanent percentage that must be added to the current law income 
rates and/or subtraeted from the CUlTent law cost rates throughout tbe 
entire valuation period in order for the financing to support program 
costs and provide for the targeted truSt fund balance at the end of the 
projection period. The income rate increase according to this method is 
4,32 percent of taxable payroll. However. ifno changes were made until 
the year the trust fund would be exhausted, then the required increase 
would be 4.65 percent of taxable pnyroll under the intermediate 
assumptioM, 

The actuarial balances under aU three alternative sets of assumptions, 
for the next 25, 50, and 75 years, as well as for each 25~yea.r 8ubperiod, 
are sho,,""D in table II.E2. The summarized income rate for the entire 75­
year period under the intermediate nssumptiOM is 3.19 percent of 
taxeble payrolL The summarized cost of the program under the 
intern1ediate assumptions, for the entire 75-year period, is 7.51 percent, 
or more than twice the level of projected income to the program. As a 
result, the HI program fails to meet the TntsteeH'long-range test ofdose 
actuarial balance. (Section IILF eont.ain.s a summary of the 
requirements of this test.) 

'An alternatiyv way or calculating BCtuarial statu., Itnown a. the modified avemge-eoe:t 
method, is pn/sent.cd in section Ill.A. The HE tnult rund aJIiO" railll ~ba telt oflong-ranp 
do:se acluarial balonte using this meth'xt 
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Table U.E3.-Actuatlal Balances of the HI Program, Under Th,... S&ts 01 AHumptlons 
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The divergence in outcomes among the three alternatives is reflected 
both in the estimated operations of the trust fund on 0 cosh basis (08 

discussed in section 11.0) and in the 75«)'enr summarized eosts. The 
variations in the underlying B.B$umptions, as shown in the next section, 
can be charaderized as (l) moderate in tenns of magnitude of the 
diff'eren~s on a year·by·year basis and (2} persistent over the duration 
oithe projection period. Under the low oost alternative, the summarized 
program eoat rate for the 75·year projection period is 4.85 percent of 
taxable payroll and the eumma.rired income rote is 3.14- p<:reent of 
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taxable payroll; hence, HI income rates provided in current law would 
be inadequate even under the low cost alternative. Under the high cost 
alternative, the su.m.mari1.ed program cost rate for the 75·year projection 
period is 12.7 percent of taxable payroll, nearly four times the 
summarized income rate of about 3,3 percent of taxable payroll, 

Past experience.has indicated that economic and demographie conditioDB 
as financially adverse as those assumed under the high cost 
alternative CWl, in fact, occur. None of tbe alternative projections should 
he viewed as unlikely or unrealistic. The wide range of results under 
the three alternatives is indicative of the uncertainty of the program's 
future cost, Wld its sellBitivity to future economic and demographic 
conditions, Accordingly, it is important that an adequate balance be 
maintained in the ill trust fund as a reserve for contingencies, and that 
financial imbalances be addressed promptly through corrective 
legislation. ' 

A valuation period of 75 years is needed to present fully the future 
contingencies that reasonably may be expected to occur, such as the 
impact of the large shift in the demographic composition of the 
population which will occur after the turn of the century. As table Ir.E2 
indicates, estimated expenditures under the program. expressed .as 
percentages of taxable payroll, increase rapidly beginning around 20H). 
This rapid increase in costs occurs because the relatively large number 
of persons horn during the period between the end ofWorld War 1I and 
the mid~l96CYs (known as the baby boom) will reach retirement al:fe" and 
begin to receive benefits, while the relatively smaller number ofpersons 
born durlng later years YIill comprise the Jabor force. During the last 25 
years of the projection period, the projected increases in expenditures 
under the program stabilize somewhat.' 

Costs beyond the initial2s..year projection period for the intermediate 
estimate are based upon the Assumption that costs per unit ofmedical 
care service will increase at the .same rate as that of average hourly 
earninga, Thus, changes in the nut 50 years of the projection period 
primarily reflect the impact of the changing demographic composition 
of the population. Beyond the initial 25·year projection period, the low 
cost and higb cost alternatives assume that program cost increases, 
relative 10 wahle payroll increases, are initially 2 percent less rapid 
and 2 percent more rapid, respectively, than the results under the 

'HI (08" M a J.MItun~ ofwahl~ fI!;tyn:;U &'to p~ to eoutinw! to inercaM, !;ttli .1~ 
rate, du~ to amtmifd fu.rther improvtnumtt itJ life expeet.e.pey. 
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intermediate assumptions, The initial 2~pereent differentials are 
assumed to gradutilly decrease until the year 2045, when program cost 
increases (relative to taxable payroll) are assumed to be the same as 
under the intermediate assumptions. 

Figure ItEI shows the yel.!l.N>y·year oolrtB as a percent oftaxable payroll 
for each ofthe three setsofMSU.lnptions, as wen as the projeeted woome 
rates. The income rates are shown only for the intermediate 
assumptions in order to simplify the graprucaJ presentation and because 
the variation in the income rates by alternative is very small (by 2071. 
the annual income rateS under the low cost and high cos.t alternatives 
differ by only about 0.4 percent of taxable payroll). Only small 
fluctuations are projected in the income rate, as the rate of income from 
taxation of OASDI benefits varies only slightly for each alternative. 
Figure ILEI illustrates the magnitude of the projected financial 
itnbala.nce in the HI program by displaying the d1'¥-ergence of the 
program costs and income rates under each set ofassumptions. In the 
figure, the labels "I", "II", and OIllr" indicate projections under the low 
cost, intermediate, and high coat alternative.'!. respectively, 
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The 75-year actuarial balance of the HI program, under the 
intenu(ldiate assumptions, is estimated to be -4.32 percent of taxable 
payroH. as shown in table U.E3. The actuarial balance under the 
intermediate llSBUinptions as reported in the 1996 Annual Report was 
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-4.52 percent. The m£\jot' reasoDB for the change in the 7S-year actuarial 
balance are summa.tized in table !I.E4, In more detail, these changes 

an" 

(1) 	 Changes in valuation period: Changing the valuation period 
from 1996-2070 to 1997~2071 adds a very large deficit year to 
tbe calculation of the actuarial balance. The effect on the 
actuarial balance is-O,09 percent of taxable payroll, 

(2) 	 Updating the projection base: The cost as a percent of payron 
for 1996 was less than estimated in the 1996 report. The net 
effect of this change on the actuarial balance is +0.10 percent. 

(3) 	 Hospital asSumptioDB: Changes in the hospital assumptions 
described in the next section result in a +0.16 percent change 
in the nctuarlaJ balance. The primary factor contributing to 
this change is the wa.ge differential 8Bsumption between 
hospitaJ workers and those in the general economy. 

(4) 	 Other provider assumptions: Changes to the non-hospital 
provider utilization and price assumptions result in a -0.17 
percent change in the 8<:tUarial balaJl(e. The primary factors 
are higher assumed utilization and price inereases in the 
short·range than assumed in last year's report. 

(5) 	 Economic and demographic assumptions: Changes in the 
economic and demographic assumptions described in the next 
section result in a +<),20 change in the actuarial balance. The 
primary factor was the upward revision in the ultimate real 
interest rate. Althougb this .assumption has no effect on 
projected future HI costs, it has the effect of applying less 
weight to the distant, high-deficit yea.rs of the pI'Qject;ion in the 
calculation of the actuarial balance. (See section lII.A for 8 

further discussion of this issue,) 

I. Acruaria! blIlWIQI, ~letmedJBle ~t.too .. 1996repon 
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F. ACTUAlUAL METHODOLOGY AND PRINCIPAL 

ASSUMPTIONS FOR THE HOSPITAL INSURANCE COST 


ESTIMATES 


This section describes the basic methodology and assumptions used in 
the estimates for the HI program under the intennediate assumptions. 
In addition, projections of program costG under two alternative sets of 
assumptions are presented. 

1. Assumptiol18 

The economic and demographic assumptions underlying the projections 
sbown in this report are eonsistent with those in the 1997 Annual 
Report of the Board of 'I'rustees of the Federal Old~Age and Survivors 
Insurance and Disability Insurance Trust Funds, These assumptions 
are described in more detail in that report. 

2. Program Cost Projection Methodology 

The principal steps involved in projeeting the future costs of the HI 
program are (8) establishing the present Cost of services provided to 
beneficiaries, by type of service, to serve as a projection bue; (b) 
projee1:ing increases in payments for inpatient hospital services under 
the program; (c) projecting increases in payments for skilled nursing, 
home health, and hospice services covered under the program; and {d} 
projecting increases in administrative costs. The major emphasis is 
directed toward expenditures for inpatient hospital services (both 
managed care and fee.-for.-aervice), wbich account for approximately 75 
percent of total benefits. 

a. Projection Base 

In order to establish a suitable base from which to projed. the future 
costs of the program, the incurred payments for services provided must 
be reconstructed for the most recent period for whlcb a reliable 
determination can be made. To do this, payments to providers must be 
attributed to dates of service, rather than to payment dates. In addition, 
the nonrecurring effects of any changes in regulations, legislation, or 
administration of the program and of any items affecting only the timing 
and flow ofpaytnenUl to providers must be eliminated. As a result, the 
rates of increase in the incurred cost of the program differ from the 
increases in cash disbursements shown in tables 11.01 and 11.02 . 

.. 
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For those expenses still reimbursed on a rea.ronable com basis. the costs 
for covered services are determined on the ba.ei.s of provider cost reports. 
Payments to n provider initially a.re made on an interim basis; to adjust 
interim payments to the level of retroactively detennined costs, a series: 
of payments or recoveries is effected through the course of cost 
settlement with the provider. The net amounts paid to date to providers 
in the funn ofcost settlements a.re known; however, the incomplete data 
available do not permit a precise determination of the exact amounts 
incurred during a specific period of time. Due to the time required to 
obtain cost reports from providers, to verify these reports, and to 
perform audits (where appropriate), final settlements have lagged 
behind the original costs by as much as several years for some providers. 
Hence, the final cost of services reimbursed on a reasonable cost baais 
has not been completely determined for the most recent years of the 
program, and some degree ofuncertninty remains: even for earlier years. 

Even for inpatient hospital operating payments paid fot on the basis- of 
diagnosis-related groups (DRGs), most payments are irutially made on 
an interim basis, and final payments are determined on the basis ofbills 
contaJrung detailed diagnostic infonnation which are later submitted by 
the hGspitai. 

Additional problems are posed by cha..nges in legislation or regulation, 
or in administrative Gr reimbursement policy, which can have fl 

substantial effect on either the amount or incidence of payment. The 
extent and timing of the incorporation of such changes into interim 
payment rates and cost settlement amounts cannot be detennined 
precisely. 

The process of allocating the various types of payments made under the 
program to the proper incurred period-using incomplete data and 
estimates of the impact of administrative actions-presents difficult 
problems, the solutions to which can be only approximate. Under the 
circumstances, the best that can be expected is that the actual incurred 
cost of the program fot a recent period can be estimated within a few 
percent. This increases the projection error directly, by incorporating 
any error in estimati.ng the base year into all future Yi.!a.rs, 

h. Payments for Inpatient Hospital Cost. 

Beginning with hospital accounting years starting on or after October 1, 
1983, the HI program began paying almost an participating hospitals a 
prospectively.determined amount for providing covered services to 
beneficiaries. With the exception (If certain expenses reimbu:rsed on a 
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reasonable cost basis, as defined by 1aw. the payment rate for each 
admission depends upon the DRO to which the admiBaion belongs. 

The law contemplates that the annual increase in the payment rate for 
each admission win be relatt!d to a hospital input price index, which 
meaaures the increase in prices for goods and services purchased hy 
hospitals for use in providing care to hospital inpatients. In other 
literature, the hospital input price index is also called the hospital 
market basket, For fiscal year 1997, the prospective payment rates have 
already been determined. The projections contained in this report are 
based on the ~umption that for fiscal year 1998. the prospeetive 
payment rates will be increased in accordance with Public Law 103·66, 
the Omnibus Budget Reconciliation Act of 1993, and this legislated 
annual payment rate increase ia indeed a function of the annual hospital 
input price index. For fiscal years 1998 and later, current statute 
mandates that the annual increase in the payment rate per admission 
equal the annual increase in the hospital input price index. 

lncreases in aggregate payments for inpatient bospital care covered 
under the HI program can be analyzed in five broad categories: 

(1) 	 Labor factors-the increase in the hospital input price index 
which is attributable to increases in hospital workers' hourly 
earnings; 

(2) 	 Non-labor factortil-the increase in the hospital input price 
index which is attributable to factors other than hospital 
workers' hourly earnings. such as the costs ofenergy, food, and 
suppli~; 

(3) 	 Unit input intensity allowance-the amount added to or 
subtracted from the input price index (generally as a result of 
legislation) to}ield the prospective payment updatt! factor; and 

(4) 	 Volume of services-the increase In total output of units of 
service (as measured by hospital admiBSlons covered by the HI 
program). 

(5) 	 Other sou.rces-a residual category, reflecting all other factors 
affed.ing hospital eoot increases (such as intensity increases) . 
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Tahle li.Fl shows the estimated values of the principal components of 
the increases for historical periods for which data are availahle and the 
projected trends used in the estimates. The following discussions apply 
to projections under the intennediate assumptions, unless otherwise 
indicated. 
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Increases in boopital workers' hourly es~ can be analyzed and 
projected in tenns of (1) the assumed increases in hourly earnings in 
employment in the genera] economy and (2) the difference between 
hourly earnings increases in the general etOnomy and the hospital 
hourly earnings used in t.he hospital input priee index:.!l Since the 
beginning of the HI program, tbe differential between the hospital 
workers' hourly earnings and hourly earnings in the general economy 
has fluctuated widely. Since 1984. this differential has averaged aoout 
~O.2 percent. During the initial years of the prospeetive payment 
system, it appears that ho.!1pital hourly eamings were depressed relative 
to th06e in the general economy as hospitals adapted to the prospective 
payment system, This diffenmtial is assumed to fluctuate, leveling off' 
at 0.1 perrent over the short term, declining to zero just after the end of 
the firet 25~year projection period. 

Non-labor cost increases can similarly be analyzed in tenns ofa known, 
economy-wide price measure {the CPO and a differential between the 
CPI and hospital-specific prices. 'I't:ti$lstter factor is called the hospital 
price input intensity increase, and reflects price increases for non-labor 
goods and services that hospitals purchase which do not parallel 
increases in the CPI. Although the pri~ input intensity level has 
fluctuated erratically in the past, this differentia1 bas averaged about 
-0.3 percent during 1984-1995. Over the short tenn, hospital price input 
intensity is aasumed to fluctuate, leveling off to zero for most of the 
projection period. 

The final input price index is calculated as a weighted average of the 
labor Ilnd non~labor factors described above. The weights reflect the 
relative use ofeach fact<lr by hospitals (currently about 60 percent labor 
and 40 percent non-labor), 

For years prior to the beginning of the prospective payment system. the 
unit input intensity allowance has been set at 1 percent for illustrative 
purposes, with historical increases in excess of 1 percent. allocated to 
other sources, For years nft.er the beginning of the prospective payment 
system. the unit jnput intensity allowance is the allowance provided for 
by Ia.w in the prospective payment update factor; that. is, the unit input 
intensity allowance is the amount added onto (or subtracted from) the 
input price index to yield the update factor, (It should be noted that the 
update factors are generally prescribed on a fiscal year bo..sis, while table 

lIn esfAbHllhitlg the hU5j.!1tAJ input priee in~ll. a "proxy" measure of hOBpital hourly 
u.rnings is lIM\d to utimtlw actu.al u.miDgll. • 
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1I.Fl is on a calendar year baaia. Calculations have therefore been 
perfonned to estimate the unit input intensity allowance on a calendar 
year basis.) 

For fiscal years 1996-1997. the allowances B.n'l preseribed in Public Law 
103~66. Beginn:i.ng in fiscal year 1998, the law provides that future 
increases in payments to participating bospitala for covered admissions 
will equal the increase in the bospital input price index. Thus, the unit 
input intensity allowance, as indicated in table ll.Fl. is assumed to 
equal zero for the re!Jt of the years in the first 2fi.:year projection period. 

Increases in payments for inpatient hO$pital services aJso reflect 
increases in units (volume) of service as measured by increases in 
inpatient hospital admissions covered under tho H1 program. Increases 
in ad.rni.6sions are attributable both to increases in enrollment under the 
HI program and to increases in admission incidence (admissions per 
beneficiary), as shown in table IlFL The historical and projected 
increases in enrollment reflect the more rapid increase in the population 
aged 65 and over than in the total population of the United States, and 
the coverage ofcertain disabled beneficiaries and persons with end-stage 
renal disease. Increases in the enrollment are expected to continue. 
reflecting a continuation of demographic shift. into categories of the 
population which are eligible for HI protection. In addition, increases 
in the average age of beneficiaries lead to higher levels of admission 
incidence, Admission incidence levels are also often affected by changes 
in the laws and regulations that define and guide the HI program's 
coverage of inpatient hospital care, 

Since the beginning of the prospective payment system, increase.':! in 
inpatient hospital psyments from other sources are primarily due to 
three factors: (1) the changes in DRa coding as hospitals continue to 
a(ljlU,lt to the prospective payment system; (2) the trend toward treating 
less complicated (and thus. less expensive) cases in outpatient settings. 
resulting in an incre.':!se in the average prospective payment p~ 
admission; and (3) legislation affecting the payment rates. The elTects 
of several budget reconciliation acts, sequesters as required by the 
aramm~Rudman~Holling.sAct, and other legislative effects are reflected 
in other sources, as appropriate. The increase in this factor for fiscal 
years 1997 through 2021, which is 1.5 percent for 1997 and 1.0 percent 
thereafter, is attributabJe to an assumed continuation of the current 
trend toward treating less complicated eases in outpatient settings and 
continued changes in DRG corung. Additionally, part of the increase 
from other sources can be attributed to the increase in payments for 
certain costs not included in the ORG payment; these costs B.n'l generally 
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increasing at a rate faster thlUl the input price index. Other poaeible 
sources of botb relative increases and de(reMes in payments include 
(1) a shift to more Qr less expensive admissions (DRGs) due to changes: 
in the demographic characteristics of the covered population; (2) 
changes in medical practice patterns; and (3) atljustments in the relative 
payment levels for various DRGs or addition/deletion of DRUa in 
response to ehanges in technology. As experience under the prospective 
payment system continues to develop and is further analyzed. it may be 
possible to establish a more predictable trend for this component. 

The increases in the input price index Oeas any intensity allowance 
specified in the law), units of service. and other sources are compounded 
to <:alculate the overall increase in payments for inpatient hospital. 
services. These overall increases are shown in the last column of 
table II.Fl. 

c. Skilled Nursing Facility (SNF), Home llealth ANency 
(HRA), and H08pice Coat. 

Historical experience with the number of days of care <:overed in SNFs 
under the HI program has been characterized by wide swings. The 
number of covered days dropped very sharply in 1970 and continued to 
decline through 1972. This was the result of strict enforcement of 
regulations separating skilled nursing care from custodial care, and 
primarily reflected the determination that Medkare was not liable for 
payment rather than reduced usage of services. The 1972 amendments 
extended benefits to persons who require skilled rehabilitative services 
regardless of their need for skilled nu.rsing services (the former 
prerequisite fOT benefits). This change and subsequent related changes 
in regulations have resulted in .significant incref18Csln the number of 
services covered by the program. Changes made in 19S8 to (:overage 
guidelines for SNF services and expansions and <:hanges due to the 
Medicnre Ca~trophic Coverage Act of 1988, effective January 1, 1989. 
resulted in large increases in utilization of SNP services. A reduction in 
utilization occurred in 1990~1991, consistent with the provisions of the 
Medicare Ca~trophie Coverage Repeal Act of 1989. From 1991 to 1996 
large, but gradually decreasing, jncreases in SNF utilization oC<:Ul'ted. 
Projections reflect modest in<:teases in covered days, baaed on growth 
and aging of the popUlation. 
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Increases in the average cost per day' in SNFs under the program are 
caused principally by incretUing payroll costs for nurses and other 
required sk:illed labor.· For 1991 through 1995, extremely large ra~ of 
increase in cost per day occurred due to nursing home reform 
regulations. For 1996. this increase was smaller than the previous five 
yeart> but still large by historical Lrtandards. Projected ratev of increase 
in cost per day .a:re assumed to gradually decline to be slighUy higher 
than increases in general earnings throughout the projection perlodj but 
adjustments: to reflect regulations limiting SNF cost per day are 
included where appropriate. lna-easea in reimbursement per day reflect 
the changes in beneficiary cnat sharing amounts, including those 
changes resulting from the catastrophic coverage and catastrophic 
coverage repeal legislation. 

The re$ulting increases in expenditures (or SNF services are shawn in 
table ll.F2. 

Table ILF2.--Relatiorulhlp Betwaan Incrn... In HI Program E)lpendtlt.ll'ft end 

InCN"" in Tu.ble PayrOll' 


HI HI ...." s.... ..... --.. . HI ...."'" c._ - -. ""I"'''' ._mW~llIad;;::.:) ""'" ..... "'.... 
!!l! !!!!!!!SI:! ._" """" - ""'" ,,,. -5.'" ".. 13,4% .,1." 1."" 7.'" '.9% ­"'" 1.' lU •., 5 1 2000 ". 3.0 
,." 7.' os 1.1 7.1 5.'••• " 


1.' U 1.' 5.1 " 2.1"''' 8' M 1. •... , " 1.1 '.7 ,.•" " 
~22 1.1 1.0 1.' 1.e 3.1 "'" " •••"" 

Program experience with HHA payments has shown a generally upward 
trend. The number of visits had increased sharply from year to year, 
but some decreases, albeit small in magnitude relative to past increaaes j 

were experienced in the mid·1980's; these were followed by modest 
increBBes. Recently, however, extremely large increases in the number 
ofvisits have oecurred, and this trend is: projected to gradually decline 
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through 2010. Modest increa.aes, bllBed on growth and aging of the 
population. are projected thereafter. Reimbursement per visit is 
assumed to increase at a slightly higher rate than inerellBea in general 
earnings, hut a<ljustments to reflect regulations limiting HHA 
reimbursement per visit are included where appropriate. The resulting 
increases in expenditures for HHA services are shown in table II.F2. 

Coverage ofcertain hospice care for terminally ill beneficiaries resulted 
from the enactment of the Tax Equity and Fiscal Responsibility Act of 
1982; such payments are very small relative to tota) program benefit 
payments but have been growing rapidly in most re<:ent yeara. Although 
detailed hospice data: are seant at this time, estimates for hospice benefit 
payment inctellBes are based on mandated daily payment rates and 
annual payment caps, and Msume modest growth in the number of 
covered days. Increases in hospice payments are not shown separately 
in table ILF2 due to their extremely small contribution to the weighted 
average increase for all HI types of 6cmce. but are induded in the 
average. 

d. Adminntrative E:qntli8etJ 

The cost ofadministering the HI program has remained relatively small. 
in comparison with benefit amounts. throughout the history of the 
program. The ratio ofadministrative expenses to benefit payments has 
generally fallen within the range of 1 to 3 percent. The short·range 
projection of administrative cost is based on estimates of workloads and 
approved budgets for intermediaries and HCFA. In the longwrange. 
administrative cost increases nre based on assumed increases in 
workloads, primarily due to growth and aging o(the population, and on 
assumed unit cost increases Qfslightly less than the increases in average 
hourly earnings shown in table n.Fl. 

3. Financing Analysis Methodology 

In order to analyze costa and to evaluate the financing of a program 
supported by payroll taxes, program costs must be compared on a 
year-by-year basis with the taxable payroll which provides most of the 
source of income for these costs, Since the vast majority of total 
program eosts are related to insured benefieiaries and since general 
revenue appropriations and premium payments are expected to support 
the uninsured segments, the remainder of this report will focus on the 
financing for insured beneficiaries, 
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Taxable payroll increases occur as a result of increases in average 
covered earnings and increases in the number of covered workers, The 
taxable payroU projection used in this report is based on economic 
assumptions consistent with tbose used in the OASDI report. The 
projected increases in taxable payroll for this report under the 
intermediate assumptions are shown in table II,F2. 

b. R4!lationahip Between Program COBfB and TtJ:%'fible 
Payroll 

The single most meaningful measure of program cost increases, with 
reference to the financing of the system, is the relationship between 
program cost increases and taxable payrolJ increases. If program coats 
increaBe more rapidly than taxable payroU, either increasing income 
rates or reducing program costs (or some combination thereof) win be 
required to finance the system in the future. Table ItF2 shows the 
projected increases in program costa relative to taxable payroll {)Ver the 
first 25~year projection period. These relative increases decline 
gradually to slightly more than 2 pereent per year by 2010, but increase 
to a level or about 3 percent per year by 2020 for the intermediate 
assumption. as the post. World War II baby boom population beeomes 
eligible for benefits. 

The result of these increases is a continued increa.se in the year·by-year 
ratios of program expenditures to taxable payron, as shown in table 
I1,F3, Under the low cost alternative, program expenditures are also 
projected to increase faster than taxable payroll, but at a somewhat 
lower rate, which gradually declines to less than 1 percent more peryear 
than taxabJe payrolJ by 2010; the rate then increases. :reaching about 1,6 
percent more per year than taxable payroll hy 2020. Similarly, the high 
cost alternative follows a pattern whereby progrwn expenditures 
initially increase f8..Ster than taxable payroll and at a somewhat higher 
rate than under the intermediate assumptions, gradually declining to 
about 3.7 percent mOre than taxable payroll by 2010, and then 
increasing to about 4.8 percent more than taxable payroll by 2020 .. 
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Table II.F3.-5ummary of Alternative Protections for tht HI Program 
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4. Projections Under Alternative AMumptioWi 

Since the begirming of the program, aggregate inpatient hospital costa 
for Medicare beneficiaries bave increased substantially faster than 
increases in average ea.rn.ings and prices in the geneml economy. Table 
ILF1 shows the estimated experience of tbe HI program for 1984 to 
1995. As mentioned earlier, ..he Hl program. now makes moat payments 
to hospitals on a prospecti.ve baals. 'The prospective payment system h/l.9 
made the outlays of the HI program potentially less vulnerable to 
excessive rates of growth in the hospital industry. However. there is 
still considerable uncertai.nty in projecting HI expenditures, for 
inpatient hospital services as well as the other covered types of services, 
due to the uncertainty of the underlying economic assumptions and 
utiJiution increases. In addition, there i.e uncertainty in projecting HI 
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expenditures due to the possibility of future legislation affec::ting unit 
payment levels. particularly for inpatient bospital services. CUJTent law 
is assumed throughout the estimates shown in this report, but 
legislation affecting the payment levels to hospitals for about the past 
10 years has been enacted, and future legislation is probable. 

In view of the uncertainty of future cost trends, projected costs for the 
HI program have been prepared under three alternative sets of 
assumptions. A summary oftbe assumptions and results is shown in 
table ILF3. The eet of assumptions labeled "'Intermediate" forma the 
basis for the detailed discussion of hospital cost trends and resulting 
program costs presented throughout this report. 1t represents 
intermediate cost increase IlBSumptions, compared with the lower cost 
and higher cost alternatives. Increases in the economic factors {average 
hourly ea.m.ings and CPU for the three altematives are consistent with 
those underl:y;ng the OASDI report. 

As noted earlier. the single most meaningful met1Sure ofHI program cost 
increases, with reference to the financing of the system, is the 
relationship between program cost increases and taxable payroll 
increases. The extent to which program cost increases exceed increases 
in taxable payron will determine how steeply income rates must be 
increased or program costs curtailed to finance the system over time. 

By the end of the first 25-year projection period, program costs are 
projected to increase about 3 percent faster per yeaT than increases in 
taxable payroll for the intermediate .n.ssumption, as discussed in section 
ILF3, Program costs beyond the first 25-year projection period are 
based on the assumption that costs per unit of sen.-ice increase at the 
same rate as average hourly earnings. Program expenditures, which 
were about 3 percent of taxable payroll in 1995, increase to almost 7 
percent by the year 2021 and to over 11 percent by the year 2071 under 
the intermediate assumptions. Hence, if all of the projection 
assumptions are realized over time, the HI income rates provided in 
current law (3.2 pereent of taxable payroll) will be grossly inadequate to 
support the cost of the program, 

During the first 2S·year projection period. the low cost and high cost 
alternatives contain assumptions which result in program costs 
increasing, relative to taxable payroll increases, approximately 2 percent 
less rapidly and 2 pertent more rapidly, respectively, than the results 
under the intermediate assumptions. Costs beyond the first 2S·year 
projection period assume the 2 percent differential gradually dec::reases 
until the year 2046 when program cost increases relative to taxable 
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payroll are approximately the same as under the intermediate 
assumptions. Under the low cost alternative, program expenditures 
would be about 4,9 pen:ent of taxablt) payron in the year 2021, 
jncrellSing to about 6.2 percent of taxnbJe pa}TOU by 2071. Under the 
high cost alternative, program expenditures in the year 2021 would 
increase to about 10.5 percent of taxable payroll, and to about 22.3 
pen:ent of taxable paytoU in the year 2071. 

G. LON(]"RANGE SENSITIVITY ANALYSIS 

This section presents estimates which illustrate the sensitivity of the 
long-range cost rate and actuarial balance of the HI program to changes 
in selected individual assumptions. The estimates based on the three 
alternative Sets of assumptions (Le,. intermediate, low cost, and high 
cost} illustrate the effects of varying all of the prineipalassumptions 
simultaneously in order to portray a genetally more optimistic or 
pessimistic future, in terms of the projected financial status of the HI 
program. In the sensitivity analysis presented in this section, the 
intermediate set of assumptions is used as the reference point. and one 
assumption at a time is varied within that alternative. Similar 
variations in the select..ed B.lIsumptions within the other alternatives 
would result in similar variatioN in the long~range estimates. 

Each table thllt follows shows the effects of changing a particular 
assumption on the HI summarized income rates, summarized cost rates. 
and actuarial balances (as defined earlier in this report) for 25·year, 50­
year, and 75·year valuation periods, Because the income rate varies 
only slightly with changes in assumptions, it is not considered in the 
discussion ofthe tables. The change in eaeh afthe actuarial balances is 
approximately equal to the change in the corresponding cost rate j but in 
the opposite direction. For example, a tower projected cost rate would 
resul t in an improvement in the corresponding projected actuarial 
ba)ance, 

1. Real-Wage Differential 

Table II,G] shows the estimated HI income rat..es, cost rates, and 
actuarial balances on the basis of the intennediate aGsumptioD.$ with 
various assumptions about the real-wage differential. These 
nssumptions are that the ultimate real-wage differential will be O.4~ 
percentage-point (as assumed for the high cost alternative), 0.9­
percentage-point (as assumed for the intermediate assumptions), and 
1.4-pen:entage-points (as assumed for the low cost alternative). In each 
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Cage. the ultimate annual increase in the CPI is assumed to he 3.5 
percent (as assumed for the intermediate assumptions). yielding 
ultimate percentage increases in average annual wages in covered 
employment of a.9. 4.4. and 4.9 pen=ant under the three il1ustrations, 
respectively. 

Past increases in real earnings have exhibited substantial variation. 
During: 1951-1970, real earnings gn'lw by an average of 2,2 percent per 
year. During the last quarter century, however, the average annual 
increase in real earnings has amounted'to only 0.1 percent. The 
possibility of continuing poor performance in real wage growth is a 
matter of some concern to analysts and policymakers. Thus. the 
senaitivity of HI costs to future real wage growth is important. As 
shown in table II,Gl, projected HI costa are, in fact, fairly sensitive to 
the assumed growth rates. in real wages. For tbe 75~year period 1997­
2071. the summarized cost rate decreases from 7.84 percent (for a real­
wage differential of O.4-percentage·point) to 7.20 percent (for a 
differential of l.4--percentage-pointa). The HI actuarial balance over this 
period shows a corresponding improvement for faster rates ofgrowth in 
real wages. 
Table II,G1.-&tlmated HI Income Rates, Caat Ralaa, and Actuarial Balanee" 8ased 


on Intermedlale EtUmatn With Variou, Real.Wag& Asaumpllons 

IA$ a pei'Q'lnlage 0' ta.latlIlI' fA'l't'ItlIIJ 


Ultrmrue ~ inaease '" wages-CPI' 

Vahlall{'ll'l 2!!:riod 3.9,3.5 ,U..J.!i 4.9·3.15 

s..l'nmarized il'lcom. fBte: 
25-year: 199"7·2021 l01 ><,. ao, 
5O-year; HI91-2l)(S ," ". 3.12 
15-ye<r: 199"7-2011 3.21 3.19 :tt7 

SvtrtmaIired CO:SI rQ1,; 
U-yew; 1997·2021 5.21 50' ." 
~MI"; 1997 ·2(\'6 .... au'OS,..15-year: H:J97-2()71 7.S! 

Aouarial ba1<1f\Ce: '.'" 
25·ytlar: 1'9'91-2021 --2.14 ·2.02 _1.94 
50"yeM: I'9'9H~046 ·3.n ->32•.'" 7:5.ye.:r: 19')1.20"11 ~.63 4.32 --4.03 

'1"lltfttstwlue ~-each"llI U'Wl assumed ~ IW1l.IIlI peralt1taga increase .... -...' in ~ 
~mtli'U. The i'J!:QI'Id vaiJ. is \he fI.$SI.II"fIII! uIlim¥& enl1lltllptrceM1tq8 ina"&lWlI in \he cpt That 
atleretlQt beli/ll'OOllIhlt two Vl\It.IeIJ ilIlhe real·.. ;Ur1rnlfl1l8i. 

The HI coat rate decreases with increasing real~wage differentials, 
because the higher real-wage levels increase the taxable payroll to a 
greater extent than they increa.se HI program benefits, In particular, 
each O.5-percentage·point increase in the assumed real-wage differential 
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Sensitivity Analysis 

increases the tongMra.rtge HI muarial balant::e on average by about 0.30 
percent of taxable payroll.8' 

2. Consumer Price Index 

Table II.GZ shows the estimated HI income rates, t::ost rates, nnd 
actuarial balarn:es on the basis of the intermediate alternative with 
various asaumptioIlB about the rate of increase for the CP!. These 
assumptions are that the ultimate annual increase in the CPI will be 2.S 
percent (as aBsumed for the low cost alternative), 3.5 percent {as 
assumed for the intermediate assumptions}, and 4,5 pereent (as 
assumed for the high cost alternative). In each case, the ultimate real~ 
wage differential is assumed to be 0.9 per<:ent (as assumed for the 
intermediate assumptions), yielding ultimate percentage increases in 
average annual wage.sin covered ell1ploymentof3.4, 4.4, and SA percent 
under the three illustrations, 

Tsbla ILG2,-&tIm.,ftd HI Income Ratas,. Cos! Rates. arid Actuarial Balances, Based 

(In Imftnnocli.tft EsUm&tas With Various CPI-lncrease Assumptions 


I/U. pareant'lQ8 01 t8.lDbhl payfUI! 


U:~mme pe:tMI!i!B ...creau JI" W¥S-C?I' 

Va!oalion period 34-25 4,4·3.5 5-4,45 

Summ1lrlWd ~ f31a: 
25-j'l}a!"; 1997·202;1 
5l}-year: 1991·2046 
7~: 1991>2(171 

3.0a 
3.14 
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'J"3.14 
:,l.19 

'" JJ2 
3.17 

SUMmam:ed rosl raII); 

$-yllar: 1991.2C2i 
50·!Imi': 1991--ro4E 
1$.~ 199J-2011 

5,11
'.10
1.'" 

,.00

."
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'" 1.41 
Ac\uarIa1 balarl(:lll: 

25-yfl1r: W97·202t .2,05 -2.02 '1,98 
SO-yt:lw: ~99NID4S 
Th-year: 1991-2011 

-3.~

.'" 
-3.50 
,.4-32 

-3.44 
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'The WI ~ WI tl3I'J') pair is \hi! as:wt'I'IE>d ~ Il.IInI.IaI pe~ ft:n!UIt in EM:lIUO$ wq! in o:M!!'V4 
~l. Ttltl$iXX)rd vahA k !hi! auumed ulllmali'll'lt'\t'\Ual pm~ 11"ICI1I1l5t> in !he CPt 

For nIl three periods, the cost rate decreases slightly with greater 
assumed rates of incrcase In the CPI. Over the 75~ycar projection 
period, for cxample, the cost rete decreases from 7.58 percent (for CPI 

~ll termth,ity ill d.a:mpimed somewhat because, 41 ooled previously in thi9 report. snet 
the fiNlt 25 yean mll'diclll !!an: anit 003t& aTe alllumed to increase III the I18nH! nate 1M 
averap h4utly eaming'. As ATl!$Uh., a.aeumed raslNr real wage growth CAUses projected 
wahle payroll t.o increase ~ I1lpidly !.han ptOjected tOIlts, but only for Ilw fint 25 years 
'I'1teTeIlJter,l'ayroll and amts o.re bolh projed.ad t.o inltr'Cnse at about the dame rate. 'I'he 
cwnulativtl ehenge between {myroU and COIlts oontinuH but dOOll not iaerlln.e further. .. 
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Actuarial Analysis 

increases of 2.5 percent) to 7.41 percent (for OPI increases of 4.5 
percent). The relative i.nJ;ensitivity ofproj~HI eost mtea to different 
levels of general inflation occurs because inflation is assumed to affect 
both the t.lUable payroll of workers and medical care costs about 
equally.- In practice, differing rates of inflation could occur between the 
economy in general and the medical-<:Ilre sector. The effect of such a 
difference can be judged from the sensitivity analysis shown in the 
subsequent section on miscellaneous health care cost factors. The effect 
ofeach 1.0-percentage..poi.nt increase in the rate of change assumed for 
the cpr is an increase in the long-range a.ctuarial balance of a.bout 0.08 
percent of t.axa.ble payroll, on average. 

Table II.G3 shows the estimated HI income rates, cost rates, and 
aduarial balances under the intermediate alternative with various 
assumptions about the annual real~interest rate for special pubIic~debt 
obligations issuable to the trust fund. These assumptions are that the 
ultimate annual real·interest rate will be 1.9 percent (as assumed for the 
high cost alternative). 2.7 percent (as assumed for the intermediate 
8.S$umptions), and 3.4 percent (as assumed for the low cost alternative). 
In each case, the ultimate annual increase in the CPI is assumed to be 
3,5 percent (as assumed for the intermediate assumptions), resulting in 
ultimate annual yields of 5.4, 6.2. and 6,9 perrent under the three 
illust.rations. 

Tabfe II.G3.-Esttmated Hllncoma nata', Coat Ratea, find Actuat1e! Balances, Based 

on Inlefmed" Eallmelea Wit" Varloua RNI-Int.,.al Aaaumpllona 


IAlI a pu/th(!1IlQ$ 01 uu!lbie paymllJ 
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"Th~ .light seositivity IIhown re.ultl primarily from the fact that the fillC8i ,.ear 1997 
p8ynulnt rat.es ror hGllpit.al8 have already been.let. U the 11),97 paymenUl were allowed to 
b4I aifected by cpr cll~" there would be 00 projected effilcL dtre to CPI d1anrea, .. 
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Sensitivity Analysis 

For all periods, the cost rate decreases with increasing real·interest 
rates. Over 1997~2071 for exampJe, the summari!ed HI cost rate would 
decline from 8.03 percent (for an ultimate real-interest rate of 1.9 
percent) to 7.22 percent (for an ultimate real-interest rate of 3.4 
percent). Thus. each 1.0·pen:ent8ge-point increase in the assumed real­
interest rate increases the long-range actuarial balance on average by 
about 0.51 percent of t.axable payron. The fact that the actuarial 
balaru:e of the HI program is sensitive to the interest RS.!Iumption is Dot 
an indication of the actual role that interest playa in the financing of the 
HI progrnrn, In actuality. interest finances very little oftbe cost of the 
HI program, The sensitivity of the actuarial balance to the interest 
assumption is implicit in the present-value method used to calculate the 
actuarial balance (as described in more detail in section lILA), 

4. Health CaN Cost Factors 

1'able 11.04 shows the estimated HI income rates, cost rates, and 
actuarial balances on the basis of the intermediate set of assumptions 
with two variations on the relative annual gn)'wth rate in the aggregate 
coot of providing covered health cere servioos to HI beneficiaries. These 
assumptions are that the ultimate annual growth rate in such costs, 
relative to the growth in taxable payroll, will be 1 percent slower than 
the intermediate assumption, the same as the intennediate aesumpti;)tl, 
and 1 percent fsster than the intermediate assumption. In each case, 
the taxable payroll win Ire the same as assumed for the intermediate 
assumptiollB. 

As noted previously, factol1J such as wage increases and price increases 
may aimultaneom,dy affect both HI tax income and the costa incUl'l'ed by 
hoopit.a1s and other providers of medical care to HI beneficiaries. (The 
sensitivity of the program's financial status to these factors is evaluated 
in sections II.G1 and ItG2.) Other factors. such ae the utilization of 
services by benefidariea or the relative complexity of the services 
provided, can affect provider costs without affecting HJ tax income. The 
sensitivity analysis shown in tsble lLG4 illustrates: the financial effect 
of any combination of such factors that results in aggregate provider 
costs increaeing by 1 percent fll8ter or slower than the intermediate 
assumptions, relative to growth in taxa.ble payroll under the 
intermediate assumptions. 

.. 
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Tabte 1I.G4.-&tlmoted HI Income R.~eo.. Rate., and ~nar Balances. aas.d 
on Inklrmodlat. EstimbtIU WitI'! Vamv.. Healtl'! Cam Co3I Growth Rate Aasumptions. 

l.u n ~ olwcablll! pa)'I'CIJ 

MrluaJ cosl!pllymt! ret.l.t!w Q!'OWIh rate 

Valuatict\ pet!xf _I f!!!!.!nt "1 Pm'?'rrI,""""" 
StI~ itIcor!WI mi.: 

~: 1991.202:1 
 ,.. 'OG 
lW).Y6IY: 1991·2046 3.1. 3.14 :U4 '" ,..
?~ i991.l!!i1l 3.19 3.19 

$oImllVUiltKllX)$! mI4: 
2i5''I''N'If: I99N!OOl ,Hi 5." 
!oO.Y6~ 1991.2\'k6 a.. · ....~" '" 
7~ye&": 199J.l!011 1$' 11.01 

AduanaI~; 
 '" :zs.rur: 1997·202:1 .I,~ ·2.61~" Y)'¥fir.1997·2046 '1,96 ·5.66~."15=y$!: ;997-2071 ·2,00 ...." .7.82 

As illustrated in table Il.G4, the financial atat.us of the HI program is 
extremely sensitive to the relative growth rates for health care service 
costs versus taxable payrollY' For the 75-year period, the COBt rate 
increases from 5.19 percent (for an annual coat/payroll growth rate of 
1 pettent less than t.he intennediate assumptions) to 11.01 percent {for 
an annual cost/payroJl growth rate of 1 percent more than the 
intermediate assumptions), Each 1.0-percentage~point increase in the 
assumed costlpayroll relative growth rate decreases the long-range 
actuarial balance on average by ahout 2,91 percent of taxable payroll. 

1~ln ¢fmt£'ltfl to the lituaUM 4es¢ribed ror the real·wage differential (see footnot.e iI), tOO 
lJeIlSitivity ~Y1illhown here renoetll tho e<.mtinuing effects of relatively raster (If .Iowtr 
fl"I)Wth in medital t'.:t.N\ w.ts thrvlllbo\ll. thn entire 75-yur ~riod. As! a re.ult, the 
oen.hivily .hown hlfflJ for miscellMllQu, health tare eost (acton iIF aubatantially VJ'I'lll.tr 
t.hM ;mown (or the N.l.w.,,, differential, .. 
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DI. APPENDICES 

A. ACTUARIAL BAI.ANCE UNDER THE MODIFIED AVERAGE­
COST METHOD 

In section II,E, the summarized income rates, cost rates, and actuarial 
balances ate Pte1Jellted based on the actuarial present values or future 
income, costs, and taxable payrolls, Such methods are widely used in 
actuarial, economic, and financial analyses, In effeet. the present ....alue 
calculation applies .successively less weight to the projected values as the 
projection interval lengthens, This teclmique reflects the fact that the 
value of the dollar changes over time-in partleular. a dollar avaiJable 
today am earn inte:rest over time and is therefore more valuable than 
the same dollar available in some future year. 

The actuarial balance computed under the p:resentwvalue method can be 
interpreted as the immediate, level. and pennanent percentage that, if 
added to the cutTent law income tates andlvr subtracted from the 
current law cost rates throughout the valuation period, wouJd provide 
suffitient financing to support program costs throughout the period and 
would leave the targtrt.ed trust fund balance at the end of the projection 
period. If such a poUcy were foliowed, a large fund would accumulate 
and would earn substantial interest eredits, signifieantly exceeding 
those that would be earned under current law financing. 

The me8.8uternent of the actuarial balance by the presentwvalue method 
is significantly affected by the level of assumed future interest rates (as 
illustrated in section !I.e), The higher the assumed rate of interest, the 
lower the weight that is applied to the more distant. high-eost years of 
the projection. {Equivalently. the greater the amount of interest that 
would be earned if a lMge fund were accumulated.} In practice, 
however. unless a large fund is accumulated, interest earnings: will play 
a relatively small role in the financing of the HI program. The 
.sensitivity of the actuarial balance to assumed interest rates is not 
readily apparent from a casual inspection of the actuarial deficit as 
measured by the present-value method. 

An alternative to the present~value method. calJed the modified average· 
OO3t method, was used prior to 1988 to evaluate the actuarial status of 
the program, Under this method, the actuarial bala.nee is defined as the 
differenre between the arithmetic means of the annual eO$t rates (8.8 
defined in seetion Il.E) and the annual income rates. Thu.s. under this 
method, the cost rates and income rates for each year Me given equal 
weights when summarized into it single measure, The annual cost rates 
include an amount to maintain the trust fund at a desired target level. 
if the fund would otherwiSe drop below that level at any point within the 
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pnPction period. In addition, the actuarial balances calculated under 
the modified average.(:i)!ft method reflect the starting trust fund balance 
and the interest earned on the trust fund before it is exhausted. 

The actuarial balance using the modified average-cost method can be 
characterized 88 the avera,ge oftbe annual income rate increasea needed 
to maintain the trust fund at tbe target level over each year of the 
projection period, t.a.king into account tbe beginning trust fund balance 
and the interest ea:mings of the trust fund. The implied funding pattern 
under the modified average-.cost method is that the current law trust 
fund ratios would be maintained until the trust fund ratio falls below 
the target amount (100 percent of the foHowing year's estimated 
expenditures). After that. the income rate would be increased eneh year 
to cover the coat of the program and to maintain the In.1st fund nt the 
target level This mensure of the actuarinl balance is relatively 
insensitive to the assumed future iDterest rates~ in keeping with the 
minor role that interest plnys in the financing of a program on 8 current­
coot, OT pay'8S"yOU~go, basis. 

The 75-year actuarial balance using the modified average-cost method, 
under the Truatees' intennediate assumptions. is -5.05 percent of 
taxable payroll as compared to -4.32 percent based on the present-value 
method. Based on either measure, the actuarial deficit represents 
roughly 60 percent oftbe summarized coat rate. Thus, the HI trust fund 
fails the Trustees' test of long-range close actuarial balance by 8 wide 
margin using either meaSure. TabJe lII.Al compares the summarized 
HI projections baaed on the modified avernge-cost method. to those baaed 
on the present-value method, as used elsewhere in this report. 
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B. WNG-RANGE ESTIMATES OF MEDICARE INCURRED 

DISBURSEMENTS AS A PERCENTAGE OF GROSS 


DOMESTIC PRODUCT 


Expressing Medicare incurred disbursements as: a percentage of the 
gross domestic product (GDP) gh·"C$ a relative measure of the size of the 
Medicare program compared to the general economy. The projection of 
this measure affords the public an idea of the relative fiollncial 
resources that will ~ necessary to pay for Medicare services, 

Table llI.Bl sbowa estimated incu:rred disbursements for the HI and 
SMI programs under the intermediate assumptions expressed as Ii 

percentage ofGDP. for seleeted years over the period 1996-.Z071. Theae 
incurred disbursements: assume no change in current law for any 
specific program legislation or for any comprehensive health care 
reform. The 75-year projection period fully allows for the presentation 
of future contingencies that reasonably may be expeet.ed to occur, such 
as the impact of a large increase in enrollees which occurs after the tum 
of the century. Thls large increase in enrollees occurs: because the 
relatively large number of persons born during the period between the 
end of World War II and the mid·1960's (known as the baby ~m) will 
reach retirement age and begin to receive benefits, 

TabiD III.B1.-tt1 and SMllncurred DI.bf.lf ..ments as a Percent of Grass Dome.tle 
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Percentage ofGDP 

For lfl, program eoats beyond the first 25·year projection period are 
based .on the assumption that coste: per unit ofservice wiU increase at 
the same rate as average hourly earnings. The ussociated aggregate 
disbursements 6.l'e then represented rut a percentage ofGDP, For 8Ml 1 

increases in the costs per enrollee during the initial 25-year period are 
assumed to gradually decline in the last 12 years to the SMle rate as 
GDP per capita and then to continue at the BAme rate as GDP per capita 
in the last 50 years. Given the historical experience of 8MI eost6 per 
enrollee increasing faster than GDP per capita, the assumption of the 
increases in eosts per enrol1ee declining to tbe same rate as GDP per 
capita may be considered optimistic because changes in the last 50 years 
of the estimation period reflect only the impact of the changing 
demographic composition of the pOpulation. However, assuming a 
continuation of the historical trend would result in an 8Ml program so 
large as a percentage ofGDP that it 'Would be implausible given other 
demands on those resources. 

Bnsed on these assumptions, incurred Medicare disbursements. as a 
percent of GDP are projected to increase mpidly from 2.66 percent in 
1996 to 7.57 percent in 2035 and then to increase gradually to 8.38 
pereent by 2070. After 2035, while Medicare disbursements rut a 
percent ofGDP increase more slowly, the HI pertentage grows steadily 
while the SMI percentage decreases slightly througb 2050 and then 
increases again through 2070, 
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C. MEDlCA1tE COST SHARING AND PREMIUM AMOUNTS 

HI beneficiaries who use covered services may be subject to deductible 
nnd coinsurance requirements. A beneficiary is responsible for an 
inpatient hospital deductible amount, which is deducted from the 
amount payabJe by the HI program to the hospital, for inpatient hospital 
.services furnished in a spell ofillness. When a beneficiary reteives such 
services for more than 60 days during a spe]) of illness, he or she is 
responsible for a coinsurance amount equal to one·fourth of the 
inpatient hospital deductible. for each of ctays 61·90 in the hospital. 
After 90 days in a spell of illness each individual has 60 lifetime reserve 
days of coverage. The coinsurance amount for these days is equal to 
one·half of the inpatient hospital deductible. A beneficiary is 
responsible for a coinsurance amoWlt equal to one-eighth of the 
inpatient hospital deductible fOT each of days 21-100 ofsk1l1ed nursing 
facility serVices furnished during a speD of illness. 

Most persons age 65 and older and many disabled individuals under age 
65 are insured for Medicll.1'e Hospital Insurance benefits without 
payment of any premium. The Social Security Act provides that certain 
aged and disabled persons who are not insured may "oluntari.!y enroll, 
subject to the payment of a monthly premium. In addition, since 1994, 
voluntary enrollees may qualify fot a reduced premium irthey have at 
least 30 quarters of covered employment. 

Under 8Ml. all enrollees are subject to a monthly premium. Most 8MI 
services are subject to an annual deductible and coinsurance. The 
annual deductible and the coinsurance percentage (percent of costs that 
the enrollee must pay) are set by statute. The coinsurance percentage 
has remained at 20 percent since the inception of the program. 

Table IILCI shows the rustoricallevels or HI and 8MI deductibles, HI 
coinsurance, and HI and 8MI premiums, as well as projected values for 
future tears based on the intennediate set of assumptions used in 
estimating the operations of the trust funds. Certain anomalies in these 
values resulted from specific program featUres in particular years (e,g., 
the effect of the Medicare Catastrophic Coverage Act of 1988 on 1989 
values). The amounts of the HI nnd 8MI premiums and the HI 
deductibles find colnsurunee are required to be announced in the Federal 
Register in September of each year for the upcoming year, The values 
listed in the table for future years are estimates, and actual amounts ars 
likely to be somewhat different as: ex:perience emerges, 
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Cost Sharing and PnmiUJ1Ut 

Table m,C1~rt: Cos1 SINning and PNmIum AlnCXltIU 
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Appendices 

D. ANNOUNCEMENTOF THE MEDICARE PART A 

INPA'I7ENT HOSPITAL DEDUCTIBLE AND HOSPITAL AND 


EXTENDED CARE SERVICES COINSURANCE AMOUNTS, 

FOR CALENDAR YEAR 1997 n 


SUMMARY: 	 This notice announces the inpatient hospit.a.l deductible 
and the hospital and extended care serviceI.' coinsurance 
amounts for Be"rvices furnished in calendar year 1997 
under Medicare's hospital insurn.nce program {Medicare 
Part A). 'The Medicare statute specifies. the formulae to 
be used to detennine these amounts. 

The inpatient hospital deductible will be $760. The 
daily coiruura:nee amounts ~iU be: (8) $190 for the 61st 
through 90th days ofhospitalization in a benefit period; 
(bl $380 for lifetime reserve days; and (c) $95 for the 
21st through lOOth days ofextended care services in a 
skilled nursing facility in a benefit period, 

Effective Date: 	January 1,1997. 

SUPPLEMENTARY INFORMATION: 

1. Background 

Section 1813 of the Social Seeurity Act (the Act) provides for an 
inpatient hospital deductible to be subtracted from the amount payable 
by Medicare for inpatient hospital services furnished to a benefidary, 
It alsQ provides for certain coinsurance amounts to be subtracted from 
the amQunts payable by Medica.te fQr inpatient hospital and extended 
care services. Section 1813(b)(2) of the Act requires the Secretary to 
determine and publish between September 1 and September 15 of each 
year the amount of the inpatient hoapital deductible and the hoapital 
and extended care services coinsurance amounts. applicable for services 
furnished in the follQwing cslendar year. 

IIEltTw':l.ed from the notiatlmtill&d "Medkare Pqrum; Inpatient Hoopitul Dedurtible and 
Hospital and Extended C~Se~1I Coinsurance Amounts for 1997.~ which watI pubJis:bed 
in the Federal Rqilll.er on Novem~r 4, 1996 (VoL 61, no. 214, pp. 56690.56(91). 

" 

http:Rqilll.er
http:IIEltTw':l.ed
http:Medica.te


, 
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2. Computing the Inpatient Hospital Deductible tor 1997 

Section 1813(b) of the Act prescribes the method for computing the 
amount of the inpatient hospital deductible. The inpatient hospital 
deductible is an amount equal to the inpatient hospital deductible for 
the preceding calendar year, changed by tbe Secretary's best estimate 
of the payment-weighted average of the appJicable percentage increases 
{as defined in section 1886(b)(3}(B) of the Act), This estimate is used. for 
updating the payment rates to hospitals for diatharges in the fiscal year 
(FY) that begins on October 1 of the same preceding calendar year and 
i:Hljusted to refleet real cage mix. The adjustment to refim real case mix 
is determined on the basis of the most ment case mix data available. 
The amount determined under this formula is rounded to the nearest 
multiple of $4 (or, if midway between two multiples of $4, to the next 
higher multiple of $4). 

For FY 1997, section 18S6(b)(3)(B)(1)OO) of the Act providea that tbe 
applicable percentage increase for hospitals in all areas is the market 
basket percentage increase minus 0.5 perccnt. Section 
ISS6(b)(3}(B)(ii)(V) of the Act provides that, for FY 1997, the otherwise 
applicable rate-of~increase percentages (the merket basket percentage 
increase) for hospitals that are excluded from the prospective payment 
system are reduced by the lesser of 1 peceentage point or the percentage 
point difference between 10 percent and the percentage by which the 
hospital's allowable operating costs ofinpatient hospital services for cost 
reporting periods beginning in FY 1990 exceeds the hospital's target 
amount, Hospitals Ot distinct part hospital units with FY 1990 
operating costs exceeding target amounts by 10 percent or more receive 
the market basket index percentage, The market basket percentage 
increases for FY 1997 are 2.5 percent fot prospective payment system 
hospitals and 2,:5 percent for hospitals excluded from the prospective 
payment system, 8S announced in the Federal Register on August 30, 
1996 (VoI.S1, No. 170 FR 46166). Therefore, the percentage increases 
for Medica.:re prospedive payment rates are 2.0 perrent for all hospitals. 
The average Pl11ment percentage increase for hospitals excluded from 
the prospective payment system i5 1.96 percent. Thus. weighting these 
percent.ages in accordance with payment vo~ume, our best estimate of 
the payment-weighted average ofthe increwres in the payment rates for 
FY 1997 is 2.0 pen;;ent. 

To develop the adjustment for real case mix. an average case mix. was 
fU"8t calculated for each hospital that reflects the relative costliness of 
that hospital'B mix ofcases compa.:red to that ofother hOBpiLals. We then 
computed the increase in average ease mix for hospital" paid under the 
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Medicare prospective payment system in IT 1996 compared to IT 1995. 
(Hospitals ex.cluded from the prospective payment system were excluded 
from this calculation since their payments are based on reasonable costs 
and are affected only by real increases in case mix.) We used biUs from 
pn)spective payment hospitals received inHeFA a.s ofJuly 1996, These 
bi11s represent a total of about 8.2 million discharges for FY 1996 and 
provide the most recent case mix data available at this time. Based on 
these bins, the increase in average case mix in FY 1996 is 1.1 percent. 
Blllred on past experience, we ex.pect overall CMC mix to increase to 1.4­
percent a.s the year progresses and more IT 1996 data become available. 

Section 1813 of tbe Act requires that the inpatient hospital deductible 
be increased only by that portion of the ease mix increase that is 
determined to be real. We esti..mate that the increase in real case mix is 
about 1 percent. Since real case mix had been assumed to be increasing 
at about 1 percent per year in prior years, we expect this pattern to 
continue. 

Thus. the estimate of the payment-weighted average of the applicable 
pcttentage inerea.ses uaed for updating the payment ra'te$ is 2.0 percent, 
and the real case mix adJustment factor for the deductible is 1 penent. 
Therefore, under the statutory rormula, tbe inpatient hospital deductible 
for services furnished in calendar year 1997 is $760, This deductible 
amount is determined by multiplying $'136 (the inpatient hospital 
deductible for 1996) by t.he payment rate increase of 1.02 multiplied by 
the increase in real case mix Qf 1.01 which equals $758.23 and is 
rounded to $760. 

3. Computing the Inpaiient Hospital and Extended Care Services 
Coinsurance Amounts for 1997 

The coinsurance amounts provided for in section 1813 (If the Act are 
defined IlS fixed percentages of the inpatient hospital deductible for 
$arvices furnished in the same calendar year, Thus, the increase in the 
deductible generates increases in the coinsurance amounts, For 
inpatient hospital Il1'Id extended care services furnished in 1997, in 
accordance with the fixed percentages defined in the law, the daily 
coinsurance for the 51st t:hrough 90th days ofho.spitalization in a benefit 
period win be $190 (114 of the inpatient hospital ded.uetible); the daily 
coinsurance for lifetime reserve days will be $380 (112 of the inpatient 
hospital deductible); and the daily coinsuranee for t.he 21st t:hrough 
lOOth days of extended care services in a skilled nursing facility in a 
benefit period will be $95 (liB oltha inpat.ient hospital deductible). 

,. 
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r, 4. Cost to Beneficiaries 

We estimate that in 1997 there will be about 9.2 million deductibles paid 
at $760 each, about 3.1 million days subject to coinsurance at $190 per 
day (for hospital days 61 through 90), about 1.4 million lifetime reser."e 
days subject to coinsurance at $380 per day, and about 21.3 million 
extended care days subject to coinsurance at $95 per day. Similarly, we 
estimate that in 1996 there will be about 8,9 million deductibles paid at 
$736 each, about 3.0 million days subject to coinsurance at $184 per day 
(for hospital days 61 through 90), about 1.4 million lifetime reserve days 
subject to CQinsurance at $368 per day, and about 20,S million extended 
care days subject to eomsurance at $92 per day, Therefore. the 
estimated total increase in cost to beneficiaries is about $610 million 
(rounded to the nearest $10 million), due to (1) the increase in the 
deductible and coinsurance amounts and (2) the change in the nwnber 
of deductibles and daily coinsurance amounts paid. 

5. Impact Statement 

This notice merely announces amounts required by legislation. This 
notice is not a proposed ruJe or a final rule issued after a proposal and 
does not alter any regulation or policy. Therefore, we have determined. 
and certify, that no analyses are required under Executive Order 12866, 
the Regulatory Flexibility Act (5 U,S.C. 601 through 612), ot section 
1102(1)) afthe Act. 

Dated: September 10, 1996. 

Bruce C. Vladeck, 

Administrator, 

Health Care Financing Administration 


Dated: September 27. 1996. 

Danna E. Shalal., 
Secretary 
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E. ANNOUNCEMENT OF THE MEDICARE PART A MONTHLY 
PREMIUM RATE FOR THE UNINSURED AGED AND FOR 

CERTAIN DISABLED INDIVIDUALS WHO HAVE 
EXHAUSTED OTHER ENTITLEMENT, FOR CALENDAR YEAR 

1997 12 

SUMMARY: 	 This notice announces the hospital insurance premium 
for calendar year 1997 under Medicare's hospital 
insurance program (Part A) faf the uninsured aged and 
for certain disabled individuals who have exhausted 
other entitlement. The monthly Medicare Part A 
premium for the 12 months beginning January 1, 1997 
for these individuals is $311. The reduced premium for 
certain other individuals as described in this notice is 
$187. Section 181S(d) of the Social Security Act 
specifies the method to be used to determine these 
amounts. 

Effective Date: 	January 1,1997. 

SUPPLEMENTARY INFORMATION: 

1. Background 

Section 1818 of the Social &eutity Act (the Act) provides for voluntary 
enrollment in the Medicare hospital insurance prograro (Medicare Part 
A), subject to payment ofa monthly premium, ofcertain persons who are 
age 65 and older, uninsured for socia) security or railroad retirement 
henefits.and do not otherwise meet the requirements for entitlement to 
Medicare Part A. (FeNions insured under the Social Security or Railroad 
Retirement Acts need not pay premiums for hospital insurance.) 

Section 1818(d) of the Act requires the Secretary to estimate, on an 
average per capita basis, the amount to be paid from the Federal 
Hospital Insurance Trost Fund fOT Services performed and fOT related 
administrative costs incurred in the following year with respect to 
individuals age 65 and over who will he entitled to benefits under 
Medicare Part A, The Secretary must then) during September of each 

I~rtrarted from the Mtl«l entitled "Medita~ Prtlgram; Part A Premium f(lr 199'i' for the 
UnintUrlld Aged and for Certain Difillbled Individual!! wrw Have Exh&llSUd Ot..~er 
Entitlement," which was publiHMd in the Federal Rtlgiater (In N(lvet'lloor 4, 1996 (Vot 61, 
No. 214, PI'. 5$691-56693). 

7. 
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year, determine the monthly actuarial rate (the per capita amount 
estimated a.bove divided hy 12) and publish the doUar amount to be 
appJieabJe for the monthly premium in the succeeding year. If the 
premium is not a multiple of$l. the premium is rounded to the nearest 
multiple of $1 (or, if it is 8 multip1e or 50 cents but not of $1, it is 
rounded to the next highest $1), The 1996 premium under this method 
was $2B9 and was effective January 1996. (See 60 FR 53631; October 16. 
1995.) 

Section 181B(d)(2) of the Act; requires the Seeretaty to determine and 
publish, dunng September of each calendar year, the amount of the 
monthly premium for the following calendar year for persons who 
voluntarily enroll in Medicare Part A. 

Section 1BlBA of the Act pro"ides for voluntary enroI1ment in Medicare 
Pa.rt A. subject to payment of a monthly premium, of certain disabled 
individuals who have exhausted other entitlement. These individuala 
are those not now entitled but who have been entitled under section 
226(h} of the Act, continue to have the disabling impainnent upon which 
their entitlement was based, and whose entitlement ended solely 
because they had earnings that exceeded the substantial gainful activity 
amount (as defined in section 223{d)(4) of the Ad). 

Section 181BA(d)(2) of the Ad specifies that the premium determined 
under section 1Bl8(d)(2) of the Act for the tJ.g'ed will aJi'f() apply to certain 
disabled individuals as described above, 

Section 13508 of the Omnibus Budget Reconciliation Act of 1993 (PubHe 
Law 103·66, enacted on August 10. 1993) amended seetion 1818(d) of the 
Act to provide for a reduction in the monthly premium amount for 
certain voluntary enrollees. The reduction applies for individuals who 
are not eligibJe for &Oejal security or rnilroad retirement benefits but 
who: . 

(1) 	 Had at Jeast 30 quarters of'coverage under title II of the Act; 

(2) 	 Were married and had been m!l.rried for the previous I-year 
period to an individual who had at least 30 que..rters of 
coverage; 

(3) 	 Had heen married to an individual for at least 1 year at the 
time of the individUal's death and the individual had at least 
30 quarters of' coverage; or 

,. 
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(4) 	 Are divorced from an individual who at the time of divorce 
had at least 30 quarters of coverage and the marriage lasted 
at least 10 years, 

For calenda..r year 1997, section 1818(d)(4)(A) of the Ad, specifies that 
the monthly premium that these individuaJl> will pay for calendar year 
1997 will be equal to the monthly premium for aged voluntary enrollees 
reduced hy 40 percent. 

2. Premium Amount tor 1997 

Under the authority ofseetions 1Bl8(dX2) and IBIBA(d)(2} of the Act, we 
have determined tbat the monthly Medicare Part A hospital insurance 
premium for the uninsured aged and for eertain disabled individuals 
who have exhausted other entitlement for the 12 months beginning 
January 1,1997;. $311. 

The monthly premium for those individuals entitled to a 40 percent 
reduction in the monthly premium for the 12~month period beginning 
January I, 1997 is $187. 

S. Statement Qf Actuarial Assumptions and Ba8es Employed in 
Determining the Monthly Premium Rate 

As discussed in section 1 of this notiee. the monthly Medieare Part A 
premium for 1997 is equal to the estimated monthly actuarial rate for 
1997 rounded to the nearest muJtipJe of $1. The monthly actuarial rate 
is defined to be one~tweUth of the average per capita amount that the 
Se<:retary estimates win be paid from the Federal Hospital Insurance 
Trust Fund for services performed. and related administrative coots 
ineutred in 1997 for individuals age 65 and over who win be entitled to 
benefits under the hospital insurance program. Thus, the number of 
individuals age 65 and over who will be entitled to hospital insurance 
benefits and the coots incurred on behalf of these beneficiaries must be 
projected to determine the premium rate. 

Thc principallJteps involved in projecting the future costs ofthe hospital 
insurance program are (a) eatsblisrung the present cost of services 
furnished to beneficiaries, by type of service, to serve as a projection 
base; (b} projectinginereases in payment amounts for each ofthe various 
service types; and (e) projecting increases in administrative costs. 
Establishing historical Medicare Part A enrollment and projecting 
future enrollment, by type ofheneficinry, is part of this process., 

.. 
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We haverompleted all ofUte above steps, basing our projections for 1997 
on (a) current historical data and (b) projectiQn assumptions under 
current law from the Midaession Review of the President's Fiscal Year 
1997 Budget. It is estimated that in calendar year 1997. 32.809 million 
-people age 65 and over 'Win be entitled to Medicare Part A benefits 
(withQut premium payment), and that these individuals will, in 1997. 
incur $122,621 billion of benefits for &ervices performed and related 
administrative OOQ. Thus, the estimated monthly average per capita 
amount is $311.45 and the monthly premium is $311. The monthly 
premium for those individuals. eligible to pay this premium reduced by 
40 percent is $187, 

4. Costs to Beneficiaries 

The 1997 Medicare Part A premium is about 8 percent higher than the 
$289 monthly premium amount for the 12~month period beginning 
January 1, 1996. 

We estimate that there win be, in calendar year 1997, approximately 
324,000 enrollees who will voluntariJy enroll in Medicare Part A by 
paying the full premium and who do not .otherwise meet the 
requirements fQr entitlement, An additiQnal 9,000 enrol1ees wiU be 
paj-ing the reduced premium. The estimated overall effect of the 
changes in the premium will be a cost to these voluntary enrollees of 
about $90 mjlJion. 

5. Impact Statement 

This notice merely announces amounts required by statute. This notice 
is nQt n proposed rule or a final rule issued after a proposal, and it does 
nO't alter any regulation or policy. Therefore, we have determined, and 
certify, that nO' analyses are required under Executive Order 12866, the 
Regulatory FleXIbility Ad (5 U,S.C 601 through (12) O'r section II02(b) 
of the Act. 

In acrordance with the provisions of Executive Order 12866, this notice 
was reviewed by the Office of Management and Budget. 

01 
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Dated: September 10, 1996. 

Bruce C. Vladeck; 
Adm.ini.sttator, 
Health Care Financing Administration 

Dated: Septeruber27, 1996. 

Donna E. ShaJaJa, 
Secretary 



F. GLOSSARY 

Actuarial balance. The difference between the summarized. income 
rate and the summarized wst fate over .({ given valuation period. 

Actuarial deficit. A negative actuari&1 balance. 

Administrative eIPenses. Expenses incu.rred by the Department of 
HHS and the Department of the Treasury in ad..min:iJrte.ring the HI 
program and the provisiona oithe Internal Revenue Code relating in the 
collection of contributions, Such administrative expenses, which are 
paid £rom the HI trust fund, indude expenditures for intermediaries to 
determine COBts of and make payments to providers tlS wen as salaries 
and expenses of the HeFA 

Advisory Council on Social Security. Prior to the enactment of the 
Social Security Independence and Program Improvements Act of 1994 
(Public Law 103~296) on August 15, 1994. the Social Security Act 
required the appointment of an Advisory Council every 4 years to study 
and review the financial status of the OASDI and Medicare programs, 
The most recent Advisory Council was appointed on June 9 j 1994; and 
its report on the financial status of the OASDI program was Bubmitted 
on January 6, 1991. Under the provisions of Public Law 103-296. this 
is the last Advisory Council to be appointed. 

Aged enrollee. An individual, age 65 or over. who is enrolled in the HI 
program. 

Asset8. Treasury notes and bonda guaranteed by the federal 
government and cash held by the trust funds for investment purposes, 

Assumptions. Values relating to future trends in certain key factors 
which affect the balWlOO in the- trust funds. Demographic assumptions 
include fertility, mortality, net immigration, marriage, divon:e, 
retirement patterns. disabitity incidence and tennination rates, and 
ehanges in the labor force. Economic assumptions include 
unemployment. average earnings, inflation. interest rata, and 
productivity. Three sets ofeconomic assumptions are presented in the 
Trustees Report: 

(1) 	 The low cost alternative, with relatively rapid economic 
growth! low inflation, and favorable (from the standpoint of 
progTBm financing) demographic conditions; 

.. 
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(2) 	 The intennediate !l$Sumptions represent the Trustees' beat 
estimates of likeJy future economic and demographic 
conditions; and 

(3) 	 The high cost alternative. with slow economic growth, more 
rapid inflation. WId financially disadvantageous demographic 
conditiona. 

See also "Hospital assumptions," 

Average market yield. A computation which is made on all 
marketable interest.-bearing obligations of the United States, It is 
computed on the basis of market quotations as of the end of the calendar 
month immediately preceding the date ofsuch issue, 

Baby boom. The period from the end of World War n through the 
mid~1960's marked by unusually high birth rates, 

&se estimate. The updated estimate of the most recent historical 
year, 

Beneficiary. A person enrolled in the HI program. See also "'Aged 
enrollee" and "Disabled enrollee," 

Benefit payments. The amounts disbursed for covered services after 
the deductible and coinsurance amounts have been deducted. 

Benefit period. An alternate name for "spell of illness." 

Board ofTrustees. A Board established by the SociAl Seeurity Act to 
oversee the financial operations of the Federal Hospital Insurance Trust 
Fund. The Board is composed of six members. four of whom $erve 
auklmatically by virtue 'of their po.sitions in the federal government: the 
Secretary of the Treasury, who is. the Managing Trustee. the Secretary 
of Labor, the Secretary of Health and Human Services, and the 
Commissioner of Social Security. The other two members are appointed 
by the President and confirmed by the Senate to serve aa public 
representatives. Stephen C. Kellison and Marilyn Moon began serving 
4·year tenns on July 20, 1995, The Commissioner of Social Security 
became a member of the Board effective March 31, 1995. under Public 
Law 103·296, approved August 15. 1994. The Administrator of the 
HCFA servea aa Secretary of the Board ofTruatees, 

Bond. A certmrote ofownership ofa specified portion of a debt due by 
the federal government to holden, bearing a fixed rate of interest . 

.. 
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Callabh:~. Subject to redemption upon notice. such as a bond. 

Case mix index. The average DRG relative weight for all the Medicare 
admissions. 

Cash basis. The costs of the service at the point payment was made 
rather than when the service was performed, 

Certificate of indebtedness. Ashort-term certificate ofownership of 
12 months or lesa of a specified portion of a debt due by the federal 
government to individual holders. bearing Ii fixed rate of interest. 

Coinsurance. &e "Hospital coinsurance" and "SNF coinsurance." 

Consumer Price Index (CPD. A measure or the average change in 
prices overtime in a fi.xed group ofgoods and se~s, In this report, all 
references to the CPI relate to the Consumer Price Index for Urban 
Wage Earners and Clerical Workers (CPI.W). 

Contribution bnse. See "Maximum tax base." 

Contributions. See "Payroll taxes,'" 

Cost rate. The ratio of the cost (or outgo, expenditures, or 
disbunrements) of the program on an intUITed baeis during a given y~ar 
to the taxable payron for the year. In this context, the outgo is defined 
to exclude benefit payments and administrative costs for certain 
uninsured persons, for whom payments are reimbursed from the general 
fund of the Treasury, and for voluntary enrollees, who pay a premium 
in order to be enrolled. 

Covered earnings. Earnmgs in employment covered by the Hl 
program, 

Covered employment. All employment Gnd self-employment 
creditable for SO(:ial Security purposes, Almost every kind of 
employment and self-employment is covered under the program. In a 
few employment situations, for example, religious orders undor a vow 
of po vert)', rorcign affiliates ofAmerican employers, or State and local 
governments, coverage must be elected by the employer. However. 
effective July 1991. coverage is mandatory for Slate and local employ~ 
who are not participating in a public employee retinment system. AU 
new State and local employees have been covered since April 1986, In 
a few situations, for example, ministers or self-employed members of 

.. 
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certain religious groups, workers can opt out of coverage. Covered 
employment for HI includes all federal employees (whereas covered 
employment for OASDI includes some, but not an. federal employees). 

Covered services, Servicea for which HI pays, as defined and limited 
by statute, Covered services are provided by hospitals (inpatient care), 
skilled nursing facilities, home health agencies, and hospices, 

Covered worker. A person who has earnings creditable for Social 
Seeurity purposes on the basis of services for wages in covered 
employment and/or on the basis of income from covered self­
employment The number of HI covered workers is slightly larger than 
the number of OASDI covered workers because of different coverage 
status for federal employment. See "'Covered employment," 

Deductible. See "'Inpatient hospital deductible." 

Deemed wage credit. See "'Non-.eontributory or deemed wage credits," 

Demographic assumptions. See "Assumptions." 

Diagnosis-related groups (DRGI:I). A df1B8ification system that 
groups patients according to diagnosis, type oftreatment, age, and other 
relevant criteria. Under the prospective payment system, hospitals are 
paid a set fee for treating patientEI in a single DRG category, regardle8B 
of the actual cost orCare for the individual. 

Disability. For Social Security purpo.seS, the inability to engage in 
substantial gainful activity by reaso.n of any medically determinable 
physical or mental impairment that can be expected to result in death 
or to last for a continuous period of not less than 12 months. Special 
rules apply for workers age 55 or older whose disability is based on 
blindness. The law generally requires that a person be disabled 
continuously for 5 months before he or she can qualitY for a disabled­
worker cash benefit. An additiona124 months is necessary to qualify fo.r 
benefits under Medicare. 

Disability Insurance (DI). See "Old-Age, Survivors, and Disability 
Insurance (OAsn)), ~ 

Disabled enrollee. An individual under age 65 who has been entitled 
to disability benefits under TIt.le II of the Social Security Act or the 
Railroad Retire:tnent system for at least 2 years and who:is enrolled in 
the HI program. .. 
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DRG Coding. The DRG categories used by hoopitals on discharge 
billing, See alsc "'Diagnoois~related groups {DRGs)," 

Earnings. Unless otherwise quaillied, all wages from employment and 
net earnings from self-employment, whether or not taxable or covered, 

Economic assumptions. See "Assumptions," 

Extended care services. In the context of this report. an alternate 
name for "skilled nursing facility services." 

Federal Insurance Contributions Act (FICA). Provision 
authorizing taxes on the wage$ of employed persons to provide for the 
OASDI and HI prognurut The tax is paid in equal amounts by (overed 
workers and their employers. 

FinancW intercbange~ Provisions of the Railroad Retirement Act 
pro-viding for trnnsfers between the trust funds and the Social Security 
Equivalent BenefitAecount of the Railroad Retirement program in order 
to place each trust fund in the same position WI if railroad employment 
had always been covered under Social ~urity, 

Fiscol year. The accounting year of the United States Government. 
Since 1976, each fiscal year has begun October 1 of the prior calendar 
year and ended the following September 30. For example, fiscal year 
1991 began Ocwber 1, 1996 Bnd will end September 30,1991, 

Fixed capital assets. The net worth of facUities and other resoun::es. 

General fund of the Treasury. Funds held by the Treasury of the 
United States, other than revenue collected for a specific trust fund 
(such as HI) and maintained in a sepnrate account for that purpose, The 
majority of this fund is derived from individual and business income 
laxes. 

General revenue. Income to the HI trust fund from the general fund 
of the Treasury. Only a very small percentage of total HI truet fund 
income each year is attributable to general revenue, 

Gro.mm~RudmanwHollingsAct. The Balanced Budget and Emergency 
Deficit Control Act of 1985. 
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Gross Domestie Product (GDP). The total dollar value of all goods 
and services produced in a year in the United States, regardless of who 
supplies the labor or property. 

Higb coat alternative. S. 4Assumptions," 

Home health agency (H8A). A public agency or private organization 
which is primarily engaged in providing skilled nursing services, other 
therapeutic services, such as physical, occupational. or speech therapy, 
and home health aide services, in the home. 

Hospice. A provider of care for the terminally ill; delivered services 
generally include home health care, nursing care, pbysician services. 
medieal supplies, and short·term inpatient hospital care. 

Hospital assumptions. These include differentials betwt!en hospital 
labor and non·labor indices compared to general economy labor and non­
labor indices, rates of adm.isslon incidence. the trend toward treating 
less complicated cases in outpatient settings, and continued 
improvement in ORG coding, etc, 

Hospital coinsurance. For the 61at through 90th day of 
hospitalization in a benefit period, 9. daily amount for which the 
beneficiary IS responsible, equal to one-fourth of the inpatient hospital 
deductible; for lifetime :reserve days, a daily amount for which the 
beneficiary is responsible, equal to one-half of the inpatient hospital 
deductible (see "Lifetime reserve days"), 

Hospital input price index. An alternate name for "hospital market 
basket," 

Hospital Insurance (B1). The Medicare program which covers 
specified inpatient hospital services, posthospital skilled nurs.ing care, 
home health services, and hospice care for aged and. disabled individuals 
who meet the eligibiJit;y requirements, Also known as Medicare Part A. 

Hospital market basket. The cost of the mil: of goods and services 
(including peraonnel costs but excluding nonoperating CostS) comprising 
routine. ancillary, and special care unit inpatient hospital services, 

Income rate. The ratio of income from tax revenues on an incurred 
basis (payroll tax contributions and income from the taxation of OASDI 
benefits) to the HI taxable payroll for the year . 

.. 
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Incurred basis. The rosta based on when the service was performed 
rather than when the payment was made. 

Inpatient hoapital deductible. An amount of money which is 
deducted from the amount payable by Medicare Part A for inpatient 
hospital service>:! furnished to a beneficiary during a apeJI of illness. 

Inpatient hGSpital services. These serviees include hed and board, 
nursing services, diagnostic or therapeutic services, and medicnl or 
surgieal services, 

Interest. A payment fOT the use of money during t1 specified period. 

lnterfund borrowing. The borrowing ofnssets hy a trust fund (OASI, 
DI, HI or SMI) from another of the trust funds when one of the funds is 
in danger of exhaustion. Interfund borrowing was authorized only 
during 1982-1987. 

Intermediary. A private or public organization, under contract to the 
HCFA, to det.ermine co);.iS ofand make payments to providers for HI and 
certain 8MI services. 

Intermediate assumptions. See '"Assumptions." 

Liletime reserve days. Under HI, there are 60 lifetime reserve days 
per beneficiary which the beneficiary may opt to use when regular 
inpatient hospital benefits are exhausted. The beneficiary pays one--bali 
of the inpatient hospital deductible for each lifetime reserve day used, 

Lo.ng~range. The next 75 years. 

Low cost alternative. See "'Assumptions." 

Managed care. Includes Health Maintenance Organizations (HMO) 
and Competitive Medical Plans (eMP) such as health care prepayment 
plans and preferred provider organizations that provide health services 
on a prepayment basis whieh is either based on cost or ris.k depending 
on the type ofcontract tbey have with Medicare. 

Market basket. See "Hospital market bllBket." 

Maximum tax base. Annual dollar amount above which earnings in 
employment covered under the HI program are not taxable, Beginning 
in 1994, the maximum tax base is eliminated under HI. .. 




Appendices 

Maximum taxable amount of annWil earnings. See "Maximum tax 
base,'" 

Medicare. A nationwide, federally administered bealth insurance 
program llutboriMd in 1965 to cover the cost of hospitalization, medical 
care. and some related services for most people over age 65. In 1972 
coverage W8B e:rt.ended to people receiving Social Security Disability 
Insurance payments for 2 years, and people with ESRD. Medicare 
.consists of two separate but coordinated programa-Part A (HOEIpital 
In.,urance, HJ) and Part B (Supplementary Medical Insurance, SMl). 
Almest all persons aged 65 and over or disabled entitled to HI are 
eligible to en!'()U in the 8M1 program on a voluntlll")" basis by paying a 
monthly premium. Health insurance protection is available to Medicare 
beneficiaries without regard to income. 

Military 8erviee wage credits.. Credits recognizing that military 
personnel receive other cash payments and wages in kind (such as food 
and shelter) in addition to their basic pay. Noncontributory wage credits 
of $160 nre provided for each month of active military serv;ce from 
September 16, 1940, through December 31, 1956. For years after 1956, 
the basic pay of military personnel is covered under the Social Security 
program on a. contributory hasis. Noncontributory wage credits of $300 
for each calendar quarter in which a person receives pay for military 
service from January 1957 through December 1977 are granted in 
addition to contributory credits for basic pay. Deemed wage credits of 
$100 are granted for each $300 ofmilitacy wages in years after 1977, 
(The maximum credits aUowed in any calendar year are $1,200,) (See 
also "Quinquennial military service detenninatioM and adjustments,") 

Modified u.verage-cost method. Under this aystem of calculating 
summary measures. tbe actuarial balance is defined as the difference 
between the arithmetic means of the annual cost rates and the annual 
income rates, with an adjustment included to account for the off.aets to 
cost that are due to (1) the starting trust fund balance and (2) interest 
earned on the t.rust fund. 

Non-contributory or deemed wage credits. Wages and wages in 
kind that were not subject to the HI tax but that are deemed as having 
been. This is done for the purposes of {1} determining HI program 
eligibility for individuala who migbt not be e~jgibJe for HI coverage 
without payment ofpremium were it not for the deemed wage credits 
and (2) .calculating reimbursement due the HI trust fund from the 
genera} fund of the Treasury. The first purpose applies in the case of 
providing coverage to persons during tbe transitional perioda when the 

DO 
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HI program began and when it was expanded to cover federal 
employees, both purposes apply in the eases of military service wage 
credits (see "Military service wage credits" and "Quinquenmal military 
SCl"'#ice determinations: and adjustments"') and deemed wage credits 
granted ror the internment of persons of Japanese ancestry during 
World W8% II. 

Old-Age, Survivors, and DisabililiY Insurance (OASDI). The Social 
Security programs which pay for (1) monthly cash benefits to retired­
worker (old-age) beneficiaries and theif spouaeB and children and to 
survivors of deceased insured W1Jrkers {OAS!) and (2) monthly casb 
benefits to disabled-worker beneficiaries and their spouses and children 
and for providing rebabilitation services to the disabled (DI). 

Part A. The Medicare Hospital Insurance program, 

PaM. A premium. A monthly premium paid by or on behalf of 
indi"iduals who v.'ish for and are entitled to voluntary enrollment in the 
Medienre HI program. These individuals are those who a.re age 65 and 
older who ore uninsured for SOCial Becurity or railroad retirement and 
do not otherwise meet the requirements for entitlement to Part A. In 
addition, disabled individuals who have exhausted otherentitlement are 
qualified, These individuals are those not now entitled but who have 
been entitled under section 226{b) of the Act, continue to have the 
disabling impairment upon which their entitlement was based. and 
whose entitlement ended solely because the individuals had earnings 
that exceeded the !Substantial gainful activity amount (as defined in 
section 223(d){4) of the Act). 

Part B. The Medicare Supplementary Medical Insurance program. 

PaM.ieipating hosp.i~ls. 'Those hospitals who participate in the 
Medicare program. 

Pay·as.you~go financing. A financing scheme where taxes .t:U'e 

scheduled to produce just as much income 8JS required to pay current 
benefits, with t.rust fund assets built up only to the extent needed to 
prevent exhaustion of the fund by random i1uetuations, 

Payroll taxes. Taxes levied on the gross wages of workers, 

Peer Review Organization (PRO). A group Qr practicing physicians 
and other health care profeSsionals, paid by the federal government. to 
review the care given to Medicare patients. 

., 
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Present value. The present value ofa future stream ofpayments is the 
lump-sum amount that, if invested today, together with interest 
earnings would bejust enough to meet each of the payments as they fell 
due. At the titne of the last paytIJent, the- invested fund would 00 exactly 
zero. 

Projection error. Degree ofvariation between est.imated and actual 
amounts. 

Pl'O$peetive Payment Assessment Commission {ProPAC}. A 
commission established by the Social Security Amendments of 1983 to 
review and reeommend the appropriate percentage changes which 
should be effected for payments for inpatient hospital discharges each 
fiscal year beginning with fiacal year 1986. Furthermore, the ProPAC 
is expected to study and make recommendations regarding existing 
reimbursement policy for each fiscal year. 

Prospective payment system (PPS). A method of reimbursement for 
hospitals which was implemented effective with hospital cost reporting 
periods beginning on or after October 1, 1983. Under this system, 
Medicare payment is made at a predetermined, specific rate for each 
dische.tg'e. AH discharges are classified according to a list of dia.gnosis· 
related groups (ORCs). 

Provider. Any organization, institution, or individual who provides 
health care services to Medicare beneficiaries. Hospitals (inpatient 
servi~s). skilled nursing facilities, home health agencies, and hospices 
are the providers of services covered under Medicare Part A 

P:roxy~ An index ofknown values that likely approx:imate.s an index for 
which values are unavailable. The proxy is used as n "s.tand·in" for the 
unavailable index. 

Quinquennial military service determination and adjustments. 
Prior to the Social Security Amendments of 1983, quinquennial 
determinations (i.e., estimates made once every 5 yearS) were made of 
the eosts arising from the granting ofdeemed wage credits for military 
service prior to 1957; annual reimbursemen!;& were made from the 
general fund of the Treasury to the HI trust fund for these costs. The 
Social Security Amendments of 1983 provided for (1) a lump·sum 
transfer in 1983 for (a) the costa arising from the pre~1957 wage credits 
and {b) amounts equivalent to the HI taxes that would have been paid 
on the deemed wage credits for military service for 1966 through 1988, 
inclusive, if such CN!dits had been counted as covered earnings; (2) .. 
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quinquennial adjustmente to the pre.1957 portion of the 19831wnp-SWXl 
transfer; (3) general fund transfers equivalent to HI taxes on military 
deemed wage credits for 1984 and later to be credited to the fund on 
July 1 of each year; and (4) adjustments as deemed necessary to any 
previously transferred amounts representing HI taxes on military 
deemed wage credits. 

Railroad Retirement.. A federal insurance program similar to Social 
Security designed for workers in the railroad industry. The provisions 
of the Railroad Retirement Act provide for a system ofcoordination and 
financial interehange between the Railroad Retirement program and the 
Social Se<urity program. 

Real-wage differential. The difference between the percentage 
increases, before rounding, in (1) the average annual wage in covered 
employment. and (2) the average annual Consumer Price Index. 

Reasonable eost basis. The calculation to determine the reasonable 
coat incUlT(!d by individual providers when furnishing covered services 
to beneficiaries. The reasonable cost is based on the actual cost of 
providing such services, including direct and indirect costs ofproviders, 
and excluding any costs which are unnecessary in the efficient delivery 
ofsen>]ces covered by a health insurance program. 

Self-employment. Operation of a trade or business by an individual 
or by a partnership in which an individual is a member. 

Self~Employntent Contributions Act (SECA). Provision authorizing 
taxes on the net income ofmost self~employed persona to provide for the 
OASDI and HI programs. 

Sequester. The reduction of funds to be llBed for benefits or 
administrative costs from a federal account baeed on the requirements 
specified in the Gramm-Rudman-Hollings Act. 

Sh~rt·rBnge. The next 10 years. 

Skilled nursing facility (SNF). An in&titution which is primarily 
engaged in providing skilled nursing care and related services fOol' 
residents whOo require medlcal or nursing care, or engaged in 
rehabilitation of injured, disabled., or sick persons. 

. .. 



Appendices 

SNF coinsul'ance. For the 21st through lOOth day of extended care 
services in a benefit period, a daily amount for which the beneficiary is 
responsible, equal to 1/8 of the inpatient hospital deductible. 

Social Security Act.. Public Law 74~2711 enacted August 14, 1935, 
with subsequent amendments. The Social Security Act consists of 20 
titles, ofwrucb four have been repealed. The HI and SMI programs are 
authorized by Title XVHI ofthe Social Seeurity Act. 

Special public~debt obligation. Securities of tbe United States 
Government issued aclusively to the OASI. Dl, HI. and SMl trust funds 
and other federal trust funds. Section 1817(c) of the Social Security Act. 
provides that the puhlicwdebt obligations issued for purchase by the HI 
trust fund shall have maturities fixed with due regard for the needs of 
the funds. TIle usual practice in the past baa been to spread the 
hoJdings. of special issues, as of eacb June 30, so that the amounts 
maturing in each of the next 15 years n.re approlCimateJy equal. Special 
public-debt obJigations ore redeemable at par at any time. 

Spell ofillnes5. A period of consecutive days beginning with the fil'5t 
day On which a beneficiary is furnished inpatient hospital or extended 
care services and ending with the dose of the first period of 60 
consecutive days thereafter in which the beneficiary is in neither a 
hospital or skilled nursing facility, 

Summarized cOst rate.c The ratio of the present value ofexpenditures 
to the present value of the taxable payroll for the years in a given 
period. In this context. the expenditures are on an incurred basis and 
exclude coets for certain uninsured persons, for whom payments are 
reimbursed from the general fund of the Treasury, and for voluntary 
enrollees. who pay a premium in order to be enrolled. The summarized 
cost rate includes the coat of reaching and maintaining a "tllrget" trust 
fund level, or contingency fund ratio. Because a trust fund level ofabout 
one year's expenditures is considered to be an adequate reserve for 
unforeseen contingencies, the targeted contingency fund ratio used in 
determining summarized cost rates i.s 100 percent of annual 
expenditu.res, Accordingly, the summarized cost raw is equal to the ratio 
of (a) the sum of the present value of the outgo during the period plus 
the present value of the targeted ending trust fund level plus tbe 
beginning trust fund level, to (b) the present value of the taxable payroll 
during the period. 

Summarized income rate. The ratio of (a) the present value of the tax 
revenues incurred during a given period (from both payroll taxes and .. 
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taxation of OASDI benefits) to (b) tbe present value of the taxahle 
payroll for the years in the period. 

Supplementary Medical Insurance'(SMD~ The Medic.are program 
which pays for' a portion oftbe costa of physician's services, outpatient 
hoapital services, and other related medical and health services for 
voluntarily enrolled aged and disabled individuals. Also known as 
Medi""" Part B. 

Tax rate. 'I'he percentage of taxable earnings, up to the maximum tax 
base, that is peid for the HI tax. Currently. the percentages are 1.45 for 
employees and employers, each. Tho self-employed pay 2.9 percent. 

Taxable earnings. Taxable wages andior self..empioyment income 
under the prevailing annual maximum taxable limit. 

Taxable payroll. A weigbted average of taxable wages and taxable 
self-employment income, When multiplied by the combined employee w 

employer tax rate, jt yields the total amount of taxes incurred by. 
employees, employers, and the self-employed for work during the period. 

Taxable selt-emp1oyment income. Net earnings from self 
employment, genetalJy above $400 and below the annual maximum 
taxable amount for a calendar or other tauble year, less any taxable 
wages in the same taxable year. 

Taxable wages. Wages paid for services rendered in covered 
employment up to the annua1 maximum taxable amount. 

Taxation of benefits. Beginning in 1994. up to 85 percent of an 
individual's ora couple's OASDI benefits is potential1y subject to federal 
income taxation under certain circu..m.stances. The revenue derived from 
taxation ofbenefit& in excess of 50 percent. up to as percent, is alJocnted 
to the HI trust fund. 

Taxes. See "Payroll taxes," 

Test of Long-Range Close Aetuarial Balance. Summarized income 
rates and cost rotes are calculated. for each of 66 valuation periods 
within the full 75-year long-range projection period under the 
intermediate assumptions, The fi!1Jt ofthese periods conais'ta of the next 
10 years. Each rucceedingperiod becomes longer by 1 year, culminating 
with the period consisting of the next. 75 years. The long-range test is 
met if, for each of the 06 time periods, the actuarial balance is not less .. 
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than zero or is negative by, at most. a specified pe.reentage of the 
summarized cost rate for the.same time period. The percentage allowed 
fO'r a negative actuarial baiWlce is 5 percent for the full 75-year period 
and is reduced uniformly for ahorter :periods. approaching zero as the 
duration ofthe time periods approaches the first 10 yean. The criterion 
for meeting the test is less stringent for the longer periods in recognition 
of the greater uncertainty Msociated with estimates for more distant 
years. 

Test of Short.Range Financial Adequacy. The conditions required 
to moot this teat are M (onowa: lftbe tru.st fund ratio for a fund exceeds 
100 percent at the beginning of the prqjection period, then it must be 
projected to remain at or Ilbove 100 peft.'!ent throughout the 10~year 
projection period; alternatively. if the fund ratio is initially less than 100 
percent, it must he projected to reach a level of at least 100 percent 
within .5 years (and not be depleted at any time during this period) and 
then remain at or above 100 percent throughout the remainder of the 
10~year period, This test is applied to trust fund projections made under 
the intermeruflte assumptions. 

Trust fund. Separate accounts in the United States Treasury 
mandated by Congress whose assets may only be ueed for a specified 
purpose. For the HI trust fund, monies not 'Nithdrawn for current 
benefit payments and administrative expenses are invested in 
interest-beanng federal securities, as required by law; the interest 
earned rn also deposited in the trust fund. 

Trust fund ratio. A short-range measure of the adequacy of the trust 
fund level; defined as the assets at the beginning of the year expressed 
as a percentage of the outgo during the year, 

Unit input intensity allowance. The mnount added to or subtracted 
from the hospital input price index to yield the PPS update factor. 

Valuation period. A period ofyears which is considered as fl unit for 
purposes of caleulating the status of n trust fund, 

Voluntary enrollee. Certain individuals aged 65 or older or disabled, 
who are not otherwise entitled to Medicare who opt to obtain coverage 
under Part A by paying a monthly premium, 

Year 01 exhaustion. The first year in which a trust fund is unable to 
pay benefits when due because the assets of the fund are ex.bausted . 

.. 
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Statement ofActuarial Opi.nion 

G. STATEMENT OFACTUARlAL OPINlON 

It is my opinion that(l) the techniques and methodology used herein to 
evaluate the financial status of tbe Federal Hospital Insurance Trust 
Fund are based upon sound principles of actuarial practlce and are 
generally accepted within the actuarial profeasion; and (2) the 
assumptions used and the resulting actuarial estimates ate, in the 
aggregate. reasonable for the purpose of evaluating the financial status 
of the trust fund, taking into consideration the experience and 
expectations of the program. 

Although the assumptions used are reasonable, much of the available 
evidence suggests that they may not he optimal. In particular, the 
likelihood of a future result that is lOOre adverse than the intermediate 
projection may exceed the likelihood of a more favorable result. 
Similarly, an outcome more adverse than the rugh cost projection may 
be more probable thlUl one that is better than the low cost projection, 

'The future cost of the hospital iMurance program. is very uncertain and 
reasonable people can disagree concerning the most probable economic 
and demographic trends, For these reasons, projections are shown in 
this report under three different !>eta of B$sumptions intended to 
ilIustrat.e a broad range ofpossible outoomes. Readers are cautioned not 
to focus solely on just One ~t ofassumptiOM but rather to recognize that 
any result within the range shown can reasonably be expected to occur, 

As noted in this report, the assets of the hO$pital insurance trust fund 
are projected to be depleted within 5 years under all three set.s of 
assumptions. Thus, regardless of the specific asSumptioM used, the 
need for prompt attention to the fund's finnncial imbalance is apparent. 

n<L.,/S~

Richan:i S, Foster 
Fellow, Society ofActuaries 
,"{ember. American Academy ofActuaries 
ChiefActuary, Health Care Financing 
Administrotinn 
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I. OVERVIEW 

A. INTRODUCTION 

The HoapitalInsurance CHI) progrnro, Or Medicare Part A, bell's pay for 
hospital, home health, skilled nUl'Sing facility, and hospice care for the 
aged and disabled. The HI program is financed primarily by payroll 
taxes paid by workers and employers.. The taxes paid caell year are used 
mainly to pay benefits for current beneficiaries. Income not currently 
needed to- pay benefits and related expenses is held in the HI trust fund, 
and invested in U.S. Treasury securities. 

The Board ofTrust.eea was established under the Social Security Act to 
oversee the financial eperatiens of the HI trust fund. The Board is 
composed of six members, Four members serve by virtue of their 
positions in the Federal Government: the SecretaIy of the Treasury who 
is the Managing Trustee, the Secretary of Labor. the Secretary ofHealth 
and Human Services, and the Commissioner of Social Security. The 
other two members are appointed by the President and oonfinned by the 
Senate to serve as Public Trustees. Stephen G, Kellison and Mariiyn 
Moon began serving on July 20, 1995. The Administrator of the Health 
Care Financing Administration (HCFA) is designated as Secretary of the 
Board. 

!'he Social Security Act requires that the Board report to the Congress 
annually on the financial and actuarial status ofthe HI trust fWld. Thie 
1998 report is the 33rd to be submitted. Due to uncertainty about the 
future. t.he financial cOndition of the HI trust fund is examined under 
three alternative sets of assumptions: "1ow cost," "'intermediate," and 
"high cost." These alternatives are intended to illustrate a reasonahle 
range of possible outcomes. The intermediate set of assumptions 
represents the Trustees' best estimate of the expected future economic 
and demographic trends, The report describes both the near term 
financial outlook nod the longer term outlook throughout a 75·year 
valuation period, 
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B. HIGHLIGHTS 

The major fmdings of this report are summarized below, Unless 
otherwise noted. alJ estimates tl.T& based on the intermediate 
asSumptiODB. 

• 	 The Balanced Budget Act of 1997 contained numerous provisions, 
affecting the Medicare program. These provisions were designed in 
part to postpone the imminent depletion of the HI trust fund, which 
had been projected for 2001. Under this legislation, fund exhaustion 
is postponed unt11 2008 based on the mtermediate assumptions used 
in this report Although intended primarily as a means to address 
the immediate short~range financial shortfalls, the legislation also 
has an important long-range impact, lowering the projected 75»year 
deficit by aoout one-half. 

• 	 In 1997. the HI program provided protection against the costs of 
hospital and other medical care to about 38 mjllion people, 
Approximately 22 percent of these individuals received medical 
services covered by HI dwing the year and total HI 'benefits on their 
behalf amounted to $137.8 billion. 

• 	 HI program expenditures exceeded annual income by $9.3 billion in 
calendar year 1997, By drawing down on trust fund assets, the 
program could continue to pay benefits for several more years, 
Under intermediate assumptions, the HI trust fund is estimated to 
be depleted in 2008, 

• 	 There are expected to be 3.6 workers per HI beneficiary when the 
baby boom generation begins to reach age 65 in 2010, Then the 
workeribeneficiary ratio is expected to rapidly decline to 2,3 in 2030 
as the last of the baby boomers reaches age 65. The ratio is expected 
to continue declining thereaft:er (but more gradually) as life 
expectancy continues to lengthen. 

• 	 HI expenditures are projected to grow rapidly as a fraetion of 
workers' earnings. from 3,4 percent in 1997 to 7.8 percent in 2070, 
As a fraction of the Gross Domestic Product (GDP), expenditures 
would grow somewhat more slowly. from 1.7 percent in 1997 to 
3.4 pereent in 2070. 

• 	 Projected ill tax income would meet only a declining share of 
expenditures under present law. Tax income is expected to equal 
89 pereent ofexpendit\ll"eS in 1998 and 86 pereent in 2008 (when the 
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fund is estimated to be depleted). and would cover less than one--half 
ofcosts 75 years from now. ' 

• 	 The time gained hy postponing the depletion of the HI trust fund 
must be used productively to determine eife(:tive solutions t4 the 
remaining long-range problems. In this regard the work of the 
National Bipartisan Commission on the Future ofMedicliTe will be 
of{!J'itica1 importance to the Administration, the Congress. and the 
American public. The development offurthcr reforms should occur 
as quickly as possible, 

• 	 We believe that solutions can and must be found to ensure the 
financial integrity of the HI program in both the sbort term and the 
long term. Prompt, effective, and decisive action is necessary to build 
upon the strong st.eps taken by the Balanced Budget Act of 1997. 

Key HI Data for Calendllr Year 1997 

• 	 HI covered 33 million aged fllld 5 million dlsabled beneficiaries. The 
total number of HI beneficiaries increased by 1.4 percent in 1997, 
and by 22.0 percent over the last 10 years. 

• 	 HI benefits amounted to $137.8 bt1lion, a 7 percent increase over the 
prior yelU'. Average expenditure~ per HI enrollee increased by 
6 pereent .. $3,600. 

• 	 Administrative costa were 1 percent of program expenditures. 

• 	 Summary of HI trust fw'ld operations: in 1997 {in bUJions}: 

Fund Assets (12131/96) $124,9 

Income 130.2 

Expenditures 1395 

Fund A"etl! (12131197) 115.6 


Net Change in Assets ·9.3 

• 	 Payroll taxes. paid by 151 million covered workers. accow'lted for aa 
percent of total HI income. Interest represented 7 pereent and 
revenue from the income taxation of Social Security benefits was 
another 3 :percent. The remaining 2 percent. was received from 
miscellanoous sources, primnrily premiums paid by uninsured 
persons to enroll in the HI program. 
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• 	 Payments for the costs of fee--for--setvice inpatient hospital care 
represented 65 percent of:m benefits. Skilled nursing and home 
health care accounted for another 22 pertt!nt of tbe total. Payments 
to managed care plans-represented another 11 percent and hospice 
benefits accounted for the final 2 percent . 
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C. 1991 TRUST FUND FINANCIAL OPERATIONS 

Total HI income in calendar year 1997 was $130.2 billion and total 
expenditures were $139.5 billion, The assets of the fund therefore 
dect1lased by a net total of $9.3 billion. As of December 31, 1997 the HI 
trust fund had $115.6 billion in assets. 

I. Income 

The $130.2 billion in income reeeived by the HI program last year was 
derived from the following 5Ources: 

• 	 f'ayroU taxes. The primary source of financing for the ill program 
is the payroll tax on covered earnings, Employees and their 
employers each pa.y 1.45 percent of earnings, while self-employed 
workers pay 2.9 pen:ent of tbeir net income. HI payroll taxes 
amounted to $114.7 billion in ealendar year 1997 or 88 percent of 
total HI inrome. 

• 	 Interest Interest income of$9.3 billion was paid in 1997 on the U.S. 
Treasury seeurities held by the trust fund. It acwunted for 7 pereent 
of III revenue, The average rate of interest earned on trust fund 
assets in 1997 was 8.0 percent. 

• 	 Taxatioo of benefits. A portion of the Federal income taxes that 
people pay 00 their Social Security benefits is allocated to the ill 
trust fund, In 1997, $3.6 billion was deposited in the trust fund from 
taxation ofSocial Security benefits, accounting for 3 pereent of toW 
HI income. 

..Q1b,u, An additional $3 billJon in misooUaneous revenue, 
representing 2 percent oftow HI income, was also rnceived in 1997. 
(See section ILB for a discussion of these items.) 
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FlgUfi) LCl.-HI Income in C8iend., Yl)ar 1m 
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.. 

2. Expenditures 

... sec .",. "'. 
The HI fund spent $139.5 billion in calendar year 1997. The major 
expenditures Were: 

., 	 ll~nefit payments. Benefit payments represented 99 percent of HI 
outJays. About 65 percent of such payments were for fee~for-service 
inpatient hospital serviees. HQ!lpital payments have been increasing 
at about a 5 percent annual rate in recent years. Payments to skilled 
nursing facilities, home health agencies, managed care plans, and 
hospices, while milch smaller than hospital payments, have generally 
been increasing at double digit rates. Expenditures for home bealth 
and hospice care were a notable exception in 19911 increasing by only 
0.2 percent and 5.5 percent, respectively_ 

., 	 Administrative efSlUlnaes. Administrative expenses represented 1 
percent of HI outlays during 1997. These expenses included not only 
federal salaries and related expenscs but also funds to support the 
fiscal intermediaries (generaUy insurance companies) that assist in 
administering HI, These expenses also included costs of the health 
care fraud and abuse control program, as provided for by the Health 
Insurance Portability and Accountability Ad of 1996 . 
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D. ECONOMIC AND DEMOGRAPHIC ASSUMPTIONS 

Actual future expenditures will depend on a number of factors. These 
factors include the site and composition of the population eligible for 
benefits, hospital and skilled nursing facility admission rates, home 
health agency visit rates. and changes in the price per service, Future 
income will depend on the size and characteristics of the covered work 
force and the level ofworkers' earnings. These factors will depend in 
tum upon future birth rates, death rates, labor force participation rates, 
wage increases, and many other economic and demographic 
eireumstances affecting the HI program. 

To illustrate the uncertainty and sensitivity innerent in estimates of 
future program operations., projections have been prepared under a !1ow 
cost" and a ''high cost" set of assumptions in addition to the intermediate 
assumptions. For simplicity ofpresentation, much of the analysis in this 
overview tenters on the projections under intermediate 8s&umptions:, 
However, it is important to recognize that actual conditions are very 
likely to differ from that scenario or any other specific set of 
assumptions. 

Some of the key demographic: and &OllQmlC variables that determine HI 
costs and income are common to the Old~Age. Survivors, and Disability 
Insurance (OASDI) program and the Supplementary Medical Insurance 
(SMI) program and are explained in detail in the report of the Board of 
Trustees ofth~ OASD[ program. As shown in table I.Dl below, these 
indude changes in the Consumer Price Index (CPl) and wages, real 
interest rates. fertility rates, and life expectancy, ("Real" indicates that 
the effects of inflation have been removed.) The assumptions vary, in 
most cases, from year to year during the first 5 to 25 yeara before 
reaching their so-called "ultimate" values for the remainder, of the 
75·year projection period. These ultimate values are shown in 
table LD1, 

Table I.Dl.-Ultlmale AlI8umpt!on. 

Atlt'iuall'N'reentage ~nge In' 
CoMumer Pa lode>: (CPI) 
A.,.. \\ISQ& In eo....eM!l .~nt 

Rca"WJQIi dItt.ren1lllt (1'N'1Qnt} •••..•••••••••• 
Aeallnlal8$! rete (pIrctnlj '" _""'" 

F.ttl!itylllte(~Plr~n) _••••• """. 
Li111 '~larcylll bn!'t In 2Q75 {~.wrage 

kit men .00 wpmen. In 'tUll] ... , .. , , , , , . 
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Economic and Demographic AssumptioM 

Other 115sumptions are specific to the m program. One critical 
assumption is the raW of increase in the cost of healtb care services. 
Under the intermediate assumptions, the rate ofincrea.ee in the cost per 
unit of service during the initial 25·yeM period is assumed to decline 
gradually from the current level to the saIne growth rate that is 
projee1ed for average bourly earnings and then to continua at the 
average bourJy earnings rate for the following 50 years. For the higb 
cost assumptions. the annual increase in program .costs (relative to 
taxable payroll) during the initial 25~year period IS assumed to be two 
percent greater than under the intenneruate assumptions. Under low 
cost assumptions, the increase during the rmme period is assumed to be 
two percent less thnn under intemiediate assumptions, The two percent 
differentials for the high and low asaumptions are assumed to decline 
gTadually until 2047 when the same rate ofincrease in program costs 
(relative to taxable payroll) is assumed for all three sets of115sUmptions. 

While it is reasonable to assume that actual trust fund experience will 
fall within the range defined by the three alternative sets of. 
assumptions, no definite assurance can be given in light of the wide 
variations in experionce that have occurred since the beginning of the 
progTam. In general, a greater degree ofconfidence can be placed in the 
assumption., and estimates for the earlier years than for the later years. 
Nonetheless, even for the earlier years, the estimates are only an· 
indication of the expected trend and the general range of future program 
experience. 
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E. lQ.YEAR ACTUA1IlAL ESTIMATES (1998-2007) 

Althougb improved substantially by the Balanced Budget Act of 1997, 
the short-range financial status of the m trust fund remains 
unsatisfactory overall. Prior to the Balanced Budget Act, III 
expenditures were estimated to grow ot an average rate of over 8 
percent, During 1998 through 2002, tho Act reduces annual growth to 
an estimated average ef 3 percent. Thereafter, however, expenditu.re 
growth is expected to return to the level of about 7 percent. The 
deceleratien during 1998-2002 allows HI incmne to "catch up" 
temporarily, narrowing the current gap between income and 
expenditures significantly. After 2002, this gap is expected to widen 
steadily under the intermediate assUmptions, so that by 2007 there 
would be a $26 billion shortfall in that year alone, 

Figure I.E1.-H1 Expendlll.lres lind Income 
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The Balanced Budget Act reduces the rate ofgrowth in HI expenditures 
through a combination ofmeasures. New prospective pa)1l1ent systems 
will be established for Medicare payments to skilled nursing facilities, 
home health agencies, and certain hospitals not already reimbursed 
under such arrangements. In addition, annual payment updates for aU 
HI health care providers are constrained, Finally. the majority ofhome 
health care 5el'Vieea are reclassified as an 8MI benefit, sb.ifting the cost 
of such samoos ovor 8 G·year period from the HI trust fund to the 8MI 
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10~Year Actuarial Estimates 

troGt fund. Section II.A of this report contain!} more detailed 
information on these provisions. 

Under present Ja.w, the HI program would &till be able to pay benefits for 
a number of years despite the projected deficits because it can draw 
upon the current $116 billion trust fund. Without corrective legislation, 
however, the asaete would progreasively decline untit becoming 
exhausted in calendar year 2008. To the extent that actual futuro 
conditions vary from. the intennediata 8Saumptions, the data of depletion 
would vary significantly from thia estimate. 

figure tE2.-HI Trust Fund AUIlia et fAd 01 'fear 
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Table lEl preaents the projected operations ofthe HI trust fund Wlder 
the intermediate assumptions for the next decade. At the beginning of 
1998. HI aseets were 80mewhat below the level of annunJ program 
expenditurea. The Board ofTrustee a has recommended that assets be 
maintained at a level at least equal to annual expenditures, to serve as 
a.n adequate contingency reserve in the event of adverse econon::Uc or 
other conditions. This represents a more stringent standard than just 
maintaining a positive balance. 

Based on the projection shown in table I.El, the Board of Trustees 
applies an explicit test of ahort~range financial adequacy. This test. 
which is doscrihed in aection ltD of this report, is not met by the HI 
trust fund. 
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Table I.Ei,-Etllmated OperlUona of tho HI Trust Fund Under intelTl'ltdlllte 

Ahumptlont. CalendM 'team 1997-2001 
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~tvear IQ&i1 !tltome pmoOOil:l.!!1l:! IlmSI (l1t!t§oU """'" "' ~fIf"...,199''' $130.2 $13$! $1151\ 
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'Allie! o! aUllts In ltIJ flll"d lit IhII begm"ll of ltIJ year \I) lI:q')1nditurU ~ ltIJ year. -'FlQures lor 1m ntpOIltonill¢W4! t:q')li"\e/'lCl. 

As suggested in table I.El, the asoota- of the HI trust fund would be 
deplewd in 2008 under th~ intenllediate assumptions. Under the low 
cost assumptions, trust fund depletion would occur in 2030. Under the 
high cost assumptions depletion would occur in 200'," The fact that 
exhaustion is likely to oCcur in the relatively near future indicates the 
importance of addre&8ing the HI trust fund's remaining financial 
imbalance through additional legislation that bui)ds on the strong steps 
taken by the Balanced Budget Act of 1991. 
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F. 75.YEAR ACTUARIAL ESTIMATES (1998·2072) 

Each year, estimates of the financial and actuarial status of the HI 
program D.l"1'l: prepared for the next 15 years. Althougb financial 
estimates for periods as long as 15 years are inherently uncertain. the 
rO$wts can provide valuable information for policy makers. In 
particular, such estimates ean indicate whether the program-as seen 
from today's vantage point-is considered to be in satisfactory financial 
condition, 

Income and expenditUre amoWlts are shown relative to the earnings in 
covered employment that are taxable under the HI program-referred 
to as "'taxable payroU"-because of the difficulty in comparing dollar 
values for differont periods without some type O'f relative seale. The 
ratiO' O'f tax income (including both payrol1 taxes and income from 
taxation of Social Security benefits) to taxable payroll is called the 
'inoome rate" and the ratio of exlXlnditures to taxable payroll is the "cost 
rate," 

FlgI,I~ 1.Fl,-long.Rangll' Hltncante and Co.t 8$ a Percentoge 01 Taxablll Payroll, 
Intt!rmedlate Astll,lmIH!onll 

'~r---~~~-;~==~-r---'--;-------'---"~alN 
. 

Calendar Year 

Although the long-range financial outlook for the m program was 
significantly improved by the Balanced BudgetAct: of 1991. the ~ 
remains seriou$ly IIDderfunded over the next 15 years. Income rates are 
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projected to remain fairly steady while cost rates sbarply escalate 
between 2010 and 2030 and continue to increase throughout the period. 

Since HI payroll tax ratea are not scheduled to change in the future 
under present Jaw, payroll tax income as a percentage of taxable payroll 
'Will remain eonlltant at 2.90 percent. Income from ta..a:ation ofbenefits 
will increase only graduelly as a greater proportion of Social Security 
beneficiaries become subject to BUch taxation oVer tUne. Thus the 
income rate is not expected to increase significantly over current levels. 

FIgure LF2.-Workera Per HI 9eneflc!a1Y 
[Based on intermediato assumptjonsj 
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The cost rates, though, will sharpJy escalate due to the retirement of 
those born during the 1945·1965 bs.hy boom. For the most pm, current 
benefits are paid for by current workerS. The retirement of the baby 
boom generatioc will therefore be financed by tbe relatively small 
number of perSons born after the baby boom. For example, in 1997 
there were 38 million beneficiaries with 151 million workers to support 
them. In 2030 as the 11151 bahy boomer turns 65. the~ would be an 
estimated 76 million beneficiaries with 173 million workers to support 
them. This means that every beneficiary in 1997 had 3.9 workers to pay 
for their HI benefit. hut in 2030 there would be only about 2.3 workers. 
The ratio would then continue to declice until tbere are only 2 workers 
per beneficiary by 2060. 



75-year Actuarial Estimates 

The year-by~year cost rates and income rates can be summarized into 
single values representing, in effed, the average value over a given 
period. {Section [I.E and section IIl.F describe how these summarized 
values are calculated,) The difference between the summarized income 
and cost rates is e.alJed the "actuarial balance," This measure showl; a 
deficit ranging between 0.8 and 5,5 percent of taxable payroll for the 
75~year period baeed on the range of assumptions used in this report. 
The actuarial balance has traditionally been used as a convenient single 
measurement to summarize the finlll1eial status of the program. It can 
be interpreted as the amount of change in the tax: rate that would be 
required to bring the program into halance if no other changes were 
made, (See section II for details and limitations of summary measures.) 

Based on the intermediate assllmptions, Ill1 actuarial ballll1ce deficit of 
2.10 percent of tauble payroll is projected for the 75-year period, 
representing the difference between the summarized income rate of3.26 
percent and the corresponding cost rate of 5.31 percent. This deficit ie. 
roughly one-half the level estimated prior to the Balanced Budget Act 
of1997. To COt'TCCt the remaiiUng financial imbalance, the 2.90 percent 
payroll tax (for emp.oyees and employers combined) would have to be 
immediately increased to 5.00 percent or expenditures would have to be 
reduced by a corresponding amoUnt (or some combination of such 
changes), The HI program thus fails the Trustees' long~rango 
test-discusscd in section II-which is based on the actnarial balanco, 
The test is even failed under the low cost assumptions. The fact that the 
trust fund is projected to be In deficit under a broad range ofeconomic 
and demogra.phic assumptions reinforces the importance ofaddrcssing 
the remaining long-range imbalance through further corrective 
legislation. 

,. 




Overuuw 

G. CONCLUSION 

The financial projections shown for the ill program in this year's report 
represent a substantial improvement over those in recent years, 88 8 

result of the Medicare reforms in the Balanced Budget Act of 1997. 
These changes are estima.ted to postpone the depletion of the HI trust 
fund from 2001 until 2008 and to reduce the long-range ill deficit by 
about one-half (from 4.32 percent of taxable payroll to 2.10 percent), 
based on our intermediate set of assumptions. In addition, the 
legislation establishes the National Bipartisan Commission On the 
Future of Medicare to review the )ong~term financial condition of 
Medicare and to make recommendations concerning the program's 
financing, benefit stnu:ture, and related issues. These changes 
accompli~h our most urgent recommendations from the 1997 an.nual 
report., 

Even with these very substantial and important improvements, 
however, the III program remains seriously out offinancial balance, We 
must again report, as we have _~ince 1992, that the HI trust fund does 
not meet our short-range test of financial adequacy. For the past 3: 
years, HI expenditures have exceeded income by a total of$17.2 binion. 
The Balanced Budget Act provisions are estimated to substantially 
reduce the gap between inoome and expenditures over the next 5 years, 
but with a retum to steadily increasing deficits in 2003 and later. While 
these shortfalls can be met by redeeming trust fund assets, future 
income and 8lWCts will be sufficient to support projected program 
expenditures for only the next 10 years under the intermedlate 
assumptions. Thus, without additional legislation, the fund would be 
exhausted in the not-dista.nt future-initially producing: payment delays. 
but very quickly leading to a curtailment of health care services to 
beneficiaries. 

AlthQugh the long-range deficit has been reduced to about one-halfits 
prior magnitude, (8 major improvetnent), the long~range outlook 
l"eIDalnS very unfavorable. The Hi program sHll falls by a wide margin 
to meet our long-range test ofclose actnarial balance. To bring the m 
program into actuarial balance, over ju.s:t the next 25 years under the 
intermediate as.sumptions, would require either that outlays be further 
reduced by 18 percent or that income be increased by 22 percent (or 
some combination of the two) throughout this 2&-year period, That iSt 

the clUTent HI payroll tax ofl.45 percent (for employees and empJoyera, 
each) would have to be immediately raised to about 1.81 percent, or 
benefits reducoo by a comparable amount Over the full 75-year 
projection period, substantially greaterchanges in income and/or outlays 
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are needed, in large part as a result of the impending retirement oftha 
baby boom generation. Statting in about 2010, the ratio ofwerkers to 
In beneficiaries will begin to decline from its cUlTent level of about 4 to 
I, rapidly reaching a ratio.of about 2 to 1. 

The Medicare changes in the Balanced Budget Act build upon past 
measures to reduce growth in expenditures, by introducing new 
prospective payment systems for providers ofHI services that previously 
received cost·based reimbursements and by limiting payment increases 
to all HI providers, Such steps can effectively constrain growth in HI 
expenditures while encouraging increasoo operating efficiencies by 
providers. Further improvement in the HI trust fund's financial position 
is attributable to the transfer of It substantial portion ofhome health 
care services from HI to SMI, although this change increases 8MI costs 
correspondingly. These changes, substantial as they ~a:reJ are only 
sufficient to enable payment of HI benefits over the ne:tt decade. More 
far-reaching measures will be needed to prevent trust fund depletion as 
the baby boom generation reaches age 65 and starts receiving benefits. 

Consideratien of further reform measures must recognize that the 
nation's health care system is changing rapidly. The perfermnnce of 
alternative modes of treatment and service delivery over the next few 
years, in both quality and cost, should provide new information that will 
contribute to better legislative decisions regarding the long~range 
outlook for HI. Vlhile we continue to believe in the urgent need to 
address the HI program's financial imbalance, we also recognize that 
solutions determined and implemented today will likely need 
adjustment over time to match new cireumstances and conditions as 
they evolve in the future. 

The time gained by postponing the depletion of the HI trust fund must 
be used productively to determine effective solutions to the remaining 
long*range problems, In this regard, the -work of the Bipartigan 
Commission win be of critical importance to the Adlninistration, the 
Congress, and the American public. Moreover, the development of 
further refonns should occur as quickly as possible. Income to the HI 
trust fund remains insufficient to covet' costa, with the result that fund 
assets must be redeemed to make up the shortfall. Solutions will need 
not only to restore balance between income and expenditures but also to 
rebuild asscts to a level sufficient to serve as a contingency reserve 
against unforseen fluctuations. In addition, the sooner solutions are 
enacted. the more flexible and gradual they can be, Finally, the early 
introduction of further reforms increases the time available fer affecud 
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individuals e.nd organizations-including health care providers, 
beneficiaries, and taxpayers-to adjust their expectations. 

The projections shown in this report clearly demonstrate: the need for 
timely and effective action to address the remaining financial imbalance 
facing the m trust fund. We believe that solutions can and must be 
found to ensure the financial integrity of the In program in both the 
short Wn:n.t\.nd the long term. ThuB, we urge the nation's policy makers 
to build upon the strong.u.ps taken by the Balaru:ed Budget Act of 1997 
and to take further prompt. effective. and decisive action. 

!. 
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n. ACTUARIAL ANALYSIS 

A. MEDICARE AMENDMENTS SINCE THE 1997 REPORT 

Since the 1991 Annual Report was transnritted to Congress on April 24, 
1997. Que law affecting the H1 program in a significant way bu been 
enacted. The BallUlced Budget N:t of 1997 (Pubtie Law 105-33, enaoted 
on August 51 1997) included a number. of provisions affecting the HI 
program. The more important provisions, from an actuarial standpoint, 
are described in the following paragraphs. Certain provisions with a 
relatively minor financial impact 011 the HI program, hut wbich are 
important from a policy standpoint, are described as well. 

• 	 An elCpanded set of options for the delivery of health care under 
Medicaret referred to as "Medicar~'H·Choieet'· has been established. 
All Medicare beneficiaries can receive their Medicare benefits 
through the original fee-far-service program. In addition, most 
beneficiaries can choose instead to receive their Medicare benefits 
through one of the following Medicare+Choice plans: (I) coordinated 
care plans (such as hlllalth maintenance orgaruzations, provider# 
sponsored organizations) and preferred provider organizations); (2) 
Medical Saving$ Account (MSA)lHigh Deductible plana (through a 
demonstration available to up to 390,000 beneficiaries); or (3) private 
fee-for-service plans. Except for MSA plans, all Medieare+Choice 
plans are required to provide the CUl'Tent Medicare benefit package 
(excluding hospice services) wid any additional health services 
requin:d under the adjusted community rate (ACR) process. MSA 
plans provide Medicare benefits u.fter a single high deductible is met, 
and enrollees receive an annunl deposit in the Medical Savings 
Account, 

In general, beginning in 1998. Medicare capitation rates paid to the 
plans wm be the greater of: (l) a blend of the area-specific rate and 
aninput'price adjusted national rate, further adjusted as necessary 
to meet budget neutrality requirements; (2) a minimum payment 
amount; or (3) a mi:rUmum percentage increase over the prior years 
paym()nt rates, Between 1998 and 2002, medical education 
payments will be removed from the area-specific rate, on the 
fOUowing schedule: 20 percent in 1998, 4C percent in 1999, 60 percent 
in 2000, 80 percent in 2001, and 100 percent 1n 2002 and later. The 
update factor for the area-specific rate and the minimum payment is 
the national average per capita Medicare growth rate reduced by 0.8 
percentage points for 1998, and by 0.5 percentage points for 1999 
through 2002, The capitation rates are to be announeed hy March 1 
of the year before the year to which they apply. 

,. 
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By May I, all plana must submit information on enrollment capacity, 
premium rates, and other information to the Secretary of HHS for 
approval. Transition rulea: (or the current Medicare HMO program 
ate also provided for by the Balanced Budget Act. 

• 	 For payments to most h{)spitals reimbursed under the prospective 
payment system (PPS). the update (actor is 0 percent (that is, no 
update is applied) for discharges occurring during fiscal year 1998. 
For discharges in 1999 through 20021 the update will equal the 
market basket percentage increase minus 1.9, 1,8. 1.1, and 1.1 
percentage points, respectively. For fiscal years 2003 and later, the 
PPS update factor fur all hospitals is the market basket percentage 
increase. 

Certain non~teaching, non~disproportionate $hare, non~ Medicare. 
dependent hospitals are allowed higher updates than other PFS 
hospitals. These hospitals must be located in states where, for non~ 
teaching, non-disproportlonate share, non· Medicare~dependent. 
hospitals. aggregate HI paymenta for their eost reporting periods 
beginning during fiscal year 1995 are less than the aggregate 
allowable operating costs of inpatient hospital services for all such 
hospitals in the statet and the HI paymentJJ: for discharges in the eost 
reporting period involved mustbe less than their allowable operating 
costs for inpatient hospital services in that period, Hospital$ meeting 
these criteria will receive a PPS update of0.5 percent for fiscal year 
1998 and the market basket pereentage increase minus 1.6 
percentage points for fiscal year 1999-. These special updates do not 
affect payments to these hospitals for fiscal year 2000 and later. 

For PFS·exempt hospitals. the update fa.ctor for fiscal year 1998 is 
o percent. For fiscal years 1999 to 2002, the update factor for each 
PP&exempt bospital is determined by formulae based on the 
difference between the hospital's "target amount'" and its costs. In 
addition, several other provisions affecting reimbursement to certain 
types ofPPS-exempt hospitals have been enacted. 

• 	 For discharges in fiscal year 1999 and la.tert for ten specific diagnosis 
related groups (DRGs), the movements ofpatients from PPSfacilitie& 
to post-acute care providers (skilled nursing facilities, PPS-exempt 
hospitals, and home health agencies) are redefined as "transfers," as 
opposed to fldiseharge1JI''' with limits on payments for said transfers, 
Beginning with FY 2001, the Secretary of HHS is permitted to ' 
increase the number ofDRGs and post-acute care settings to which 
this provision will apply . .. 



Medicare Amendments 

• 	 For PPS hospitals, capital payments are rebased by tho budgot 
neutrality factor that was in place as of September 30. 1995, and 
there is an additional 2.1 percent reduction in capital payments for 
discharges occurring on or after October I, 1991 through September 
30J 2002. For certain types of PPS-exempt hospitals. capital 
payments are reduced by 15 percent for fiscal years 1998-2002. 

• 	 'The teaching adjustment for indirect medical education payments is 
reduced from 1.1 percent in fiscal year 1m to 1,0 percent in fis<:al 
year 1998. 6,5 percent in fiscal year 1999, 6.0 percent in fiscal year 
2000, and 5.5 percent in fiscal year 2001 and tater. Hospita.1~&pecific 
caps on the number ofr(!sidents and on the ratio of residents to beds 
are established. Hospitals will receive additional indirect medical 
education payments for discharges: under Medicare+Choice, 
determined by the same methodology as for fee-for-service 
beneficiaries, phased in over 5 years. 

• 	 For direct medical education payments. hospital.specific caps on the 
number of residents are esta.blished. Hospitals will receive 
additional direct medical education payments for discharges under 
Medicare+Choice, determined by the same methodology as for fee~ 
fOT-service beneficiaries, phased in .over 5 years. Certain non­
ho&pital providers may now be paid for their direct costs of medical 
education. 

• 	 Disproportionate share payments will be ~duced by 1 percent in 
fisca1 year 1998, "2 percent in fiseal year 1999, 3. percent in fiscal year 
2000. 4 pe~nt in fiseaJ year 2001, and 5 percent in fi&cal year 2002, 
No reductions are scheduled for subsoquent years. The Secretary of 
HHS must develop reoommendntions for a new formula for 
determining disproportionate share payments. 

• 	 For hospitals that receive indirect medieal education and/or 
disproportionate share payments, the adjustment factoN:! for indirect 
medical education and disproportionate share apply to the base DRG 
payment only, not to the sum of the base payment and any cost 
outlier payment, The thresholda for qualifying for outlier payments 
ate ilf.ljust.ed to include indirect medical education and 
disproportionate share costs. 

• 	 AlJowable costs for hospital bad debt are reduced by 25 percent in 
fiscal year 1998. 40 percent in fiscal year 1999, and 45 percent 
thercaft.er. 
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• 	 A prospective payment system for skilled nursing facility care is 
established, which will apply to cost reporting periods beginning on 
or After July 1, 1998. During a 3-year phase-in period, HI payments 
to skilled nUl'Sing fi>dlitie. will be based on • blend of facility-specific 
and Federal per diem amounts, as specified in the Balanced Budget 
Act., Payments will be bued fully on the Federal per diem amount 
starting in the fourth cost reporting period, A consolidated billing 
provision. requiring payment for all SMI items and servieea pro\-idoo 
in skillllld nursing facilities be made to thlll facilities, is effective July 
1,1998. 

• 	 Home health service$ not DS!iociated with a hospital or skilled 
nursing facility stay for individuals IllnTolled in both tho HI and SMI 
programs are transferred from the HI program to tho SMI program, 
effectivlll January 1998. The HI program ~ill continue to covlllr the 
first,l00 visits following a hospital stay ofat least 3 COll6eCUtivlll days 
or a skilled nursing facility stay. The cast to the 3MI tl:'U.lJt fund of 
the tl'ansfe.rred services will phase: in over a 6-year period, while the 
cost of the home health services will phase into the 8MI premium 
over 7 years. 

• 	 Revised home health care cost Hmits are to be established in such a 
manner that the savings associated with the temporary freez.e on cost 
limit updates, provided for by the Omnibus Budget Re<:onciliation Act 
of 1993, are recaptured, Home health per-visit cost limits are to be 
reduced from 112 percent of the mean labor-related and non-labor 
per visit costs for freestanding agencies to 105 percent of the median 
of such costs. In addition, home health agencies will be paid the 
lowest of actual costs, the per--visit limits, or a blended agency­
specific per~beneficiary annual limit, Home health services will now 
be paid based on the location where the service is provided rather 
than where the lSen;ce is blUed.. A prospective payment system for 
home health services mu$t be developed and implemented, effective 
for cost reporting periods beginning on or after October 1, 1999. 

• 	 The current limits on the number of hours and days that home 
health care can be provided have been clarified. "Part-time" is now 
defined as skilled nursing and home health aide services (combined) 
furnished any number ofdays per week, for less than 8 hours per day 
and 28 or fewer hoUl's per wuk.. "1ntennittent" is now defined as 
skilled nursing care provided for fewer than 7 days each week, or lesa 
than 8 hours each day (combinllld) for 21 days or le$&. 



Medicare Amendments 

.• 	 Hospice prospective payment tates will be updated by the hospital 
market basket pereentage increase minus 1 percentage point for each 
of the fiscal years 1998 through 2002. Hospice benefit p<lriods are 
restructured to include two 9Q.-day periods, followed by an unlimited 
number of 6O-day periods. The specifi~ statutory fune frame for 
completion of pbysician&' certification for admissi<m to a hospice is 
eliminated; physicians now will be required to oortify that a 
beneficiary is terroinaJly ill at the beginning of the initial 9Q..day 
period. 

• 	 A number ofprevention initiatives ha..-e been enacted. Most of these 
items will be provided in an outpatient setting or in a physician's 
offioo, and thus fall under the ausPices of the 8MI program, Howevet. 
the HI program is affected by the following prevention initiatives: (1) 
annual prostate cancer screening is covered for male beneficiaries 
over age 50, effective January 1, 2000; and (2) coverage is prOvided 
for coloreclal screening procedures, including fecal-oeeult blood wsts 
and flexible ,sigmoidoscopies for ooneficiaries age SO and (WeI', 
oolonoscopy for beneficiaries at high risk for oolorectal eancer, and 
other procedures {including screening barium enemas} as the 
Secretary determines appropriate. (The Secretary subsequently 
published a notice announcing that screening barium enemas: will be 
coveted under certain circumstances.) 

• 	 The provision making Medicare the secondary payer for disabled 
beneficiaries in large group health plnns, which was previously 
scheduled to expire after September 30. 1998, has been made 
permanent. The provision making Medicare secondary payer for the 
first 12 months ofentitlement due to end-stage renal disease (ESRD), 
which had been extended on a temporary basis (through September 
30, 1998) to include the first 18 months of entitlement, has been 
extended, permanently. to include the first 30 months ofentitlement 
on the basis of ESRO. Recovery of Medieare secondary payer 
amounts tan now be sought within 3 years after the date of service, 
notwithstanding any other chums filing time limits under an 
employer group health p1an. 

• 	 A Medlcare Payment Advisory Commission has been established, to 
review and make recommendations on Medicare payment policies 
and to report on issues affecting the Medicare program. The 
Prospective Paytnent Assessment Commission has been abolished. 

• 	 A commission to conduct a study 011 long-term ~form and the 
financing challenges facing the Medicare program has been 
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established. This National Biparlisan Commission on the Future of 
Medicare must report their findings and recommendations to the 
President and the Congresa by March 1, 1999. 

Detailed information regarding these eha.nges and other less significant 
changes can be found in documents prepared hy and for the Congress. 
The actuarial estlmatEls shown in this report reflett the anticipatEld 
effects of these changes, 

B. NATURE OF T"E TRUST FUND 

The Federal Hospitallnsuranee Trust Fund was established on July 30, 
1965. as a separate account in the United States Treasury. All the 
financial operations of the HI program are bandled through this fund. 

The primary SOUl"Ce of inoome to the trust fund is amounts appropriated 
to it under pennanent authority on the besis of taxes paid by workers. 
their employers, and individuals with self-employment income, in work 
covered by the HI progrttnl. The eoverage of the HI program includes 
workers eovered under the OASDI program, those covered under the 
Railroad Retirement program, and certain federal. state, and local 
employees not otherwise covered under the OASDI program. 

All employees in employment covered by the program and their 
employers are required to pay taxes on the wages of individual workers, 
including cash tips. All covered self..employed persons are required to 
pay taxes on their net self-employment income. 

HI taxes are payable on a covered individual's total wages and 
self~mp'oyment income, without limit, For calendar years prior to 
1994, taxes were computed on one'g annual earnings up to a specified 
maximum annual amount, called the maximum tax base, 

The HI tax rates applicable to taxable earnings in each of the calendar 
years 1966 and later are ~hO'Wn in table II.BL For 1999 and laterl the 
tax rates shown are the rates scheduled in the provisions of~nt law. 
The tax bases for 1966-1993 ~ also shown. 
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T8bl$ tUn.-Tax Rl'ltell af\d MlIxlmUfTI" To Baus 

TIIX fllUI 
tf'e@rI pI !.~ Hl'IlIrml 

(imployee.ard 
Caltn!lar Viell MtJdmwn HI baH ImDI()yt\[J '!Ab SelrilfllQlcrM!l 

Pasl.xpel'lellce;.,.. 	 ...,. '.:IS 
10!l7 	 ,." ,.",."."" ,..111(18.71 
1972 	 .oo'''''' ,.. "'.'...11),800 ,OJ",. 	 "'Xl 
1974 	 ,.OO ,OO 
'97$ 	 14,100 •.OO ,.OO '"'" 
1919 	 ,OO 'JIO,''''' 'JIO '.OJl!J.,SOQ"" 17,100 "OJ'.00 
1979 "'" 
"eo 	 "''''' "" UlS25J1OO ,.., "" 

"',100 1.30 1.""" 32.400 ,",0".;>,,., 	 '''' 
3$,700 	 .,0 
orJlOO "" ,oo"" 	 ",000 1,"'" .,0 

1""... 	 42,000 'AS ,go 
4~,900 1,45 '.", 

'.<OS.""'" 	 "... u, ,.I" ,,,. 	 .oo 
111.300 1.45 "" """" 	 "OO,,., 	 1.45 "OO125,000 

;30,200 ...,"" 	 ''''' ..,
1:)$,000 1.4S. 

1994,913"" I"OQ ~1'tII1 1.45· 
 "" Se/'ledU!u(f Itl p~5eI'I! IiW!': 

1999.t.1ate! __._tlQVrM 1<115 --.._.290 

AU taxes a.re collected by the Internal Revenue Service and deposited in 
the general fund of the Treasury as internal revenue collections. The 
taxes received ate automatically appropriated. on an estimated basis, to 
the trust fund. Thecxact amountoftaxea receivoo is not known initinlly 
since fn taxes, OASDI taxes, and individual income taxes a.re not 
separately identified in collection reports received by the Treasury 
Department. Periodic adjustments are subsequently made to the extent 
that the estimates are found to differ from the amoWlts of We!:l actually 
paya.blo on the basis of'reported earningll. 

Up to 85 percent'of an individual's Dr couple's OASDI benefits may be 
subject to federal income taxation if their income exceeds certain 
tltreaholda, The income tax revenue attributable to the first 50 percent
Dr OASDI benefits is allocated to the OAS] o.nd DI trust funds. The 
revenue associated with the amount between 50 and 85 percent of 
benefits is allocated to the HI trust fund. .. 
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Another substantial source oftrust fund income is interest credited from 
investments in government secwities held by the fund. The investment 
procedures of the fund are described later in this section. 

The inoome and expenditures of the trust fund are also affected by the 
provisions ofthe Ra.ilroad Retirement Act which provide for a system of 
coordination and financial interchange between the Ra.ilroad Retirement 
program and the m program. This: financial interchange states that the 
Railroad Board and the Secntary orHealth and Human Services (HHS) 
determine a transfer which would,place the H[ trust fund in the same 
position in which it would have been if railroad employment had always 
been covered under the Social Security Act. 

'The Social Security Act grants certain wage credits to individuals who 
serve in the military. Section 217(g) of the Act provides for periodic 
transfers between the general fund of the Treasury and the HI trust 
fund. if needed to adjust prior payments for the costs arising from wage 
credits granted for miHta.ry service prior to 1957. Section 229(b) 
authorizes annual pa}"IDents from the general fund of the Treasury 
e,quivalent to the combined employee and employer payroll taxes that 
would he paid on the current year's wage credits if such credits were 
covered wa.ges, 

'IWo sections of the statute authorize HI benefits for certain uninsured 
persona aged 65 and over, Section 103 of the Social Security 
Amendments of 1005 provided entitlement to HI benefits to almost all 
persons aged 65 and over, Or near that age, when the m program began 
operations. Section 278 of the True Equity and Fiscal Responsibility Act 
of 1982 added similar transitional entitlement for those federal 
employees who would retire before having a cllance to earn sufficient 
quarters of Medieare-qualified federal employment. The costs of sucb 
coverage. including administrative expenses, are paid initially from the 
HI trust fund, with subsequent reimbursement from the general fund of 
the Treasury. 

Section 1818 of the Social Security Act provides that certain persons not 
eligible for HI protection either on an insured basis or on the uninsured 
basis described in the previous paragraph may obtain protection by 
enrolling in Ute program and paying a monthly premium. 

Section 20 1(1) of the Social Security Ad authorizes the Managing 
Trustee to a.ccept and deposit in the trust fund unconditional money 
gi& or bequests made for the bene5t oCthe fund or any activity financed 
through the fund. 
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Expenditures for benefit payments and administrative expenses under 
the HI program are paid from the trust fund. All expenses incUlTed by 
the ll<!partment of HHS, the Social Security Administration (SSA), and 
the Treasury Department in carrying out the provisions of Titltl XVIII 
of the Social Security Act pertaining to the m program and of the 
Internal Revenue Code relating to the coUection of taxes are charged to 
the trust fund, The Seeretar)' of HHS certifies benefit paymenta to the 
Managing Trustee. who makes the payments from the truat fund. 
Admjnistrative expenses are allocated and charged to each of the foJ.lI' 
trust funds-OASI. OIl HI, and SMI-()n the hWs of provisional 
estimates. Similarly. the expenses ofadministering other programs of 
HCFA are also allocated and charged to the general fund ofilia Treasury 
on n provisional baais. Periodically, as actual experience develops and 
is analyzed. the allocutions of administrative expenses are adjusted by 
interfund transfers, This adjustment includes transfers between the ill 
and SMI trust funds and the program management general fund 
account, with appropriate interest allowances. 

The Social Security Act authorizes the Secretary ofmIS to develop and 
condud a broad range of experiments and demonstration projects 
designed, to determine various methods of increasing efficiency and 
Geonomy tit providing bealth care services, wtille maintaining the quality 
of such services, under the HI and SM! prograIll1i!. The costs of such 
experiments and demonstration projects arc paid from the HI and 8MI 
trust funds. 

The Health Insurance Portability and Accountability Act of 1996 
established a Health Care Fraud and Abusu Control Account within the 
HI trust fund. Monies derived from the fraud and abuse control 
program are transferred from the general fund of the Treasury to the HI 
trust f1)nd, Amounts necessary to carry out certain functions of the 
fraud and abuse control program. subject to specific limits. are 
appropriated from the HI trust (1)nd to the Health Care Fra1)d nruI 
Abuse Control Acc(1)nt. from which they are disbursed to fund those 
functions. ' 

Congress has authorized expenditures from the trust funds for 
construction. rental and lease, or purcbsse contracts ofoffice buildings 
and related facilities for use in connection with the administration ofthe 
HI program.. Both the capital cos~ of construction !ioanced directly 
from the trust fund and the rental end lease or purchase «Jntrad cos~ 
of acquiring facilities a.re included in trust fund expenditures. Whatever 
the manner of aequisition, the net worth of facilities and other fixed 
capital assets is not carried in the statement of assets of the trust fund 
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presented in this report. This is because the value of fixed capital assets 
docs not represent funds available for benefit or administrative 
expenditures and. therefore. is not considered in assessing the actuarial 
status of the funds. 

That portion oftha trust fund which. in the judgment of the Managing 
Trustee. is not required to meet current expenditures for benefits and 
administration, is invested. on a daily basis, primarily in 
interest·bearing obligations of the U.S. Government (including special 
public.oobt obligations described below). Investments may also be made 
in obligations guaranteed aJi to both principal and interest by the United 
States, including certain federally sponsored agency obligations that are 
designated in the laws authorizing their U;auanee aJi lawful investments 
for fiduciary and trust funds under the control and authority of the 
United States or any officer ofthe United States, These obligations may 
be acquired on original iasue at the issue price or by purchase of 
outstanding obligations at their market price. 

The Social Security Act authorbes the issuance of special pub1ic~debt 
obligations for purchase exclusively by the trust fund. The law requires 
that such special pUblic-debt obligations shan bear interest at a rate 
based on the average market yield (computed en the basis of market 
quotations as of the end of the calendar month immediateJy preceding 
the date ofsucb issue) on all marketabJe interest-bearing obligations of 
the United States forming a part of the pUblic debt whicb are not due or 
callable until after- the expiration of4 years from the end ofsuch month. 

From December 29, 1981 Until January 1, 1988, the Social Security Act 
authorized bO!'TOWing wnong the OAS1. 01, and HI trust funds when 
necessary "to best meet the need for financing the benefit payments" 
from the three fun&:. Interfund loans under the borrowing authority 
were made to the OASI trust fund frOIn the 01 and HI trust funds in 
1982. and were fulJy repaid 'With interest by May 1986. CurrentlYt no 
further provision for interfund borrowing existb. 

C. OPERATIONS OF THE TRUST FUND, FISCAL YEAR 1997 

A statement. of the revenue and disbursements of the Federal Hospital 
lnmnuu:e Trust Fund in fiscal year 1997. and oftbe assets of the fund 
at the beginning and end of the fiscalyeu, is presented in table II.CI. 

The total assets of the trust fund amounted to $125,338 million on 
September 30, 1996, Durlng fiscal year 1997, total revenue amounted 
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to $128,548 million, and total disbursements were $137.836 million. 
Total assets thus decreased by $9,287 million during the year to 
$1l6~050 million on September 3D, 1997. 

Table II.C'.-statemem: 01 OperatltlO. ofthtl foI' Trulll Fund Durlng FiS().llI VOl 1997 , ifn_ 

TO'.alut,etu'Illhe IMttvnd.~Cllp6rtod , ...... , .. " ... ,"", .. 
Ra..!'JJt: 
~~oI~t'IIlaxes .... " ..... ", .• $112.73$".158,..,Aalunda~nltaxft "" ... ""." ••• ,.", , ......... . 

Otp!»ll':J lIu1$ll'lg lrom SIaIf' 4IQ~nHI .,',.... • , ••• , • , •..... , , ...... .. -11.273 
trcomalmm takatonoiOASOI~Iit.l ", ....... ,', ............ , •• """,000 
intIre.5tMMD'I'Ie!Its " ... ", ..... " .. , .... ,"" .. " .. , ...... , 9.116.4~4 

Prem!umt~fromYQIUl"l'.a.t)'p6~"" ..... ,"" ...... " ... ,'" t."I1,943 
Trar.sf" 110m FI.~1'OIld FI@tlreme1'llaeoount •• , , ... _- .... , - •• _"" _. 319,'1'00 
Ra~~:. trl'liUlllol".alun/JlSI.iI$j(;01lar<lgt ", .,', ... ,', .......... ," 461,000 
MiMlltyMli'Ylclll crecliJa 1997 ••••.••••.• ,', •• " ••• , .•. ,"" .......... ,' ..,... 
~tmbul'$ll'Mt1l. p1QQr.I!fI rN,Nlgemanl$lllMmI fund .•..•. ".. • ••••.••••••• 11$Jl2!\ 

Interest on rtllmb!mHiment$, SSA' ... ,"'"." .. ,', .... ,', ... ,', ... "', ... 
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Actuarial Analysis 

Included in total revenue during fiscal year 1997 was $112,739 million 
representing taxes appropriated to the trust fund. Adjust.ments to the 
estimates of refunded taxes for prior years resulted in a payment of $2.9 
mUlion to the trust fund. Ab an offset. $17.3 million was transferred 
from the trust fund to State and local governments representing 
overpa.yments from previous State agreements for coverage ofState and 
local government employees. 

Total HI payron tax income amounted to $11.2,725 million. representing 
an increase of 5A percent over the amount of$106,934 million for the 
preceding 12~month period, This growth in tax income resulted 
primarily from the higher level of earnings in covered employment 
together with a &ignificant increase in the number ofcovered workers in 
the labor foree, 

Income from the taxation ofOASDI benefits, as dmribed in section II.B. 
amounted to $3,558 million in fiscal year 1997. 

Section II.B referrod to provisions under which the HI trust fund is to 
be reimbursed from the general fund ofthe Treasury for costs of paying 
benefits on behalfofcertain uninsured persons. The reimbursement in 
fiscal year 1997 amounted to $481 million {$405 million for the 
non·federal uninsured and $76 million for the federal uninsured). 
consisting of $478 million for benefit payments and $3 million for 
administrative expenses. 

Section ItB referred to provisions of the Social Security Act under which 
eertain persons not otherwise eligible for ill protection may obtain such 
protect.ion by enrolling in the program and paying tt monthly premium. 
Premiu.ms colle<:ted from such voluntary participants in fiscal year 1997 
amounted to about $1,279 million. 

Tn aceorda.nce with the provisions of the Railroad Retlrf3ment Act, tt 
tro.nsff3f of I).oout $380 million in principal and $21 million in interf3st 
from the Railroad Retirement program's Social Security Equivwf3nt 
Benefit Account to thf3 HI trust fund balancf3d the two. systems as of 
September 30, 1996. as described in section U,B. This amount, together 
with interest to the date oftransfer amounting to about $18 million. was 
transferred to the trust fund in June 1997. 

In accordance with provisions for the appropriation to the trust fund of 
amounts equivalent to HI taxes on 1991 noncontributory milit.ary wage 
credits as discussed in section II.B, the trust fund was credited on 
July 1, 1997 with $70 million. 
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Operations of the Trust Fund 

Section II,B referred to the health care fraud and abuse control prognun 
established by the Health insurance Portability and Accountability Act 
of 1996, During fiscal year 1997, the trust fund was credited with 
$183 million in receipts from this program. 

The remaining $9,834 million of revenue coruristed almost entirely of 
interest credited from the investments held by the trust fund, 

Of the $137,.836 million in total disbursement.oJ. $136,175 million 
represented benefits paid directly from the trust fund for health services 
covered under TItle XVIII of the Social Security Act. Benefit payments: 
increased 9.7 percent in fiscal year 1997 over the corresponding amount 
of$124,088 mHlion paid during ths preceding 12 months. 

The renuUning $1,661 million ofdisburaements was for administrative 
expenses. This amount includes $457 million for the health care fraud 
and abuse control program, which was diseussed in section II.B, 

Table II.C2 compares the actual experience in fiscal year 1997 with the 
estimates presented in the 1996 and 1997 annual reports, A number of 
factors can contribute to differences between estimates and subsequent 
actual experience. In particular, actual values for key economic and 
other variables can differ from a.asu.med levels, and legislative and 
regulatory changes may be adopted subsequent to a report's 
preparation. The comparison in table II.C2 indicates that actual HI tax 
income was slightly higher than estimated in both the 1996 and 1997 
reports. Actual HI benefit payments in fiscal year 1997 were very close 
to the nmounts estimated in both the 1996 and 1997 reports, 

Table n,c:t-COmp4/'Wo1l 01 Aetual.nd Esti(TI$ted Opor"tlon$ Of tho HI Trust Fund. 

Fiscal Year 1997 
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Table II.C3 shows the total assets of the fund and their distrihution at 
the end of fiscal years'1996 and 1997. The assets of the m trust fund at 
the end of fiscal year 1996 totaled $125,338 million, oonsisting of 
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Actuarial Analysis 

$125,805 million in tho form of obligations of the U.S, Government and 
an undisbursed bnlance of -$467 million. The assets oftile HI trust fund 
n~ the end of fiscal year 1997 totaled $116,050 million, consisting of 
$116,621 million in the form of U.S. Government obligations and an 
undisbursed balance of -$570 million. 
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The effective annual rate of interest earned by the assets of the HI trust 
fund during the 12 months ending on December 31. 1997. was 8,0 
percent. Intlcrest on special issues is paid semiannually on June 30 and 
December 31. The interest Tate on public~deb~ obligations issued Cor 
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Expeckd Operatio11lJ 

purchase by th~ trust fund in June 1997 was 6.875 percent, payable 
semiannually. 

D. EXPECTED SHORT·RANGE OPERATIONS AND STATUS 

OF THE TRUST FUND 


The Social Security Act requires the Board of Tru.stees to report 
annually to the Congress on th~ operations and status of the HI trust 
fund during the preooding£iscal year, as was addressed in the preceding , 
section, and on the expeeted operations and status of the trust fund 
during the current and next 2 fiscal years, In this section~ estimates of 
the operations and financial status of the trust fund for the next 10 
jo'ears are presented. The Act also requires that the annual report 
include a statement of the actuarial status of the trust fund, and that 
requirement is fulfilled in the next section. In both this and the next 
section, no changes nre assumed to occur in the present statutory 
provisions and regulations unde~ which the HI program operates. 

The estimates shown in this section provide detai1ed information 
concerning the short-range fioondaJ status of the trust fund, The 
estimated levels of future income and outgo, annual differences between 
income and outgo, and annual trust fund balances IU"e explained and 
examined in this section, Two particularly important short-range 
solvency measures for the HI trust fund, the estimated year of 
eJChaustion a.nd the test of short.--range financial adequacy. are also 
discussed. 

Estimates are shawn under three alternative sets of assumptions, to 
illustrate the sensitivity of future program costs to different econotnic 
and demographic trends, The sets ofassumptions used. are intended to 
portray a reasonable range of possible fut~ trends. Due to the 
uncertainty inherent in such projections, however, the actual operations 
of the HI trust fund in the future could differ significantly from these 
estimates. 

The expected operations of the HI trust fund during fiscal years 199B to 
2007, together with the past experience of the p!ogramf are shown in 
table n,Dl. The estimates shown in thi.$ tabJe are based on the 
intermediate set of assumptions. The assumptions underlying the 
intermediate projections. are presented in section II,P of this report. 

The increases in estimated income shown in table lLDl primarily reflect 
imreases in paJoTOlI tax income to the trust fund. ill; noted previously, .. 



Actuarial Analysis 

the prinuu'y sourte offinnncing for the In program. is the payroll tax on 
covered earnings paid by employees. ~ployers. and ije{f-employed 
workers, While the payroll tax rate is scbeduled to remain conetantt 

covered ea.rn.i.ngs are assumed to increase in every year th.rougb the year 
2007 under the intermediate assumptions. These increases in taxable 
earnings are due primarily to projected increases in the number of 
workers covered by the program and in the average earnings of these 
workers, 

Over the next 10 years, most of the smaller ijOurces of financing for the 
HI truijt fund increase aij welL These income saunes: include income 
from the taxation of OASDI benefits, transfers from the Railroad 
Retirement progrnm, and pt'flD.ium income for other neninBu.red persons 
who volunt.a.ruy enroll in the program. Transfers from genernl revenue 
to reimhtl.t5e the program for the cost of providing HI benefits to certain 
nonins\lf$d persons are decreasing. Transfers made from general 
revenue to reimburse the HI trust fund for the costs assOciated with 
certain military wage credits are projected to remain constant over the 
short~range period. More detailed descriptions of these sources of 
income can be found in aection H.B. 

Interest earnings have been a significant sour<:e of income to the trust 
fund, and have indeed ranked se<:ond only to payroll taxes, for many 
years. It is important to note that as the trust fund continues to decline. 
with disbursements in excess of income, the assets beld by the trust 
fund will be redeemed to pay its obligations. in the absence of corrective 
legislation, interest earnings would therefore diminish steadily, and 
eventually cease to exist as a source of income for the HI program. 

Disbursements for benefits are projected to increase in fiscal years 1998 
to 2007. For the fin5t few }1'!'ars, benefits increase a!; a slower rate than 
income to the program due to the savings proviSions of the Balanced 
Budget Act of 1997, After this time, oonefit.'l increase at a faster rate 
than income for the remainder of the short~range period. The 
expenditures for benefit payments shown in tahle n,Dl differ somewhat 
from those shown in the Presi.dent's Fiscal Year 1999 Budget. The 
estimates shown in this report are based on more recent demographic 
and economic projections. and they do not reflect the implementation of 
proposed changes i.n laws and regulations which were included in the 
budget. The expenditures for benefit payments shown in this section are 
based on the assumption that for fiscal years 1999 and later, the 
prospective payment rates wiU be increased in accordance with Public 
Law 105-33. the Balanced Budget Act of 1997; for fiscal year 1998, the 
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prospective payment rates have already boon determined in accordance 
with the SllDle statute. 

The estimated disbursements of the HI trust fund reflect the transfer of 
certain home health services flom the m program to the 8M! program, 
as specified by the Balanced Budget Ad of 1997. Beginning January 
1998, for individuals enrolled in both In and 8MI, tbe HI program will 
cover the first 100 heme bealth visits following a hospital or 'skilled 
nursing facility stay of at least;; days, and coverage of all other home 
health services for these individuals will be transferred from the HI 
program to the 8M! program, 'Therefore, all benefit payments for those 
sen;ces being transferred win be paid out of the 8M! trust fund 
beginning January 1998. However, for the &.year period 1998 through 
2003. sums of money wilJ also be transferred from the HI trust fund to 
the s~n trust fund to phase in the financial impact of the transfer of 
these services, The sums of money to be transferred will be determined 
so that the net additional expenditures of the 8M! trust fund will be 1/6 
ofthe cost of the services being transferred in 1998, incremented by an 
additional 116 of the cost each year thereafter. The benefit payments for 
1998 through 2003 shown throughout this report represent the sum of 
the aggregate HI benefit payments and the funds transferred to the SM[ 
trust fund, 

The actual operations of the HI program are organi~ed, in general, on a 
calendar year basis. Earnings subject to taxation and the applicable tax 
rates are established by calendar year. as are the inpatient hospital 
dedu<:tible and other cor;t..sharing amounts, The projected operations of 
the trust fund on a calendar year basis are shown in table 1I.D2, 
according to the same assumptions as used in table lI.DI. The projected 
decline of the HI trust fund ean be seen in both tables. 

.. 
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Actuarial Analysis 

Since future eronomic, demographic, and health eare usage and cost 
experience may differ considerably from the intermediate assumptions 
on which the cost estimates shown in tables ILDI and n,D2 were baaed, 
projections have also been prepared on tbe basis of two different sets of 
assumptions. labeled "'low cost:' and '1ligb cost,'" The three sets: of 
assumptions were selected in order to illustrate the sensitivity of 
program costs to different economic and demographic trends) and to 
provide an indication of the uncerta.lnty associated with financial 
projections for the HI program. The low cost and high cost alternatives 
provide for a fairly wide range of possible experience. While IiCtual 
experience may be expected to fall within tho range, no assurance can 
be made that this will be the case, particularJy in light of the wide 
variation!> in experience that have occurred since the beginning of the 
program. The assumptions used in preparing projections under the low 
cOst and high cost alternatives, as well as under the intermediate 
assumptions, are discussed more fully in section II,F of this report. 

The estimated operations of the HI trust fund during calendar yearl) 
1997 to 2007, for total program. income and disbursements under all 
three alU:!rnatives, nrc summarized in table n.D3. Tho trust fund ratio, 
defined as the ratio of assets at the beginning of the year to 
disbursements during the year, was 90 percent for 1997, Under the 
intermediate assumptions, the trust fund ratio is projected to decline 
steadHy reaching 16 percent at the beginning 0[2007. The fund would 
be completely exhausted in 2008 under the intermediate assumptions, 
just beyond the lO-year short.range projection period, Under the low 
cost alternative, the trust fund would be exhausted in 2030, while under 
the high cost alternative exhaustion would occur in 2004. These 
pr-ojections do not reflect any reduction in disbursements due to 
proposed changes in legisiation or regulation which were included in th-o 
President's Fiscal Year 1999 Budget but which have not been enacted or 
implemented. 

Table 1I.03.-Esll.maled OperatlOM (If the HI Trust Fund During Ca!andu Years 1997~ 
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Expected OperatiolUl 

T401e U.t)3.-Eatlmated OperaUons 01 the HI Trust Fund During Calendar 'feBI1II1m~ 
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Under the high cost assumptions, projected trust fund operations are 
shown beyond the point of asset depletion, to indicate the trcods in 
futun: moomc and expenditures and to help ilIU$trate the magnitude of 
the future deficlta.1 It is important to remember~ however, that under 
present law there ia no authority to pay HI benefits if the assets of the 
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Actuarial Analysis 

HI trust fund 8J'E depleted. In practice, benefits could not be paid until 
additional trust fund inrome was subsequently received. Initially, this 
would cause a delay in reimbursing bospitals and other bealth care 
providers for the 6ernces delivered to m beneficiaries. However, the 
length of the delay would increase very rapidly. quickly reaching a point 
where providers would be unable to continue providing tare to 
beneficiaries, Thus, the possibility of depletion of the m trust fund 
must be treated as a very grave consequence and corrected througb 
legislatiOll at the earliest opportunity, 

The projections in table IlD3 indicate that without correCtive 
legislation, the assets of Ole HI trust fund would be exhausted within 
the next 6 te 10 years under the high cost and intermediate 
assumptions, The fact that exhaustion would oo:ur under a fairly broad 
range of future economic conditions, and is expected to occur in the 
relatively near future, indicates the importance of addressing the HI 
trust fund's financial imbalance. 

The Board of Trustees has established an explicit tes~ of short-range 
financial adequacy. The requirements of this test are as follows: If the 
HI trust fund ratio is at least 100 pm.;ont at the beginning of the 
projection period, then it must be projected to remain at or above 100 
percent throughout the 10-year projection period; alternatively, if the 
fund ratio is initially less than 100 percent, it must be projected to reach 
a level of at least 100 percent within 5 years (and the trust fund not be 
depleted at any time during this period) and then remain at or above 
100 percent throughout the remainder of the lO-year period. This test 
is applied to trust fund projections made under the intermeqiate 
assumptions. 

, 
Failure of the trust fund to meet this test is an indication that the 
solvency of the program over the next 10 years is in question and that 
action is needed to improve the short--range financial adequacy of the 
program, As can be seen from table II.D3, this sbort-range test is Dot 
met. The trust fund ratio, which was below the lOO·per<:ent level at the 
beginning of 1998, is projected to decline steadily throughout the next 
10 yeara: and the trust fund is projected to be exhausted in 2008 under 
the intermediate assumptions, 

The ratios of assets in the HI trust fund at the beginning of each 
cnlendar year to total disbursementa during that year are shown in table 
1I,D4 for all past years since the beginning ofthe program. Figure n.Dl 
shows these historical trust fund ratios and the proJected ratios under 
the three sets of assumptions. 'Figure II,D2 shows end-of~year trrnJt 



Expected Operatiorur 

fund balances for historical years and for projected years under the 
three sets ofaasumptions, On both figures, the labels "'I", "11", and "III" 
indicate projections under the low cost, intermediate, and high cost 
alternatives, respectively. Both figures graphieally illustrate the 
severity of the HI trust fund's financial inadequacy, exoopt under 
conditions ofexceptionally robust economic growth and modest health 
care cost increases. as assumed in the low cost alternative. 

Table n,D4.-Ratlo of Aueta at the BegInning 0' the Yesr to DISbursements Dilring' 
the Year for the HI Trust Fund 
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Actuarial Analysis 
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Actuarial Status 

The Trusteesl test of shoft..range financialildequacy is stringent. It is 
designed to provide an earl1 warning that a trust fund may face 
financial diffieu1ties in the coming yean. As indicated by the projections 
above~ a more important concern is the depletion of the ffi trust fund. 
Corrective legislation is needed iIi tho relatively near future to ensure 
the continued payment of HI benefits when due. 

As ooggested by the historical asset levels shown in table I1.D4 and 
figures I1,D1 and 1I.D2, the 'I'roa:tees' shoft..range test for m has seldom 
been met.' For many years, the HUrust fund has been projected to 
become depleted within the next decade or 80, as a result of increases in 
health care costs and utilization that generally exceed increases in the 
HI payroll taxes that support the program. Over the years, asset 
exhaustion has been postponed by enactment of legislation to increase 
trust fund revenue and/or reduce the rate of growth in program 
expenditures. As a result of the periodic eOrTective legislation, the 
program has operated satisfactorily even though it has not met the 
Trustees' short~rnnge test. 

Nonetheless, the test represents a desirable goal for the financial status 
of social insu.rance programs, The Trustees have recommended that 
fund assets be maintained at !l level of at least 100 percent of annual 
program expenditures. Such a level is estimated to provide a cushion of 
roughly 5 years ip the event that program income falls short of 
expenditures. thereby allowing time for policy makers t.l) devise and 
implement legislative corrections. Thus, while tht.l shozt..range test is 
stringent, it is intended to ensure that health care benefits continue to 
be {lvniJable without interruption to the millions of aged and disabled 
Americans who rely on such coverage. 

E. ACTUARIAL STATUS OF TilE TRUST FUND 

In section ltD. the expected Qperotions of the HI program over the next 
10 years: were presented. In this section, the actuarial status of the trust 
fund, or the adequae:y (lfthe scheduled financing to support program 
costa well into the future, is e:uunined under the three alternative sets 
of a$SUIDptions. The assumptions used in preparing projections are 
summa.rized in section Il.F of this report. . 



Actuarial Analysis 

The long-range actuarial status of the HI program is measured by 
comparing on a year-by-year basis the program's income (from payroll 
taxes and int":ome from taxation of OASDI benefits) with the 
COlTespouding inCUlTed oosts of the program, expressed as percentages 
of tuable payroll.· These percentages are referred to a& "'income rates" 
and "'cost rateS1" :respectively. For this PUll'08e, both income and costs 
are projec~ \IDder present law. lftbese two items were exactly equal 
in each year of the projection period and all projection assumptions were 
realized, then revenues would be sufficient to providt!.! for program costs. 
In prnetice, however, tax rate schedules, which make up most of the 
income rate, generally are designed with rate changes oecurring only at 
intervals ofseveral years, rather than with continual yearly increases 
to match exactly with projected cost inc:reaaes, To the extent that small 
different":es between the yearly costa of the program and the 
corresponding income rates octur for short periods of time and anlI offset 
by subsequent differences in the reverse direction. tbe financing­
objeetives can be met by mninuuning an appropriate contingency 
reserve. In projecting costs under the program, only incurred 
expenditures (benefits and administrative costs) nttn'butable to insured 
beneficiaries are considered, since expenditures for noninsured persons 
are expected to be fmanced through general revenue transfers and 
premium payments rather than through payroll taxes. 

The historica.l costs of the HI program, expressed as percentages of 
taxable payroll, are shown in table lI.El. The ratio ofexpenditu,res to 
taxable payroll has increased from 0.94 percent in 1967 to 3.42 percent 
in 1997, reflecting both the higher rate ofinerease in medical ct:tre COsts 
than in avernge earnings subject to HI taxes and the more rapid 
increase in the number ofHI beneficiaries than in the number ofcovered 
workers. 

The projected costs ofthe program under the intermediate assumptions, 
expressed as percentages of taxable payroll, and the income rates under 
current law for seleeted years over the 7S-year period 1998-2072, are 
shown in table U,E2. Further increases in the ratio ofexpenditures to 
taxable payroll under the intermediate assumptions result from tho 
projection that the cost of the ,HI program will generally continue to 
increase at a higber rate than taxable earnings, as discussed later in 
this section. An important ext":eption is expected during 1998w2002. 
during which time the Balanced Budget Act of 1997 win substantially 

t.r1Wlb1~ payroll a the total amowtt oIWapll, .alariet, tip', self-employmmtitu:l:'>me, and 
other u.rninp lubject to Uw HI p.apulJ tu. 
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Actuarial Status 

reduce the rate of growth in HI expenditures. It can be seen from the 
selected years ahown in table II.E2 that, on a year~by~year basis. the 
inoom.e rates under current law are insufficient by a growing margin to 
support the projected costs of the current program. Ai; a result, the 
program Is seriously out of financial balance in the long~range and 
substantial measures will be required to increase revenues andfor 
reduee expenditures. 

Tab!# It.El.-Hlatorical Cost RaId of the HI Progtl'lm 
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Acluc:rial Analysis 

rebkl D,E2.-Projltcted Cost and Income Rate. of the HI Ptogtam' 
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While the year·by~year comparisons discussed are necessary to measure 
the adequacy of the financing of the HI program, the financial status of 
the program is often summarized, over a specific projection period, by a 
single measure known as the actuarial balance. The actuarial balance 
of the HI program is defined to be the difference between the 
summarized incomo rate for the valuation period and the summarized 
cost rate for the same period. The summarized income rates, cost rates, 
and actuarial balance are based upon the present values of futute 
income on an incurred basis, future insured costa on an incurred basis, 
and future taxable payroll, The present values are calculated by 
discounting the future annual amounts of income and outgo at the 
assumed tates of interest CTedited to the HI trust fund, The present 
values are calculated as of the beginning of the valuation period. The 
summarized incotne and cost rates over the projection period are then 
obtained by dividing the present value ofincoine and cost, respectively, 
by the present value of taxable payroll. The difference between the 
sutnmarized inC<lme rate and cost rete over the long-range projection 
period, after an adjustment to take into account the fund balance at the 
valuation date and a target trust fund balance at the end of the 
valuation period, is the actuarial balance. In keeping with a decision by 
the Board of Trustees that it is advisable to mBintain a. balance in the 
trust fund equal to a minimum of one year's expenditures, the target 
trust fund balance is equal to the following year's estinlated costs at the 
end of the 75-year projection period. It should be noted that projecting 
an end·of~period target trust fund balance does not necessarily insure 
that the trust fund will maintain sueh a balance on a year·by·year basis, 

,. 
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The actuarial balance can be interpreted as the immediate. level. and 
permanent percentage that must be added to the current law income 
rates and/or subtracted from the cttr't'ent law cost rates throughout the 
entire valuation period in order for the financing to support program 
costs and provide for the targeted trust fund balance at the end of the 
projeetion period, The income rate increase according to this method is 
2.10 percent of taxable payroll. However. if no changes were made until 
the year the trust fund would be exhausted, then the required increase 
would be 2AS percent of taxable payrolJ under the intermediate 
assumptions, 

The actuarial balances under all three alternative sets ofassumptions, 
for the next 25,50, and 75 years, as well as for each 25·year subperiod, 
are shown in table II.E3. The summarizod income rate for the entire 
7S·year period under the intermediate assumptions is 3.26 perrent of 
taxable pa)ToU. The summarized cost of the program under the 
intermediate assumptions, for the entire 75·year period, is 5.37 percent, 
As a result, the HI program fails to meet the Trustees' long~range test 
of close actuarial balance. (Section III.F contains a summary of the 
requirements oftbis test.)' AI!. noted later in this section, these projected 
long·range deficits are reduced significantly compared to prior 
projections as a result ofthe Balanced Budget Act of 1997. 

T(loJe II.E3.-Af;tusrUJI Balances 01 th(l HI Program, Under Thl'ft SehI; of Anumptlon. 

lntetMlldllita ot.'tematlyt 

!!liill~ ~'Con High Cos! 

P!llji'Kl\(m P,uiodl: 
lm·Z¢i2: 
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Ac\ua.i;Jb¥.ar;c.a' 

199(K/fJt7~ 

Summarllsd Income nus' 
SummarilAG CC$l rate' 
Atluariai t-,.iImoe"' 

199(1·2072; 
Summerized ~ fate' 
s",mmartzed 00" rate" 
A!i.!~r.!:I!IbA!:!~' 

3.21"" 
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-0." 
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6.37 
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3.1 !I'%o ."" 
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·An altunativ.;: WjI,)' of weulatinJ attllfllial atatu!, ltnuwp at the mudified average-coe:t 
mrihod, ia presented in tecl.lan lIlA The HI t:ru8t f'U1J.d allJO faU_ the ~t of !bog.range 
dee actuarial balanoa usins Utia method. 



Actuarial Analysis 
. 


Tablb 1I.E3,-Aetuarlal Balancn oJ the HI Pl'OfJtflm. Under Three s... of Aowmptlono 

1n\*1I't*:III1tI Alte mP1!ye 
,ullmplions LowCost HIQI)Cost 

2S-yGar IWpcriOdS: 
1998·2O.U,: 

SUmtnf!1It.fId Income nile ,.. ,.. ,."
Summaltmd QQ$I mt." 3.77 3.11 ' 4,71 
N:tuariIII balance" ~.. .... .,... 

l!\iU-:1047: 
Summarlmo It!e1.vne raM 3.27 3.,19 3.3. 
SummllJlmd cost rllII' 6,1$ ,... 11.10 
~tI41bllanee' .,.. ...,. -1.11.1 

2048-2072:" 
SI.ImmIIr!md Intome rllII 3.37 3.24 3.S4 
s...n1'M~QQ$f nttd-" 7.3J 3.92 14.20 
Am!I!Wlm-l,1nW ·U7 -068 -10·66 

'Ineomt raws IncIacW ~Ming tIWt lund IWare.,. 
~ lot benBfl paj'l>'l&/U lind a<:\I't'IiAJura'l.'Ye ttl$U IQr Insum:I betItlicIanas.. on an InQJI'lVd bMIs, 
exprSUltd U II pen;$AIaQO of!a.u.bkl payroll, cWnpu(lid QO"I V. pml«l1'''M bllis, lneJ..r.1ir1g!he t>:':I:St 01 
el:S.nlng a tn.sl fJlld l>el&n:.e lllhit ene: 01" period equajltl 1~ of Ihit fOllOwIng )'elf's Ist\Ine;!ed 
tU.perdl1ur... 
'Oil!e",~ ~n!hl SllfTlt'l'llrtud ~ fOliI and !hi s~d _ 16:" 
'~ !of biIt'II!f:t payments liN:! admiristf.aUvt CO$l$ for Inwred ~roell,~ 11'1 Inc:u~ bull. 
~lI5li pen::tlt'l\lgt of!MBl"Ao poymII, ~0t'I1ha pmStlI"ll-vAlue bast$. 1rc..c;eItt6lLhert'lit IMI 
klrldtM~ lillN!~oIhi period nor IN! cost of r.-oiIining" I'IOI"rll'lrQlnl$i tu~ oalalWJ at !he end 
or lhl! pellod. 

NoItI: TOllin do t'lCl necl'lwfJ~ ~ It.ellWl'l$oI round&d ~l\Q;. 

The divergence in OU«:01Des among the three alwrnatlves is Teflected 
both in the estimated operati.ons of the trust fund on a cash basis (as 
discussed in section II,D) and in the 75-yeaT summarized costs, The 
variations in the underlying assumptions, as shown in the next section, 
can be characterized as (1) moderate in tenns of magnitude of the 
differences on a year-hy-year basis and (2) persistent over the duration 
ofthe projection period., Under the low cost alternative, the summarized 
program cost rate for the 75-year projection period 1s 3.47 percent of 
taxable payroll and the summarized income rate is 3.20 percent of 
taxable payroll; hence, HI income rates provided in current law would 
be inadequate even under the low cost alternative. Under the high cost 
alternative, the summarized program cost rate for the 7!)..year projection 
period is 8.86 percent of taxable payroll, nearly thl"ee time.'.l the 
summarized income rate of 3.33 percent of taxable payroll. 

Past; experience has indicated that economic and demographic conditions 
as financially adverse as those assumed undeT the high cost alternative 
can, in fact, occur. None of the alternative projections should be viewed 
as unlikely or unrealistic. The wide rango of results under the three 
alternatives is indicative of the uncertainty ofthe program's future cost, 

" 
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and its sensitivity to future economic and demographic conditions. 
Accordingly, it is important that an adequate balan~ be maintained in 
the HI trust fund as a reserve for contingencies, and that financial 
imbalances be addressed promptly through corrective legislation. 

A valuation period of 75 years is needed to present fully the future 
contingencies that reasonably may 00 expected to ocCUr, such as the 
impact of the Jarge shift in the demogra.phic composition of the 
population which will occur after the turn of the century. As table IlE2 
indicates, estimated expenditures under the program, expressed as 
percentages of taxable payroll, increase rapidly beginning around 2010, 
This rapid increase in costs occurs because the relatively large number 
of persons bom during the period between the end of World War II and 
the mid-1960's (known as the baby boom) will reach retirement age and 
begin to r~ve benefits, while the relatively smaller number of persona 
born during later years wiU comprise the labor foree, During the last 25 
years of the projeclion period, the projected increases in expendit.ures 
under the program stabilize somewhat.' 

Costs beyond the initial 25-year projection period for the intermediato 
estimate are based upon the assumption that costs per unit ofmedical 
eare service will increase at the same rate as that of average hourly 
earnings, Thus, changes in the nen 50 years of the projection period 
primarily reflect. the impact of the changing demographic composition 
of the population. Beyond the initial 25-year projection period, the low 
cost and high cost alternatives assume that program cost increases, 
relative to taxable payroll increases, are initially 2 percent less rapid 
and 2 percent more rapid, respectively, than the results under the 
intermediate assumptions. The initinl 2·percent differentials are 
assumed te gradually decrease until the year 2047> when program cost 
increases (relative to taxable payroll) are IlSSumed to ba the same as 
unaer the intermediate assumptions. 

Fi.gu.n;; Il,E1 shows the yenr·by~year costs as a percent of taxable payroll 

for each of the three sets of assumptions, as well as the projected income 

rates, The income rates are shown only for the intermediate 


.. assumptions in order to simplify the graphicnl presentation and because 

the variation in the income rates by alternative is vet')' small (by 2072, 

the annual income rates under the low cost and high cost alternatives 

differ by only about" 0.4 percent of taxable payroll). Only small 


'HI tlOtta 118 II. p$n:cnLllaecftaxnble payroll are projet;tI:d to oont:i.nue tllintnase, at 11 al.ower 
rate, duo tll II.lIIumed fW'tlu!r i.m~ in Ufo upcct;ancy. 
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fluctuations are projected in the income rate, as the rate of income from 
taxation of OASDI benefits varies only slightly for each alternative. 
Figure n.El illustrates the magnitude of the projected financial 
imbalance in the HI program by displaying the divergence of the 
program costs and income rates under each set of .assumptions, In the 
figu.re; the labels ·'r'. <jIl", and "IIl'" indicate projections under the low 
cost, intermediate, and bigh cost e.iteml1tiVEls, respectivcl,y, 

Figure iM:t.-E$1I1N1tOd HI Cost end Im::ome Rates a!l Percent of Taxable Payroll' 
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The 75--yel1r actuarial balance of the HI program, under the 
intermediate assumptions, is estimated to be -2.10 percent of taxable 
payroll, as shown in table RES. The actuarial balance under the 
intermediate assumptions as reported in the 1997 Annual Report was 
-4.32 percent. The major reasons for the ehange in the 75-year 11ctu.ariAl 
balance are summariwd in table l1.E4. In more detail, these changes 
are: 

{l) Changes in valuation period: Changing the valuation period 
from 1997~2071 to 1995-2072 adds a very large deficit yea.rto 
the calculation of the actuarial balance, The effect on the 
actuarial balance is ~O.10 percent of taxable PB.JTOU. 

(2) Updating the projection base: The cost as Il percaot of 
PIl>TOU for 1997 was leaa than estimated in the 1997 report. 

" 
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'nle net effect. of this change on the actuarial ~ance is +0.36 
percent. 

(3) 	 Legislation: The effects ofPublic Law 105~33, the Balanced 
Budget Act of 1997 (described in section D,A). result in a 
+2.10 percent change in the actuarial balance. 

(4) 	 Hospital assumptions: Changes in the hospital assumptions 
described in the next section result in a ~O.10 percent change 
in the actuarial balance, The primary factors contributing to 
this change are the wage and non~wage differential 
assumptions and higher utilization increases in the short 
terro compared to those assumed in last yearls report. 

(5) 	 Other provider assll;IDptions: Changes to the non~hospit.al 
provider utilization and price assumptions result in a +0,04 
percent change in the 8('tuarial balance, 'nle primary factors 
are lower a.qsumed utiliution for home health agencies and 
higher assumed utiliUltion for skilled nu:rsing facilities in the 
short~range than assumed in last year's report. 

(6) 	 Economic and demographic assumptions: Changes in the 
economic and decographie assumptions descnoed in the 
next section result in a ..0.08 change in the actuarial balance. 
The primary factor is the effect ofdemographic assumption 
changes on HI benefits. 

Tablo II,E4.~hange Inlhe 75.Year Actuarial Balanl.Xl Since the 111117 Report 

\, ActuJlral b.la~,I,,:ermedOah:! $SS!.lIl1p"Jcmw, 1997 ~ 

2.~s: 
••IJHluaIIO~ polloI;! oCJO 
I),SaGe .e$bmaw +(;.)5 

e,LIlQislalion "'-10 
d.H"~ au~mpUO'l$ , 4).10
l!.am., pm~lder «1.04anu~ 

I.Ec(n''o()mk: Imd ;WlMgraphil' lSSUI':'\PllOI'I$ ~." 
i',kI1 e!h!C\, ~ ehllngu 	 .:= 

;). Ael:,i!!daJ balaJ:l~\erme!li.m UM!lp!"W>~~"",,____ -2,10 

As can be seen in table ILE4. the substantial improvement in the 
actuarial balance compared with last year's is due to the passage of the 
Balanced Budget Act of 1997. The Balanced Budget Act includes ru,!W 

prospective payment systems fur mOst of the providers covered by HI, 
limitations on the updates to payment rates fur all HI providers, and the 
shift of the majority ofhome health services to 8MI. The Act reduces ill 
expenditures by about 30 percent ultimately. once all ita. provisions are 
fUUy phased in. This results in the deficit being eut roughly in halt As 
:noted earlier in this section a substantial deficit remains, which should 

" 	 •• 
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be addressed by the National Bipartisan Commission on the Future of 
Medicare, which was olso created by the Balanced Budget Act, 

F. ACTUABlAL METHODOWGYAND PRINCIPAL 

ASSUMPTIONS FOR THE HOSPlTALINSUR.ANCE COST 


ESTIMATES 


This section descn"bea the basic mbthodology and assumptions used in 
the estimates for the In program under the intermediate assumptions, 
In addition, projections of program costs under two alternative sets of 
assumptions are presented. 

1. Assumptions 

The economic and demographic assumptions Wlderlying the projections 
shown in Ws report are consistent with those in the 1998 Annual 
Report of the Board ofTrustees of the Federal Old~Age and Survivors 
InBurance and Disabllity Insurance Trust FWlds. These assumptions 
are described in more detail in that report: 

2. Program Cost Projection Methodology 

The principal steps involved in projecting the future costs of the HI 
program are (a) establishing the present cost of services provided to 
beneficiaries) by type of service, to sen'e as a projection base, 
(b) projecting increases in payments for inpatient hospital services 
under the program; (cl projecting increases in payments for skilled 
nursing, home health, and hospice services roveroo under the programj 
(d) projecting increases in payments to managed care plans; and 
(e) proje<:ting increases in administrative costs, The major emphasis is 
directed toward expenditures for fee·for·serv'ice inpatient hospital 
services, which acrount for approximately 67 pefl;ent of total benefits. 

a. Projection Base 

In order to establish a suitable base from which to project the future 
costs of the program, the incurred payments for services provided must 
be reconstructed for the most recent period for which a reliable 
determination can be made. ToO do this, payments to providers must be 
attn1mted todates of servioo} rather than to payment dates. In addition, 
the nonrecurring effects of any chlUlg'(t£l in regulations, legislation, or 
administration ofthe program and ofany items affecting only the timing 
and flow of PElJr'1llents to providers must be eliminated. As a result, the .. 
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rates of increase in the incurred cost of the program differ from the 
increases in cash disbursements shown in tables ltD! and ILD2. 

For those expenses r;t:ill reiInbursed on a reasonable cost basiB, the costs 
for covered serviees are determined on the basis of providerrost reports. 
Payments. to a provider initially are made on an interim basis; to adjust 
interim payments to the level of retroactively determined costs, a series 
of payment& or recoveries is effected through the course of rest 
settlement with the provider, The net amounts paid to date to providers 
in the form of cost settlements are known~ however, the incomplete data 
available do not permit a precise determination of the exact amounts 
incu.rred during a specific period of time. Due to the time required to 
obtain cost reports from providers, to verify these reports, and to 
perform audits (where appropriate), final settlements have lagged 
behind the original costs by as much as several years for some providers. 
Hence, the final cost of services reimbursed on a reasonable cOst basis 
has not been completely determined for the most recent years of the 
progrmn, and some degree of uncertainty remains even for eariier years.. 

Even for inpatient hospital operating payments paid for on the basis of 
diagnosis-related groups (DUGs), most payments are initially made on 
an interim basis, and final pa>'ments nrc determined on the basis ofhille 
containing detailed diagnostic information which are later submitted by 
the hospital 

Additional problems are posed by changes in legislation or regulation, 
or in administrative or reimbursement. policy, which can have fi 

substantial effect on either the amount or incidence of payment. The 
extent and timing of the incorporation of such changes into interim 
payment rates and cost settlement amounts cannot be determined 
precisely. 

The process of allocating the various types of payments made under the 
program to the propel' incurred period-using incomplete data and 
estimates of the impact of administrative actions-presents difficult 
problems, the solutions to which can be only approximate. Under the 
circumstances, the best that can be eJ:pecled is that the actual iocurred 
cost of the program for a recent period can be estimated withio a few 
percent. This increases the projection error directiy, by incorporating 
any error in estimating tbe base year ioto aU future years, 
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h. Fee-JW--Service Payment. for Inpatitmt Hospital Costs 

&ginning with hospital a«aunting years starting on or after October 1, 
1983, the m program began paying almost all participating hospitals a 
proapectively..<Jetermined amount for providing covered &eIVices to 
beneficiaries, With the exeeption of certain expeDS$8 reimbursed on a 
reasonable cost basis, as defined by law. the payment rate'for each 
admission depends upon the DRG to which the admission belongs. 

The law contemplates that the annual increase in the payment rate for 
eaeh admission will be related to a hospital input price index. which 
measures the increase in prices for good& and services purchased hy 
hospitals for use in providing care to hospital inpatients, In other 
literature. the hospital input priee index is also called the hospital 
market basket. For fiseal year 1998. the prospective paym~t rates have 
already been determined. The projections contained in this N!'port are 
based on the assumptlon that for fiscal yean'!: 1009.-2002, the proapective 
payment rates will he increased by the increase in the hospital input 
price index, less the percentages specified by Public Law 105*33, the 
Balanced Budget Ad; of 1997. For fiscal years 2003 and later, current 
statute mandatu that the annual increase in the payment rate per 
admission equal the annual increase in the hospital i.nput price index_ 

Increases in aggregate payments for inpatient hospital care covered 
under the HI program can be analyzed in five broad categories.; 

(1) 	 Labor factors-the increase in the hospital input price index: 
which is attributable to increases in hospital workers' hourly 
earnings (including fringe benefits); 

(2} 	 Non·labor factors-the increase in the hospital input price 
index which is attributable to factors other than bospital 
workers' hourly earnings:, such as the costs of energy, food, 
and supplies; 

(3) 	 Unit input intensity allowance-the amount added to or 
subtracted from the input price index: (generalJy as a result 
oflegisilltion) to yield the prospective payment update factor; 

(4) 	 Volume of $.f'Vice&-ili(! increase in total output of unit& of 
se,."ice (as measured by hospital admissions eovered by the 
HI proll'aml; and 
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(5) 	 Other souroos-a residual category, reflecting all other 
factors affecting hospitaJ cost increases (such as intensity 
increases). 

Table II.F1 shows the estimated values: of the principal components of 
the increases for historical periods fOl' which data. are available and the 
projected trends used in the estimates. The following discussions apply 
to projections under the intermediate assUOJptions, unless otherwise 
indicated. ' 

Increases in hospital workers' hourly earnings can be analyzed and 
projected in terms of (1) the assumed increases in hourly earnings in 
employment in the general economy and (2) the difference between, 
hourly earnings increases in the general economy and the hospital 
hourly earnings used in the hospital i.nput price index." Since the 
beginning of tbe HI program, the differential between the hospital 
workers' hourly earnings and hourly earnings: in the general economy 
has fluctuated widely. Since 1984, this differential haa averaged about 
~O,3 percent. During the initial years of the prospective payment 
system, it appaars that hospital hourly earnings were depressed relative 
to those in the general economy as hospitals adapted to the prospective 
payment system. This differential is assumed to fluctuate. leveling off 
to zero for most of the projection pariod . 

. Non-labor cost increases can similarly be analyzed in terms of a known. 
economy-wide price measure (the CPI} and a differential between the 
cpr and hospitaJ·specific prices:. This latter factor is called the hospital 
price input intensity increase, and reflects price increases for non-labor 
goods and services that hospitals purchase which do not parallel 
increases in the CFI. Although the price input intensity level has 
fluctuated erratically in the past, this differential has averaged about 
~O,3 percent during 1984-1996, Over the short term, hospital price input 
intensity is assumed to fluctuate, leveling otT to zero for most of the 
projection period. 

The final input price index is calculated as 11 weighted average of the 
labor and non-labor factors described above. The weights reflect the 
relative use ofeach fa.ctor by hospitals (currently about 60 percent labor 
and 40 percent non·laborl. 

'In establiahing the hospital input price ~, II. "'pf'QXY~ mea.sua: of hospital hourly 
eam.l.ngl!\ ill Wled to eatlmate Ilctwll Mn\inp." , " 

" ., 
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For years prior to the beginning of the prospective payment system, the" 
unit input intensity allowance has been aet at 1 percent for illustrative 
purposes, with historical increases in excess of 1 percent allocated to 
other BOur«!S. For years n.fhtr the beginning of the -prospective payment 
system, the unit input intensity allowance is the allowance provided for 
by law in the prospective payment update factor; that IS. the unit input 
intensity allowance is the amount added onto,{or more commonly 
subtracted from) the input price index to yield the update factor, (It 
should be noted that the update factors are generally prescribed on a 
fiscal year basis, while table II.Fl is on a calendar year basis. 
Calculations have therefore been performed to estimate the unit input 
intensity allowance on a calendar year basis.) 

For fiscal years 1998-2002, the allowances are prescribed in the 
Balanced Budget Act of 1997. Beginning in fiscal year 2003 j the law 
provides that future increases in payments to participating hospitals for 
covered admissicms will equal the in'C'Tease in the hoopital input price 
index. Thus, the unit input intensity allowance, as indicated in table.' 	 II"Fl, is assumed to equal zero for the rest of the years in the first 
25·year projection period. 

Jncreases in payments for inpatient hospital services alSI) reflect 
increases in units {volume) of service as measured by increases in 
inpatient hospital admissicm.s ~vered under the HI program. In<:11l3.Ses 
in admissions are attributable both to increases in fee-foN'ierv1ce 
enrollment under the HI program and to increases in admission 
incidence (admissions per beneficiary), as shown in table n.FL The 
historical and projected increases in tlnrollment reflect thtl more rapid 
increase in the population aged 65 and over than in the total population 
ofm.e United States, and the coverage of certain disabled oontlficiaries 
and persons with end~stage renal disease, Increases in the enrt>l1ment 
are expecl;ed to continue, reflecting I:l continuation ofdemographic shift 
into categories of the Pl>pulation which are eligible for HI protection, . 
There is, however, an offsetting effect as more beneficiaries choose 
managed care plans. This effect is shown in the managed eare shift. 
effect column. In addition. increases in the averagtl age ofbeneficiaries 
lead to higher levels ofadmisaion incidence, Admission incidence levels 
are also often affected by changes in the lawa and regulations that 
define and guide the HI program's coverage of inpatient hospital care. 

Since the beginning of the prospective Payment system. increases in 
inpatient hospital payments from other BOllI"CeS are primarily due to 
three factors: (1) the changes in DRG coding as hospitals continua to 
adjust to the prospective payment system; (2) the trend toward treating 
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less complicated (and thus, less: expensive) eases in outpatient settings, 
resulting in an increase in tbe average prospective payment per 
admiS5ion~ and (3) iegislation affecting the payment ratEs. The effects 
of several budget reconciliation acts, sequesters as required by the 
Gran.un~Rudman~HollingsAct, and other legislative effects are reflected 
in other SGUl'CeS, 8B appropriate, The assumed increase in this factor for 
fiscal years 1998 through 2022 is 1.0 percent, attributable to an assumed 
continuation ofthe current trend toward treating less complica.ted cases 
in outpatient settings and continued changes in DRG coding. 
Additionally, part of the increase from other sources can he attributed 
to tbe increase in payments fcr certain costs nct included in the DRG 
payment;' these costs are generally increasing at a rate faster than the 
input price index. Other poSSIble sources of both relative increases and 
decreases in payments include (l) a shift. to more or less expensive 
admissions (DRGs) due to cbanges in the demographic characteristics 
of the covered population; (2) changes in medical practice patterns; and 
(3) adjustments in the relative pa.yment levels for various DRGs or 
addition/deletion of DRGs in response to. changes in techno.logy. As 
experience under the prospective payment system continues to develop 
and is: further analyzed. it may be possible to es:tablish a more 
predictable trend for this component 

The increases in the input price index (less nny intensity allowance 
specified in the law), units ofs:ervice. and other sources are compounded 
to calculate the overall increase in payments for inpatient hospital 
services. These overall increases are shown in the last column of table 
II.Fl." 

c. 	 Fetrfr>r-Servke Payments for Skilled Nursing Facility 
(SNF), Home Health Agency (HHAi, and HOlipice Service. 

Historical experience with the number of day.s of care covered in SNFs 
under the HI program has been characterited by wide swings, The 
number ofcovered days dropped very sharply in 1970 and continued to 
dedine through 1912. This was the result of strict enforcement of 
regulations separating skilled nursing care from custodial care, and 
primarily reflected the determination t:hat Medicare was: not liablo for 
payment rather than reduced usage ofservices. The 1972 amendments. 
extended benefits to persons who require skiUed rehabilitative &ervices 
regardless of their need for s:killed nursing services (the fonner 
prerequisite for benefits). This change and subsequent related ehnnges 
in regulations have resulted in significant increases in the number of 
services covered by the program. Changas made in 1988 to coverage 
guidelines for SI\'F services and expansions and changes: due to tbe 
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Medicare Catnstrophic Coverage Ad ofI988. effective January 1. 1989, 
resulted in lo.rge increases in utili.zation ofSNF services. A reduction in 
utilization oecu.rted in 1990-1991, ooruri:stent with the provisions of the 
Medi""", Catastrophic Ceverage Repeal Act of 1989. From 1991 to 1997 
large, but graduallY decreasing, increases in SNF utilization occurred. 
Projections reflect It continued decline in these increascs, eventually 
reaching modest increases in covered days basod (}D growth and aging 
of the population. 

Increases in the average cost per day' in 8NFs under the program are 
caused principally by increasing payroll costs for nurses and (}tber 
required skilled labor. For 1991 througb 1996, large rates ofincrease in 
cost. per day occurred due to nursing homc reform regulatic)Jls. For 1997, 
Utis increase was smaller than the previous six years but still large by 
historical standards. Projected rates of increase in cost per day are 
assumed to decline to be slightly higher than increases in general 
earnings throughout the projection period. Adjustments. are included to 
reflect the implementation of the new prospective payment system for 
SNFa, as roquired hy the Balanced Budget Act of 1991. Increases in 
reimbursement per day reflect the changes in beneficiary C(}st sharing 
amounts, including those changes resulting from the catastrophic 
coverage and catastrophic coverage repeal legislation, 

The resulting increnses in fee~for.gervice expendit.ures for SNF services 
are shown in table ILF2. 

Table n.F2.-RelaUonshlp Bl!tween Inereaset In HI PrQgrem ExpenditureS and 

Inc,easesln Taxable Payroll' 
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Tebte 1I.F2.-Raletlonehlp Between lncteasn In HI Program EJ:pendltl,lret and . 
Ilt<:reau.1n Taxable P,yroll' 
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Program experience with HHA payments has: shown a generally upward 
trend. The number of visits had inereased sharply from year to year, 
but some decreases. albeit small in magnitude relative to past increases, 
were experienced ;n the mid-1980's; these were followed by modest 
increases. During 1989·1995, however, extremely large increases in the 
number of visits occurred. Growth slowed dramatically in 1996 and 
1997, in part as a result of intensified efforts to identify fraudulent 
activities in this area. The growth in the benefit is further slowed by the 
enactment of the Balanced Budget Act. This legislation introduced 
interim per-beneficiary cost limits, at levels resulting in substantially 
lower aggregate payments, which \\'ill be used until a prospective 
payment system is implemented in fiscal year 2000. Modest increases, 
based on growth and aging of the population, are projected thereafter. 
In addition, beginning in 1998 the majority of the HHA services will 
move from the In program to the 8MI program, but with a portion of the 
cost mthe transferred services met through the HI trust fund during a 
S·year transitional period, The HHA estimates sbown in this report 
represent the total cost to the HI program from (l) HI-covered HHA 
services, plus (2) the transitional payments to the SM! trust fund for the 
applicable portion of 3Ml HHA costs, as specified by the Balanced 
Budget. Reimbursement per visit 15 asaumed to increase at a slightly 
higher rate than increases in 'general earnings~ but adjustments to 
reflect legislation limiting HHA reimbursement per 'visit are included 

., 
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where' appropriate, The resulting increases in fee~for~sendoo 
expenditures for HHA services are shown in table II.F2, 

Coverage of certain hospice care for terminally ill beneficiaries resulted 
from the enactment of the Tax Equity and Fiscal Responsibility Act o( 
1982; such payments are very small relative to totnl program benefit 
payments but bave grown rapidly in most years, This growth rate has 
slowed down dramatically in the most recent years:. Although detailed 
hospice data are scant at this time, estimates for hospice benefit 
payment increases .are based on mandated doily payment rates and 
annual payment caps, and assume modest growth in the number of 
covered days. Increases in hospice payments are not shown separately 
in table Il.F2 due to their extremely small contribution to the weighted 
average increase (or all HI types of sel'V'ke, but .are included in the 
average. 

d. Marwged Care Costs 

Program experience with managed care pa)'lDents has shown an upward 
trend, Pel" capita amounts have grown following the same trend as fee­
for-service per capita growth, based on the formula in the Jaw to 
calculate managed care capitation amounts. 'The projection of future per 
capita amounts follows the requirements of the Balanced Budget Act of 
1997 as related to the Medicare+Choice capitation amo1.lJlts, which 
increase at rates based on the per capita growth fur all of Medicare, less 
specified adjustments in 1998 to 2002. 

'The major reason for the large growth in HI managed care expenditures 
has been the increase in managed care enrollment. Tbese increases in 
enrollment were quite large in the early 1980's but slowed in the late 
1980's. Since then large growth has been occurring, The projection of 
these enrollment increases assumes very high growth in the next few 
years as additional Medicare+Choice managed care plans become 
available and then more modest increases based on growth in Medicare 
total enrollment after that, 

e. Administrative E:cperuU!8 

The cost of administering the lU program has remained relatively small, 
in comparison with benefit amounts, throughout the history of the 
program. The ratio of administrative expenses to benefit paymenta has 
generaUy fallen within the range of 1 to 3 percent. The short-range 
projection ofadministrative cost is based On estimates of workloads and 
approved budgets for intermediaries and HCFA. In the long*range • .. 
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administrative cost increases are baaed on assumed ine:reasea in 
workloads, prim.arily due to growth and aging of the population, and on 
assumed unit costinereasesof slightly less. t.h.a.il the increases in average 
hourly earnings shown in table II.Fl. ) . 

3. Financing Analysis Methodology 

In order to analyze costs and to evaluate the financing of a pl'Qgram . 
supported by payroll taxes, program costs must be compared on a 
year~by~year basis with the taxabJe payroll wbich provides most of the 
source of income for these costs. Since the vast majority of total 
program costs are related to insutOO beneficiaries nnd since gflnernl 
re,,'enue appropriatiollll and premium payments are expected to support 
tbe uninsured segmentsl the remainder of this report .....;n fOcUS on the 
financing for insured beneficiaries only . 

. Q. T~ble Payroll 

Taxable payron increases OCCU,.. as a result of increases in average 
covered earnings and increases in the number of covered workers. The 
taxable payroU projection used in this report is based on ooonomic 
assumptions consistent with those used in the OASDI report. The 
projected increases in taxable payroll for this report under the 
intermediate assumptions are shown in table Il.F2. 

b. RelCLtionship Between ProgfYltn Costs and Taxable Payroll 

The single most meaningful measure of program oost increases, with 
reference to the financing of the systemt is the relationship between 
program cost increases and taxable payroll inereases. If program costs 
increase more rapidly than taxable payroll. either increasing income 
rates or reducing program costs (or some combination therooO will be 
required to finance the system in the future, Table n.F2 shows tbe 
projcded increases in program costs relative to taxable payroll over the 
first 25~year prqi!lcl.ion period, These relative increases are initially 
negativo in the short term. due to the hoOme health benefit being shifted 
out ofthe m program and the other savinp provisions in the Balanced 
Budget Act of 1997. Thereafter tb~ increase to the range ofl.5 to 2.0 
percent per year until 2010, and then increase to a level of about 2.7 
percent per year by 202:0 for the inoonnediate assumption, as the 
post~World War II baby boom population becomes eligible for benefite. 

The result of these rolative growth rates is initially a ~duction in the 
cost of tbe HI program as a percentage of taxabJe payroll, fo!lowed by a .. 
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steady increase in the yelU'·by~yelU' ratios ofprogram expenditutes to 
tru:able payroll, as shown in table 1I.F3, Under the low cost alternative, 
increases in program expenditures follow a simI1ar pattern relative to 
increases in taxable payroll, but at a somew~t lower rate. which 
hecomes about the same rate as taxable payroll by 2010; the rate then 
increll1les, reaching about 1.2 percent more per year than taxable payrolJ 
by 2020, Similarlyj the high cost alternative follows a comparable 
pattern but at a 80lIlewbat bigher rate than under the inten:nediate 
assumptions, gradually becoming about 3.2 pereent more than taxable 
payroll by 2010, and then increasing to about 4.5 pe:trent more than 
"",.bl. payroll by 2020. 

TebM 11.F3.-$ummary Gf Alternative Pro)tc1kJn$ for the Kl Progl'lltn 
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4. Projections Under Alternative Assumptions 

Since the beginning of the progra.tn; aggregate inpatient bospital costs 
for Medicare beneficiaries have increased substantially faster than 
increases in average ea..r:ninp and prices.in the generaJ ewnomy. Table 
II.F1 shows the estimated experience of the m program for 1984 to 
1996. As mentioned earlier, the m program now makes most payments 
to hospitals on a prospective buis. The prospective payment system bas 
made the outlays of the :Ell prognun potentially less vulnerable to 
excessive rates o( growth'in the hospital industry. However, there is 
still eonsiderable uncertainty in projecting :Ell e~tures> fot" 
inpatient hospital services as weU as the other covered types ofservices, 
due to the uncertalnty o( the underlying economic assumption.s and 
utilization increases. In addition, there is uncertainty in projecting m 
expenditures due to the possibility of future iegislation affecting unit 
payment levels, particularly for inpatient hospital services. Current law 
is assumed throughout the estimates shown in this report, hut 
legislation affecting the payment levels to hospitals for the past 12 years 
and the next 5 years has been enacted, and future legislation is 
probable, ' 

In view oftha uncertainty of future cost trends. proJected costs for the 
HI program have been prepared under three e1terIUltive sets of 
assumptions. A summary of the assumptions and results is shown in 
table II.Fa, The set of assumptions labeled "Intermediate" forma the 
basis for the detailed discussion of hospital cost trends and resulting 
program costs presented throughout this report. It represents 
intermediate cost increase assumptions, compared with the lower cost 
and higher cost alternatives. Increases in the economic factors (average 
hourly earnings and CPU (or the three alternatives are consistent with 
those underlying the OASDI report, 

As noted earlier, the singJe most meaningfu1 measure ofm program cost 
increases, with reference to the financing of the system, is the 
relationship between program cost increases and taxable payroll 
increases. The extent to which program cost increases exceed increases 
in taxable payroll will determine how steeply income rates must be 
increa.sed Or program costs curtailed to finance the system over time. 

By the end of the first 2S·year projection period, program costs are 
projected to inCl1'l:ase about 2.7 percent faster per year than increases in 
taxable payroll for the intermediate assumption, as discussed in section 
II.Fa. Prognun CQ&ts beyond the first 25~year projection period are 
based on the assumption Utat costs per unit of service increase at Ute 
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same rate I1D average hourly earnings. Program expenditures, which 
were about 3.4 percent of taxable payrollln 1997, increase to almost 5 
pereentby the year 2022 and to almost 8 per<:Ent by the year 2072 under 
the intermediate 8.S5umpt;ons. Renee, if all of the projection 
assumptions are realized over time. the HI income rates provided in 
cummtlaw (3.26 percent of taxable payroll) will be grossly inadequate 
to sUPpOrt the cost of the program. 

During the first 25~year projt3ction period, the low cost and bigh coat 
alternatives contain assumptions which result in program costs 
increasing, relative to taxabJe payroll increases, approximately 2; percent 
less rapidly and 2; percent more rapidly, respectively, than the results 
under the intermediate assumpt.iOll8. Costs beyond the first 25·year 
projection period assume the 2; percent differential gradually decreases 
until the year 2047 when program ooat increases re1ntive to taxable 
payroll are approximately the same as under the intermediate 
assumptions. Under the low cost alternative, program expenditures 
would be about 3.4 percent of taxable payroll in the year 2022, 
increasing to nbout 4,2 percent of taxa hIe payroll by 2072. Under the 
high cost alternative, program expenditures in the year 2022 would 
increal.Wl to about 7.4 perC1:nt of taxable payron, and to about 15.3 
percent of taxable payroll in the year 2072. In each instance, these costs 
are nea:rly one-.third lower than projected in last year's annual report, 
as a result of the Medicare provisions in the Ba.1anced Budget Act of 
1997. 

G. LONG·RANGE SENSITIVITYANALYSIS 

This section presents estimates which illustrate the sensitivity of the 
long-range cost rate and actuarial balance of the HI program to changes 
in selected individual assumptions. The estimates based on the three 
alternative sets of assumptions (i,e" intermediate, low cost, and high 
east) iUustrate the effects of varying nll of the principal assumptions 
simultaneously in order to portray a generally more optimistic or 
pessimistic future, in terms of the projected financial status af the Hl 
program. In the sensitiviLy analysis presented in this ooroon, the 
intermediate oot of IlSSwnptlons is used as the reference pOint, and one 
a5Swnption at a time is varied within that alternative. Similar 
variations in the selected aaswnptiollS within the other alternatives 
would result in similar variations in the leng-range estimates, 

Each table that follows shows the effects of changing a partieuJar 
asswnpUon on the III sum.nuuited income ra.tes. summarized cost rates, 
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and actuarial balances {as defined earlier in this report) for is"year," 
50-year1 and 75-year valuation periods. Because the w9me rate varies 
only slightly with. changes in assumptlotlSt it is not considered in the . 
discussion of the tables. The change in each of the actuarial balances is . 
approximately equal tD the change in the corresponding oost rate: but in 
the opposite direction. For example, a lower projected oost rate woul~ 
result in an improvement in the corresponding projected actuarial 
balance. 

1. Rcal~Wage Differential 

Table II.G1 shows the estimated III income rates. cost rates, and 
actuarial balances on the basis of the intermediate assumptions with 
various assumptions about the real-wage differential. These 
assumptions are that the ultimate real·wage differential will be 
O,4-percentage-.point (as assumed for the high cost alternative), 
O.9~percentage-point (as assumed for the intermediate UBSumptions). 
and 1,4-percentnge..points {as assumed for the low cost alternative), In 
each case, the ultimate annual increase in the CPI is assumed to be 3,5 
percent (0.& assumed for the intermediate assumptions), yielding 
ultimate percentage increases in average annual wages in covered 
employment of3,9, 4,4, and 4.9 percent under the three illustrations, 
respootively, 

Past increases in real earnings luwe exhibited substantial variation, 
During 1951-1970, real earnings grew by an average of2,2 percent per 
year. During the last quarter century, however, the average annual 
increase in real eamings has amounted tn only 0,6 percent. The 
possibility of continuing poor performance in real wage growth 16 a 
matter of sotne concern to analysts and poUcy tnakeNl. Thus, the 
sensitivity of HI costs to futuro real wage growth is important. As 
shown in table II.GI, projected HI costs are, in fact, fairly .sensiti\'e to 
the assutned growth ruLes in real wages. For the 75~year period 
1998-2072, the summarized cost rate decreases from 5.62 percent (for a 
real-wage differential of O,4·percentage~point) to 5.15 percent {for a 
dif'terential of IA·percentage--points), The III actuarial balance over this 
period shows a corresponding improvement for f.a.ster rates ofgrowth in 
real wagcs . 

.. 
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Tabl. II.G1.-Eetlmttted Hllru:.oma Rata, Coat Rate .. Md Actuarial Bal.n~. &a~ 
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The HI cost fate decreases with increasing real-wage differentials, 
because the higher real-wage levelS increase the taxable payroll to a 
great.er extent than they increase HI program benefits. In pan;culBr, 
each O.5~percentage·point increase in the assumed real-wage differential 
increa.'*l"S the long-range m actuarial balance on average by about 0.21 
percent of taxable payrolls 

2. Consumer Price Index 

Table II,G2 shows the estimated m inrome fates, cost rates. and 
actuarial balances on the basis of the intermediate alternative with 
various assumptions about the rate of increase for the CPl. These 
assumptions arc that the ultimate annual increase in the CPI will be 2.5 
percent (as u55umed for the low cost alternative), 3,5 percent (as 
assumed fo-r the intermediate assumptio-ns), and 4.5 percent (as 
assumed for the high cost alternative). In each case. the ultiPlat.e 
real·wage dlfferential is assumed to- be 0.9 percent {as assumed for the 
intermediate assumptions}, yielding ultimate percentage increases in 

'1bia &erlS:itivity il damp!!:fltd eomtwhat because., IU noted prevloual1in this report. o.ft.eT 
the fust 25 yelU""ll medk&l eate u.nit eostll ~ auumed i4 intteaec at the lWDe rllte al 
trIIe'age hourly u.minp. AJ,. J"eewt, uaumed CaNr real wap jTUWtb tau.s.. pttdeetrd 
t.u.able payroll to ~AM: mo:re mpid!y than prqjed.td o.nta. but only far the finlt 25 yean. 
1'lu:reaner. payroll tmd COlts lIN! both projeetrd i4 inc:Maae at about tile lillme eatt-. 'The 
cumwatiw eha.n,xe between pAynlD.IInd COlts eontinuea but. doee.not m>!:l'i\A&C further• .. 
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Actuarial An.alysis 

average annual wages in CQveredemp)oyment ora.4-, 4.4-. and 1),4 percent 
under the three iUu!ltrationB. 

Tabtft II.G2.-e.Umaled HllftCOme Rat". Coat f«!t(l:Il, end Actuarial Balanco., Sued 
on Int8fmtdlate Eallmatet With V.rlool CPHllCreaso Auumptlon8 

. IAI • ~ntage oj l4.ttIbIo PII)'I'QftJ 

~iOn"riod 31>2.5 ~"# 5.-',5 

$J.#MIatlzed Ineomo ...a: 
2;5·)'(Iar. 1998.2022 321 3,21 120 
SGo)4ar: 1~1 ::,"23 3.23 121 
75-year. 1998-2072 3.26 m 3:.24 

SUmrntiriled cos[ ralR: 
25t)UT 11)98·2022 :t'94 3.93 :un 
5O-yeaf: 1998.2041 4,81 4.85 4,81 
75')'(Iar: 1$9&.2012 5.311 6.37 6.32 

Acll.14fW belanee~ 
25-yeal: l!i94·2022 -0.73 '()'13 (I,71 
6t)..y!Iar; 1998-2041 -1.64 -'.&1 ·U!O 
15/itlr; 199!!-2Ol2 ·jUS =2 10 .a.Qi 

'The fu$\ val,.. in ueh pe'l I, Iha as~ urumam 8"1flU111 ~ h:l\taSOl In 8YllI'DQi'I W&QU in ooYllrtd 
8m~oyMe!'\l The sa:ondvlllue I. 1M II$WlTlild 1I~lmlilB aMUt1 pe:fW!!4g4I!'1C~8M1l11lil1i CPt 

For all three periods, the cost rate deereases. slightly with greater 
assumed rates of increase in the CPl. Over the 75wyear projection 
period) for example, the cost rate decreases from 5.39 percent (for CPI 
increases of 2,5 percent) to 5.32 percent (for CPI increases of 4.5 
percent). The relative insensitivity of projected HI cost rates to different 
levels of general inflation oc<:U!'S because inflation is assumed to affect 
both the taxable payroll of workers and medical care costa about 
equally! In practice, differing rates of inflation could occur between the 
economy in general and the medical~care sector, The effect of such a 
difference can M judged from the sensitivity analysis shown in the 
subsequent section on miscellaneous health care cost factors, The effect 
of each 1.O-percentage·point increase in the rate of change assumed for 
the CPI is an increase in the Jong~range actuarial balance of about 0.02 
percent of taxable payroll, on average. 

3. Rea]·Interest Rate 

Table IlG3 shows the estimated HI income rates, cost rates, and 
actuarial balances under the intermediate alternative with various 
assumptions about the annual reel~interest rate for special public·debt 

'The Illeht IlenliUvity Ihovm relulu prim~ !rom w l.Kt wt the fiJ(ru year 1998 
payment n:tes ror hoapitAl! have already been 4eL Irthe 1998 payment.l were allo ....ed to 
be tdI'ect.ed by CPI ehll.n&~ there would be nG projerct:ed efl'ecl dU6 to CPI thlln!fU. 
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Sensitivity Analysts 

obligations issuable to the trust fund. These assumptions are that the 
ultimate annual real~interest rate will be 2.0 percent (as assumed forthe 
high cost alternative), 2.B percent (as assumed for the intermediate 
assumptions). and 3.5 percent (as assumed for the low cost alternative). 
In each case, tho ultimate annual increase in the CPI is assumed to be ­
3.5 percent (as assumed for the intermediate assumptions), resulting in 
ultimate annual yields of 5.5, 6.3, and 7.0 percent under the three 
illustration.&. 

T<lble n.G3.-&tlmtted Hllneome RaW, Cost Rates, and A¢tuM!at Balances. eased 

on Intermediate EaUmaIn With Varloua Real..fnttirc8t Asaumptlons 


{All a pe-rcenliQe o! taxabkl P8~1lJ 


VIla" annual fllltl:!<Wl<W mil! 
\,AIw!!ion flIl',ctod 2Qoe!W!l 2J!P2:cmt 3:,5 Qi!!W!!l 

Sl.lmmartvro IrK;DmII tate: 

2;·yur: 1991N!022 
5().yoar. 1-93a-2!Oil.1 

,.",,, 3,2! 

'" 
,>2 
'.23 

7~·.,..ar; 1.ggM!012 ,.zr '" '"Sl.lmI'NJ'ItmI!:lC)$f !Qt.: 

2S.~ar; 1996-20:22 '" 3,93 '.90 
$O.y&ar; 1996-2041 
;S·year; 199$·2012 

~_99,., ~,e5 

'.37 
4.71 
5.13 

ACll.l/l.fla! bala"Olt' 
25·~r. 19911--2022 
$O")'V.tr: 1900·2041 

~.17 

·1.16 
··(1.73 
.UU 

-0.66 
·1.<18 

......l.UDr.: 1-9S&-~ --2,~ :£,1G; ·1.111 

For all periods, the cost rate decreases with increasing real·interest 
rates. Over 1998-2072 for example, the summarized HI cost rate would 
decline from 5,61 percent {for an ultimate real-interest rate of 2.0 
p€reent) to 5.13 percent (for an ultimate renl~int-erest ra~ of 3.5 
percent). Thus, each 1.0-percentage-point increase in the assumed 
real-interest (aw increases the long-range actuarial balance on average 
by about 0,31 per<:ent of taxable payroll. The fact that the actuarial 
balance ofthe ill program is sensitive to the interest assumption is not 
an indication ofthe actual role that interest pleys in the finWlcing ofthe 
HI program, In actuality. interest finances very little of the cost of the 
HI program. The sensitivity of the a.ctuarial balance to the interest 
a.ssumption is implicit in the present-value method used to calculate the 
actuarial balance (ns desen'bed in more detail in !Wction lILA). 

4. Health Care Cost Factors 

Table II.G4 shows the estimated ill income rates, cost rates, and 
actuarial balances on the basis of the intermediate set of assumptiens 
with two variations on the relative annual growth raW in the aggregate 
cost of providing covered health care services to}fi beneficiaries. These 
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assumptions are that the ultimate annual growth rate in such costs, 
relatiw to the growth in taxable payroll, will be 1 percent slower than 
the inten:nediatA: assumption, the same as the intermediate assumption. 
and 1 pereent faster than the intermediate assumption, In each ease, 
the taxable payroll will be the same as usumed for tho intermediate 
assumptions, 

As noted previously. factors such as wage increases and price increases 
may simultaneously affect both HI tax income and the costs inC1.1TJ"Cd by 
hospitals and other providers of medical care to HI beneficiaries. (The 
sensitivity of the program's financial statue to these factors is evaluated 
in sections II.Gl and 1LG2.) Other factors, such as the utilization of 
services hy beneficinries or the relativo OODlplexity of the services 
provided, can affect provider costs without affecting HI tax income. The 
sensitivity analysis shown jn table 11.04 illustrates the financial effect 
of any combination of such factors that results in aggregate provider 
costs increasing by 1 percentage point faster or slower than the 
intermediate assumptions, relative to growth in taxable payroll under 
the intermediate assumptions, 

Table 1I.G4.-Estlmated Kllf1eome Rates, Cost Ratea, and Actuarlel Balancea. Ba&ed 
on Int(!rmediate Estlmatea With VAriouS Health Care Cost Growth Rile AuumpHona 

lAs a per06!'l!iJ1)8 01 laQble payroll} 

n..~",g·..."~,,,,~·'-_____.:1 oott!!nlagttxllnt Qot(CtO!8oepolrt! +1 Q!l.ty!!!'!!Ofj!loojru 

5UffV1'\11r1zsd ~ tale: 
25.yelr:1~ 3.21 ... 
50-year: 1991'H!047 ." .",."
16~r: 199!H'072 '" ,... '.26 

Summarized eo&\ rate: "" 
25-year. 1991i4012 3<, .., .... 
50·year: 1996.a)17 .... e.31 
75-yt«<: 1996-2012 118 7.9:.!'" ." 

A.el\.lellaltlaLanelt: 
2S-ytt.r: \998-2022 <).73 .1,31= $O-y&ar: 1996·2Q4.1 .... -un .... 

1),52: !i.1Q ...lS:W....mM.Q12'-____-"I.02'-'-~ 

As illustrated in table II.G4. the financial status of the HI program is 
(lxtremely sensitive to the relative growth rates for health care service 
costs .versus taxable payroll.11I For the 7s..year period, the cost rate 

IlJn eontnut ttt the situation detcribed for the nW-waP difi'en!ntial (llee footnote 8). lhl! 
MWithity analyr.i. shewn ~~ the contln_ cfi'ect.a ofndlltiY1liy r.1itt or .,IIIWV 
p'Gwth in medical ClU'a (J'JIW Lhrcugbout tha entire 71§..~ar period. All a result,. tJut 
~t.ivity ahawn hett for miace:llaneous Malth cue eon Cact<m is I!\Iblllantielly cmaw 
than lholl/'tl for tM real.wsge dilfetwlti..L 

" 
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increases from 3.78 percent (for an annual cost/payroJJ growth rate of 1 
perC4!ntage point less than the intermediate assumptions) to 7.92 
percent (for an annual CQ6tJpayroU growth rate of 1 percentage point 
more than the intermediate assumptions). Each 1.0~perrentage-point 
inC!i!ase in the as5utned eostJpayroll relative growth rate decreases the 
long~range actuarial balance on average by about 2.07 per~nt of taxable 
paYTolL 

http:Sensitivi.ty


ill. APPENDICES 

A. ACTUARIAL BALANCE UNDER THE MODIFIED 
AVERAGE~OSTMETHOD 

In section II.E, the $UJlln1ar1zed income rates. cost rates, and actuarial 
balances are presented based on the actuarial present values of future 
income, coats, and taxable payrolliJ;. Such methods are widely used in 
actuarial, economic:, and financial analyses. In effect. the present value 
calculation applies successively less weight to the projected values as the 
projection interval lengthens. This technique reflects the fact that the 
value of the dollar changes over time-in partieular. a dollar available 
today can earn interest over time and is therefore more valuable tban 
the same dollar available in Borne futurtl year. 

The actuarial balance computed under the present·value method can be 
interpreted as the immediate, level, and permanent percentage that. if 
added to the current law income rates andior subtracted from the 
Cllrrent law cost rates throughout the valuation period, would provide 
sufficient financing to support program costs throughout the period and 
would leave the targeted trust fund balance at the end of the projection 
period. If such a pGHcy were followed, a large fund would accumulate 
and would earn substantial interest credits, significantly exceeding 
those that would be earned under current law financing. 

The measurement of the actuarial balance hy the present.value method 
is significantly affected by the level of assumed future interest rates (as 
illustrat.l!il in seclion II.G)' The higher the assumed rate ofinterest, the 
lower the weight that is applied to the more distant, high-eost years of 
the projection, (Equi....alently, the greater the amOunt of interest that 
would be earned if a large fund were accumulated.) In practice. 
however, unless a large fund is accumulated, interest earnings will play 
a relatively small role in the financing of the HI program. The 
sensitivity of the actuarial balance to assumed interest rates is not 
readily apparent from a ensuaJ inspection oJ the actuarial deficit as 
measured by the present·value method. 

AJ.l alternative to the present-value method, called the modified 
average-cost method, was used prior to 1988 to evaluate the actuarial 
status of the program. Under this method, the actuarial balance is 
defined as the difference between the arithmetic means of the annual 
cost rates (as defined in sedion ILE) and the annual income rates. 
Thus, under this met.hed, the cost rates nnd income rates for each year 
are given equal, weights when summarized into a singie measure. The 
annual cost rates include an amount to maintain the trust fund at 11 

Jie.sired target level, if the fund would otherwise drop below that level at 
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any point within the projection period. I~ addition. the aetuarial 
balances ealculated under the modified average-cost method reflect the 
starting trust fund balance and the interest earned on the trust fund 
before it is exhausted, 

The actuarial balance using the modified average-cost method can be 
characterized as the average ofthe annual ineome rate increases needed 
to maintain the trust fund at the target level over each year of the 
projection period, taking into aceount the beginning trust fund balance 
nnd the inten;st earnings of the trust fund. 'The implied funding pattern 
under the modified average-cost method if} that the current law trust 
fund ratios would be maintained until the trust fund ratio falls below 
the target amount (100 percent .of the following year's estimated 
expenditures). After that, the income rate would be increased each year 
to cover the cost of the program and to mnintrun the trust fund at the 
target level. This measure of the actuarial balance is relatively 
insenaitive to the assumed future interest rates, in keeping with the 
minor role that interest plays in the financing of a program on a 
current~oost, or pay·as-you*go, basis. 

The 75~year actuarial balance using the modified ave:rage-cost method, 
under the Trustees' intermediate assumptions, is -2.54 percent of 
tnxab1e payroll as compared to -2.10 percent based on the present.-value 
method. Based on either measure, the actuarial deficit represents 
roughly 40 pereent of the summarized cost ra~ Thus, the HI trust fund 
fails the Trustees' test oflong~range dose actuarial balance hy a wide 
margin using either measure, Table IIl,A1 compllJ'a$ the 5tll1lmarized 
HI projections based on the modified avernge-cost method to those based 
on the present-value method, as used elsewhere in this report. 



AlterrullitJ"e Method 

Table 1lI.A1.-Actuarlal Baltlneea of the HI Program. Under Three Set. of 

A"ulT\Pl!ons: MocSlfled Averag&-CCI1 Method Vet.IIB Prosent-Value Method 


Mrmetyt 
emmptl9ns lqttCoJ! H!g!,!Cosi ""'-PtqtttlOfJ PIIrbiJ; Mo4ifiedA~Melhod 

199&,2022; 
S\R!VM1Imd In:amo rate ,.., , " ..... 3.10'l10 
SumlNUinld ttls! ral0' """ 4.95 
ActuImall':ttliarc:,' .nn "00 .,.as 

1998·2047; 
SutntnarWld in::ome .I1Ile 3.13 
SUmI'I\ltlled t:Qli$ flll'I' ''''a" 

8.15'''' '''' k1:IIerial ballneo' ·UN! .0.19 -4.92 

199&-2OT%:: ,,,Surl'll'f\,Jrtud Itw:'.:omI: filii l.16 
Sutnmarlltld oosIl1IliI' '''' 10.11~'" AttJarla\ MIll,,"' ·2,M '" ~.""" PlQjetliC!'l Periods: Prasal'l!.IIeMi MII!hDd 

19!16·20Z!: 
Sl,Imtnl~:ed JI't:lO!lle llle' 3.19,,,Sum!!'lArit!ldCO$l filii' 4.91 "" 
AC1U4rtall':ttlli!:nl;ol .0.00 ·I.N 

.998·2041; 
&.Immo~zed iroecmo ISle· :1.19

U, ,.,SUl'tlrntlr1zJd t:O\M nil" "" ,." '''' 
Actuanal 1;)0:11'1""" -1.$1 -0,18 ." 

!~l1012; 

SI.Imm.lrtzed Irw;I)I'l'\II rate' 3.~ 3.20 3,33 
S...>nma~:&d tot! rate' S.:ll 3.41 $,66 
At!\lI!!'\iJ1bi!3nW -2,11) ..027 ·$53 

'EI'peM \I.IrU Iorbrlrefi! pe)'Tl'l6!'!l! and idlT'J!'l:Slr.~YII ~ 1111 kIsIJ"8d benel~lams, 0I"i 11'1 !riCUl'l'9d wl£, 

e,\fjll"S8d as, II perc.n!a.gB cf~. poymH, eompI.hd M 1M modified lIW1raoe-ttllltbaSl" IOC~ tNt 
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B. LONG.RANGE ESTIMATES OF MEDICARE INCURRED 

DISBURSEMENTS AS A PERCENTAGE OF GROSS 


DOMESTIC PRODUCT 


Expressing Medicare incurred disbursements as a percentage of the 
groas domestic product (GOP) gives a relati~ measure of the sUe of the 
Medicare program eompared to the general economy. The ptujection of 
this measure nfl'ords the public an idea of the relative financial 
resources that will be necessary to pay for Medicii.N.'l services. 

Table IlLBl shows estimated incurred disbursements for the HI and 
8MI programs under tbe intennediate assumptions expressed as a 
percentage of'GDP, for selecWd years over the period 1997~20'iO, These 
incurred disbursements assume no change in current law for any 
specific program legislation or for any comprehensive health care 
reform. The 7&oyear projection period fully allows for the presentation 
of future contingencies that reasonably may be expected to occur, such 
as the impact of a large increase in enrollees which occurs n£ter the tum 
of the century. This large increase in enrollees occurs hecause the 
relatively large nu.m~r of persons born during the period between the 
end of World Wax II and the mid~1960't:l (kn<lWU as the baby boom) will 
reach retirement age and begin to receive benefits, 

Tabla III.B1.-"1 and SMI Ineurrttd Dla!wJaament$ n iii Perun! of areal! Domestic 
Product' 

____,Jits!;urs,mtnIS " A!?Kf!'lf or GOP 

1991 lJSS 0.93 2,62 
\tiS: 1,69 0..97 2.65 
..000 ',6' 1.0.7 2.68 
2005 1.65 US :.1.00 
21:11(1 1.75 1.67 3.46 
2015 1-91 2,HI 4.12 
2G2O 2.22 2,48 'SO 
202$ 2.52 2.80. 6.31 
2000 
2035 

:.1& 
:.&9 

3.00 
3.19 

/:i.65 
6.18 

2G4O 3,10 3.19 6.~ 
2045 3.16 3.W 6.30 
2050 3.11 3.10 &29 
ms ~21 !U2 6.33 
201\1) 326 U1 6 .• 1 
2065 3,33 3,30 8,$3 
2070 3.•' 3.31 6,71 

'~fI1I\In1S'" Iha t:umofbe"",1 ~ymena. e/'I!I ~~~ 

For HI, program costa beyond the first 25-year projection period are 
based <In the assumption that coats per unit of service will increase at 



Percentage. ofGDP 

the same rate as average hourly ea.rnings. The associated aggregate 
disbursements are then represented as a perccntage orGOP. For SMI. 
increases in the costs per enrollee during the initial 25·year period .a.re 
assumed to gradually decline in tho last 12 years to the same rate as 
GOP per capita and then to continue at the same rate as GDP pet' capita 
in the lost 50 yenra. ' 

Based on these B.SliUn1ptions. iIlCWTed Medicare disbursements as a 
percent of GDP are projected to increase rapidly from 2.62 percent in 
1997 to 6,18 percent in 2035 and then to inC'f"C8SC gradually to 6.71 
percent by 2070, After 2035. while Medicare disbursements as It 

percentofGDP increase more slowly. the HI percentagt: gt'QWS steadily 
while the SMI percentage decreases 51ightly through 2050 and then 
increases again through 2070. 

.. 
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C. MEDICARE COST SHARING AND PREMIUM AMOUNTS 

HI beneficiaries who use covered services may be subject to ded.uetihle 
and coinsurance requirements. A beneficiary is responsible for an 
inpatient bospital deductible amount, which is deducted from tho 
amount payable by the HI program to the beepital. for inpatient hospital 
services furnished in a spell of illness. When a beneficiary receives such 
services for more than 60 days during a spell of illness, be or she is 
responsible for a coinsurance amount equal to one-fourtb of the 
inpatient hospital deductible, for each of days 61-90 in the hospital. 
After 90 days in a spell of illness each individual bas 60 lifetime reserve 
dayti of coverage. The coinsW"8..Dce amount for these days is equal to 
one-balf of the inpatient bospital deductible. A beneficiary is ... 
responsible for a coinsurance amount equal to one-eighth of the 
inpatient hospital dedudl'ble for each of days 21-100 ofskilled nursing 
facility services furnished during a: spell of illness. 

Most persons age 65 and older and many disabled individuals under age 
65 are insured for -Medicare Hospital Insurance benefits without 
payment ofany premium. The Social Security Act provides that certain 
aged and disabled persons who are not insured may voluntarily enroll, 
subject to the payment ofa monthly premium. In addition, since 19941 

voluntary enrollees may qualify for a reduced premium if they have at 
least 30 quarters of¢overed employment. 

Under SMl, all enrollees arc subject to a monthly premium, Most SM! 
services are subject to an annual deductible and coinsurance. The 
annual deductible and the coinsurance percentage (percent of costs that 
the enrollee must pay) are set by statute. The coinsurance percentage 
has remained_at 20 percent slnce the inception of the program. 

Table 111.e1 shows the historicalleve1s of In and s~n deductfhles, HI 
coinsurance, and HI and 8MI premi~ as well as projected values for 
future years based on the intermediate set of assumptions used in 
estimating the operations of the trust funds. Certain anomalies in these 
values resulted from specific program features in particular years (e,g., 
the effect of the Medicare Catastrophic Coverage Act of 1988 on 1989 
values). The amounts of the HI and SM! premiums and the HI 
deductibles and ooinsurance are required to be announced in the Federal 
Register in September of each year for the Up«lming year. The values 
listed in the table for future years are estimates! a.ud actual amounts are 
likely to be somewhat different as experience emet'ges. 

so 
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" Tobie 1II.C1.-Medteare Coat Sharing and Premium Amounta 
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In 1998 there will be' an estimated 9.1 million deductiblea paid at $764 
each, about 2.8 znillion days subject to coinsurance at $191 per day (f'or 
hospital days 61 through 90), about'1,3 million lifetime reserve days 
subject to coinsurance at $382 per day. and about 25.0 million extended 
care days subject to coinsurance at $95.50 per day. Similarly, in 1997 
there were an estimated 8.9 million deductibles paid at $760 each, about 
2.7 million days subject to comsuranre at $190 per day (for hospital days 
61 through 90), about 1,3 million lifetime reserve days subject to 
coinsurance at $380 per day, and about 24.6 million extended care days 
subject to coinsurance at $95.00 per day. Therefore, the estimated total 
increase in cost to beneficiaries is about $260 million (rounded to the 
nearest $10 million), due to (1) the increase in the deductible and 
coinsurance amounts and (2) the change in the number of'deductibles 
and daily coinsurance amounts paid, 



Glo,",,,,,, 

D.GWSSARY 

Actuarial balance. The difference betwoen the summarized income 
rate and the summarized cost rate over a given valuation period. 

Actuarial deficit. A negative actuarial balance. 

Administrative expenses. Expenses im;u:rred by the Department of 
HHS and the Department of the Treasury in a<imini5tering the HI 
program and the provisions of the Internal Revenue Code relating to the 
collection of wntributions. Such administrative expenses, whicb are 
paid from tho HI trust fund, include expenditures for intermediaries to 
determine costs of nnd make payments to providers as well as salaries 
and expenses orehe HCFA. 

Advisory Council on Social Security. Prior tOo the enactment of the 
Social Security Independence and Program Improvements Act of 1994 
(Public Law 103-296) on August 15, 1994, the Social Security Act 
required the appointment ofan Advisory Council every 4 years to study 
and review the financial status of the OASDI and Medicare programs. 
The most recent Advisory Council was appointed on June 9, 1994; and 
its report on the financial status of the OASDI program was submitted 
on January 6, 1997. Under the provisions of Public Law 103·296, this 
is the last Advi50ry Council to be appointed, 

Aged enrollee, An individual, age 65 or over, who is enrolled in the In 
program. 

Assets. Treasury notes and bonds guaranteed by the federal 
government and cash held by the trust funds for investoient purposes. 

AssumptionE', Values relating to future trends in certain key factors 
which affect. the balance in the trust funds. Demographic assumptions 
include fertmty, mortality, net immigration, marriage, divoree, 
retirement patterns, disability incidenoo and tennination rates, and 
changes 'in the labor force. Economic assumptions include 
unemployment, average e~ inflation, interest rates, and 
productivity. Three sets of economic assumptions are presented in the 
Trustees Report: 

(1) 	 The low cost alternative. with relatively rapid economic 
growth, low inflation. and favorable (from the standpoint of' 
program fino.ncingj demographic ronditions; 

so 
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(2) 	 The intermediate assumptions represent the Trustees' best 
estimates of likely future economic and demographic 
conditions; and 

(3) 	 The high cost alternative, with slow economic growtb. more 
rapid inflation, and financially disadvantageous demographic 
conditions. 

See also "Hospital nssumptiona." 

Average market yield. A computation which is made on sl1 
marketable interest-bearing obligations of the United States. It is 
computed on the basis ofmarket quotations as oftile end of the calendar" 
month immediately preceding the date of such issue. 

Baby boom, The period from the end of World W8I II through the 
mid-1960's marked by unusually high birth rates, 

Base estimate. The updated estimate of the most recent historical year. 

Beneficiary. A person enrolled in the HI prognun. See also "Aged 
enrollee" and "Disabled enrollee," 

Benefit payments. The amounts disbursed for covered services after 
the deductible and coinsurance amounts have been deducted. 

Benefit period. An nlternate name far "spell of illness," 

Board of Trustees. A Board establishw by the Social Security Act to 
oversee the financial operatioos of the Federal Hospital Insurance Trust 
Fund. The Board is composed of six members. four of whom serve 
automatically by virtue of their positions in the federal government: the 
Secretary of the Treasury, who is the Managing Trustee. the Secretary 
of Labor. the Secretary of Health and Human Services, and the 
Commissioner ofSocla1 Security. The other two members are appointed 
by the President and canfirmed by the Senate to serve as public 
representatives. Stephen G. Kellison and Marilyn Moon began serving 
4~yeat terms on July 20. 1995. The Commissioner of Social Security 
became a member afthe Board effective Marth 31, 1995. under Public 
Law 103~296. approved August IS, 1994. The Administrator of the 
HCFA serves as Secretary of tbe Board of Trustees. 

Bond. A certificate of ownership of a specified portion of a debt due by 
the feder~ government to holders, bearing a fixed rate of interest. 

.. 




Callable. Subject to redemptian upon notice, such as a bond, 

Case mix index:. The average DRG relative weight for all the Medicare 
ad..missions. 

Cash bp,sis, The costs of the aervi~ at the point payment was mnde 
rather than when the service was perfonned. 

Certificate of indebtedness, Ashort-term certificate of ownership of 
12 months at' less of a specified portion of a debt due by the federal 
government to individual holders, bearing a fixed rate of interest. 

Coinsurance, See "Hospital coinsurance" and "81\''1 coinsurance." 

Consumer Price Index (CPD, A measure of the average change in 
prices over time in a fixed group of goods and services, In this report, all 
referen~s to the cpr relate to the Cansumer Price Index for Urban 
Wage Earners and Clerical Workers (CPI~W). 

Contribution base, See "Maximum tax base," 

Contributions. See "Payroll taxes," 

Cost rate. The ratio of the cost (or outgo, expenditures, or 
disbursements) of the program on an incun'ed basis during a given year 
to the taxable payroll for the year. In this context, the outgo is defined 
to exclude benefit payments and administrative cOsts for eertain 
uninsured persons. for whom payments are reimbursed from the general 
fund of the Trea8ury, and far "'oluntnry enrollees, who pay a premium 
in order to be enrolled, 

Covered earnings, Earnings in employment covered by the HI 
program. 

Covered employment. All employment and self-employment 
creditable for &del Security purposes, Almost every kind of 
employment and self-employment is covered under the program.In'a 
few employment situations, for example. religious orders under a vow 
of poverty, foreign afiiliate$ of American employers, or State and law 
governments. coverage must be elected by the employer. However, 
effective July 1991, coverage is: mandatory for State and local employees: 
who are not participating in a public employee retirement system. All 
new State and local employees have been covered sin~ April 1986. In 

.. 
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a few situations, for example; ministers or self-employed members of 
certain religious groups, workers can opt out of coverage. Covered 
emplo1lXlent for m includes all f~ employees (whereas"covert)d 
employment for OABDI includes some, but not all. federal employee1J:). 

Covered services. Services for which HI pays, as defined and limited. 
by statute, Covered serviee& arc provided by hospitals (inpatient care). 
skilled nursing facilities, home healt~ agencies, and hospices. 

Covered wo;rker. A person who has earnings creditable for Sodal 
Security purposes on the basis of oorviees for wages in covered 
employment and/or on the basis of income from covered 
self-employment. The number of HI covered workers is slightly larger 
than the number of OASDI covered workers because of different 
coverage status for federal employment. ~ OlCovered emp101lXlent.'' 

Deductible, See "Inpatient hospital deductible," 

Deemed wage credit. See "Noncontributory or deemed wage credits." 

Demographic a&sumptione. See "AssumptioM." 

Diagnosis-related groups {DRGs}. A classification system that 
groups patients aceording to diagnosis, type- of treatment, age, and other 
relevant criteria. Under the prospective pa1lXlent system, hospitals are 
paid a set fee for treating patients in a single DRG category, regardless 
of the actual cost of care for the individual. 

Disability, For Social Security purposes, the inability to engage in 
substantial gainful activity by reason of any medically determinable 
physical or mental impait'IIlent that can be expected to result in death 
or to last for a continuous period of not less than 12 months. Special 
rules apply for workers age 55 or older whose disability is based on 
blindness. The law generally requires that a person be disabled 
continuously for 5 months before he or &he can qualify for a 
disabled-worker c.a$h benefit. An additional 24 months is necessary to 
qua1ifY for benefits under Medicare. 

Disability Insurance CDI). See "Old-A,gt!. Survivors, and Disability 
Insurance {OASDI)." 

Disabled enrollee. An individual under age 65 who has been entitled 
to disabitity benefits under Title II of the Social Security Act or the 
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Railroad Retirement system for at least 2 years and who is enrolled in 
the HI program. 

DRO Coding. The DRO categories used by hospitals on discharge 
billing. See also ~iagnosis-re1ated groups (DRGs)," 

Earnings, Unless otherwise qualified, all wages from employment and 
net earnings ,from self-employment, whether or not taxable or covered. 

Economie assumptioDs. See ·'Assumptions." 

Extended care services. In the context of this report, an alternate 
n~e for "skilled nursing facility sernces," 

Federal Insurance ContributionsAct (FICA). Provision authorizing 
taxes on the wages of emp)oyed persons ro provide for the OASDI and 
In progrw:w.t The tax is paid in equal amounts by covered workers and 
their employers, 

Fin'ancia! interchange, Provisions of the Railroad Retirement Act 
providing for transfers between the trust funds and the Social Security 
Equh'alent Benefit AccoUnt ofthe Railroad Retirement program in order 
to pJace each trust fund in the llanle position as if railroad employment 
had always been covered under Social Security, 

Fiscal year. The accounting year of the United States Government. 
Since 1976, each fiscal. year has begun Ocrober 1 of the prior calendar 
year and ended the following September 30. For example, fiscal year 
1998 began Octobcr 1, 1997 and will end September 30, 199B. 

Fixed capital assets, The net worth of facilities and other resources, 

General fund of the Treasury, Funds held by the Treasury of the 
United States, other than revenue collected for a specific trust fund 
(such as 1m and maintained. in a separate account for that purpose. The 
majority of this fund is derived from individual and business income 
taxes. ' 

G~neral revenue. Income to the HI trust fund from the general fund 
of the Treasury. Only a very small percentage of total HI trust fund 
income each year is attributable to general revenue. 
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Gramm·Rudman·HollingsAel 'lbe BalBll£ed Budget and Emergency 
Deficit Control Act of 1985. 

Gross Domestic Product (GDP). The total dollar value of all goods 
and services produced in a year in the United States, regardless ofwho 
supplies the labor or property. 

High cost alternative. See "Asswnptions." 

Home health agency (llHA). A public agency or private organization 
which is primarily engaged in providing skilled nursing services, other 
therapeutic services, such as physical, occupational, or speech therapy, 
and home health aide services, in the home. 

Hospice. A provider of care for the terminally iU; delivered services 
generally include home health care, nursing care, physician services, 
medical supplies, and short~term inpatient hospital care. ' 

Hospital assumptions. TheSJ include differentialt;! between hospital 
labor and non~labor indices compared to gerumu economy labor and 
non-labor indices, rates of admission incidence, the trend toward 
treating Jess complicated cases in outpatient settings, and continued 
improvement in DRG coding, etc. 

Hospital coinsurance. For the 6lat through 90th day of 
hospita.lization in a benefit period, a daily amount for which the 
beneficiary is responsible, equal to one-fourth of the inpatient hospital 
deductible; for lifetime reserve days, a daily amount for which the 
beneficiary is responsible, equal to ()ne~half of the inpatient hospital 
deductible (see "Lifetime reserve days"): 

Hospital input price index. An alternate name for "hospital market 
basket.': 

Hospital Insurance (HI). The Medicare ,program' wbich CQvers 
specified inpatient hospital services, posthospital skilled nurgjng care, 
home health services, and hospice care for aged and disablOO individuals 
who meet the eligibility requirements. Also known as Medicare Part A 

Hospital market basket. The cost of the mix of goods n:nd services 
. (including personnel costs but excluding nonoperating costs) comprising 
routine, ancillary, and spetiaJ care unit inpatient bospital services. 

ss 



•• 

Glossary 

Income rate. The ratio of income from tax revenues on an incurred 
basis (payroll tax contributions and income from the taxation of OASDI 
benefits) to the HI taxable payroll for the year, 

Incurred basis. The costs based on when the servicc was performed 
rather than when the payment was made. 

Inpatient hospital deductible, AIl amount of money which is 
deducted from the amount payable by Medicare Part A for inpatient 
hospital services furnished to a beneficiary during a spell of illness, 

. Inpatient bospital services. These services indude bed and board. 
nursing services, diagnostic or therapeutic services, and medical or 
surgical services. 

Interest. A payment fot the use of money during a specified period. 

Interfund borrowing. The borrowing of assets by a trust fund (OASI. 
DI, HI or SMI) from anothet ~f the trust funds when one of the funds is 
in danger of exhaustion. Interfund bon-owing was authorized only 
during 1982~1987. 

Intermediary. A private or public organization, under contract to the 
HCFA, to determi.ne costs ofand make payments to providers for In and 
certain SMI services. 

Intermediate assumptions, See "Assumptions." 

Lifethne reserve days, Under HI, there are 60 lifetime reserve days' 
per beneficiary which the beneficiary may opt to use when regullll' 
inpatient hospital benefits are exhausted. The beneficiary pays one~half 
of the inpatient hospital deductible for each lifetime reserve day used. 

Long·range. The next 75 years. 

Low cost alternative. See "Assumptions." 

Managed care. Includes Health Maintenance Organizations (HMO), 
Competitive Medical Plans (CMP). and other plans that provide health 
services on a prepayment basis which is either based on coat or risk 
depending on the type of contract they have with Medicare. See also 
"Medicare +Choice", 
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Market basket. See "Hospital market basket." 

Maximum. tax bue. Annual doUar amount above which earnings in 
employment eovered under the HI program are not taxable. Beginning 
in 1994, the maximum tax bue is el.i.tninated under m . 

. 
Maximum. taxable amount ofaztnual earnings. See "Maximum tax 
base," 

Medicare, A nationwide, federally administered health insurance 
program authoriUMi in 1965 to cover the eost ofhospitaIiMtion. medical 
care, and some reJated services for moot people over age 65. In 1972 
coverage was extended to people l'~ving Social Security Disability 
Insurance payments for 2 years. and people with ESaD. Medicare 
consists of two separate but coordinated programs-Part A (Hospital 
Insurance, HI) and Part B (Supplementary Medical Insurance. SM!). 
Almost all persons: aged 65 and over or disabled entitled to HI are 
eligible to enron in the SMI program on a voluntary basi.s by paying a 
monthly premium. Health insurance prot.ection is: available to Medicare 
beneficiaries without regard to income. 

Medicare+Cboice. An expanded set of options for the delivery of 
health care under Medicare established by the Balanced Budget Act of 
1997. Most Medicare beneficiaries can choose to receive benefits 
through the original fee-for-service program or through one of the 
fonowing Medicare+Choice plans: (1) coordinated care plans (such as 
health maintenance organitations, provider sponsored organizations. 
and preferred provider organizations}; (2) Medical Savings Acrount 
tMSAYHigh Deductible pJans (through a demonstration available to up 
to 390,000 beneficiaries}; or (3) private fee·for~service plana. 

Military service wage credits. Credits recogniting that military 
personnel reeeive other cash payments and wages in kind {such as food 
and shelter} in addition to their basic pay. Noncontributory wage eredits 
Qf $160 are provided for each month of active military service from 
Septemoor 16, 1940, through December 31,1956. For years after 1956, 
the basic pay of military personnel is covered under the Social Security 
program on a contributory basis. Noncontributory wage credits of$300 
for each calendar quarter in which a person receives pay for military 
service from January 1957 through December 1977 are granted in 
addition to eontribuWry credits for basic pay. Deemed wage credits of 
$100 are granted for each $.'300 of military wages in years after 1977. 
(The maximum credits allowed in any calendar year are $1.200.) (See 
also "'Quinquen.nial military servl<:e determinations and adjustments. j 

PO 
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Modified average~co6t method. Under this system of calculating 
summary mea&ures, the actuarial balance is defined as the difference 
ootween the arithmetic means of the annual cost rates and the annual 
i,ncome rates, with an adjustment included to account for the offsets to 
cost that are due to (1) the starting trust fund balance and (2) interest 
earned on the trust fund. 

Noncontributory or deemed wage credits. Wages and wages In kind 
that were not su~ed: to the HI tax but that are deemed as having heen, 
Trus is done for the purposes of(1) determining HI program eligibility 
for individuals who might not be eligible for ill coverage without 
payment of premium were it not for the deemed wage credits and (2) 
ca1culating reimbursement due the HI tru.st fund from the general fund 
of the Treasury. The first purpose applies in the case of providing 
coverage to persons during the transitional periods when the III 
program began and when it was expanded to cover federal employees; 
both purposes apply in the ca&es of military service wage credits (see 
"Military service wage credits!; and "Quinquennial military service 
determinations and acljustments'1' and deemed wage credits granted for 
the internment of persons of Japanese ancestry during World War II. 

Old~Age. Slll"Vivors, and Disability Insurance (OASDI), The Social 
Security programs which pay for (1) monthly cash benefits to 
retired·worker {old-age) beneficiaries and their spouses and children 
and to Gurvivors of !ieceased insured workers (OASI) and (2) monthly 
cash benefits to disabled·worker beneficiaries and their spouses and 
children and for providing rehabilitation services to the disabled (Dt). 

Part A. The Medicare Hospital Insurance program. 

Part A premium. A monthly premium paid by or on oohalf of 
individuals who wish for and a.n1 entitled to voluntary enrollment in the 
Medicare H1 program, These individuals are those who are age 65 and 
older who are uninsured for social ~urity Or railroad retirement and 
do not otherwise meet the requirements for entitlement to Part A. In 
addition, disabled individuals who have exhausted other entitlement are 
qualified. These individuals are those not now entitled but who have 
been entitled under section 226(b) of the Act, continue to have the 
disabling impairment upon which their entitlement was based, and 
whose entiUement ended solely ~use the individuals hnd earnings 
that eXce4.!ded the substantial gainful activity amount (as defined in 
section 223(d)(4) of the Act), . 

Part B. The Medicare Supplementary Medical Insurance progrnm. ., 
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Participating hospitals. Those hospitals who participate in the 
Medicare program. 

Pay·as..you..go financing. A financing scheme where taxes are 
scheduled to produce just as muth income n$ required to pay current 
benefits, with trust fund Il8seta built up only to the extent needed to 
prevent exhaustion of the fund by random fluctuations, 

Payroll taxes. Taxes levied on the gross wages ofworkers. 

Peer Review Organi1;ation (PRO). A group of practicing physicians 
and other health care profcssionalSj paid by the federal government, to 
review the care given to Medicare patients. 

Present value. The present value ofa future stream oipayments is the 
lump-sum amount that, if invested today, together with interest 
earnings would be just enough to meet each of the payments as they fell 
due. At the time ofthe last payment. the invested fund would be exactly 
zero, 

Projection error. Degree of variation between estimated and actual 
amounts. 

Prospective Payment Assessment Commission (ProPAC), A 
commission established by the Social Security Amendments of 1983 to 
review and recommend the appropriate percentage changes which 
should be effected iorpayments for inpatient hospital discharges each 
fiscal year beginning with fiseal year 1986, Furthermore, the ProPAC 
is expected to study and make rerommendations regarding existing 
reimbursement policy for each fiscal year. 

Prospective payment system (PPS), A method of reimbursement for 
hospitals which was implemented effective with hospital cost reporting 
periods heginning on or n.ft.er October 1, 1983, Under this system, 
Medicare payment is made at a predetermined. specific rate for each 
discharge. All discharges are classified according to a list of 
diagnosis·related groups (DROol. 

Provider. Any organization, institution, or indh·idual who ptovides 
health care services to Medicare beneficiaries. Hospitals (inpatient 
services), skilled nursing facilitiM, home health agencies, and hospices 
are the providers ofservices covered under Medicare Part. A. 
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Proxy. An inde:.. oCknown values that likely approximates an index for 
which values are unavailable, The proxy is used as a "sta.nd~in" for the 
unavriilable index. 

Quinquennial military &er'Viee determination and adjWJtmentIJ. 
Prior to the Social Security Amendments of 1983. quinquennial 
,determinations (i.e" estimates made once every 5 years) weremado of 
the costs arising from the granting ofdeemed wage credits for military 
service prior to 1957; annual reimbursements were made from the 
general fund of the TreasW'Y to the HI trust fund for these costs. The 
Social Security Amendments of 1983 provided for (1) a lump-sum 
transfer in 1983 for (a) t.he CQsts arising from the pta-19S? wage credits 
and (b) amounts equivalent to the HI taxes that would have been paid 
on the deemed wage credits for military sen;ce' for 1966 through 1983, 
inclusive, if such credits had been counted as covered earnings; {2} 
quinquennial adjustments to the pre-1957 portion of the 1983 Jump-sum 
transfer; (3} general fund transfers equivalent to HI taxes on military 
deemed wage credits for 1984 and Jater to be credited to t.he fund on 
July 1 of each year; and (4) adjustments as deemed necessary to any 
previously transferred amounts representing HI taxes on military 
deemed wage crediLs.. 

Railroad Retirement. A federal insurance program similar to Social 
Security designed for workers in the railroad indust.ry. The provisions 
of the Railroad Retirement Act provide for a system ofcoordination and 
financial interchange between the Railroad Retirement program and the 
Social Security program, 

Real~wage differential. The difference between the pe:reentage 
increases. before rounding, in (l) the average annual wage in covered 
employment, and (2) the average annual Consumer Price Index. 

Reasonable cost basis. The caleulation to determine the reasonable 
cost incWTcd by individual providers when furnishing oovered services 
to beneficiaries. The reasonable cost is based on the actual cost of 
providing such Services, including direct and indirect costs of providers, 
and excluding any costs which are unnecessary in the efficient delivery 
of services covered by a health insurance program. 

Self~employment. Operation ofa trade or busine&s by an individual or 
by a partnership in which an individual is a member. 
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Self-Employment Contributions Act (SECA), Provision authorizing 
taxes on the net income of DlOst. self..employed penrona to provide for the 
OASDI and HI programs, 

Sequester, The reduction of funds to be used for benefits or 
ad.ministrative costs from a federal account based on the requiteDlents 
specified in the Gramm-Rudman-Hollings Act. 

Short-range. The next 10 yean. 

Skilled nurSing facility (SNF). An institution which is primarily 
engaged in providing aldlled nursing care and related services for 
residents who require med,i,cal or nursing care, or engaged in 
rehabilitation of itUured, disabled, or sick persons. 

SNP coinsurance. For the 21st through looth day of extended care 
service!> in a benefit period, a daily amount for which the beneficiary is 
responsible! equal tQ l/a of the inpatient hospital deductible. 

Social Security Act. Public Law 74~271. enacted August 14, 1935! with 
subsequent amendments, The Social Security Act.conaists of20 titles, of 
which four have been repealed. The HI and SMI programs are 
authorized by Title XVIII of the Social Seeurity Act. 

Special pubHc-debt obligation. Securities: of the United States 
Government issued exclusively to the OASI. Dl. HI, a.nd SMI trust. funds 
and other federal trust funds. Section ISl7(c) ofthe Social Security Act 
provides that the publi(}odebt obligations issued for put<:hase by the m 
trust fund shall have maturities flXCd with due regard for the needs of 
the funda. The usual practice in the paat has been to spread the 
holdings of specia1 issues, as of each Jtme 30, so that the amounts 
maturing in each of the next 15 years are approximately equal. Special 
public-debt obligations are redeemable at par at any time. 

Spell ot i11n~S8. A period ofconsecutive days beginning with the first 
day on which a beneficiary is furnished inpatient hospital Ot extended . 
care services and ending with the close of the first period of 60 
consecutive days thereafter in whlch the beneficiary is· in neither a 
hospital or skilled nursing facility. 

Summarized cost rate. The ratio oftha present valua ofexpenditures 
to the present value of the taxable payroll for the years in a given 
period. In this context. the expenditures are on an ineumlid basis and 

.. 
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exclude costs for certain uninsured persons, for whom .payments are 
reimbursed from the general fund of tho Treasury. and for voluntary 
enrollees, who pay a premium in order to be enrolled. The summarized 
cost rate indudes the cost of reaching and maintaining a "target" trust 
fund level, or contin~ncy fund ratio. Because a trust fund level of about 
one year's expenditures is considerOO. to be an ad0Q.uate reserve for 
unforeseen contingencies, the targeted contingency fund ratio used in 
determining summarized eost rates is 100 percent of annual 
expenditures. Accordingly. the summarized east rate is equal to the ratio 
of{a) the sum of the present value of the outgo during the period plus 
the present value of the targeted ending t.ru.st fund level plus the 
beginning trust fund level, to (b) the prescnt value of the taxable payroll 
during the period. 

Summarized income rate. The ratio of (a) the present value of the tax 
revenues incurred during a given period (from both payroll taxes and 
taxation of OASDI benefits) to (b) the present value of the taxable 
payroll for the years in the period . 

... Supplementary Medical Insurance (SMI), The Medicare program 
which' pays for a portion of the costs of physician's services, outpatient 
hospital services, and other related medical and health services for 
voluntarily enrolled aged and disabled individuals. Also known as 

. Medicare Part B. 

Tax rate. The percentage of taxable earnings, up to the maximum tax 
base, that is paid for the m tax. Currently, the percentages are 1.45 for 
employees and employers, each. The self-employed pay 2.9 percent, 

Taxable earnings. Taxable wages and/or self-employment income 
Wlder the prevailing annual maximum taxable lintit. 

Taxable payroll. A weighted average of taxable wages and t.a.xnble 
self~employment income, When multiplied by the combined empioyee~ 
employer tax rate, it yields the total amount of taxes incurred by 
employees, employers, and the self-employed for work during the period, 

Taxable self-eulployment income. Net earnings from self 
employment, generally above $400 and below the nnnual maximum 
taxable amount for a calendar or other taxable year, less any taxable 
wages in the same taxable year. 

Taxable wages. Wages paid for serVices rendered in covered 
employment up to the annual maximum tuable amoWlt. .. 
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Taxation of benefits, Beginning in 1994, up to 85 percent of an 
individual's or a ooup1e's OASDI benefits is potentially subject to federal 
income taxation under certain circumstances, The revenue derivoo from 
taxation of benefits in excess of50 percent, up to 8S per~nt. is allocated 
to the m trust fund, ' 

Taxes, See o.IPayroll taxes," 

Test orLong~Range Close Actuarial Balance. Summarized income 
rates and cost rates are calculated for each of 66 valuation periods 
within the full 7S.year lQng~range projection period under the 
intermediate assumptions, The first of these periods consists of the nut 
10 years. Each succeeding period becomes longer by 1 year, eulminating 
with the period consisting of the next 75 years. The long·range test is 
met if, for each of the 66 time periods. the actuarial balance is not less 
than %ero or is negative by. at most, a specified percentage of the 
summa.ri.%ed cost rate for the same time period, The percentage allowed 
for a negative actuarial balance is 5 percent for the full 75-year period 
and is reduced uniformly for shorter periods, approaehing ZerO as the 
duration of the time periods approaches the first 10 years. The criterion 
for meeting the test is less stringent for the longer periods in recognition 
of the greater uncertainty associated with estimates for more distant 
years, 

Test of Short-Range Financial Adequaey, The conditione required 
to meet this test are as follows: If the trust fund ratio for a fund exceeds 
100 percent at the beginning of the projection period, then it must be 
projected to remain at or above 100 percent througbout the 10·year 
projection period; alternatively, ifthe fund ratio is initially Jess than 100 
percent, it must be projected to reach a level of at least 100 percent 
within 5 yea.ra (and not be depleted at any time during this period) and 
then remain at or above 100 percent throughout the remainder of the 
10·year period, This test IS applied to trust fund projections made under 
the intermediate assumptions. ' 

Trust fund. Separate accounts in the United States Treasury mandated 
by Congress whose as.&ets may only be used for a specified purpose. For 
the In trust fund, monies not withdrawn for ~t benefit payments 
and administrative expenses are invested in interest-bearing federal 
securities, as required by law; the interest earned is also deposited in 
the trust fund . 

.. 




Glossary 

Trust fund ratio. A sbort-range measure of the adequacy of tbe trust 
fund level; defined as the assets at the beginning of tbe year expressed 
as a pen:entage of the outgo during the year, 

Unit input intensity allowance. The amount added to or subtracted 
from the hospital input pric.e index to yield the FPS update factor, 

Valuation period. A period of years which is considered as Ii unit for 
p~ of calculating the status ofa trust fund. 

Voluntary enrollee. Certain individuals aged 65 or older or disabled, 
who are not otherwise entitled to Medicare who opt to obtain coverage 
under Part A by paying a monthly premium, 

Year of exhaustion, The first year in which a trust fund is unable to 
pay benefits when due because the assets of the fund are exhausted . 
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Append~B 

E. STATEMENT OF ACTUARIAL OPINION 

It ie: my opinion that (1) the teclmiques and methodology used herein to 
evaluate the financial status of the Federal Hospital Insurance TrUst 
Fund are baaed upon sound principles of actuarial practice and are 
ge~erally ncwptCd within the actuarial profession; and (2) the 
assumptions used and the resulting actuarial estimates are, in the 
aggregate. reasonable for the purpose of evaluating the financial status 
of the trust fund, taking into consideration the experience and 
expectations of the program. 

Althougb the flSsumptions used are reasonable. mum of the available 
evidence suggests that they may not be optimal, In particular, the 
likelihood ofa future result that is more adverse than the intermediate 
projection may exceed the likeliliood of a more favorable result. 
Similarly, an outcome more adverse than the higb cost projection may 
be more probable than one that is better than the low cost projection. 
This concern is exaoorbated by the adoption in this year's annual report 
of new sbort·range real wage assumptions that are significantly more 
optimistic than those used in recent annual reports-and that have 
rarely heen matched by actual et:onomic performance over the last 25 
years, 

The future cost of the Hospitallnsura.nee program is very uncertain and 
reasonable people can disagree concerning the most probable economic 
and demographic trends, For these reasons, projections are shown in 
this report under three different sets of assumptions intended to 
illustrate a broad range of possible outcomes. Readers are cautioned not 
to focus solely on just one &etof assumptions but rather to recognize that 
any res:ult within the range shown can reasonably be expecle:d to occur. 

As noted in this report) the HospitallnsurancEi trust fund is projected to 
be seriously out of financie.1 balance under all three sets ofassumptions, 
Thus, regardless of the specific assumptions used. the need for prompt 
attention to the fund's financial imbalance is apparent. 

n,eL"IS~ 
Richanl $. Foster 
Fellow, Society <>fActuaries 
Member, American Academ:t ofActuariet 
Chief Actuary, Health Care Firumcing Administration 
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LOVERVIEW 

A- INTRODUCTION 

The Hospital Insurance (In) program, or Medicare Part A, helps pay for 
hospital. home health, skilled nursing facllit:y> and hospice care for the 
aged and disabled. The HI program is: financed primarily by payroll 
taxes paid by workers and employers. The taxes paid each year arc used 
mainly to pa.y benefits for Cun'Mt beneficiaries. -Income nat cW1ilntly 
nOOded to pay benefits and related expenses is held in the HI trust. fund, 
and invested in U.S. Treasury securities. 

'The Board ofTrustees was established under the Social Security Act to 
o~ersee the financial operations of the HI trust fund, The Board is 
composed of six members, }t~our members seTV0 by virtue of thtlir 
positionB in the FederaJ Government: the Secretary of the Treasury who 
is the Managing Trustee, the Secretary ofLabor, the Secretary ofHealth 
and Human Services. and the Commissioner of Social Security. The 
other two members are appointed by the President and confirmed by the 
Senate to serve as Public Truatees. Stephen G, Ke11iaon and Marilyn 
Moon began serving on July 20, 1995. The Administrator of the Health 
Care Financing Adtninistration (HCFA) is designated as Secretary oftM 
Board" ' 

The Social Security Act requires that the Board report to the Congress 
annually on the financial and actuariallrtatus of the Hl tI"USt fund. This 
1999 report is the 34th to be submitted. Due to uncertainty about the 
future, th'e financial condition of the HI trust fund is examined under 
three alternative sets of assumptions: "low cost,'" "intermediate," and 
"high oo!>l" These alternatives are intended to illustrate a reasonable 
range of possible OUtcomes. The intermediate set of assumptions 
represents the Trustees' best estimate of the expected rutll.l'C economic 
and demographie trends, The report describes both the near term 
financial outlook and the longer «<rm outlook throughout a 75<>'car 
valuation period. 
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Overview 

B. mGHLlGH'I'S 

The mlijor findings of this report are summarized beiow. t;nles8 
otherwise noted, all estimates are, baaed on the intermediate 
asaumptions. " 

, 
• 	 HI income e10000.oo program expenditures by U.8 billion in calendar 

year 1998-"-the first trust fund surplus sinee 1994, Income exceeded 
expectations as a result of robust economic growth and expenditures 
decHned due to the implementation of the Balanced Budget Act of 
1997, low increases in health care costs generally, and centinuing 
efforts to combat fraud and abuse in the Medicare program. 

• 	 Income is.projected to continue to exceed expenditures for another 
eight years. Then by drawing down on trust fund asaeta, the 
program could continue to pay benefits for several more years., 
Under"41termediate assumptions. the HI trust fund is estimated to, 
be depleted in 2015, a substantial improveme~t over prior estimates. 

• 	 In 1998, the HI program provided protection against the coats of' 
hospital and other roedical care to about 39 million people. 
Approximately 22 percent of these individuals received 'medical 
services covered by ill during the year and totaJ HI benefits on their 
behalf amounted to $134.0 billion. 

• 	 There are expected to be 3.6 workers per H( beneilclary when the 
baby boom generation begins to reach age 65 in 2010. Then the 
wark.eribeneficiary ratio is expected to rapidly decline to 2.3 in 2030 
as the last of the baby boomers reaches age 65. The ratio is expected 
to continue declining thereafter (but more· gradually) as life. 
expectancy continues to lengthen. 

, 
• 	 HI expenditures are projected to grow rapidly as a fraction of 

'. 

workers' earnings, from 3,2 percent in 1998 to 6.8 percent in 2070. 
As a fraction of the Gross Domestic Product (GDP), expenditures' 
would grow somewhat more slowly, from 1.6 percent in 1998 to 
3,0 percent in 2070. 

• 	 Projected ill tax income would moot only a declining share of' 
expenditures under present law, Tu ineome is expected to equal 
97 percent of expenditUl"'eS in 1999 and 86 peroont in 2015 (when the 
fund is estimated to be depleted}, and would cover about one-half of 

. costs 75 years from now. . 
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Highlight8 

• 	 The time gained by the later depletion orille HI trust fund must be 
used productively to determine effective solutions to the remaining 
'ong-range problems. The development of further reforms should 
occur in the relatively near futu.re. We believe that solutions can and 
must be found to ensure the financial integrity of the HI program in 
both the short term and the long term. Prompt, effeeiive, nnd 
decisive action is ne<:69sary to build upon the strong swps taken by 
the Balanced Budget Act. of1997. 

Key HI Data for Calendar Year 1998 

• 	 HI covered 33 million aged and 5 nul1ion dJsabled beneficiaries. The 
total number of HI beneficiaries increased by 1.l.pereent in 1998, 
and by 19.3 percent over the last 10 years. 

• 	 HI benefits amounted to $134,0 billion, 8 3 percent decrease over the 
prior year. Average expenditures per HI enrollee decreased by. 
.( percent to $3.460. 

• 	 Adminietratiw costs were 1 JX!Tcent of program expenditures:.. 

• 	 Summary of HI trust fund operations in 199B (in billions); 

Fund Assets: (12131197) $115.6 

Income 140.5 

Expenditures 135.8 

Fund Assets (12131198) 120.4 


Net Change in AsBtlts 4.8 

• 	 Payroll taxes. paid by 153 million covered workers. accounted for 88 
percent of total HI income, Interest represented 6 percent and 
rtlvenue from the income taxation of Social Security benefits was' 
another 4. percent. The remaining 2 percent wilS received from 
misceUaneous sources, primarily premiums paid by uninsured 
persons to enroU in the HI program. 

• 	 Payments for the costs of fee-for-aeme.:: inpatient hOBp~tal care 
represented 64 pereent of HI benefits. Skilled nursing and home 
health care aeeounted for another 19 percent of the rota!. Payments 
to ma.naged care plans represented another 15 percent and hospiee 
benefits accounted for the final 2 percent. 

3 



Overview 

C. 1998 TRUST FUND FINANCIAL OPERATIONS 

Total HI income in calendar year 1998 was $140.5 billion and total 
expenditures were $135,8 billion. The assets of. the fund therefore 
increased by a net total of $4,8 billion. As of December 31, 1998 the HI 
trust fund had $12OA billion in assets. 

1: Income 

The $140.5 billion in income received by the HI program last year was 
derived from the following sources: 

• 	 PayrQIl taxes. The primary source offinancing for the HI program 
is the payroll tax on covered earnings. Employees and their 
employers eacb pay 1.45 percent of earnings.. while self..employed 
workers pay 2.9 percent of their net income.' HI payroll taxes 
amounted to $124.3 billion in calendar year 1998 or 88 percent o( 
total HI income. 

• 	 Inten:Ht. Interest income oU9,1 billi!)n was pctid in 1998 on the U,s. 
Treasury securities held by the trust fund. It accounted for 6 percent 
of HI revenue: The average rata of interest earned on trust fund 
assets in 1998 was 7.9 percent. 

• 	 ToxatiQU of benefits, A portion of the Federal ineome tax(lS that 
people pay on their Social Security benefits is allocated to the HI 

" truSt fund. In 1998, $5.1 hiUion was deposited in the trust fund from 
taxation ofSocial Security benefits. aceounting for 4 percent of total 
HI income. 

..Qlllu. An additional $2,1 billion in miAceUaneouA revenue, 
representing 2 ~ntoftota1 HI income, was also received in 1998. 
(See' section II.B for a discussion of these items,) 
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Trust Fund Financial Operatwns 

FIgure LC1.-Hllncome In C.laruiar Year 19'98 
lin billloos) 

! 

OINIr 52.1 

$I'" '''' 
2. Expenditures 

The HI fund spen/; $135.8 biUion in calendar year 1998. The major 
expenditures were: 

• 	 Benefit payments, Benefit pa}'"IOenta represented 99 percent of HI 
outlays. About 64 percent ofSUch payments were for fee-for-service 
inpatient hospital services. Hospital payments, which have been 
increasing at about B 5 percent annual rate in recent years, 
decreased by 4 percent in 1998, Payments to skilled nursing 
facilities and managed care plans, while much smnner than hospital 
payments. had generally been increasing at double digit rai;ea, In 
1998, skilled nursing costs increased by 7 percent, A 27 percent 
dect"ea.&e in home health expenditures in 1998 primnrily reflects the 
first year in which B substantial portion of home health oosts are 
transferred to the SMI program under the Balanced Budget Act of 
1997. Expenditures for h09pice care remained about the same as in 
1997. 

• 	 Administratiye exDenses, Administrative expenses represented 1 
percent of HI outlays during 1998. These expen.ses included not only 
federal waries and related expenses but alan funds to support the 
fia.cal intermediaries (generally insurance oompanies) that assist in 
administering HI: These expenses also included costa of the health 
care fraud and abuse control program. M provided for by the Health 
lnaurance P~rtabi1ity and Accountability Act of 1996. 
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Overview 

Figure I.C2.-H1 EM~ In Calendar Year 1998 
lin bdliOns) 
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Economic and Demographic AssumptiDIl$ 

D. ECONOMIC AND DEMOGRAPHIC ASSUMPTIONS 

Actual future expenditures will depend on a number of factors, These 
factors include the size and composition of the population eligible for 
benefits, hospital and skilled nursing facility admission rates, home 
health agency visit rates:. and changes in the price per service. Future 
income will depend on the size and characteristics of the covered work 
force and the levcl of workers' earnings, TheB(! factors win depend in 
tum upon future hirth rates, death rates, labor force participation rates, 
wage increases, and many other economic and demographic 
circumstances affecting the HI program. 

To illustrate the uncertainty and sensitivity inherent in estima.tes of 
future program operations, projedions have been prepared under a 40w 
cost" and a "'high ooirt" set ofassumptions in .addiuon to the intermediate 
aaswnptions. For simplicity efpresentation, much of the analysis in this 
overview centers on the projections under intermediate assumptions., 
However, it is important to recognize that aetua1 conditions are very 
IikeJy to differ from that scenario or any other specific set of 
assumptions, 

Some of the key demographic and economic variables that determine HI, 
costs and income are common to the Old~Age. Sun;vors, and Disability 
Insurnnce (OASDI) program and the Supplementary Medical Insurance 
(SMI) program and are explained in detail in the report of the Board of 
Trustees of the OASDt program. As shown in table 1.D1 below, these 
include changes in the Consumer Price Index (CP!) and wagcs, rea1 
interest rates. fertility rates, and life expecr..ancy, ("Real" indicates that 
the effects of inflation have been removed.} The assumptions vary, in 
most cases, from year to year during the first 5 to 25 years before 
reaching their so-called "ultimate" values for the remainder of the 
75-year projection period. These ultimate values are shown in 
",ble I.Dl. 

TebJe 1.o1.-tJltlrnel. Auumptlont 

HIQbCosi 
AnrnJaI pereol'llaQli dlll1'Q8ln: 

Cofl$l.l'Tlllr Pricli Il'r:ItU: (CPt) .., 
A\I8n1I111 ~ 11'1 «MImd employmerll .." , " 3.7 '.7 

Reat-wige dl"-Nlel itlOtoWIf) _,. ....• .,'" 0.' 1. 

Ralll J!'I!etHt fliIfI {p(!re\lnl) , . ... . ..... " _'" 30 3.7 " 

Fen lily IIIIl {ti;ldmn p(!r WQI"I\tIfll 1.' :< :I 1.6 

U1e ~1'IC:y1t1 tMrth in 2015 fOOll'ib<l'CId ave.'9Q& 


lor men and 'l\<'I!men. in mri\ ' , " ", .... , 61.8 
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O!)froiew 

Other asSumptions am specific to the HI program. One critical 
assumption is: the rate ofincrease in the oost ofHl..covered health care 
services, Under the intermediate assumptiODB, the rate of increase in' 
the coat per unit of service during the initial2S'year period. is assumed 
to decline gradually from the recent past levels to the same growth rate 
that is projected for average hourly ertrni.n.gs and then to continue at the 
av'erage hourly earnings rate for the following 50 yeats. For the high 
cost aasumptions, the annual increase in program coSts (relative to 
taxable payroll) during the initial 25--year period is a88umed to be two 
percentage points greater than under the intermediate assumptions. 
Under Jow cost assumptions. the increase during the same period is 
aSiJumed to be two percentage points less than under intermediate 
assumptions. The two percent differentials for the high and low 
assumptions are assumed to decline gradually untll2048 when the same 
rate of increa.se in program costa (relative to taxable. payroll} is assumed 
for all three sets of assumptions. 

While it is reasonable to assume that actual tnlBt fund experience will 
faU ~'jthin the range defined by the three alternative sets of 
assumptions, no definite assuranoo can be given in Jight of the wide 
variations in experience that have occurred since the beginning of the 
program. In general, a greater degree of confidence can be placed in Ute 
assumptions and estimates for the earlier years than for the later years. 
Nonetheless, even for the earlier years, the estimates are only an 
indication ofthe expected trend and the general range offuture program 
experience, 
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l()..Year Actuarial Estimate. 

E. 1l).YEAR ACTUARIAL ESTIMATES 11999·20/18) 

The Balanced Budget Act of 1997 and subsequent developments in 1998 
have improved the ahort-range financial status.of the In trust fund 
substantially. Even 80, the financial outlook for the HI trust fund 
remaioa somewhat tenuous in the short range. Prior to the Balanced 
Budget Act, III expenditures were estimated to grow at an average rate 
of over 8 percent. During 1998 through 2002, the Act reduces annual 
growth to an estimated average of" percent. Thereafter, however, 
expenditure growth is expected to return to the level of about 6 percent, 
The deceleration during 1998-2002 allows In income to "catch up" 
temporarily, creating small surpluses each year in the fund operations, 
After 2002, these surpluses would decline until turning to deficits in 
2007 and later. By 2008 there would be a $5 billion shortfall in that 
year alone, 

Ftgura I.E1 •.....f-I1 Expenditure. and tncome 
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The Balanced Budget Act. reduced the rate of growth in HI eXJl«nditures 
Uuougb a combination of measures. New prospective payment systems 
are being established. for Medicare payments: to skilled nursing facilities. 
home health agencies, and certain hospitals not already reimbursed 
under such arrangements. In addition, annual payment updates for all 
HI health care provideJ"B are conBtrttined. Finally, the m~ority of bome 
health care services are reclassified as an 8Ml benefit, shifting the cost 
ofBUch services over a 6-year period from the III trust fund to the SM! 
trust fund. 
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Oueroiew 

Under pr-esentJaw, the ill program would still be able to pay benefits for 
a number of yeatS despiUi the projected. deficits because it can draw 
upon the current $12{) billion trust fund. Without cor:rectlve legislation. 
however. the nss,ets an! projected to increase through the year 2006 and 
then progressively decline until beeoming exhausted in calendar yeat 
2015, as illustrated in figure.LE2. To the extent that actual futUJ'l:! 
eonditions vary from the inUirmediate BSSUmptions. the date ofdepletion 
would vary significantly from this estimate. 

AllUre LE2.-HI TfU.ft Fund Ae.... lit End of Yoar 
lin bllIionlJ 
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Table LEI presents the projected operations of the HI trust fund under 
the inUirmediate BBsumptions for the next decade. At the beginning of 
1999. HI easets were somewhat below the level of annual program 
expenditures. The Board ofTrustees has reoommended that assets be 
tnaintained ~t a level at least equal to annual expenditures, to serve as 
an adequate contingency reserve in the event of adverse eeonomic or 
other conditions. This represents a more stringent standard than just 
maintaining a positive balance. 

Based on the projection shown in table tEl, the Board of Trustees 
applies an explicIt test'of short-range financial adequacy, wbich is 
descn1Jed in sedWn ILD of this report. The HI trust fund does not meet 
this teat, although by a relatively narrow margin. 

1. 
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Teblel.El.-Ellllrrnlted Openrtkm. 01 the HI Trut! Fund Under Irrtfll1'tled1late 

A.'umplkmt, Ca:lend,f Years 1998·2008 


{Dollar 8m(lVOt/i h billicJnsJ 


Ratio 01 aMeli fO 
T(lJ,J1 CNmgB m 1'I;q)e">doIl..I1Ul' 

~!lrWllt TOOlloi9ma fI!'iO!UIG!!MmlI... lund f.n:lAl ~..lPIIMnn 

$140.$ $135.$ ... S120,4, ..'.... 
145:7 ,"'-' 0.5 lat9,.., "" 150.8 t42.~ 12U '" 
157.3 ISO.8'''''' ..'" "., .." ,.,. 151.2 ~1 1012.1:1 sa"'" t1t.O •., 147.9 sa"'" Htt.6 " 11..•• 4.' ".2"'" !S1.3 ,... 21 ",. " """ 100.1 ,,,., 155.0 19 .,,, 0.' " 

152.1 
2151 ...$9 ~, H7,8 09 

'Ratio o! _1$ In 1M lUnd at!h.s I»gfnfllng of the YIIIU 10 IIxpenditures diII'Ir'I,lllw year. 

"'" ""., ..., ."" 14 

"'" lftgures'Q( 1m !$pI1IMnl actuQl '~lInCe 

~I&: Totals«- no! M¢(Iuarll~ 8QU8"llhi! 100000i rounded COl'lWOl'llnl.l. 

The estimates shilWn in table I.El represent a substantial improvement 
from those shown in the 1998 annual report.. The improvement arises 
from higher payroll tax revenues in 1998 than had been estimated and 
lower benefit expenditures, together with adjustments to proJected 
inoome and expenditure growth for the future based on this experience. 
Robust economic growth in 1998 led to the significant increase in HI 
payroll tax revenues. Lower ill expenditures reflected the 
implementation of the Biilanced Budget Ad. of 1997, low increases in 
health care costs generally, and continuing efforts to combat fraud and 
abuse in the Medicare program. In 1998, HI income exceeded 
expenditures by $4.8 billion-the first time in 4 years that the trust fund 
hUB experienced a positive cash flow. 

The assetB of the HI trust fund would be depleted in 2015 under the 
intennediate assumptions:. Under the low cost assumptions, trust fund 
assets would increase steadily throughout the next 10 years (and 
beyond). Under the high cost assumptions depJetion would Decur in 
2007. The fact that exha.ustion is likely to occur in the relatively near 
future indicates the importance of addressing the HI trust fund's 
remaining financial imbalance through additiGnallegislation that builds 
on the strong steps taken by th~ Bruancad Budget Act of 1997. , 

u 
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F. 7S·YEAR ACTUARIAL ESTIMATES (1999-2078) 

Each.year, estimates of the financial and actuarial status of the HI_ 
program are prepared for tho next 75. years. Although financial 
cstimates for periods aa long as 75 years are inherently uncertain. the 
results can provide valuable information for policy makerS. In 
particular, such estimates can indicate whether the program-as seen 
from todaya vantage point-is considered to be in satisfactory financial 
condition. 

Income and expenditure amounts are ahown relative to the earnings in 
covered employment that are taxable under the HI program-referred 
to as ~able payrolr'-because of the difficulty in comparing dollar 
values for different periods: without some type of relative scale. The 
ratio of tax income (including both payroll taxes and income from 
taxation of Social 8e<:urity benefits) to taxable payroll is called the 
"income rate" and the ratio ofexpenditures to taxable payroll is tho "OO5t· 
rate." 

Flgure 1.F1.-t..ong..Aenge Hl Income and Coat ea a Parc8ntllge ot Taxable Payroll, 
rntormodlatfJ As.~mpUon. 

'''' 
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Although the Jong~range financial outlook for thc HI program haa 
improved aignificantly aince the 1998 report. the program remains 
seriously underfunded over the next 75 years. Income rates are 
projected to remain fairly steady while cost rates sharply escalate 
between 2010 and 2030 and continue to increase throughout the period. 
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7S'year Actw;tJ"ird Estimates 

Sin~ m payroll tax rates are not scheduled to change in the future 
Under present law. payroll tax income as a percentage of taxable payroll 
will remain constant at 2.90 percent. Income from taxation of benefits 
will increase only gradually as a greater proportion of Social Security 
beneficiaries become subject to such taxation over time, Thus the 
income rate is not expected to increase significantly over CUI'TCnt levels. 

Flguf'O tF.2.-Workera Per HI BfII'\Iflclary 

IBased on InIOrmlSdiaUt assumptlonsj 
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The COBt rates, though, will sharply eBcalate due to the retirement of 
those born during the 194&-1965 baby boom. For the most part, cutrent 
ben(lfits are paid for by current workers. The retirement of the baby 
boom generation will therefore be financed by the reJatiV(l:ly small 
number of persons born aft.e.r the baby boom. For example, in 1998 
there were 39 million beneficiaries with 153 million workers to support 
them. In 2030 as the last baby boomer turns 65. there would be an 
estimated 76 million beneficiaries with 177 minion workers to support 
them. This means that every beneficiary in 1998 had 3.9 worke-rs to pay 
for their HI benefit, but in 2030 there would be oDly about 2.3 workerS. 
The ratio would then rontinue to decline until there are only 2 workerS 
per beneficiary by 2070. 

The year·by*year cost rates and income rates carr be summarized into 
single values I'CpNsenting, in uffeet, the average value over a given 
period, (Section II,E and BCction IIl.F describe how these summariud 
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values are ca.leu1ated.) The difference between the summari%ed income 
and cost rates is e.alled the "actuarial balance," This measure vanes 
from a surplus ofO,1 percent to a deficit of 4,1 peroont of taxable payroll 
for the 75-year period based on the range O'f assumptions: usOO in this 
report. The actuarial balance baa traditionally been used 88 a 
convenient single mCll8urement to summariz:e the financial status of the 
program, It can be interpreted as the amount ofcbange in the tax. rate 
that would be required to bring the program into balanee if nO' other 
changes were made. (See sc'ction II for detaJls and Hmitationa of 
summary measures.) 

Based on the intermediate QBsumptions, an actuarial balance deficit of 
1.46 pen:ent of taxable payroll is projected for the 'is-year period, 
representing the difference between the summarized income rate of3,26 
percent and the corresponding cost rate of 4,71 percent. This deficit is 
roughly one--third the level estimated prior to the Balanced Budget Ac:t 
of 1997 and also represents a significant improvement from the deficit 
of 2,10 percent of payroll estimated in the 1998 aruma.) report, To 
correct the remaining financial imbalance, the 2.90 percent payroU tax 
(for employees and employers combined) would have to be immediately 
increased to 4,36 pen:ent or expenditures would have to be reduced by 
a corresponding amount (or some combination ofsuch changes). 'The HI 
program thus fails by a wide margin the Trustees' long·range 
test-discussed in section II-which is bll8ed on the actuarial balance. 
The test is barely met under the low cot)t assumptions. The fact that the 
trust fund is projected to be in or near deficit under a broad range of 
economic and demographic assumptions reinforces the importance of 
,addressing the remaining long-range imbalance through further 
corrective legislation. 

• 
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G. CONCLUSION 

The ftnancial projections shown for the m program in this year's report 
represent a considerable improvement over those shown last year, The 
improvement arises from higher payroU tar: revenues in 1998 tban had 
been estimated and lower benefit expenditures, together with adjust.. 
ments to projected income and expenditure growth for the future based" 
on this experience. The higher payroll taxes in 1998 resulted from robust' 
economic growth. particularly the rapid growtb in the lal:>or force, 
Lower HI expenditures reflected the implementation of the Balanced 
Budget Act of 1997. lew increases in health care costs generally, and 
continuing efforts to combat fraud and abuse in the Medicare program. 
In 1998, HI income exceeded expenditures by $4.8 billion-the firat time 
in 4 years that the trust fund has experienced a positive cash flow . 

., 
Collectively, these impacts are estimated to postpone the depJetion of 
the Hl trust fund from 2008 WltiJ 2015 and to reduce the long~range HI. _ 
actuarial deficit by nearly one-third (from 2.10 percent ofwahle payroll 
to 1046 percent), based on our intermediate set of assumptions. These 
are substantial and welcome improvements in the financial outlook for 
the HI program, 

Even with these important improvements, however, the m program 
remains out of financial balance-modestly so in the short range but 
substantinlly so in the long range. As we have reported since 1992, the 
Hl trust fund does not meet our short-range test of financia.l adequacy. 
although the test is failed hy a relatively small margin this year. Baaed 
on our intermediate assumptions, income is projected to continue to 
slightly exceed expenditures for the next 8 years but to faR short by 
steadily increasing amounts in 2007 and later. While these shorlfalls 
can be met by redeeming trust fWld nsacts. future income and assets 
would be suff'tcient to support projected program expenditures only until 
2015 under the intermediate assumptions, Thus, without additional 
legislation, the fund would be exhausted in the no~distant 
future-initially producing payment delays. but very quielcly leading to 
a curtailment of health care services to beneficiaries, 

The long~ra.nge actuarial deficit is now only one-third of its level as 
projected prior to the Balanced Budget Act-a major improvement. 
Even so, the long~range outlook remains unfavorable. The HI program 
still fails by a wide margin to meet our long-range test ofclose actuarial 
balance. To bring the HI program into actuarial ba.lance, over just the 
next 25 years Wlder the intermediate assumptions: would require either 
that outlays he fw1her redueed by 11 percent or that income be 
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increased by 12 percent {or 8Om~ combination of the two). throughout 
this ::!l';-year period, That is, the CW"Tent HI payroll tax of 1.45 percent 
{for employees and employers, (lath) would bave to be immediately 
raised to aoout 1,65 percent, or benefits reduced by a comparable 
amount. Over the full 75-yenr projection period, substantially greater 
changes in income and/or outlays are needed, in large part as a result of 
the impending retirement of the baby boom generation, Starting in 
about 2010, the ratio of workers to HI beneficiaries: will begin to decline 
from its Cl.ll"I'e1lt level ofabout 4 to 1. rapidly reaching a ratio ofabout 2 
to 1. 

The Medicare changes in the Balanced Budget Act build upon past 
measures to reduce growth in expenditures, by introducing now 
prospective payment systems for providers orHl services that previously 
received cost-based reimbursements and by limiting payment increaaea 
to all HI providers. Such legislation constrains growth in HI 
expenditures while encouraging increased operating efficiencies by' 
providers, Further improvement in the Hi tnutt fund's financial position 
is attributable to the transfer of a. substantial portion of home health 
care services from HI to SM!, although this change increases 8M! costs 
correspondingly, These changes, substantial as they are, a.re only 
sufficient to enable payment of HI benefits over roughly the next one 
and a half decades. More far-reaching measures will be needed to 
prevent trust fund depletion as the baby boom generation reaches age 
65 and starts rec.eiving bene~ts, 

Consideration of further reform measures must :recognize that the 
nation's health care system is changing rapidly. The performance of 
alternative modes of treatment and a.erviee delivery over the next few 
years, in both quality and cost, should provide new information thot will 
contribute to better legislative decisions regarding the long-range 
outlook for HI. While we continue to believe in the critical need to 
address the m program's long~ra.nge financial imbalance, We also 
reoogniz.e that solutions determined and implemented today will likely 
need adjustment over time to match new cireumstaoces and conditions 
as they evolve in the future. 

The time gained by the later depletion ofthe rn trust fund must be used 
productively to determine effective solutions to the remaining 
long~range problems. The National Bipartisan Commission on the 
Future of Medicare, although failing 00 reach consensus on specific 
recommendations, has helped set the stage for this effort by their 
development of a wide array of potential cost-reducing measures. 
Consideration of further reforms should oceu.r in the relatively near 
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future. The unexpectedly favorable conditions that result in the 
anticipated smal1 trullt fund surpluses over the nen several years could 
change and deficits could recur sooner than projected, Solutions win 
need not only to restore balance ootween income and expenditures but 
also to rebuild assets to a leve1 sufficient to serve 118 a contingency 
reserve against unforseen fluctuations, In addition, the sooner solutions 
are enacted, the more flexible and gradual they can 00. FfnalJy. the 
early introduction of further reffmDB increases the time available for 
affecWd individuals and organi.z.ations-including health care providers, 
beneficiaries, and t.axpa~:rs-to ru.ijust their"expectations. 

The projections shown in this report, while encouraging in comparison 
to prior estimates, continue to demonstrate the need for timely and 
eftCdive action to address the remaining financial imbalance facing the 
HI'trust fund. We believe that solutions can and must be found to 
ensun the financial integrity of the HI program in both the short term 
and the long term. Thus. we urge the nation's policy milkers to build 

'I, 
" 	 upon the strong steps taken by the Balanced Budget Act of 1997 and to 

take further proxnpt, effective, and decisive action. 
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II, ACTUARIAL ANALYSIS 

A. MEDICARE'AMENDMENTS SINCE THE 1998 REPORT 

Since the 1998 Annual Report was transmitted to Congress on April 28, 
1998, there have been no legislative changes enacud which would have 
a significant effect on the financial status of the HI trust fund, 

B, NATURE OF THE TRUST FUND 

The Federal Hospjtn1lnsuranee Trust Fund WI!l.6 establiahed on July an, 
1965, as a separate account i.n the United StaLes Treasury. Al) the 
financial oPerations of the HI program are handled through this fund. 

The primary source of income to the trust fund is amounts appropriated 
to it under permanent authority on the basis of taxes paid by workers. 
their employers. and individuals with self-employment income, in work 
covered by the In program. The coverage of the HI program includes 
workers covered under the OASDl program, those covered under the 
Railroad Retirement program, and certain federal. state, and local 
employees not otherwise covered under the OASDl program. 

All employees in employment covered by the program and their 
elnployers are requited to pay taxes on the wages of individual workers, 
including cash tips. All covered self-employed persons are required to 
pay taxes on their net se~f.employment income .. 

Hl taxes are payable en n covered individual's total· wages and 
self-employment income, without limit. For calendar years prier to 
1994, taxes were computed on one's annual earnings up to s specified 
maximum annual amount, called the maximum, tax base. 

The HI tax rates applicable to taxable earnings in each of the calendar 
Y€l8rS 1966 and later at(! shown in table ILB1. For 2000 and later, the 
LaX rates shown are the rates scheduled in the provisions of present law, 
The tax bases for 1966-1993 nre also shown. 

,. 




Actuarial Analysis • 

Table 1I.91,....,.To Retee and Maxlml,.lm To B..... 

T."... 
iPm;en! 01 bbll umirml _... 

Calendar YmJ Mtx!mwn 1UJ,/Btt___ tr!IIlIoyJm. mh Se!t"!lmpiom 

Past~n:::e;,_ ~,.,... ..- •." .... .... 
1968-71 .,-"" ' 0'.111) .... ,,,. ,.." .... 
,m ,.- '''' ,., '.00 
1974 13,200 .., ....•.., ....1975 14,100 

15,300 0." 0."''''' 16,600 0..'''' 0." ..,'m 17,700 , '.00 
ZI.OOO ,... ..05"m 
25.000 1Jj, '.116,""" ".100 ,,. ..,'''''"'""'2 ..35,700 - ''''' ,,. '''''''''' P.«¥! ''''' 2...'''' ,....."as 2.10 

1986 _'000 'A' '" 2.",..","'" ".."'''' .. 45,000 1.45 2."lA, 2.90".. ".000 ,.,!.i1,3OO 1.45''''' ,..' 125,000 1.45 ,,. 
'm ,30-"" 1.45 ,.... ',45 ""135,00:> '90 ,... '90M "'" '...... 

~ in plllsanllhr 
200Q&- no limit 1,45 2,00 

All taxes are collected by the Internal Revenue Service and deposited in • 
the general fund of the Treasury aa internal revenue collections, The 
taxes received are automatically appropriated, on an estimated basis, to 
the truat fund, The exact amount of taxes received is not known initially 
since HI taxes, OASD! taxes, and individual income taxes are not 
separa.tely identified in collection reports received by the Treasury 
Department, Periodic adjustments nrc subsequently made to the extent 
that the estimates are found to differ from the amounts of taxes actually 
payable on the basis of reported earnings. 

Up to 85 percent of an individual's or couple's OASDI benefits may be 
subject.- w federal il'lcome taxation if their income exceeds certain 
thresholds. The income tax revenue attributable to the first 50 percent 
of OASDl benefits is allocated to the OASI and Dl trust funds. The 

.. 
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revenue associated with the amount between 50 and B5 percent of 
benefits is anocated to the HI trust fund. 

Another substantia) oource of trust fund income is interest credited from 
investments in government securities held by the fund. The investment 
procedures of the fund are described later in this section. 

The income and expenditures of the trust fund are also affected by the 
provisions of the Railroad Retirement Act which provide for a system of 
coordination and financial interchange bet.ween the:Rail.road Retirement 
program and the HI program. This financial interchange states that the 
Railroad Board and the Secretary of Health and Human Services (HHSl 
detormine a transfer which would place the HI trust fund in the same 
position in which it would have been ifrailroad employment had always 
been covered under the Social Security Act. 

The Sodal Security Act grants certain wage credits to individuals who 
serve in the military" Section 217{g) of the Act pnwidea for periodic 
transfers bet.ween the general fund of the Treasury and the HI trust 
fund, if needed to adjust prior payments for the COStS arising from wage 
credits granted for military service prior to 1957. Section 229(b) 
authorizes annual payments from the general fund of the Treasury 
equivalent to the combined employee and employer payroll wea that 
weuld be paid on the cu:rrent year's wage credits if such credits were 
covered wagM. 

Two sections of the statute authorize HI benefits for certain uninsured 
persons aged 65 and over. Section 103 of the Social &curity 
Amendments of 1965 provided entitlement to HI benefits to almost all 
persons aged 65 and over, or near that age, when the HI program began 
operations. Section 278 of the Tax Equity and Fi.scal RcsponsiblHty Act 
of 1982 added similar transitional entitlement for those federal 
employees who would retire before having a chance to earn sufficient 
quarters ofMedicare-iluaJified federal employment, The costs of such 
coverage, including administrative expenses, are paid initially from the 
HI trust fund, with subsequent reimbursement from the general fund of 
the Treasury. 

Section 1818 of the Sodal Security Ad: provides that certain persona not 
eligible for HI protection either on an insured basis or on the uninsured 
basis described in the previous paragraph may obtain protection by 
enroUing in the program and paylng,a monthly premium. 
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Section 201(i) of the Social Security Act authorizes the Managing 
Trustee to accept and deposit in the trust fund unoonditlonaJ money 
gifts or bequests made for the benellt of the fund or any activity 6.n.aneed 
through the fund. 

Expenditures for benefit payments and adminiatrative expenses under 
the HI program are paid from the trust fund. All expenses incurred by 
the Department ofHHB. the Social Security Administration (SSA), and 
the Treasury Department in carrying out the provisions ofTitle XVIII 

. of the Social Security Act pertaining to the HI program and of the 
Internal Revenue Code relating to the eollection of taxes are charged to 
the trust fund. The Secretary of HHS certifies benefit payments to the 
Managing Trustee, who makes the payments from the trust fund. 
Administrative expenaes are allocated and charged to each of the four 
trust fund&-OASI, DI, HI. and SMI-on the basis of provisional 
estimates. Similarly. the expenses of administering other programs of 
HCFA are alaoallocated and charged to the general fund ofthe Treasury 
on 8 provisional basis. ~riodicaJly. as actual experience develope and 
is lUlalyud, the allocations of administrative expenses are adjusted by 
intel'fund tra.n.sfern. This acijustment includes transfers between the HI 
and SMI trust funds and the program management general fund 
account, with appropriate interest allowanCEs. 

The Social Security Act authoru.es the Secretary ofHHS to develop and 
conduct a broad range of experiments and demonstration- projects 
deSigned to detennine various methods of increasing efficiency and 
economy in providing health care services, while maintaining the quality 
of such services, under the HI and s~n programs. The costs of such 
experiments and demonstration projects are paid from the HI and 8MI 
trust funds, 

The Health Insurance Portability and Accountability Act of 1996 
established a Health Care Fraud and Abuse Control Ao::ount within the 
HI trust fund, Monies derived from the fraud and abue.e control 
program are transferToo from the general furuI of the Trerurury to the HI 
trust fund. Amounts necessary to carry out certain functions of the 
fraud and abuse control program, subject to specific limits, are 
appropriated from the HI trust fund to the HeaJth Care Fraud and 
Abuse Control Account, from which they 8l'e diahursed to fund those 
functions. 

Congress bas authorued expenditures from the trust funds for 
construction, rental and lease, or purchase contracts of office buildings 
and relatad facilities for use in connedion with the administration of the 
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HI program. Both the capital oosts of construction financed directly 
from the trust fund and the rental and lease or purchase >contract costs 
of acquiring facilities are,included in trust fund expenditures. Whatever 
the manner of acquisition. the net worth of facilities and other fixed 
capital assets is not carried in the !itntctoont ofassets of the trust fund 
presented in this: report. This is because the value offlXed capital assets 
does not represent funds available for benefit or administrative 
expenditures and, therefore. is not oonsidered in assessing the actuarial 
status of the funds. 

That portion of the trust fund which. in the judgment of the Managing 
Trustee, is not required to meet. current expenditures for benefits and 
administration, is invested, on a daily basis, primarily in 
interest~bearing obligations of the U.S. Government Oncluding special 
publie-debt obligations described below}. Investments may also be made 
in obligations guaranteed as to both principal and interest by the United 
States, including certain federally sponsored agency obligations that ~ 
designated in the laws authori:.ing their issuance as lawful investments 
for fiduciary and trust fw1ds under'the oontrol and authority of the 
United States or any officer of the United States. These obligations may 
be acquired on original issue at the issue prioo or by putthase of 
outstanding obligations at their market priee. 

The Social Security Act authorizes the issuance of special public-debt 
obligations for purchase exclusively by the trust fund. The law requires 
that such special public-debt obligations shall bear interest at a rate 
based on the average market yield (computed on the basis of market 
quotations as of the end of the calendar month immediately preceding 
the date ofsuch issue; on all marketabl(j interest~bearing obligations of 
the United States forming a part of the public debt which 6n'l not due or 
callable until after the expiration of4 years from the end ofBuch month. 

From December 29, 1981 until January 1, 1988, the Social Security Act 
authorized borrowing among the OASI, 01, and HI trust funds when 
necessary "to beat meet the need for financing the benefit payments" 
from the three funds. lnterfund loans under the borrowing authority 
were made to the OASI trust fund from the DI and H1 trust funds in 
1982, and were fully repaid with interest by May 1986. Currently. no 
further provision for interfund borrowing exists, 
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C. OPERATlONS OF THE TRUST FUND. FISCAL YEAR 1998 

A statement of the revenue and disbursements of the Federal Hospital 
Insurance Trust Fund in fisca1 year 1998. and of the a.saets of the fund 
at the beginning and end of the fiscal year, i8 presented in table ILCI. 

The total IlI,!.sets of the trust fund amounted to $116,050 million on . 
September 30, 1991. During fisea1 year 1998, total revenue amounted 
to $138,203 million, and total disbursements were $137,140 million. 
ToLa} assets thus increased by $1,063 million during the year, to 
$117,113 :million on September 30, 1998. 

Tabfe II.C1.~ of O~lon. 01 the HI Truat Fund During Fiscal Vur lata 
!It'l~l 

Total a$MIS allhe _ 6.nd. begjrmll"lg of period ", ................ "" ••• "" $HS,050,~ 

F\eWI'\lJO: 
~tJI!!fmployment/eQt _•••••••••••• ,. " .. , ....•.•••••••••• , $121.914.961 
Oepo!!fb 1I11&mQ lrom $taI$ ~nIII ......... , , , ,. ", ....... "" 
Income irom \.ruqtllon 01' OASOi buf!lllt6 ."" .............. "", •••••••.•• 5,001,000 
IIlilffll81 on i".,6l1tmtlllS •••. . .• ,', ..•• , ..••••••• (l,'Il$,lIn 
Pmml:lJms coIIee1ed /rom voIul'IllIry pe~ , , ....... . 1,m.u:\fl 
Tral'lSfor Irgm RalltGIicI R.l4mentaccaunt , ••••• "" ............. , ••••• ,' ,...... 
RI:Ilml:n''**tYIe/Il,lreM\b'iaIIJl'\\IUIJf«:I<X!YetlIQ& .... ,",." •••••....•• , •••• "'.000 
Military Mm:e cn!Jdil' at Uffil , ,. ."....... __ ...... ,,, .. .. 67,000 
RI:Ilmbul'Mmetl!, program Il".anegemerrl Otll8rel lund ., •••••••......•••••••• _ 101,465 
lruamcl on ralmburr.ements. SSA' •...•••...•...•• _ , , , •••• , , , •••. ·210,,,Inh!MIQI'I ,..1mi:JurB8memt, HCfA' _, , , ' , . . . . . . . •• . .. , ..•.• , .... 
Inteful 01\ reil1WMment!i, Railrtllld RI:I~rement .. _____ •••••• _••••••••. ".ow..,(;.)onft ••••• " ................ ""." ••••••• ", ......... . 


RA1mbulllflmert, l.Inkm A.cOvrty ......•.••• ,.. .,"", .... _.•. , •••••••••• 46' 
ON ._._. __ . ......... ............... .. .......... . 3 

Freud alV ewse tlOI'Ill1lI reeeljJt$; 

C~M"III'IiIIl kM:s . 2.503 
eM! !IlI;II'!I:iUity poena~ltl •. • •••• , ..... . '.... 
Civil pe~1!)611 and darTl&gu ' ......•••• - H)3.026 
Freud lind sbusa ~ lor FBI .. , _" .......... . 56.009 

TotAl nrwe....... ,"',""', ••• Slamp 


OilburtlOmttlltt' 
GIOII'blneflt~nts ., , ................ " ............... ,'"., 

~fItt* ImmlnlL.d and 4buM ti:'>I"IttoIIJCl/YI~,.-' 


Netbll~!~ ........ ,", ................................. , 

AdmII'IisiretNrt up.MeI: 

TrellljoUry .dmR~ &lqIIIntef _"",.. .."., •• _••••• , 


&IaMsand6~,SSA· .... , " ................. , .... . 

SalarlBs&nd~" HCFA' . ___ ........ ,""" '- ........... , 

SaIaM$ and ~., 0Ihce oIlhe Seere'Ilry, kHS ....... _.. , ,., , , , '" 

~ f'I)!!Inem. ","Sllmem ComtnIstlon ••• ,", ••••••.......•. ,' 


Fra\Jd MId aIlIus!I' o;;tlnlroll~: 
~,.~ ••••. ."""""" ....... __ .... $1,166 

~""'·Gfflw~m~____________________________~25~MK.. 
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Table II,C1,-Slatement of Operations olthe HI Trust Fund During Fiaeat Vear 1998 
!1t!~J 

Oapertrnent of M~ 
FBI ........... , 

S137139~ 

S'l1,1 1iUlS 
'1\ po$m'll9 IIgUf\lIl!P\'VM1Ib a trarlSter 10 It'I6 HilMI: lum from the ather lMl: lums. A ~ 1lguf8 

f8ptU11nts Btf8~flit:lm t'\It kltrustlundtc t'\It ~Iunds. 


~HtU~1Il NCOVq,!.;. j'Dmauttaa"'medieell'!l~ Pf8p4yt'Mnl ~ jlOl'f'j medical 

1'!I.,q1¥$ ....... an addi;iOnal $730.1 nwllion. 

'For 16CIIiltes, good" and MMceS ~ by SS& 

'lncludaa IJdm i'\I$tmMil B.1q16Flll4a 01 1m Inlilrmed!B.r1II£. 


Includ.ed in total revenue druing fiscal year 1998 was $121,915 million 
representing taxes appropriated to the trust fund, As an offset, $L5 
million was transferred from the trust fund to State and local 
governments representing overpayments from previous State 
agreements ror coverage ofState and local government employaes. 

Total ill payron tax income amounted to $121,913 million, representing 
an increase of 8.2 percent over the amount of $112,725 million for the 
preceding 12·month period. This growth in t.ax income resulted 
primarily from the higher level of earnings in covered employment 
together with a significant inctoose in the number ofcovered workers in 
the labor forca. 

Incoma from the tauttion ofOASDI benefits. as described in section U,B, 
amounted to $5,067 million in fiscal year 1998, 

Section lIB referred to reimbursement received by the HI tn.Ist fund 
from the general fund of the Treasury for program oosts attributable to 
otherwise uninsured persona having entitlement under transitional 
provisions. In fiscal year 1998, this reimbursement amounted to $34 
mi11ion, consisting of $32 million for estimated benefit payments and $2 
million faT administrative expenses. The $32 minion for benefit 
payments consisted of ~$54 million for non·federal uninsured and $86 
'million for feder.81 uninsured beneficiaries. (While payments for non.. 
federal uninsured beneficiaries for fiscal year 1998 were estimated to 
be $145 million, a<ijustments for prior years, including interest on these 
a<ijustments, lowered the amount for that component of the transfer to 
-$54 million.) 

http:feder.81
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Section IT.B referred to provisions ofthe Social Security Act under which 
eertain peTSOIlB not othet"Wioo eligible for l-ll protection may obtain such 
protedlon by enrolling in the program and paying a monthly premium. 
PremiUl'l'lS collected from such voluntary Participants in fiscal year 1998 
amounted to about $1,320 million. 

In accordance with the provisions of the Railroad Retirement Act, a 
transfer of about $381 million in principal and $20 miJUon in interest 
from the Railroad Retirement program's Social Seeurity Equivalent 
Benefit Account to the HI trust fund balanced the two systems as of 
September 30, 1997. as described in section II.B. This amount, together 
with interest to the date of transfer amounting to about $19 million, waS 
transferred to the trust fund in June 1998, 

In atx!Ordance with provisions for the appropriation to the trust fund of 
amounts equivalent to l-ll taxes on 1998 noncontributory military wage 
eT'edits as discussed in section n.B, the trust fund was credited on 
July 1, 1998 with $67 million. . 

Section ILB referred to the health care fraud and abuse control program 
established by the Health Insurance Portability and Accountability Act 
of 1996. During fiscal year 1998. the tru1;lt fund was credited with 
$163 mlllion in receipts from this program. 

The remaining $9.218 minion of revenue consisted almost entirely of 
interest credited from the investments held by the trust fund. 

Of the $137,140 million in total disbursements,. $135,487 million 
represented net benefits paid directly from the trust fund for health 
services covered under Title XVIII of the Social Securit}, Act. Net 
benefit payments decreased 0.5 percent in fiscal year 1998 over the 
corresponding amount of$136,175 million paid during the preceding 12 
months. Net benefit payments were made up (If $137fIGS million (If 
gross benefit payments less $1,676 million of recoveries from fraud and 
abuse control a.::tivities. 

The remaining $1,653 million of disbursements was for a'dministrative 
expenses. Thls amount indudes $500 million for the nealth care fraud 
and abuse control program. which was discussed in section II.B. 

Table n.C2 compares the actual experience in fiscal year 1998 with the 
estimates presented in the.1OO7 and 1998 annual reports. A number of 
factors can contribute to dJfferences between estimates and subsequent 
actual experience, In particular, actual values for key eronomi.:: and 

2. 
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other variables can differ from assumed levels, and legislative and 
regulatory changes may be adopted subsequent to a report's 
prepntation. The comparison in table 1I.C2 indicntes. that actual HI tax 
income was higher than estimated in both the 1997 and 1998 reports 
primarily as. a result of ewnomic growth in 1997~98 that was more 
favorable than anticipated. Actual m benefit payments in fiscal year 
1998 were IQWer than the aooount.a estimated in both the 1997 and 1998 
reports. In this. regard, the estimates made in the 1997 report did not 
reflect the favorable impact of the Balanced Budget Act of 1997. which 
was enacted after the report was issued. 

TMlo II.Ca.......comp.lton of AC\u.leml EatIIM'ttld Operation. of the HI Trust Fund. 

FI$CtIiI Vear 1998 


[OoRar ~ln millonsj 


Co~JbQn olllClual aJ:tllIMI'ICG wIIh ~ lor UIitilII 
_~_.~rme MlfJhm.1 n­

19fte.!)OO:l 'Wreoon 
Actual as-, ,,- """'" ..
pou:efllagl!lcl E$!IlNIiIJd peu:enIagIJ cI 

lmount 'mo!.HlI' ... nllml'lW amoum' 1If\!IDAit 

$121;!H3 IHlU141 $115,6:15 
135A81 j3U39 " "" 1412U1 ""II> 

P'yrolilax 
fYll'!l'~ 1ilBym!!lt5 

Table Il,C3 shows the total assets of the fund and their distribution at 
the end offiscal years 1997 and 1998. The assets of the HI trust fund at 
the end of fiscal year 1997 totaled $116;050 ooillion, consisting of 
5116,621 million in the form of obligations of the U.s. Government and 
an undisbursed balance of~$570 million, The assets ofthe HI trust fund 
at the end of fiscal year 1998 toWed $117,113 million, consisting of 
$118.250 million in the form of U.S. Government obligations and an 
undisbursed balance of ~$1,137 million. 

New securities at a total par value of $145,913 million were acquired 
during the fiscal year through the investment of revenue and the 
reinvestment of funds made available from the redemption ofsecurities, 
The par value of securities redeemed during the fiscal year was $144.288 
million. Thus, the net increase in the pm value of the investments held 
by the fund during fiscal year 1998 amounted to $1,625 million, 
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Tab" n.C3.-Aum ollha HI TI\fSt Fund, by TYJM, lit the End of FI.,;al 'fears 1197 and 
1a98' 

Il'IVUl1'Nifltli In publIC'iieDI obHga!lon~ IOId \'Inl~ ID the tMlt lunda lspeclallssU8s): 
• 

Certllkatal oi~: 


6~roem. 1m ............. " $1,631;929,00:>.00 

5.315-pt1C(fJll,1999. . .••••• ,"", ••••• ~,441,(l92,(XXlJ."k") 


5S151'*rrem, 2012 ..... ,"",""", .. e,154,451,exX)})O 

6~r¢tnt, 1999 ••••••••. , .... ,"" 383,I91.ooom 

6~ro:tIm,2QCO-200S """"""'" 11,4&3:106,000.00 11,45J,1oe,ooo.OO 

e,5CICI-p\IrClllnt. 1999 ... . ........ ,""" 263,990,000.00 

6,5OO-pt/'eenl. 2000-2010 •••••••• 11m,l46,OOO-OO l',817,Hl6'(XXH)o 

e.B151'*rcent. 2011 .,'''''''''' 2,166,112,000.00 2,166.172,OOC.oo 

7,OClCl-poItrClllnt,2011 ••...........•• ,'" 3,3Sa,466,oo:l.oo 3.300,4(14,000,00 

7~nl..1999 •••••••••••.••• , 225,129,(00_00 

1.25G-petC«ll.,2QCO-2OO{I 10,m,419,oo:l.oo 10,199,419-,(00.00 

7.3761'*'COtIt, 1999 ..... ,""',', .•••. 861,961,oo:l.00 

1.31S~.2CO)·,xm ""', •.••. 14.260.654,(00.00 14.260,654,oo:l.OO. 

e.l~rcent, 1999 ""', .•.••••••... 801,214,000.00 l03,moo:l.OO 

tI.i25-pt¢fll'll.2OC().2006 """", 12,n4,609,(XX}.oo 1:/:,$2t,'J/:)1,000.OO 

tI.31S-pe'W1tl, 1999 ••• ,""'" 1,231.586.00:>00 

e.3151)&ro:tIlII,2OClO-2OO1 3.740,13/1.000-00 3.140.13B,oo:l.00 

tI~1OO'lt, 1m .,., ~U50,OOO.oo 


'e,625i»ro:tInt, 2COO-2OO2 4.661JlO2.ooo.oo .,561,902,00:>.00 

e.75().~It$nt. 1m ......•••••••• "" .• 2,165,151.000.00 

e.l5O-paralnt. ~ 21,S14.394,00:>.00 21,514,3i4,OOO.oo 

9.1!1().pa1t$nt, 199i, .......••• , ... "" 1,034.$42,00:>,00 626,113,000.00 

1I.~ralnt, 2IJOO..2003 ""', •• ,.,', •. 1,333,S70.«XU\O 1 ,333:.S'ro.ooo.oo 

10.37!j'pereant, 1999·2000 ""'"" 1,104.561>.00000 1,104,&&6,000.00 

10.75O-pareent. 1998 • """""", 539,1113',000-00 

1;t1~I9ge,., 262.134,000.00 

!3.1~ 19m! .......... " 859 S44 Q2J.OO 850 S44 00000 


" Total ilweslmLWS """". $116.620,1611,000.00 116,250,112.000.00 

UfldiSb""M<U'.>Minoe' .. .. ........ -!il:Q 41<i§~ 1;J: 'j,la§UZ2ZiI:,ZD 


'TCWsmta ", ......... ,""","""'" S'\16,Q5GS54,373.21 117.1t3A74,92622· 
'C.rI{1CalH Of ~ 411(1 bondII am eanted 81 per wlua. MIlch !$Itw ,.",. II ~ value. 
~M &gu!at ~"i~<lf a.cmega\l'4t ~ to be ~1MthIn Ihtl loIow!ng Ie""
do,.. 

The effective annual rate of interest earned by the assets of the HI trust 
fund during the 12 months ending on December 31. 1998, was 7.9 
percent. Interest on special issues is paid semiannually on June 30 and 
December 31. The interest rate on public-debt obligations is'sued for 
purchase by the trust fund in June 1998 was 5.875 percent, payable 
semiannually. 
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Expected OperatiornJ 

D. EXPECTED SHORT·RANGE OPERATIONS AND STATUS 

OF THE TRUST FUND 


The Social Security Act requires the Board of Trustees to report 
annually to the Congress on the operations and status of the HI trust 
fund during the preceding fiscal year, as was addressed in the preceding 
section. and on the expected operations and status of the trust fund 
during the current and nerl 2 fiscal years. In this section, estimates of 
the operations and financial status of the trust fund for the next 10 
years: are presented. The Act also requires that the annual report 
include a. statement of the actuarial status of the trust fund, and that 
requirement is fulfilled in the next section. In both this and the next 
section, no changes are assumed to occur in the present statutory 
provisions and regulations under which the HI program operates. 

The estimates shown in this section provide detailed information 
concerning the shOft..range finaru::ial status of the trust fund. The. 
estimated levels offutu:re income and outgo, annual differences between 
income and outgo, and annual trust fund balances are explained and 
ux:amined i.n this section. Two particularly important short-range 
solvency measures for the ·HI trust fund, the estimated year of 
exhaustion and the test of short-range financial adequaty. are also 
discussed. 

Estimates are shown under three alternative sets of assumptions, to 
illustrate the sensitivity of future program costs to different economic 
and demographic trends. The sets of assumptions used are intended to 
portray a reasonable range of possible fl.lture trends, Due to the 
unecrtainty inherent in such projections, however, the actual operations 
of the HI trust fund in the future could differ significantly from these 
estima.tes. 

The expected opera.tions of the HI trust fund dUring fiscal yenra 1999 to 
2008, together with the past experience of the program, are shown in 
table H.Dl_ The estimates shown in this table are based on the 
intermediate oot of assumptions. Tbe assumptions underlying the 
intermedia.te projections arc presented in section H.F of this report. 

The increases in estimated income shown in table II,D! primarily reflect 
increases in payroll tax income to the trust fund. As noted previously, 
the primary source of financing for the m program is the payroll tax on' 
covered earnings paid by employees. employers, and self-employed 
workers. While the payroll tax rate is scheduled to remain constant, 
covered earnings are assumed to inetease in every year through the year .. 
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2008 under the intermediate assumptions. These increases in taxable 
earnings are due primarily to projected increases in the number of 
workers covered by the program and in the average earnings of these 
workern. 

Over the next 10 years, most of the smaller sources offinandng for the 
HI trust fund·increase as we)}, These income sources include income 
from the taxation of OABOI benefits, 'transfers from _the Railroad 
Retirement progrwn. and premium income for other noninsured persons­
who voluntarily enroll in the program, '1."ransfers from general revenue 
to reimburse the program for the eost ofprcvidlng m beneflts: to certain 
noninaured persons are decreasing. Transfers made from general 
revenue to reimburse the HI trust fund for the wets associated with 
certain military wage credits are projected to remain constant over the 
short-range period. More detailed descriptions of these sources of 
income can be found in section II.B, 

Interest earnings have been a significant aoureE: of income to the trust 
fund. and have indeed ranked second only to payroll taxes, for many 
years. It is important to note that as the trust fund declines in the 
future, with disbursements in excess of income. the assets held by the 
trust fund will be redeemed to pay its obligations. In the absence of 
corrective legislation, interest earnings would therefore diminisb 
steadily, and eventually cease to exiat as a Source of income for the HI 
program, 

Disbursements for benefits are projected to jn~nse in fi.scal years 1999 
to 2008, For the first few years, benefits increase at a slower rate than 
income to the program due to the savings provisions of the Balaneed 
Budget Act of 1997, After this time, benefits are expected to increase at 
a faster rate than income for the remainder of the short-range period, 
The expenditures for benefit payments shown in table 11.01 differ 
somewhat from those shown in the President's Fiscal Year 2000 Budget. 
The estimates shown in thls report are based on more recent 

_demograpbic and eronomic: projections, and they do not reflect the 
implementation of proposed changes in laws and regulations which were 
included in the budget, The expenditures for benefit payments shown 
in this section are based on the assumption that for fiscal years 2000 
and later, the prospective payment rates will he in~ased in accorda.netJ 
with Public Law l05~33, the Balanced Budget Actof1997; for fiscal year 
1999, the prospective payment rates have already been determined in 
accordance with the same statuta, 
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The estimated disbursements of the HI t:ru.st fund reflect the transfer of 
certain home health services from the HI program to the 8Ml program, 
as specified by the Balanced Budget Act Df 1997. Beginning January 
1998, for individuals enrolled in both HI and 8MI, the HI program will 
cover the first 100 home health visits following a hospital or skilled 
nunsing facility stay ofat least 3 days, and coverage ofan other home 
health services for these individuals should he transferred from the HI 
program to the SM[ program. Therefore, all benefit payments for those: 
services being transferred should be paid out of the 8MI trust fund 
beginning January 1998, However, for the ~year period 1998 through 
2003, sums ofmaney win also be transferred from the HI trust fund to 
the 8MI trust fund to phase in the financial impact of the transfer of 
these services. The sums ofmoney to be transferred will be determi ned 
so that the net additional expenditures of the 8MI trust fund will be 116 
of the rost of the services being transferred in 1998, incremented by an 
additional 116 of the cost each year thereafter. The benefit payments for 
1998 through 2003 ahown throughout this report represent the sum of 
the aggregate In benefit payments and the funds t.ransferred to the SMl 
trust fund. 

The actual operations of the HI program are organiz.ed, in general, on a 
calendar year basis. EIll'7lings subject to taxation and the applicable tax 
rates are established by calendar year. as are the inpatient hospital 
deductible and other eoat-sharing amounts. The proje<:ted operations of 
the trust fund on a calendar year basis are sbown in table 11.02, 
a.ccording to the same nSsumpt1ol'lS as used in table IInt The projected 
decline of the HI trust fund can be seen in both tables, 
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Since future economic, demographic. and health care usage and cost 
experience may differ considerably from the intermediate assumptions 
on which the cost estimates shown in tables 11.D1 and n.D2 were based, 
projections have also boon prepared on the basis of two different sets of 
assumptions. labeled '1ow cost" and "'higb cost." The three sets of 
assumptions were BOl~ in order to iUuetrate the sensitivity of 
program costs to different e<:onomic and demographic trends, and to 
provide an indication of the uncertainty associated with financial 
projections for the m program. The low cost and high coat alternatives 
provide, for a fairly wide range of possible experience, While aetual 
experience may be expected to fall within the range, no assurance can 
be made that this will be the ease, particularly in light of the wide 
variations in experience that have occurred since the beginning of the 
program. The assumptions used in preparing proj~ons under the low 
cost and high coat alternatives, as well as under the intermediate 
assumptions, are discussed more fully in section lI.F of this report. 

The estimated operations of the HI trust fund during calendar }'ean; 
1998 to 2008, for total program income and disbursements under all 
three alternatives, are summa.ri.zed in table ROO, The trust fund ratio, 
defined as the ratio of assets at the beginning of the year to 
dishurSements during the year, Wall 85 percent for 1998. Under the 
intermediate assumptions. the trust fund ratio is projected to remain 
basically level until 2004 and then decline steadily, reaching 69 percent 
at the beginning of 2008. The fund would be completely exhausted in 
2015 under the intermediate aesumptions, beyond the 10'year short­
range projection period. Under the low cost alternative, trust fund 
assets would increl'l.fl.e steadily throughout the 75-year projection period! 
while under the high cost alternative exhausti.on would occur in 2007, 
These projtlctions do not reflect any redw:tion in disbursements due te 
proposed changes in legislation or regulation which were included in the 
President's Fiscal Year 2000 Budget but which have not been enacted or 
implemented. 
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Under the high cost Msumptions, projected truat fund operations are 
shown beyond the point of asset ~depletion,· h'I indicate the trends in 
future income and expenditures and to help illustrate the magnitude of 



ActU4IiaJ An,a/Y8i8 

the future deficits} It is important to remember, however, that under 
present law there is: no authority to pay HI benefits if the asset.s ofthe 
Hl tru.8t fund are depleted. In practice, benefits could not be paid until 
additional trust fund income was subsequently received. lnitially, this 
would cause a delay in reimbursing hospitals and other health care 
providers for the services delivered to HI beneficiaries. However, the 
length of the delay would increase vet'y rapidly, quickly reaching n point 
where providers wOllld be unabJe to continue providing care to 
beneficiaries. Thus, the possibility of depletion of the 'HI trust fund 
must be treated as a very grave consequence and corrected through 
legislation at the earliest opportunity. 

The projections in table II.D3 indicate that without corrective 
legislation, the as&ete of the HI trust fund would be exhausted within 
the next 8 to 16 yeats under the, high < C(l8t and intennemate 
aSlruDlptions. The fact that exhaustion would occur under a fairly broad 
range of future economic conditions, and 1S expected to occur in th~ 
relatively near future. indicates the importance of addressing the HI 
trust fund's financial imbalance. . 

The Board of Trustees has established an explicit test of short-range 
financial adequacy. The requirements of this test are as follows: If the 
Hl trust fund ratio is at least 100 pel"txmt at the beginning of the 
projecti.on period, then it must be projected to remain at or above 100 
percent throughout the 10~year projection period; alternatively, if the 
fund ratio is initially less than 100 percent, it must be projected to reach 
a level ofat leaat 100 percent within 5 years (and the trust fund not he 
depleted at any time during this period) and then remain .at or above 
100 percent throughout the remainder of the 10-year period. This test 
is applied to trust fund projections made under the lllv.;nnediate 
assumptions, 

Failure of the trust fund to moot trus test is an indication that the 
solvency of the program over the next 10 yeaffl is in question and that 
action is nooded to improve the short~range financial adequacy of the 
program. As can be seen from table II.D3. this shoJt..ra.nge test is not 
met. although the margin of deficiency is relatively small. The trust 
fund ratio, which was below the l00·percent level at the beginning of 

~ee hypcthe!ical [!,Ill(!. operatiCIU aro e&timatM bated 00 an \.IlldeTlyin,w; AUu.!'nptWrt lhlrt 
the HI V'U*t fund roukI t.o("'1V4' amount.. £rom the ~ fund of the ~ on the ~ame 
terms thAt it normally lerldr N!':Iel'VlI a.ad.. to the pneral f!,lll(!. (th:rou&h the pu.rch.a6e of 
fIll'!!cia!-isaue TrtAluty ~_), ThUll, tlll~ h~. poe.Wl'!pietion operatiOns. of thl'! 
t.tll!lt fund aro Qllt'Ulat.ed on a mi.n'Qr.itl'u~ge oom to. the normal inveatment procedurea. .. 
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1999, is projected to remain at that level through 2004 and then decline 
steadily throughout the next 11 years and the trust fund is projected to 
be exhausted in 2015 under the intermediate assumptions, 

The ratios of assets in the HI truat fund at the beginning of each 
calendar year to total disbursements durin.,g that year are shown in table 
lID4 for all past yea.ra since the beginning of the program, Figure 11,D1 
shows these historical trust fund ratios and the projected ratios under 
the three sets of assumptions. Figure n.m shows end-of~year trust 
fund balances for historical years and for projected years under the 
three sets of assumptions. On both fJgUtes, the labels "1", "11"~ and "III" 
indicate projections under the low cost, intermediate, and high cost 
alternatives, respectively, Both figures graphically illustrate the HI 
trust fund's projected financial inadequacy, except under eooditions of 
exceptionally robust economic growth and modest health care cost 
increases, as assumed in the low CQ8t alternative, 

Tablo 1I.D4.-Ila1to of A.... at tho seglnnlflQ oJ thO Ye., to DilburMl1lfll1Ia Outing 
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financial difficulties in the coming years. As indicated by the projections 
above, under the intermediate assumptions the HI trust fund would 
experience a positive cash flow through about 2006, The magnitude of 
this surplus, however, is quite small. Under sUghtly less favorable 
conditions. the cash flow ¢Ould turn negative much earlier and thereby 
accelerate asset exhaustion. Thus, while the projections shO\\'n in this 
year's report represent a substantial improvement over last year's, the 
margin for safety remains thin. Corrective legislation in the relatively 
near future is desirable to ensure the continued payment of HI benefits 
when due, 

As suggested by the historical asset levels shown in table II.D4 and 
figures II.D1 and rr.D2, the Trustees' short-range test for HI has seldom 
boon met. ~ For many years, the HI trust fund bas been projected to 
become depleted within the nextdetade or so, as a result of increases in 
health ca.te costs and utilization that generally exceed increases in the 
HI payroU taxes that support the program. Over the years, aase~ 
exhaustion has been postponed by enactment oflegislation to increase 
trust fund reVf,mue and/or reduce the rate of growth in program 
expenditures, As a result of the periodic corrective legis1ation, the 
program has operated satisfactorily even though it hns not met the 
Trustees' shorl·range test. ~ 

Nonetheless. the test reprerents a desirable goal for the financial status 
of social insurance programs. The Trustees have reoommended that: 
fund assets be maintained at III level of at least 100 percent of annual 
program expenditure-s. Such a level is estim.ated to provide a cushion of 
roughly 5 years in the event that program income falls short of 
expenditures, thereby allowing time for poliey makers to devise and 
implement legislative COTTeCtions. Thus, while the snoft..range test is 
stringent, it is intended to ensure that health care benefits continue to 
be available without interruption to the millions: of aged and disabled 
Americans who rely on such coverage. ' 

E. ACTUARIAL STATUS OF THE TRUST FUND 

In section 11.D, the expected operations of the HI program over the next 
10 years were presented. In this section, the actuarial status of the trust 
fund, or the adequacy of the scheduled financing to support program 
costs well into the future, is examined under the three alternative sets 

'The teat was introducm by the Board ofTrusteu in 1991, 
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of assumptions. The assumpticn.s used in preparing projeetions are 

summarized in section II.F ofthls report. 


The l()ng~range actuarial status of tho :m program is measured by 

comparing on a year~by·year basis the program's ineome <from payroll 

taxes and income from taxation of OASDI benefits) with the 


. corresponding in~ costa of the program, expressed as percentages 
oftaxable payroU.' These percentages are referred to as 'income rates" 
and "cost rates," res.pectively, For this purpose. both income and eQsts 
are projected tmder present law. If these two items were exactly equal 
in each year of the projection period and aU JiOOjection assumptions were 
realizOO. then revenues would be sufficient to provide for program costs. 
In practice, however, tax rate scbedules, which make up most of the 
income rate, generally are designed with rate changes occu.rnng only at 
intervals ofs.everaJ years, rather than with continual yearly increases 
to match exactly with projected cost increases. To the extent that small 
differences between the yearly costs of the program and the 
cotTesponding income rates occur for short periods oftime and 'are offset 
by subsequent differences in the reveTSt; direction. the financing __ _ 
objectives can be met by maintaining an appropriate contingency 
reserve. In projecting costs under the program, only incutTed 
expenditures (benefits and administrative costs) attributable to instt.red 
beneficiaries are considered. since expenditures for noninsured persons 
are expected to be financed through general revenue transfers and 
premium payments rather than through payroll taxes. 

The historical costs of the Hl program, expressed as percentages of 

taxable payroll, are shown in table I1.E1. The ratio or e1penditures to 

taxable payroll has generally increased over time, rising from 0,94 

percent in 1967 to 3.16 percent in 1998, reflecting both the higher rate 

of increase in medical care oosts than in average earnings subject to HI 

taxes and the moTe rapid increase in the number of HI beneficiaries 

than in the number of covered workers. Cost rates have declined 

somewhat in the last two yeat$ as a result of favorable economic 

perfonnan~ and the impact of the Balanced Budget Act of 1997.. 


The projected costs of the program under the intermediate I188UmptiOns, 

expressed as percentages oftwtable payroll. and the income rates under 

current law for selected yean over the 7&-year period 1999~2073, are 

shown in tahle IlE2. -Further increases in the ratio ofupenditures to 


"l'llUlble p.ayroll iA the totalWllm,mi Qf ..,.s. salarle, Up', seti'-empIoJ(lUlnt lnaJme, and 

olher.ea.minp .ubject to the HI j.!8Yf\'jU tax. 
.. 
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taxable payroIJ under the intennediate assumptions result from the 
projection that the cost of the m program will generally continue to 
increase at a higher rate than taxab1e eamings, as discussed later in. 
this section. An important exception is expected during 1998-2002, 
during which time the Balanced Budget Ad of 1997 will suootantiaUy 
reduce the rate ofgrowth in HI expenditures, It can be seen from the 
ae-lected yes.rs shown in table II,E2 that, on a year·hy-year basis, the 
income ratea under current law nre insufficient by a growing margin to 
support the projected costs of the current program. By the end of the 
long~range projection period, tax income is estimated to cover only one· 
halfof the cost of the program. As, a result, the program is seriously out 
of financial balance in the long-nmge and substantial measures wUl be 
required to increase revenues and/or reduce expenditures. 

T.bleU,E1.-Hlatnricef Co.t Rites of the HI PrOIJI'fIim 
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While the year-by·year comparisons discussed are necessary to measure 
the adequacy oft.he financing of the HI program, the financial status of 
the program is uften summarized, over a specific valuation period. by a 
single measure known as the actuarial balance. Tbe actuarial balance 
of the HI program is defined to be the difference between the 
summarized income rate for the valuation period and the summarized 
cost rate for the same period. The summarited income rates, cost rates, 
and actuarial balance are based upon the present. values cf future 
income cn an incurred basis, future insured costs on an incurred ba.sts, 
and future taxabl-e payroll. The present values are calculated by 
discounting the future annual amounts cf income and outgo at the 
assumed rates of interest credited to the HI t..rust fund. The prelKlnt 
values are calculated as of the beginning cf the valuation period. The 
summarized income and cost rates over the projection period are then 
obtained by dividing the present value of income and cost, respectively. 
by the present value of taxable payroJi. The difference between the 
summarized income rate and cost rate over the long-range projection 
period, after an adjustment. to take into account the fund balance at the 
valuation date and a target trust fund balance at. the end of the .. 
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valuation period. IS th~ actuarial balance. In kooping with a decision by 
the Board of Trustees that it is advisable to maintain a balance in the 
trust fund equal to a minimum of OM year's expenditures, the target 
trust fund balance is equal to the following year's estimated costa at the 
end of the 7&-year projection period. It should be noted that projecting 
an end-of-period target t.rust fund balance does not necessarily insure 
that the truHt fund will maintain such a balance on a year..by·yenr basis. 

The acluarial balance can be interpreted as the immediate, level. and 
permanent percentage that must be added to the current law income 
rates andlor subtracted from the current law rest rates throughout the 
entire valuation period in order for the financing to support program 
costs nnd provide for the targeted trust fund balance at the end of the 
projection periad. The income raw increase according tcJ this metbod is 
1.46 percent of taxable payroll. However, if no eha.nges were made until 
the year the trust fund would be exhausted, then the required incraase 
would be 1.91 percent of taxable payroll under the intermedia.te 
assumptions. 

The actuarial balances under aU three alterna.tive sets of assumptions, 
for the next 25, 50, and 75 years, aa well as for each 25-year subperiod, 
are shown in table Il.E3, The summarized income rate for the entire 
75-year period under the intermediate assumptions is 3.26 percent of 
taxable pa.yroll. The summarized coot of the program under the 
intermediate assumptions, for the entire 75·year period. is 4.71 percent, 
As a. result, the H! program fails to meet the Trustees' long-range test 
of close actuarial balance. (Section III.F contains a summary of the 
requirements oftIDa test.)· 

'An a!t.em.ati~ WIl)' of cu.\culating act.uariala!.atI.UI, kIwwn all the modified aWlNijle-ooDt 
method. i.1I pnlSMt.ed in section UtA The H! trust fund also Caila the \ut oC!q.ra.nae 
clou Attuarial balanre uting thie method. 
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The divergence in outcomes among the three alternatives is reflected 
both in the estimated operations or the trust fund on a caah haais (as 
discussed in section ItO) and in the 75-year summarized costs, The 
variations in the underlying BBsumptions. as shown in the next section, 
can be characterl::ed as {l} moderate in tEnns of magnitude of the 
differences on a year-by·year basis and (2) persistent over the duration 
of the projection period. Under the low rost alternative. tht: summarized 
program cost rate for the 7&-year valuation period is 3.11 percent of 
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taxable payroll and the summarized income rate is 3.20 percent of 
wable payroll;. hence. HI income rates provided in current law would 
be adequate under tbe low cost alternative. Under the high cost 
alternative, the sum.mat"ized pl'Ogram oost rate for the 75*year projection 
period is 7.47 percent of taxable payroll, more than twioo the 
summarized income rate of 3,32 percent oftaxaWe payroll, 

Past experience baslndieated that economic and demographic conditions 
as financially adverse as those assumed under the high cost alternative 
can. in fact, occur. None of the alternative projections should be viewed 
as unlikely or unrealistic. The wide range of results under the three 
alternatives is indicative of the uncertainty of the program's future cost, 
and its sensitivity to future economic and demographic conditions, 
Aeoordingly, it is important that an adequate balance he maintained in 
the HI trust fund as a reserve for contingencies, and that firumcial 
imbalances be addressed promptly through corrective legislation. 

A valuation period of 75 years is needed to present fully the future 
contingencies that reasonably may be expected to occur, such as the 
impact of the large shift in the demographic composition of the 
population which will occur after the tum of the century. As table n.E2 
indicates. estimated expenditures under the program, expressed as 
percentages of taxable payron, increase rapidly beginning around 2i)10. 
'I'h.iB rapid increase in costs occurs because the relatively large numher 
ofpernons born during the period between the end ofWorld War II and 
the mid~1960'8 (known BS the baby boom) will reach retirement age and 
begin to receive benefits, while the relatively smaller number of persons 
born during later years will comprise the labor forte. During the last 25 
years of the projection period, the projected inCTeasefi in expenditures 
under the program stabilize somewhat.~ 

Costs beyond the initia125-year projection period for the intermediate 
estimate are based upon the assumption that costs per unit of medical 
care service will increase at the same rate as that of average hourly 
earnings, Thus, changes in the next 50 years of the projection period 
primarily reflect the impact of the changing demographic composition 
of the population. Beyond the initial 25·year projection period, the low 
cost and high cost alternatives assume that program cost increases, 
relative w taxable payron increases, are initially 2 percent Jess rapi.d 
and 2 percent more rapid, respectively, than the results under the 

Jt.Il cotUi ua pen:rntap(jf~ payroll are prqitctOO t.oOOl'lQnue tD~. at.a IlIl'lN'et 
t'Jlt.!, due ~ &B<J.wued rutther improyement.. in lite~. 
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intermediate assumptions. The initial 2-percent differentials are 
assumed to gradually decrease until the year 2048, when program cost 
increases (relative to taxablc payroll) are assumed to be thc same as 
under the intermediate assumption.&. 

Figure n.El shows the yenr-by-year costs as a perrent of taxable payroll 
for each of the three seta ofassumptions:, as weD as the projected income 
rates.. The income rates are shown onJy for the intennediate 
a&8umptions in order to simplify the graphical presentation and 'becauae 
the variation in the income rates by aJternative is very small (by 2073, 
the annual income rates under the low cost and high cost alternatives 
differ by only aoout 0,4 percent of taxable payroll). Only small 
flUctuatiOU9 are projected in the income rate, as the rate of income from 
taxation of OASD1 benefits varies only slightly for each alternative. 
Figure ILEl illustrates the magnitude of the projected financiaJ 
imbalance in the HI program by dispia}ing the divergence of 'the 
program cost!! and inrome rates under each.set ofassumptions, In th~ 
figure, the labels "1'0. "1r, and MIIr indicate projections under the low 
cost. intermediate. and high cost alternatives. respectively. 

Figure II.E1.-EetI~ed HI eoa' end InCOtnft Aat.. Ita P~t 01 TlIIiKI'Ibie PayroH 
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The 75-year nctuarial balance of the HI program, under the 
intermediate assumptions, is estimated to be -1.46 percent of taxable 
payroll, as shown in table II.E3. The actuarial balance under the 
intermediate 85sutnptions as reported in the 1998 Annual Report was 
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-2.10 percent. The major rens.ons fOTthe change in the 'T5-year actuarial 
balance are summariz.ed in table II.E4. In more detail, these changes 
BI<l: 

(l) 	Changes in valuation period: Changing the valuation period 
from 1998--2072 to 1999-2073 adds a large deficit year to the 
calculation of the actuarial balance, The effect on the 
actuarial balance is -0.05 percent of taxabJe payroll. 

(2) 	 Updating the projection base: 'The cost as a percent of 
payroll for 1998 was significantly less than estimated in last 
year's report, In the absence of other changes, starting the 
projection from the lower actual OO3t rate in 1998 resulta in 
a permanently lower level of projected costa, with an average 
improvement in the actuarial balance of +0.38 percent of 
taxable payroll. This factor is about evenly attributable to 
lower--tban~xpected expenditures in 1998 (",0,20 pereent) 
and higber-than-expected taxable payroll (+0.18 percent}.. 
The expenditure reduction reilect.s a greater decline in home 
health expenditures than had been estimated, together with , 
generally low health cost growtb in 1998 and continuing 
efforts to combat fraud and abuse in the Medicare progrBm. 
Taxable payroll exceeded expectations because of the robust 
economic performance in 1998. 

(3) 	 Managed care a.ssumptiona: Reductions in the projected 
levels ofmanaged care enrollment result in a +0.04 percent 
change in the actuarial balance. Under the current 

,,' 	 reimbursement mechanism for Medicare+Choice plans, even 
with implementation of improved risk adjustment methods, 
reimbursement for managed care enrollees is estimated to 
somewhat exceed their average fee·for-service costs. This 
estimated Joss to the HI trust fund is reduced slightly as a 
result of the lower enrollment assumption, 

(4) 	 Hospital asswnptions: Changes in the hospital assumptions 
described in the next section result in a +0.29 percent 

< improvement in the actuarial balance. The primary factors 
contributing tll this ehange are a lower a.ssumed trend 
roward treating Jess complicated cases in outpatient settings 
and eontinued changes in DRO eoding. ' 

{S} 	 Other provider assumptions: Changes to the non-hospital 
provider utilization and price assumptions result in a -0.03 
pen::ent change in the actuarial balance. The primary fad.ors 
are higher assumed utilization for home health agencies and 
skilled nlU"Sing facilities in the short-range than assumed in 
last year's report. 

,I 
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(6) 	 Economic and demographic assumptions: Cbanges in the 
economic and demographic as.sumpuoos described in the 
next section result in a net +0.01 peroent improvement in the 
actuarial balance. The eeonomic aS$umption changes (pri~ 
marlly the increase in the real interest rate) improved the 
balance by about +0.06 :Percent of taxable payroll, but this 
impact was roughly offset by demographic faetora that 
WOl'Selled the balance by about -0.05 percent. 

2.Cha<vK; 
4.Vatll8!/o!! period -l).Q$ 
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F. ACTUARIAL METHODOLOGY AND PRINCIPAL 
ASSUMPTIONS FOR THE HOSPITAL INSUItANCE COST 

ESTIMATES 

This section describes the basic methodology and assumptions used in 
the eatim1ltes for the mprogram under the intermedinte assumptions. 
I n addition, projections of program costs under two alternative sets of 
assumpti~ma are presented. 

1. Assumptions 

The economic and demographic assumptions underlying the pmjectlons 
shown in this report are co~istent with those in the 1998 Annual 
Report of the Board of Trustees of the Federal Old·Age and Survivors 
Insurance and Disability Insurance Trust Funds. These assumptions 
are described in more detail in that report . 



ACtuar!al Mcthoddogy 

2. Program Cost Projection Methodolpgy 

The principal steps involved in pr()jecting the future costs ()f the In 
program are (a) eatablish1ng the preaent cost of services provided to 
beneficiaries. by type of service. to serve as a projection base; 
(b) projecting increases in payments for inpatient hospital services 
under the program; (c) projecting increases in payments for skilled 
nursing, bome health, and hospice services covered under the program; 
(d) projecting increases in payments -to managed care plans; and 
(e) projecting increases in admi.ni~t.rative costa, The ml\ior emphasis is 
directed toward expenditures f()r fee.for-service inpatient hospital 
services, which account for approximately 63 percent of total benefits. 

a. Projection BaBe 

In order to establish a suitable base from which to project the future 
Costs of the program, the incurred payments for services provided must 
be reconstructed for the most recent period for which a reliable 
determination can be made. To do this, payments to providers must be 
attributed to dates of service, rotner than to payment dates, In addition. 
the nonrecurring effects of any changes in regulations, legislation, or 
administration of the program and ofany items affecling only the timing 
and flow ofpayments to provider'S must be eliminated. As a t'1'l'sult. the 
rates of increase in the incurred coot of the program differ from the 
inc,eases in cash disbursements shown in tables 11D1 and I[,D2. 

For those expenses still reimbursed on a reasonable cost basis; the costs 
for eow::red services e.N detennmed on the baais of pr'ovider coat reports. 
Payments to a provider initially are made on an interim basis; to adjust 
interim payments to the level of retroactively detennined costs, a series 
of payments or recoveries 1S effected through the course of cost 
settlement v.-ith the provider. The net amounts paid to date to providers 
in the form ofcost settlements ~ known; however, the incomplete data 
available do not permit u precise determination of the exact amounts 
incurred during a specific period of time. Due to the time required to 
obtain cost repoTta from providers, to verify these reports l and to 
perform audits (where appropriat(!), final settlementfl have lagged 
behind the originaJ costs by aa much 8B several years for some providers. 
Hen<:e, the final cost of services reimbursed on a reasonable cost basis 
bas not been completely determined for the moot recent years of the 
program, and some degree of uncertainty remains even for earlier years. 

Even for inpatient hospital operating payments paid for on the basis of 
diagnosis--related groups. (DRGa). most pa}'"Ulents are initially made on 

01 
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an interim bruns, and final payments are determined on the basis of bills 
oontaining detailed diagnostic infonnntion which are later submitted by 
the hospital. 

Additional problems are posed by cbanges in legitdation or regulation. 
or in administrative or reimbursement poliey, which can have a 
6ubatantial effect on either the amount or incidence of payment. The 
extent and timing of the incorporation of such changes into interim 
payment rates and cost settlement amounts cannot be determined 
preciseJy. , 
The process ofallocating the various types of pa~ntsmade under the 
program to the proper inetUTe<i period-using incomplete data and 
ostimates of tho, impact of administrative act.ion&-presents difficu1t 
problems. the so,lutions to which can be only approximate. Under the 
circumstances, the beat that can be expoc:ted is that the actua1 incurred 
cost of the program for a recent period can be estimated within a fey! 
percent. This increases the projection error dire<:L\y, by incol"pOrating 
any error in estimating the base year intO all future years. 

h. Fee-fo,.,.Serviee Payment, for Inpatient HOllpital Cost. 

Beginning with hospital aeeounting yean stmtin.g on or after October 1. 
1983. the Hl program began paying almost all p¢icipating bospitals a 
prospectively-deter.mined amount for providUlg covered servieea to 
~neficiaries. With the exception of certain expenseS reimbursed on a 
reasonable coat basis, as defined by law, the payment rate for each 
admission depends upon the ORO to whicb the admission belongs. 

The law contemplates that the annual increase in the payment raLe for 
each admission win be related to a hospital input price index, which 
measures the jnctease in prices for goods and services purchased by 
hospitals for use in providing care to hospital inpatients. In other 
literature, the hospital input price index is also called the hospital 
market basket. For fi,scal year 1999, the prospective payment rates have 
already been determined. The projections contained in this report are 
based on the assumption that fol' fiscal years 200()''2002, the prospecti-,re 
payment ram will be increased by the increase in the hospital input 
price index, Jess the percentage& specified by Public Law 105--33, the 
Balanced Budget Act of 1997. FOor fiscal years 2003 and later, current 
statute mandates that the annual increase in the payment rate per 
admissiOon equal the annual increase in the hospital input price index. 
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Increases in aggregate payments for inpatient hospital care covered 
under the In program w.n be anaJyzed in five hroad categorie&; 

0) 	Labor factors-the increase in the hospital input price index 
which is attributable to lncrea.se& in hospital workers' bourly 
earnings (including fringe benefits); 

(2) 	 Non·labor factors-the increase in the hospital input price 
index which is attributable to factorn other than hospital 
workers' hourly earnings, such as the costs of energy. food, 
and supplies; 

(3) 	 Unit input intensity allowance-the amount added to or 
subtracted from the input price index (generally as a result 
oflegislation) to yield the prospective payment update factor; 

(4) 	 Volume ef.sen'ices-the increase in total output ofunit& o~ 
service (as measured by hospital adntiseions wvered by the 
HI program); and 

{o} 	 Other sources-n residual category, reflecting an other 
factors affecting hospital cost increases {such as intensity 
increases). 

Table II.Fl shows the estimated values of the principal components of 
the increases for historicaJ periods for which data. are available and the 
projected trends used in the estimates. The following discussions apply 
tn projections under the intermediate assumptions, unless otherwise 
indicated. 

.. 
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Increases in hospital workers' hourly earninga can be analyzed and 
projected in terms of (1) the assumed increases in hourly earnings in 
employment in the general economy and (2} the difference between 
hourly earnings increases in the general economy and the hospital 
hourly earni..np used in the hospital input price index.6 Sinee the 
beginning of the In program, the differential between the hoopital 
workers' hourly earnings and hourly earnings in the genera! economy 
has fluctuated widely. Since 1984, this differential bas averaged about 
-0.3 percent, During the initial years of the proapeet:ive payment 
system, it appears that hospital hourly earnings were depressed relative 
to those in the general economy as hospitals adapted. to the prospective 
payment system. This differential is assumed to fluctuate, leveling off 
to z.ero for most of the projection period. 

Non-labor COf..t increases CIln similarly be analyzed in terms of 11 known, 
economy-wide price measure (the CPI) and 11 differentia] between the 
CPI and hospital-specific prices. This latter factor is called the hospital 
price input interurity,increase, and reflects price increases for non-Jabor 
goods and services that hospitals purchase which do not parallel 
increases in the CPI. Although the price input intenaity level has 
flUctuated erraticfllly in the past, this differential has averaged about 
-0.4 percent during 1984--1997. Over the short term. hoopital price input 
intensity is assumed to fluct;uate, leveling off to zero for most of the 
projection period, 

The final input price index is calcu1ated as a weighted average of the 
labor and non-labor factors described above. The weights reflect the 
relative use ofeach factor by hospitals (currently about 60 percent labor 
and 40 percent non-Iaborl. 

For yen.rs prior to the beginning of the prospective payment system, the 
[' 	 unit input intensity aUowance has been set at 1 percent for illustrative 

purposes, with historical increases in excess of 1 percent allocated to 
other sources. For years !.lft.er the beginning of the prospective payment. 
system, the unit input intens.ity allowance is the allowance provided for 
by law in the prospective payment update factor; that is, the unit input 
intensity aHowance is the amount added onto (or more commonly 
suhtracted from) the input price index to yield the update factor. (It 
sbould be noted that. the update factors are generally prescribed on a 
fis.:al year basis, while table 1l.FI is on a calendar year basis. 

'£1\ eetabllshing the hoepitaJ input pnc. tndu, 8 ·prtl&y" r:nea.ure of hospitAl hourly 
'f earn.lnp I. used to ettlmAte ACtual ellnlil1lf1l .. 
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Calculations have therefore boon performed to estimate the unit input 
intensity allowtuloo on a calendar year basis.) 

For fiscal years 199s..2002, the allow~es are prescribed in the 
Balanced Budget Aet of 1997. Beginning in fiscal year 2003, the law 
provides that future increa8es in payments to pl.U"ticipating hospitals for 
covered admi88ions will equal the increase in the hospital input. price 
index. Thus. the unit input intensity allowance, as indicated in table 
ILFl, is assumed to equal zero for the rest of the years in the first 
25-year projection period. 

Increases in payments for inpatient hospital services also reflect 
increases in units (volume) of service as measured by increases in 
inpatient hospital admissions covered under the HI program. Inereases 
in admissiol15 are attributable both to inCrM.SeS in fee-for-service 
enrollment under the ill program and to increases in admission 
incidence (admissions per beneficiary), as shown in table Il.Fl. The 
m$torical and projected increases in enroll:cnent reflect the more rapid 
increase in the population aged G5 and over than in the total population 
of the United States, and the coverage ofcertain disabled beneficiaries 
and ]Jersons with end~stage renal disease. InCre8HS in the enrollment 
are expected to continue, reflecting s continuation of demographic shift 
into categories of the population which are eligible for HI protection. 
There is, however, an offsetting effect as more beneficiaries choose 
managed care plans. Tbi$ effect is $hown in the managed care shift 
effect column. In addition, increases in the average age of beneficiaries 
lead to higher levels of admission incidence. Admission incidence levels 
are also often affected by changes in the laws and regulations that 
define and guide the HI program's coverage of inpatient hospital care. 

Since the beginning of the prospective payment system, increases in 
inpatient hospital payments from other sources are primarily due to 
three faetors: (1) the changes in DRO coding as hospitals continue to 
a<ljuat to the prospective payment system; (2) the trend toward treating 
less oomplicated (and thus, less expensive) cases in outpatient settings, 
resulting in an increase in the average proa~ive payment per ' 
adm~$Sion; and (3) legislation affecting the payment rates.. The_ effects 
of several budget reconciliation acts, sequesters as required by the 
Gramm-Rudman-Hollings Act, and other legislative effects are refiected 
in other SO\1.iWS, as appropriate. The assumed increase in this factor for 
fi&cal years 1999 through 2023 is 0.5 percent, attributable to an asaumed 
continuation of the current trend toward treating less complicated cases 
in outpatient settings and continued changes in DRO coding. 
Additionally, part of the increase from other sources ~ be attributed 

50 
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w the increase in payments fol' certain costs not included in the DRG 
payment;. these CQSta are gem:rally increasing at R rate slower than the 
input price index. Other possible soure~ ofboth relative inereatre8 and 
decreases in payments include (1) a shift W mol'(!: or leAS expensive 
admissions {DRGs} due 00 changes in the demographic characterietics 
ofthe covered population; (2) changes in medical praetice patu!:msj and 
(3) adjustments in the relative payment levels for various DRGs or 
addition/deletion of DRGa in ret:!pOMe to changes in technology. AP, 

experience under the prospective payment system continues 00 develop 
and is further analyzed, it may be possible w establish a more 
predictable trend for this component. 

The increases in the input price index (lesa any intensity allowance 
. specified in the law), unitsofservioo. and other s.e;lln"oos are compounded 
w calculate the overall increase in payments for inpatient hospital 
services. These overall increases are shown in the last column of table 
ItFl. 

c. 	 Fee-/Or-Sel'fJice Payments /Or Skilkd Nursing Facility 
(SNF), Home Health Agency (HHA), and Hospice Semice. 

Historical experience with the number of days ofcare covered in SNFs 
under the HI program has been characterized by wide swings. The 
number of covered days dropped very sharply in 1970 and continued to 
decline through 1972. This was the result of strict enforcement of 
regulations separating skilled nursing care from cusoodial care, and 
primarily reflected the detennination that Medicare was not liable for 
payment rather thnn redUced uaage ofservicelJ. The 1972 wnendments 
extended benefits to persons who require skilled rehabilitative services 
regardless of their need for skiUed nursing services (the fonner 
prerequisite for benefits). This change and subsequent related changes 
in regulations have resulted in significant i.ncreases in the number of 
services covered by the program. Changes made in 1988 to coverage 
guidelines for SNF services and expansion.s and changes due 00 the 
Medicare Catastrophic Coverage Act of 1988. effective January I, 1989. 
resulted in large increases in utilization ofSNF services. A reduction in 
utilization occurred in 1990~1991, consistent with the provisions of tile 
Medicare Catastrophic Coverage Repeal Act of 1989. From 1991 to 1998 
large, but gradually decreasing, increases in SNF utilization occurred, 
Projections reflect a continued decline in these increases, eventually 
reaching modest increases in covered days based on growth and aging 
of the p<>pulation, 
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Increases in the average cost per dayT in SNFs under the program are 
caused principally by increasing payroll costs for nurses and other 
required skilled labor, For 1991 through 1996, ~ratesofiru:reaae in 
cost per day oecu.rred due to n~ home reform regulations. For 1997 
and 1998, this increase was an:uiller than the previous six yeat'$ but still 
large by historical standards. Projected rates ofincrease in cost per day 
are usumed to decline to be slightly higber than increases in general 
earnings throughout the projection period. A<ljustments are included to 
reflect the implementation of the new prospective payment system for 
SNFs, as required hy the Balanced Budget Act of 1997. Increases in 
reimburaement per day reflect the changes in beneficiary cost sharing 
amowtts. including those changes resulting from the catastrophic 
coverage a.nd catastrophic coverage repeal legislation. 

The resulting increases in fee-Cor-service expenditures for SNF services 
are shown in table II,F2. • 
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!nerd.es In Taxable Pl'JY1'oIl' 

e,.",-. Hllllfmir;. HI ~"" .. ..,.,,"
C41londar Inpa~ ""'. ManeQed Waightad ....... _xpendl- ...... 


I'lOspltajU - -~ JU~~ C01I$~r'l!JsUWlf ""'" etrt 'vemA'!" pavrol! .rOIf 

Hjslorlool Data:,,.. 11.1% 280.$'% ZS.6% 19.0% 1.5% 16.6% H'" ...%,.., sa, "'" .5O • .7 M"" .as 12.5 ,.. 11.0 ,1.7'99'"m 11.9 
'"•• "'., "., "' 

21.5 

.• lS,9
••• ".'.1 15.7 10.2 

,m •., "., '" 10.1 '" ·17.0 • 2 "2 "'.7.., ,.,.... 35.0 ".0 '" 13.7 ,,. 13.9 B-1, •••••• ,,,24,6 39.1 .1.7 •.7,.,. 11.1"., "'," ••• <lUI '0 45.3 ,., ,.. '.0 3.'.',.. lUI ., " e, 7.4 ,•.0". ".."" "..- •., ·16$ \9.7 " 0' •• 0.' ,.. ...,"" 
P~cllon:l ,... '.•7 .3.6 . ..., ILl .., .., .., ·u­'.7,., ,., I.' .1(1.0 15.6 .. ,., '.7 ".l 

7.7 '.7"'" ., ao " ••• U ,.. ••• ••"'" ., -3.4 60 .~ I.a"'0
"''' •• " M '" .. .. " '.0 e.' '.' '.7 

Z,g 4.5; '"lill .tlli' in U 4," Zoi 
. """ '" 

.. 




Actuarial MetluxWl.ogy 
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'Under1NIM~~. 

Program uperience with HIlA payment.e has shown a generally upwatd 
trend. The number or ...isits had increased sharply frOom year to year, 
but some decreases, albeit small in magnitude relative to past increases, 
were experienced in the mid-1980's; these were followed by modest 
increases. During 1989-1995. however. extremely large ineroaacs in the 
numoor of visits occurred. Growth slowed dramatically in 1996 and 
1997. in part as a resul~ of intensified efforts to identify fraudulent 
activities in this area. The growth in the benefit is further slowed by the 
enactment of the Balanced Budget Act. This legislation introduced' 
interim per~beneficiar)' cost limits, at levels resulting in substantially 
lower aggregate payments, which will he used until n prospective­
payment system is implemented in fiscal year 2001. Moo()st inert!ases. 
based on growth and aging of the population, are projected thereafter. 
In addition, beginning in 1998 the majority of the- HHA services are 
transferred from the HI program to the 8M! program, but with a portion 
of the cost of the transferred serviees met through th~ HI trust fund 
during a 6-year transitional period. The HHA estimates shown in this 
report represent the total cost to the HI program from (l) HIweovered 
HIlA semoos, plus i2) the- trru'lBit.ionw payments to the SMI trust fund 
for the applicab!e portion of SMI HHA costs, 8S specified by the 
Balanced Budget Act, ReimbUl'StJ:ment per visit is assumed to increase 
at n slightly higher rate than increases in general earninge, but 
adjustments to reflect legislati~>n limiting HHA reimbursement per visit 
are included where appropriate. The resulting increases in fee~for­
scrvioo ~x:penditures for HHA servioos are shown in tahle lLF2, 

. COwrage ofeertain hospice care for terminally ill beneficiari~B resulted 
from the enactment of the Tax Equity'and Fiscal Responsibility Act of 
1982; such payments are very small relative to total progrtllll benefit 
payments hut have grown rapidly in most years. This. growth rate has 
slowed down dramatically in the most recent years. Although detailed 
hospice data are scant at this time, eBtimates for hospice benefit 
paym()nt increases are based on mandated daily payment rates and 
annual payment caps, and assume mooeat.growth in the number of 
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covered days. Increases. in hospice payments are not shown separately 
in table Il,F2 due to their extremely amaH contribution to the weighted 
average increase for all HI types of acrvlce. but are included in the 
average, 

Program experience with managed Cil.X"e payments bas shown an upward 
trend, Per capita amounts have grown following the same trend as fee­
for-service per capita growth. based on the formula in the law to 
calculate managed care capitation amounts, 'The projection 'of future per 
capita amounts follows the requirements of the B,ruanced Budget Act of 
1997 as related to the Medieare+ChQice capitation amounts, which 
increase at rates baaed on the per capi~ growth for all ofMedicare, less 
specified a<ljustments in 1998 to 2002, 

The major reason for the large growth in HI mM8ged care expenditures. 
has been the increase in managed care enrollment, These increases in 
enrollment were quit.e large in the early 1980's. but slowed in the late 
198O'g, Since then large growth has bren occu.rring, The projection of 
these enrollment incn:as.es Msumea high growth in the next few years 
as additional Medicare+Choioo managed care plans become available 
and the enrollment process becomes mora straigbtferward and then 
more modest inereases based on growth in Medicare total enrollment 
after that, 

e. ,Adminj.trative &penn. 

The cost ofadministering the m program has remained relatively smaH, 
in comparison with benefit amounts, throughout the history of the 
program. The ratio ofadministrative expenses to benefit payments has 
generally fallen within the range of 1 to 3 pen::e:nt, The short-range 
projection ofadministrative cost is based on estimates: of workloads. and 
approved budgets for intennediaries and HCFA, In the lang.-range, 
administrative cost increases are baaed on assumed increases in 
workloads, primarily due to growth and aging of the population, and on 
assumed unit cost increases of slightly less than the incrc~8 in average 
hourly earnings shown in table n,Fl. 

3. Financing Analysis Methodology 

In order to analyze costs and to evaluate the financing of a program 
supported hy payroll taxes, program costs must be cottlpated on a 
year~by~yf!ar basis with the taxable payroll which provides most of the .. 
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source of income for these oosta, Since the vast majority of total 
program costs nre related to insured beneficiaries,and since general 
:revenue appropriations and premium payments are expected to support 
the uninsured segments, the remainder of this report will focus on the 
financing for insured beneficiaries only, 

a. Ta.x(Jble Payroll 

Taxable payroll increases occur as a result of increases in average 
oovenxi earnings and increases in the number of covered workers, The 
taxable payroll projection used in this report is based on economic 
assumptions consistent with those used io the OASDI report, The 
projected increases in taxable payroll for this report under the 
intermediate assumptions ore shown in table ILF2, 

b. Relationship Between Prog~lIf Costtt and TQ.#(lble Payroll 

The single most meaningful measure of prQgr1lm cost incn;!:8.$es. with 
reference to the financing of the aystem j is the relationship between 
program cost increases and taxable payroll increases, If program coats 
increase more rapidly than taxable payron, either increasing income 
rates or reducing progrnm costs. (or some combination thereof') will be 
required to finance the system in the future. Table II.F2 shows the 
prqjected increases in program costs relative to taxable payroll over the 
first 25-year projtlCtion period. These relative increases are initially 
negative in the short tenn, due to the home health benefit being shifted 
out of the HI program and the other savings provisions in tho Balanced 
Budget Act of 1997, Therea.frer they increase to the range or 0.8 to 1.1 
percent per year until 2010, and then increase to a level of about 2.3 
percent per year by 2020 for the intermediate assumption, as the 
post-World War H baby boom population becomes eligible for benefits. 

The result of these relative growth rates is initially a reduction in the 
cost of the HI program as a percentage of taxable payroll, followed by a 
steady increase in the yea.r-by-year ratios of program expenditures to 
taxable payroll, as shown in table II.F3, Under the low rost alternative. 
increases in program expenditures follow a similar pattern relative to 
increases in taxable payroll, but at a somewhat lower rate, which 
becomes slightly lower than the rate' for taxable payroll by 2010; the rate 
then increases. reaching about 0.8 percent more per year that! taxable 
payroll by 2020. Similarly> the high cost alternative follows a 
comparable pattern but at a somewhat higher rate thHIl under the 
intermediate asaumption~, gradually becoming about 2,6 percent mot1l: 
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than taxable payroll by 20]01 and then increasing to about 4.0 pertent 
more than taxable payroll by 2020. 

Table II,F3.-summary of Altem8tlve PtofedIo". tot the HI Program-=--­
Increasn~~Hr.lrpau.1'!\ CN.r'On In \tit ~ be,....,.. 
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4, Projectiona Under Alternative Assumptions 

Since the beginning of the program, aggregate inpatient hospital coats 
for Medicare beneficiaries have increased substantially faster than 
increases in average earnings and prices in the general economy. Table 
Il.Fl shows the estimated experience of the HI prograin for 1984 to 
1997. As mentioned earlier, the HI program now makes most 'payments 
to hospitals on n prospective basis, The proapootive payment system bas 
made the outlays of the Hl program potentially Jess vulnerable to 
excessive ra.tes of growth in the bospital industry. However, there 15 
still considerable uncertainty in projecting HI expenditures, for 
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inpatient bospital services: as well as the other covered types of services, 
due to the uncertainty of the underlying e(!nnomic assumptions and 
utilization increases. In addition, there is uncertainty in projecting HI 
expenditures due to the possibility of future legislation affecting unit 
payment levels, particularly ror inpatient hospital services. Current 1aw 
ig- assumed througbout tht'l estimates shown in this report, but 
Jegislation affeeting the payment levels to hospitals for the past 13'years 
and the nut 4 years has been enacted. and futt.ll'e" legislatinn is 
probable. 

In vitM, of the uncertainty of future cost trends, projected<costs for the 
In program have been prepared under three alternative sets of 
8oumptions, A summary of the assumptions and results is shewn in 
table II.F3. The set of assumptions labeled ':'Inu:;rmediate" forn::w the 
basis for t.he detailed discussion of hospital cost trends and resulting' 
program costs presented throughout this report. It represents 
intermediate cost increase assumptions, compared with the lower cost 
and higber cost alternatives. Intreases in the economic factors (liverage 
bourly earnings and CPI) for the three alternatives are consistent with . 
those underlying the OASO! report. 

As noted earlier, the single most meaningful measure ofH1 program cost 
increases. with reference to the financing of the system, i~ the 
relationship between program cost inereases and· ta.u.ble payron 
increases: The extent to which program cost increases exceed incrMses 
in taxable payroll will determine how steeply income rates must be 
increased or program costs curtailed to finance the system over time. 

, 
By the end of the first 25~yea.r projection period, program costa are 
projected to increase about 2,8 percent faster ~r year than increases in 
taxable payroll for the intermediate assumption, ~ discu,ssed in section 
II.F3. Program costs beyond the first 25-year projection period are 
based on the assumption that costs per unit of aeMcc increase at the 
same rate as average hourly earnings. Program expenditures. which 
were about 3.2 percent of,taxable payroll in 1998, incroase to about 4.3 
percent by the year 2023 and to almost 7 perCent by the year 2073 under 
the intermediate assumptions. Henee. if all of the projection 
assumptions are realized over time, the HI income rates provided in 
current Jaw (3.26 per-cent of taxable payroll) will be grossly inadequate 
to support the cost of the program. 

During the first 25-year projection period, the low cost and high cost 
nlternatives contain assumptions which result in program costs 
increasing. relative to taxable payroll increaacs, approximately, 2 
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percentage points less ra~dly and 2 Percentage points more rapidly, . 
respectively, than the results under the intermediate assumptions, 
Co5ta beyond the fi:rst 25-year projection period assume the 2 percentage 
point differential gradually decreaooa until the year 2{)4iwhen program 
cost increases relative to tuabJe payroll are approximately the same as 
under the intermediate aasumptions. Under the low coat alternative. 
program exPenditures would be about 3.0 percent of taxable payroll in 
the year 2023. inereasing to about 3.7 percent oftaxnble payroll by 2073. 
Under the high cost alternative. program expenditures in the year 2023 
would incroase to about 6.4 percent of taxable payroll, and to about 13,2 
percent of taxable payron in the year 2073. 

," . 

G. LONG-RANGE SENSITIVITY ANALYSIS 

This section presents estimates whlch UJustrate the sensitivity of the 
long-range com rate and actuarial balance of the m program to changes 
in seleetecMndividual assumptions. The estimates baaed on the three 
alternative sets of assumptions (Le., intermediate. low cost, and high 
cost) illustrate the effects of varying all of the principal ~ssumptions 
simultaneously in order to portray a generally more optimistic or. 
pessimistic future, in terms of the projected financial status of the HI 
program, In the sensitivity analysis presented in this section. the 
intermediate set of assumptions is used as the reference point, and one 
assumption at a time is varied within that alternative.' 'Similar 
variations in' the selected assumptions within the other alternatives 
would resUlt hi similar variations in the long~runge estimates, 

, 
Each table that -follows shows the effects of changing a particular 
assumption on- the HI ~ income rates, summarited cost rates. 
and actuarial balances' (as defined earlier in this :report) for 25-year. 
5O-year, and 75wyear valuation periods. Because the income rate vanes 
only slightly with changes in assumptions, it is not considered in the 
discussion .of the tables. The change in each .of the actuarial balances is 
approximately equal to the change in the oorresponding cost rate, but in 
the opposite direction. For example, a lower projected cost rate would 
result in an improvement in'the corresponding projected actuarial 
balance. " 

1. Real-Wage Differ~tial 

Table ILGl shows the estimated m income rates, cost rates, and 
actuarial balances on the basis of the intermediate assumptionB 1,\.'ith 
various assumptions about the real-wage differential. These .. 
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assumptions are tha't the ultimate real-wage ·differential will be 
O.4-peTCentag~point (as assumed for 'the high cost. alternative), 
O.9-peroentage·point (as assumed for the intermediate assumptions), 
and 1.4-percent.age--pointa (as assumed for the low cost alternative). In 
eacl:l. case, the ultimate annual increase in the CPI is assumed to be 3.3 
percent (as assumed for the intermediate assumptions), yielding 
ultimate percentage increases in average annual wages in covered 
employment of 3.7,4.2, and 4.7 percent under the three iUustrations, 
respectiveJy. 

Past increases in rea) earnings have exhlbited substantial variation . 
. During 1951-1970. real earnings grew by an average of2,2 percent per 
year, During the laat quarter century, however. the average annual 
increase in real earnings he amounted to only 0,6 percent, The 
possibility of continuing poor performance in real wage growth is a 
matter of some concern to analysts and policy makers. Thus, the 
sensltivity of HI costs to futUre real wage growth is i.mportant. AB 
shown in table llG1. projected HI oosts are, in fact, fairly sensitive to 
the assumed growth rates in real wages. For the 75·year period 
1999-2073. the summarized cost rate decreases from 4.94 percent (for a 
real-wage differential of O,4·pereentage-point) to 4.49 percent (for a 
differential of1A·percentage-pointa}, The HI actuarial balance over this 
period shows a corresponding improvement for faster fates ofgrowth in 
real wages. . 

Tabi& 1I.G1.-Sttlmated KI ,"come ",lea, COtIt Rete., and Actuatlal Belanee8, Baaed 

rm Irltermed!.st& Estimatee With Various Real.Wage ANUmptlolUl 


[As 8~!)O ol t.ul\tlle pa,yn:Oll 


Surtr\a'lZ&d It'\I:Xlm& rate: 
25-jIIl'lir: 1999·<1023 3.2.2 3.21 3.00 
5O-year: t999·204B 3.~ 3.~ 3.21 
75-ya1lr. 1999.:an3 3.26 3,,26 3.24 

g\Kl'lrl'Wil~llld CQI>t rail!: 
25'"'19111: 1999-2023 3.10 3.00 :3.52 

5()..yflar: 1999·2049 4.47 4.31 .US 

75·ynlif. 1999·2073 4.94 4.71 4.49 


Actl.lao1al b&\at'Iee. 
25-ye1!r: 1999.2023 ..0.48 ..0.40 ..0.32 
SQ-y;iBr: 1999·2048 -U?2 -1.06 .(1.94 
~ 1999-2273 .URI .1,46 -12$ 
'The /IIsl ~l.Ie if1 eech pair Is 1'le -...med ullimal& ern;a) p8ltlO1'oIagI.'o I~ \r; _!'&gEl \l\'UQ!!!' In ~tad 
employmolrrt. Tl'EI 5eC(j1l(! Wi.... Is tha 8BS1.11J!&d JI.O'MItI 6""1.18.1 p8~ ~IH'I In 1r. CPt The 
uJ'f,1'flI"ICe befW66r.1h6 \W(I YlIII.I8.5.I$ 1M ~ iJ\IhIJ'I!I"!1IIIL 
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The HI cost rate decreases with increasing real-wage differentials, 
because the higher real-wage levela.increase the taxable payroll to a 
greater extent than they increase ill program benefits. In particular, 
each O.5-peroon:tage--pointin(:'l':ea.8e in the assumed real-wage differential 
increa&eA the long-range HI actuarial balance on average by about 0.20 
percent of taJ:able payroll,8 

. 

2. Consumer Price Index: 

Table IlG2 shows the estimated HI income Tates, coat rates, and 
actuarial balances on the basis of the intermediato alternative witlJ. 
various assumptions about the rate ·of.increase for the CPl. . These 
a.Bsumptions are that the ultimllte annual increase in the CPI ""ill be 2.3' 
percent (as BBSumed for the low cost alternative), 3.3 percent (u ' 
assumed for the intermediate assumptions). and 4.3 per<::ent (as 
aBsumed for the high cost alternative), In each case, the ultimate 
real-wage differential is assumed to be 0,9 peroont (as assumed for the 
intermediate assumptions), yielding ultimate percentage increases in 
average annual wages in covered employment of3,2, 4,2, and 5.2 percent 
under the three'mustrations. , 

Tabkt II.G2.-Eatimlrtec:l HI Income Rates, Coat R.tN, and Actuarial Bl1IInco. Baaed 

()f\ ltmm"nec:Il8t$ e"lImatee With VarlQLUt CPl4(ICraue Aas\lmptiQna ' • 


" IAI a p6reoolage of taxable payroIll 


S~d Income rIM; 
251'0.r: 1999·2023 3.21 . 
e;o·yoor. ,9ru).~$ '"3", 
15..yaal",1~ '" ,.,. 

SUmmaridild ~ 'tuo: 
2S·~sr.l~ 

.32 4.21SG--year: 1999--2048 '" 4.31 
'.5S 

15,~r: 19\19·2013 4.71 4.6741" 
A/:b.srilIl balance: 

is·year. 1999.2q2J -0.40 .Q,40 .0,36 
5O-),*st: 199&--2048 ,'.00 ·1!1e' .\.06 
75'Yf!!!r: 1~ ·j.4L........"~~~·1A6 _'4:\ 

'The filSl vall» mAdl par l5-!tTe IIswmed ~ so1'lull1 ~nlsi"!e~WlSY(l~ wag.eQ I!'\ ~lfId 
e'f1)loymell\. Tha ~ valUE! 1& Me ~ ",!lometa Sflf'usI pamertlage il'lCMStf;l1n Ihet CFt 

-nul !!i€'!'Wtivity i-e dampened oornewhat because, aa noted previouaiy in thie report, after 
the tint 25 yean medkal care unit coats are 81J.l1umed to inaease at the eame rate as 
aver. hourly~. AI! II resu.lt, lWumed faster ",iii w. growth C«utMMI pl'!.'liectEd 
taxable payroll to ~ JlI.Ol'e ~y than prqjeeted roeta, butonly for the finrt.25 year•. 
Thereafi.er, payroll and Mets 81'8 both pNjt!Cted ttl incre~ at about tM iamfll'lIte. The 
cumulative ~ between )lRytGll Md (';(tOts continUfS bu~ does not in<:n8se further . .. 
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For all three periods, the oo;;t fate decreases slightly with greater 
assumed rates of increase in the CPl. Over the 75-year projection 
period, for example, the cost rate decreases from 4.73 percent (for CPl 
increllses of 2.3 percent) to 4.67 percent (for CPI increases of 4,3 
percent), The relative insensitivity of projected HI (!Qst rates to different 
levels ofgeneral inflation OC:tltrS because inflation i8 assumed to affect 
both the taxable payroll of workers and medical care oosts about 
equally.~ In practice, differing rates efinflation could occur between the 
eeonomy in general and the medieal*care BOdot'. The effect of such a ­
difference can be judged from tho senBiti"ity analysis shown in the 
subsequent section on m.isoollancou8 health care eoat factors. 'llie effect 
ofeach 1,()..percentage.point IDcrea8() in the rate of chlU1ge assumed for 
the CPI i& an increase in the long~ra:nge actuarial balance ofabout 0.02 
percent ef wahle payroll, on average. 

3. Real·Interest Rate 

Table l1.G3 showB the est.i.mated HI income rates, cost rates, and 
actuarial balances under the intermediate altern&th.'e with various 
a.ssumptions about the annual real·interest rate for special publ1e..debt 
obligations Issuable to the trust fund. These assumptions are that tbe 
ultimate annual real-interest rate will be 2.2 percent (as assumed for the 
high oost aJternative), 3,0 per(ent (as assumed for the intermediate 
assumptioN), and 3, '1 percent (as assumed fOT the low cost alternative), 
In each case, the ultimate annual increase in the CPI is auumed to be 
3.3 percent (as assumed for the intermediate assumptions}, resulting in 
ultimate annual yields of 5.5. 6.3, and '1,0 percent under the three 
iBustrations. 

~ all,fht aeMitivity shown n,l\lul!.11 primArily from. the rllet that the 68e111 year 1999 
paymenl.mta Cor hoApit8l& htl"tl a.ltt&dy been aet,. If the 1999 paymetltll were allowed w 
be afl'ected by CPt ~ thl!nt would be no. projected tlffeet.dl.le to CPt ~ 
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Tabkt 1I.G3.---&llmated HI Income RaMe. Cn\ Retas, ond Ae1uI:nal Baklnces, Band 

on Int~ Estlmatft WIth Varloua Ru~tA..ummlona 


(As a pefOjlfli.aO'i (ri 1IlX&bIe f.'IIl)'!dIJ 


2.2 oollll!'!! J,Q QS!!ttICI ;',7 DOrc&n! 

SummarIZed Ineom& 11tte: 
25"1'Nr: 1999-2023 :U1 3,21 322 
1$O-)1J1ilr: 1Q99.2048 323 323 3.22 
7fi.yaar 1999-2073 '" '" '.25 

SummeM*!:! oos! mill: 
25~r: 1999~3 

5O-yItar: 1999·~e 
1~YMr: 1999·3)13 

,...
.'"..., 

,eo
",
.HI 

3,59 
4JI3.... 

~!ballln(!:lt, 

2$-year: 1ege.m:I -0.42 -0.40 <1.31 
~r: 1999-2048 .1.11 ,'.00 ·"Xl 
15~1~~]ti3L-__________-"~________~~______~"-__~-1,59 ·1.48 . -1.33 

For all periods, the coot rate decreases with increasing real~interest 
rates. Over 1999-2073 for example. the su.m.DUlrized HI cost rate would 
decline from 4.86 percent (for an ultimate real~interest rate of 2.2 . 
percent) to 4.58 percent {for an ultim"ate real-interest rate of 3.7 
percent}. Thus, each 1.0~pereentage-point increase in the assumed 
rea1~interest rate mCNases the long~range actuarial balance on average 
by about 0.17 percent of taxable payroll. The faet that the actuarial 
balance of the HI program is sensitive to tbe interest assumption is not 
an indication of the actual role that interest plays in the financing of the 
HI program. In actuality, interest finances Vf!rf little oftbe cost of the 
HI program. The sensitivity of the actuarial balance to the interest 
assumption is implicit in the present-value method used to calculate the 
actuarial balance (as described in more detail in section III.A). 

4. Health cire Cost Factors 

Table II,G4 shows the estimated HI income rates, cost rates, and 
actuarial balances on the basis of the intermediate set of assumptions 
with two variations on the relative annunl growth Tate in the aggregate 
oost ofproviding CQverOO. health care services to HI beneficiaries. These 
assumptions are that the ultimate annual growtb rate in such (;Qsts, 
relative to the growth in taxable payron. win be 1 porcent slower than 
the intermediate assumption, the same 8.8 the intermediate assumption, 
and 1 percent faster than the intermediate assumption. In each case, 
the taxable payron "Will be the same as assumed fur the intermediate 
assumptions . 
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As DOted previowUY, facto~ such as wage increases nnd price increases 
may simultanooWlly affect both HI tax income and the costs incurred by 
hospitals and other providers of medidIJ care to HI beneficiaries. (The 
sensiti...ity of the program's financial status to these factors is evaluated 
in acetiOIiB II,Gl and II.G2.) Other fecters, such as the utilization of 
services hy beneficiaries or the relative complexity of the services 
provided. enn affect provider cost& without affecting HI tax ineome. The 
sensitivity analysis shown in table ILG4 illustrates the financial effeet 
of nny combination of such factors that results in aggregate provider 
costs increasing by 1 percentage point faster or slower than the 
i.ntermediate' assumptions, relative to growth in taxable payroU under 
the intermediate assumptions. 

Tobkt U,Q4,-E.11met1ld HIIncofnt flatea, Coat n.to., end Actlolarlal 8#lancea, BaUd 
on IrItmrnedlate &tlmoUl. Will'! Yarlou. HMIth CM. Coat Growth Rat. Aaaumpllona 

!As a palClll1!lQ& of ~ payltll!) 

:itltuat!or IXIf100 

SurtlYnsriDd lno::cmo ra!l.l: 
2fi.yelr: 1899·2023 :'1.21 3.21 
Sl).ye.r: 1999·204& '" 
?S·".,Ir: 1998,i/013 ,.., '" ,,."... 'Zl 

'''' Sl.ImrMrImd COlt mt.: 
2.5."e.r: !~2023 3.16 ,.. ,(",
S(j.yaar. 1W9-~ .., ...'J< 
7$.ytar: t999<2013 '.J< 4.71 ... 

AtwMlbaiBl>ce: 
2$,.,.'1; 1999<2023 .....0'" ..." 
$(I..Y'Ir: lm~ ..... .,.00 ..'" 
TIh"lIt; llM'2Im =9.10 -18 <Bj2 

As illustrated in table 1l.G4, the financial status of the HI program is 
extremely sensitive to the relative growth rates for health care service 
coote versus taxable payroll.ltI For the 7S-yeaI' period, the cost rate 
increases from 3.36 percent {for an annual cost/paYTf?ll growth rate of 1 
percentage point lese: than the intermediate assumptions) to 6.88 
percent (for an annual cost/payron growth rate of 1 percentngc point 
more than the intermediate assumptions). Each 1.()·percentnge~point 
increase in the assumed cost/payroll relative growth rate decrnases the 

ICfn amtrl.\lli. i./) !.h! aitustifln det!cribed for the real.wap differential (see rootnui<! 8). the 
$Cll5itivity an.a!ym alwwn here m1ecte the Q)fItinuing tffects c! relatively (1UItet' or erower 
gT(Iwtb in medical CMe COlts ~ut !.he ent.iM 'I5-year period. Ar. .. reault., the 
Ibl"l,itivity Ihawn here f.r mi.ty,djjl11eOua hea.l!.h e&nI W!lt fac:t.onlj, tub.tAntially great« 
t.h#n tlwwo lor !.he reAl-wage dil'ferential, .. 
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long~f"flllge actuarial balance on average by about 1,76 percent ofwable 
payroll, 
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ilL APPENDICES 

A. ACTUARIAL BALANCE UNDER THE MODIFIED 

AVERAGE·COST METHOD 


In aection [LE, the aummnrized income rates, cost rntes, and actuarial 
balances are presented baeed on the actuarial present values of future 
income, costs, and taxable payroUa. Such methods are widely used in 
aetunrial, economic, and firumcial analyses. In effect, the present value 
calculation applies successively less weight to the projected values fl8 the 
projection int.ervallengthens. This technique reflects the fact that the 
value of the doUar changes over time-in particular, a dollar available 
today can earn interest over time and is therefore more valuable tlum 
the same dollar available in Bome future year, 

The actuarial balance computed under the present-value method can be 
interpreted as the immediate, level, and permanent percentage that. if 
added to the cu.rrent law income rates and/or subtracted from the 
current law cost rates throughout the valuation period, would provide 
sufficient financing to support program costs throughout the period and 
would leave the targeted trust fund balance at the end of the projection 
period. If such a pollcy were (oUowed, a large fund would accumulate 
and wouJd earn substantial interest credits, significantly exceeding 
those that would be earned under CUlTent Jaw financing, 

The meWlurcment of the actuarial balance by the prescnt~value method 
is significantly affected by the level of assumed future interest rates (as 
iUustratod in section II.G). The higher the nooumed raw of interest, the 
lower the weight that is applied to the more distant, high-cost years of 
the projection. (Equivaiently. the greater the amount of interest that 
would he earned if a large fund were accumulated,) In practice, 
however> unle88 a large fund is accumulated. interest earnings will play 
a relatively small role in the financing of the HI program. The 
sensitivity of the actuario.l balance to a.ssumed interest rates is not 
readily apparent from a casual inspection of the actuarial deficit as 
measured by the present-value method. 

An alternative to the present-value method, called the modified 
average-coat method, was used prior to 1988 to evalUllte the actuarial 
status of the program. Under this method, the actuarial balance is 
defined as the difference between the arithmetic means of the annual 
cost rates (as defined in section II.E) and the annual income rates. 
Thus, under this method, the cost rates and income rates for each year 
are given equal weights when sununan2ed into a single measure. The 
annual cost rates include an amount to maintain the trust fund at a 
desired target level, if the fund would otherwise drop below that level at 
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any point within the projection period. In addition. the act~aria1 
balances calculated under the modifiM average-cost method reflect the 
starting trust fund balance and the interest earned on the trust fund 
before it is exhausted" 

The actuarial balance using the modified average-cost method can be 
characterized as the average of the annual income rilte increases needed 
to maintain the trust fund at the target level over each year of the 
projection period, taking into atCOunt the beginning kust fund bal.aru:e 
and the interest eaininga Qfthe trust fund. The implied funding pattern 
under the modified average-cOst method is that the curmnt law trust 
fund ratios would be maintained until the trust fund ratio falls below 
tbe target amount (l00 percent of the following years estimated 
expenditures), After that,. the income rete would be increased each year 
to rover the cost of the program and to maintain the trust fund at the 

'target level. This measure of the actuarial balance ia relatively 
insensitive to the assumed future interest rates, in keeping with th~ 
minor roJe that interest playa in the financing of a program. on a 
eurrent-cost, or pay-as-you~go, basis, 

, 
The 75-year actuarial balance using the modified average-cost method, 
under the Trustees' intermediate assumptiona, is -1,84 percent of 
taxable payroll as compared to -1.46 pereent based on the present-value 
method. Based on either measure, the actuarial deficit represents 
betwe£n 30 and 40 percent of the summarized cost rate. Thus, the HI 
trust fund fails the Trustees' test of long~range close actuarial balance . 
by a wide margin wring either measure. Table III.Al compares the 
summarized ill projections baaed on the modified average~oost method 
to those based on the present-value me'thod, as used elsewhere in this 
repert. -
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T.bIe ItLA1,-Achutr1ft! Balancet of the HI PrDgl'llm, Under Th.... Seta 01" • 	 AtNwmptlOtl.: ModmOd Awrage-Coft Msthod vertut Pr...nt..volue MethOd 

VahJ8t/Qr1 P\!It'i:ds; 
2S Y'w.: 1999·:ID2'J.: 

SlJmmill'l:ted!nrome rale 30N 3.11%, ­
Sl,ll1lma~lfId com /'8\1' ',02 ,.,. 4:46 
~ balM.nc!l' ..0.43 0.15 -U5 

5Oyeal&: '!)99..204a 
SwormIrtlSd irK:ome 1818 3.1S 3.14 3.23 , 	 .,..SiJmi'N'lrlnld colt ml!!' 2.96 7.07 

.' Aeiuarlal ~' O,le -3.84."" 
7S yeam: 1999·2&73: 

Summaruoo il"lCQlM lilts 3.17 ' 3.34 
Summ:ar.zed COIl'I fBla' :'-11 6.72 
Aetllsrlld balance" 0.06 -5,3$ 

V.llllttion P."ods: pm-Mi",·value Method 
25 years: 1999~~ 

Summat\ltId income mill' 3.21 3,19 3.23 
-~d COli! Jat&' >00 2.96 4.4S 
AEluarial bailii~ ~,40 Q,Zl; -1.25 

., 	 Be ?Milt 1!fii9,.2Q4.B: 
$l.Jmmllrized lnoorn& ",I$~ 	 3.19"3.23 

'mSumlTlllil1m<:!;:o:;1 'lI18' 4.31 
At::1I.l1I:J'!b' bilil~ -1.00 o.n 

75 yearn: 1999~(l73: 
SlIfI'1mlldJ:&d ,~ma 11118' 3.28 3.20 3.32 
&tt<.IMt'.zadOO6lrale' 4.71 3,11 7.47 

...:.kWMli1balanc¢ -1,46 0,19 -4.16 
'e~ for btmef,( p<!ymJlf\lS IIfI(I aciminiitflltiva 00511 lor- ir'I$l.Iru(! oof'llllciatla5. on an lncur!8d basiS. 

ll~tI$Qd as: e pGteentege 01 tanbIII paymli. tol1"p.iled on the mod rled _~! bIIs:s. includ'l'9 the 
I;Q$! of mblnialning!he lrusl t.md .. 1 II Ithtd of 100",\. of Ihe kI!~ yool'/j ut.tNIl0d ~ndlIUIliS, snd 
Ifld.!d'no so ofI!ot\! to cosl d!.l61o *-~ In.ll>llUl'ld biI~.. ­,. 	 ~lfsrerx:e betwuen lh& s$lIITlAind n::0IM mte lind the ~ CQ$! 1lIU. 
tI,!'!(lOmt reu,$ Include begmninO !"U$t fuM balan:lI&. 
·e.)I~.HldrtlJl'lffllor beT'lefl1 payrn;tlll.$ snd IIdmor>illt"SIIYs et\61S for It'l$f,lIud b$M8l1c1arlal!>. olHlninc:uflad bet!$. 
e~p!'lllHd liS e. pereantag& o! tll.!:iW:. pa~roll computed on \00 pnlG8nl'Yllkle bam, in::1ocJn{I the ootlf of 
Ilttah'riJ'lg a I~GI !und balol1Cll althe end 01 (ha p&rtod sqUIll to 100';4 of the 100oYI4ng yoa(l lIr.imslOO 
~odltures. 
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11, LONG-RANGE ESTIMATES OF MEDICAB.E INCURRED 
DISBURSEMENTS AS A PERCENTAGE OF GROSS 

DOMESTIC PRODUCT 

Expressing Medicare incurred disbursements as a percentage of the 
gross domestic product; {GDP} gives a relative measure of the size of tho 
Medicare program oompared to the general economy. 1'be projection of 
this measure affords the public an idea Of the relative financial 
resources that will be necessary to pay for Medicare services. 

TabJe III.BI shows eati:rnated incurred disbursements for the HI and 
8MI programs under the intermediate assumptions expressed as 8 

peroentage ofGDP, for s.ele~ years over the period 1998·2073. These 
incutTed disbursements Wlsume no change in current law for any 
specific program tegismtion or for any comprehensive health care 
reform. The 75-year projection PCl'u>d fulJy allows for the presentation 
of future contingencies that reasonably may be expected to occur, such 
as the impact of a large increase in enrollees whieh OCCUI'S after the turn 
of the century. This large increase in enrollees occurs because the 
relatively large number of persons born during the period between the 
end ofWorld War II and the mid·1960's (known as the baby boom) will 
reach retirement age and begin to receive benefits. ~ 

Table IH.B1.-H1 and SMllncurAld Diabwaemllllfil ... Percent of Grou DemeRk 
P<odueI' 
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Percentane ofGDP 

For m~ program (Om beyond the first 2S·year projection period are 
based on the assuxnption that eosta per unit of service will increase at 
the same rate as average hourly earnings, The as.sociated aggregate 
disbursements are then represented 8S a perrentage oCGDP. For SMf, 
increases in the costa per enroUoo during the initial 2S~year period are 
assumed to gradually decline in the last 12 years to the same rate as , 
GOP per capita and then to continue at the same rate as GDP per capita 
in the last 50 years. 

Based on these asswnptiona, incurred Medicare disbursements tl8 a 
perrent of GDP nn:i projected to increase rapidly from 2,53 percent in 
1998 to 5.15 percent in 2035 and then to increase gradually to 5.67 
percent in 2070. After 2035, while Medicare disbu.t'"lSements as a peroont 
ofGDP jncrease more slowly, the HI percentage grows .steadily while 
the SMI percentage decreases slightly through 2050 and then increases 
again through 2070. 
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C. MEDICMlE COST SHAlIlNG AND PREMIUM AMOUNTS 

HI beneficiaries who use covered services may be subject to deductible 
and coinsurance requirements. A beneficiary is responsible for an 
inpatient boapitaJ deductible amount, which is deducted from the 
amount payable by the HI program to the hospit.a.l, for inpatient hospital 
services furnished in a spell of illness. When a beneficiary reeeives BUch 

services for more than 60 days during a spell of iIlnes$, he or she is 
responsible for a coinsurance amount equal to one-fourth of the 
inpatient boapit.al deductible, for each of days 61~90 in the hospital, 
After 90 days in a spell ofillneS8 each individual has 60 lifetime reserve 
days of coverage, The coinsurance amount for these days is equal to 
one-haIr of the inpatient hospital deductible, A beneficiary is 
responsible for a coinsurance amount equal to one-eighth of the 
inpatient hospital deductible for each of days 21·100 of skilled nursing 
facility sel"'Vices furnished during 11 spell of illness. 

Most persons age 65 and older and many disabled individuals under age 
65 are insured for Medicare Hospital Insurance benefits without 
payment of any premium. The Social Security Act provides that certain 
aged and disabled persons who am not insured may voluntarily enroll, 
subject to the payment of a monthly premium. In addition, since 1994, 
voluntary enrollees may qualify for a reduced premium if they have at 
teast 30 quarters ofcovered employment. 

Under SMI, all enrollees are subject to a monthly premium. Most 8MI 
services are subject to an annual deductible and coinsurance, The 
annual deductible and the coinsurance percentage (percent ofcosts that 
the enrollee must pay) are set by statute, The coinsurance pertentage 
bas remained at 20 percent since the inception of the program. 

Table III.C1 shows the historieallevels of HI and 8MI deductibles, HI 
coinsurance, and HI and 8MI premiums, as well as projected values for 
future years based on the inte:rmediate set of assumptions used in 
estimating the operations of the tru.s:t funds. Certain anomalies in these 
values resulted from specific program features in particular years (e,g., 
the effect of the Medicare Catastrophic Coverage A(.t of 1988 on 1989 
values), The amounts of the HI and 8MI premiums and the HI 
deductibles and coinsurance are required to be a.nnounced in the Federnl 
Register in September of each year for the upcoming year. The values 
listed in the table for future years am estimates, and actual amounts are 
likely to be somewhat different as experience emerges. 
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Cost Sharing and Premiums 

Table UI.C1.-Modil:arft Colt $hanng end Pramlum Amounts 
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.~ &hoM> 1ft! ~ l<:Irealerdet¥S11$. 
~~ Ihlw'llot lil61.198~It'lIOfthe 1241W\1t1 potb;D IntiinO JW"113O; Irmul'llll!hi':Mnfoi' 1983 alii 
Iottheprerlod J\ly 1, 1982 ?ll'OlJgh ~f 31. '983: I~~ klr 1984 1m OfIIlI f¢< c;$i&rder 
~I"", 

IAOOmalln In 11'11 1989 YelIJBJ 1ft! du!! Ie" MedIC'''. ~ ecwnge Ad: of t988. MQ$l 01 trw 
~ oj .. -'tt WI"" ~.. loOO\oIIng~. 

The Federal Register notice announcing the HI deductible and 
coinsurance amounts for 1999 included an estimate of the aggregate cost 
to HI beneficiaries for the changes in the deductible and coinsurance 
amounts from 1998 to 1999. At that time, it was estimated that in 1999 
there will be about 8.4 million inpatient deductibles paid at $768 each, 
about 2.3 million inpatient days subject to coinsurance at $192 per day 
(for hospital days 61 through 90). about 1.1 million lifetime reserve days 
subjeet to roinsu.rance at $384 per day, and about 34.4 million extended 
care days subject, to coinsurance at $96 per day. SitniJ8l'ly. it waS 
estimated that in 1998 there were about 8.6 million deductibles paid at 
$764 each. about 2.3 million days subject to coinsurance at $191 per day 
(for hospital days 61 through 90), about 1.1 million lifetime reserve days 
sul:tiect to coinsurance at $382 per day, and about 32.3 million extended 
care daya subject to coinsurance at $95.50 per day, Therefore, the total 
increase in cost to beneficiaries was estimated to be about $100 million 
(rounded to the nearest $10 miUion), due to (1) the increaae in the 
inpatient deductible and coinsurance amounts and (2) the change in the 
number of deductibles and daily coinsurance amounts paid. 
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Glossary 

D. GLOSSARY 

Actuarial balance. The difference between the summarized income 
rate and the summarized cost rate over a given valuation period. 

Actuarial deficit. A negative actuarial balance. 

AdminiS'tnltive es:pense$. Expenses ineurred by the Department of 
HBS and the Department of the Treasury in administering the HI 
program and the pro\-iHions ofthe Internal Revenue Code relating to the 
collection of contributions. Such administrative expenses, which are 
paid from the HI trust fund, include expenditures for intermediaries to 
determine costs of and make payments to providers as well as salaries 
and expenses of the HeFA. 

Advisory Council on Social Security. Prior to the enactment of the 
Social Security Independenee and Program Improvements Act of 1994_ 
(Public Law lO3-296} on August 15, 1994, the Social Security Ad 
required the appOintment of an Advisory Council every" years to study 
and review the financial status of the OABDr and Medicare programs. 
The most recent Advisory Council was appoint(;d on June 9,1994; and 
ita report on the financial status of the OASDI program was submitted 
on January 6, 1997. Under the provisions of Public Law 103-296, thia 
is the Jast Advisory Council to be appointed, 

Aged enrollee. An individual, age 65 or over, who is enrolled in the HI 
program., 

I, 
Asaets. Treasury notM and bonds guaranteed by the federnl 
government and cash held by the trUst funds for investment purpoaea. 

Assumptions. Values relating to future trends in certnin key factors 
which affect: the balance in the trust funds. Demographic assumptions 
include fertility, mortality, net immigration, marriage, divo~, 
retirement. patterns, disability incidence and termination rates, and 
changes in the: labor force. Economic assumptions include 
unemployment., average earnings, inOation, inte~st rates, and 
productivity. Three sets of economic aasumptlons are presented in the: 
Trustees Report: 

(1) 	 The low COst alternative, with relatively rapid economic 
growth, low inflation, and favorable (from the standpoint of 
program financing) demographic conditions; 

,. 
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(2) 	 The intermediate assumptions represent the Trustees' best 
estimates of likely future economic and demographic 
oonditions;'and 

(3) 	 The high coat alternative, with slow economic growth, more 
rapid inflation, and financially di&advantageous demographic 
conditions. 

See also "Hospital assumptions." 

Average market. yield. A computation whim is made on all 
marketable interest-bearing obligations of the United States. It is 
computed on the basis ofmarket quotations as of the end of the calendar 
month immediately precOO:ing the date of ftUch issue. 

Baby boom, The period from the end of World War II through the 
mid~1960's marked by unusually high birth rates. 

Base estimate. The updated estimate of the most recent historical year. 

Beneficiary, A person enrolled in the HI program. &e also IIAged 
enrollee" and "Disabled enrollee." 

Benefit paymeDt&, The amounts disbursed for <:overed services ~r 
the deductible and coinsurance amounts have been deducted. 

Benefit period. An alternate name for "speU of illness." 

Board of Trustees. A Board establiahed by the Social Security Act to 
oversee the financial operations of the Federal Hospital Insurance Trust 
Fund. The Board is composed of six members, four of whom serve 
automaticnlJy by virtue of their positions in the federal government: the 
Secretary of the Treasury, who is the Managing Trustee, the Secretary 
of Labor, the Secretary of Health and Human Services, and the 
Commissioner ofSocial Security, The other two members are appointed 
by the President and confirmed by the Senate to serve as public 
representatives. Stephen C. Kellison and Marilyn Moon began serving 
4~year terms on July 20. 1995. The Commissioner of Social Security 
became a member of the Board effective March 31, 1995. under Public 
Law 10a.296, approved August 15. 1994. The Administrator of the 
HCFA serves as Secretary of the Boord ofTrust.ees. 

Bond. A certificate of ownersbip ofa specified portion of a debt due by 
the federal gOvernment to holders, bearing a fixed rate of interest. 
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I Callable. Subject to redemption upon notice, such as a bond. , 
'I Case :mix index. The average DRG relative weight for all the Medicare 

admissions.. 

" 
Casb basis, The costs of the service at the point payment was mnde 
rather than when the service was performed. 

Certificate ot lndebted.nes's. A sbort-term certificate ofownership of 
" 12 months or less of a specified portion of a debt dlliJ by the federal 

government to individual holders, bearing a fiXed rate of interest. 
, 
I Coinsurance. Seo "Hospital coinsurance" and "SNF coinsurance." 

" 

Consurner P.riee Index (CPI), A measure of the average change in 
prices over time in a fixed group of goods and services. In this report, all 
references to the CPt relate to the Consumer Price Index .for Urban 
Wage Earners and Clerical Workers (CPI~w), 

Contribution base. See "Maximum tax base." 

Contribution&, See "PayroU taxes." 

Cost rate. The ratio of the cost (or outgo, expenditures, or 
disburaements) of the program on an incurred basis during a given yenr 

, to the taxable payroll for the year, In this context. the outgo is defined" 
to exclude benefit payments and administrative costs. for certain 
uninsured peT$Ons, for whom payments are reimbursed from the general 
fund of the Treasury, and fur voluntary enrollees, who pay a premium 
in order to be enrolled. 

•
Covered earnings. Earnings in employment covered by the HI 
-program. 

Covered employment. All employment and sclfwemployment 
creditable for Social Security puiposes, Almost every ,kind of 

. employment and self·employment is covered under the program. In a 
few employment situations, for example, religious orders under Ii vow 
of poverty, foreign affiliates of American employers, or State and local 
govenunents., coverage must be elected by the employer, However, 
effective July 19911 coverage is mandatory for State and local employees 

I who are not participating in a public employee retirement system, AIl 
n(tw State and local employees have been covered since- April 1986. In 

., 
'r 
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0. few aituations;for example, minister.:) or self-employed xnembers of 
certain religious groups. wQrkers can opt out .of coverage. Covered 
emp10yment for III inc1udes all federal employees (whereas covered 
emplQyment for OASOI ineJudes some, but not all, federal employees). ". 

Covered services. Services for which HI pays, as defined and limited' 
by statute. Covered services ~ provided by hospitals (inpatient ea:tfl). 
skilled nutSing facilities. home health agencies, and hospices. 

Covered worker.' A person who has earnings creditable for Social ' 
'Security purposes on the basis .of serviees for wages in covered 
emplQyment and/Qr on the baais of income from covered 
self-employment. The number ofm covered workers is sUghtly larger 
than the number of OASDI covered workers because of different 
eovemge status fQr federal employment. See "Covered employment." 

~edllctible. See "Inpatient bospital deductible." 

Deemed wagc credit. See "Non-contnoutm:)' or deemed wage credits," 

Demographic assumptions. See"AssumptiQns." 

DiagnosilJore)ated groups fDRGe). A classification' system that 
groups patients according to diagnosis, type of treatmel1t. age, and other 
relevant criteria. Under the prospective payment system, hospitals are 
paid a set fee for treating patients in a single DRG category, regardless 
of the actual cost of care fer the individual, 

Disability, For Sodal Security purposes, the inability to engage in 
substantial gainful actiVlty by reason of any medically determinable 
physical or mental impairm~nt that can be expected to result in death 
.or to last f.or a continuous period of not lesa than 12 months, Speeial 
rules apply for workers age 55 or older whose disability is based on 
blindness. The law generally requires that a. person be disa.bled 
continuously for 5 months before he or she can' qualify for a 
disabled-worker cash t>enefit. An'additional24 months is necessary to 
qualify for benefits under Medicare. 

Disability InIJUra.nc~dDD. See "Old-Age, Survivors, and Disability 
Insurance (OASDl}." 

Disabled ~nrolIee. An individual un~er age 65 who has been entitled 
to disability benefits under Title II of the ,Social Security Act or the 
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Railroad Retirement system for at least 2 years and who is enrolled in 
the HI program.. 

DRG Coding. The DRG eategooes used by hospitrus on discharge 
billing. See also "Diagnooia..reJated groups (DRQs)!' 

Earnings. Unless otherwise qualified, all wages from employment and 
net earnings from self.-employmcnt, wbether or not taxable OJ' covered. 

Economic 8.ssumptioQ$, See IIAssumptions," 

Extended care services, In the context of this report, an alternate 
name for "skilled nursing facUity services." 

.'
I 

Federal In8U1"BDce CoUtributiODsAct (FICA), Provision authorizing 
taxes on. the wages of employed persons to provide for the OASDI and 
HI programs. The tax is paid in equal amounts by covered workers and 
their employers. 

Financial interchange. Provisions of the Railroad Retirement Act 
providing for transfers between the trust funds and the Social Security 
Equivalent Benefit Aceountofthe Railroad Retirement program in order 
to place each ttust fund in the same position as if railroad employment 

.'had always been covered under Social Security . 

. 
.. Fiscal year. The accounting year of the United St.atea Government. 
, Since 1976, each fi!roal year has begun October 1 of the prior cal~ndar . year and ended the following September 30, For example, fiscal yea.r 

• 1999 began Odober 1, 1998 and will end Septemper 3D, 1999, 

•
, 

Fixed capital assets. The net wortb of facilities and other resources. 
" " , 

General fund or the Treasury. Funds held by the Treasury of t.he 
United States, other than revenue collected for a specific trust fund 
(such as HI) and maintained in a. separate account for that pUl"p(ffle. The 
majority of this fund is !Ierived from individual and business income 
wee. 

General revenue, Income to the HI trust fund from the general fund 
of the Treasury. Only 8 very small percentage of total HI trust fund 
income each year is attributable to general revenue. ' 
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Gramm·RudmlUl~Bf)llings Act. The Balanced Budget and Emergency 
Deficit Control Act of 1985. 

Gr08S Domestic Product (GDP). The total dollar value of all goods 
and services produeed in a year in the United States, regardless of \\'ho· 
supplies the labor or property. 

High cost alternative. See ..Assumpti.ons." 

Home he.a1th agency (HHA). A public agency or private organizati.on 
which is primarily engaged in pr.oviding skilled nursing services, other 
therapeutic servi<:ea, such as physicnl, occupational. or speech therapy, 
and home health aide services, in the home. 

Hospice, A provider of care for the terminally ill; delivered services 
generally iIlclude home health care, nursing care, physician services, 
medical supplies, and sho-rt,..term inpatient hospital care, 

Hospital 8ssumptiOlls. These include differentials between hospital· 
labor and non~labor m:dices compared to general economy labor and 
non~labor indices, rates of admission inciden<:e. the trend toward 
treating less complicated ca.ses in outpatient settings, and continued 
improvement. in DRO coding. etc. 

Hoapital coinsuTIUlOO, For the 61at through 90th day .of 
hospitalization ,in a benefit period, a daily nmount for which the 
beneficiary is responsible, equal to ODe--fourth of the inpatient hospital 
deductible; for lifetime reserve days, '8 daily amount for which the 
beneficiary is l'e8ponsible, equal to one-half of the inpatient hospital 
deductible (see "Lifetime rosen'c days"), 

Hospital input price index.. An alternate nam.e for "'hospital market 
ba13ket," 

Hospital Insurance (HI), The Medicare program which covers 
apecified inpatient hospital ser.-;ces, posthospital skilled nursing care, 
home health services, and hospice ca:re for aged and disabled individuals 
who meet tho ~ligibility requirements. Also known as Medica.:N Part A. 

Hospital market basket, The cost of the mix of goods and .services 
(including personnel eosts but excluding nonoperating costa} eomprising 
routine, ancillary, and special care unit inpatient hospital services . 

.. 

., 
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Income rate. The ratio of income from tax revenues on an inCUJ"T'ed 
basis (payroll tax contributions and income frQrn the taxati<:m ofOASDI 
benefits) to the In taxable payroll for the YP..a!'. 

Incurred basis. The coats based on when the service was performed 
rather than when the payment was made, 

Inpatient hospital deductible, An amOWlt of money which is 
deducted from the amount payable by Medicare Part A for inpatient 
ho:s.pital sel"Vices furnished to a beneficiary during a speU of illness, 

Inpatient hospital services, These services include bed and board. 
nursing services, dlagnostic or therapeutic services, and medical or 
surgical services, 

Interest, A payment f()t' the use of money during a specified period, 

Intermnd borrowing. The borrowing ofassets by a trust fund (OASI. 
Dr, HI orSMI) from another of the trust funda when one or the funds is 
in danger of exhaustion. Interfund borrowing was authorized only 

" during 1982-1987, 

Intermediary. A private or public organization, under,contract to the 
HCFA, to determine costs ofand make payments to providers for m and 
certain 8MI services. 

Intermediate assumptions. ~ "Assumptions," 

Lifetime"reserve days. Under HI, there are 60 lifetime reserve days 
per beneficiary which the beneficiary may opt to use when regular 
inpatient hospital benefits are exhausted. The beneficiary pays one-half 
of the inpatient hospital deductible for each lifetime reserve day used. 

Long~range, The next 75 years, 

Low cost alternative. See "Assumptions,", 

Managed care, Includes Health Maintenance Organizations (HMO), 
Competitive Medical Plans (eMP), and other plans that provide health 
servicea on a prepayment baais which is either based on cost or risk 
depending on the type of oontract they have with Medicare. See also 
"Medicare+Cholc{,n, 

so 
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•Market bask.t. See "Hospital market basket."· • 

Maximum tax base. Annual dollar amount above which earnings in 

employment oovered llllder the HI program are not t.amble, Beginning 

in1994, the maximum. tax base is eliminated under ill. 


Maximum taxable amount of~uaJ earnings. See "Maximum tax 
baeo." 

Medicare, A nationwide, federalJy administered hooltb insurance 

program authorized in 1965 to cover the oostofhospitalizution, medical 

care, and some related services for most people over age 65. In 1972 

coverage was extended to people receiving Social Security Disability 

Insurance payments for 2: years, and people with ESRD. Medicare 

consists of two separate but coordinated programs-Part A (Hospital 

Insurance, HI) and Part B (Supplementary Medical Insurance, 8M!). 

Almost all persons aged 65 and ovttr or disabled entitled to HI are ' 

eligible to enroll in the Sln program on a voluntary basis by paying a 

monthly premium. Health insurance protection is available to ~eare 


. beneficiaries without regard to inrome, 

Medicare.Cboice. An expanded Bet of options for the delivery of 

health care under Medicare established' by the Balaneed Budget Act of 

1997. Most Medicare beneficiarice can choose to reeeive benefits 

through the original foo-for-service program or through one of the 

following Medicf1U+Choice plans: (1) coordinatOO care plans (such as 

health maintenance organiz.atians. provider sponsored organizations, 

and preferred provider organiutions); (2) Medical Savings Account 

(MSAYHi8h IX:ductible plans (through a demonstration available to up 

to 390,000 beneficiaries); or (3) private foo~for-service plans, 


Military service wage credits. Credits recognizing that military 

personnel receive other cash payments and wages in kind (such as food 

and shelter) in addition to their basic pay. Noncontributory wage credits 

of $160, are provided for each month of active military sernee from 

September 16.1940. through Deeember 31, 1956.. For years after 1956,., 

the basie pay ofmilitary personnel is covered under the Social security 

program on a contributory hams, Noncontributory wage credits of $300 

for each cwendar quarter in Which a·persan receives pay for military 

service from January 1957 through December 1977 aro granted in 


, addition to contributOry credits for basic pay. Deemed wage credits af 
$100 are granted for each $300 of military wages in years after 1977. 
(The maximum credits allowed in any calendar year are $1,200,) (See 
alao "Quinquennial military !iernce determinations and adjustments.") .. 

1 
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Modified average-cost method. Under this system of calculating 
summary measures, the actuarial ba1ance i8 defined as the differen~ 
between the arithmetic means of the annual cost. fates and the annual 
income rates, with an adjustment included to I:lCeOUl\t for the offsets to 
cost that are due to (1) the starting trust fund balance and (2) interest 
earned on the trust fund, 

Noncontributory or deemed wage ~ts,Wages and wages in kind 
that were not subject to the HI tax but that are deemed 85 having been. 
This is done for the purposes of {l) d(!termining HI progrtun eligibility 
for individuals who might not be eligible for In coverage without. 
payment of premium Were it not for ,the deemed wage credits and (2) 
calculating reimbursement due the In t:rust fund from the general fund 
of the Treasury. The first purpose applies in the ease of providing 
coverage to persOJ}ij during the tranlritional periods when the :m 
program began and when it WIlS expanded to cover federal employees; 
both purposes apply in the CtlSC6 of military service wage credits (see 
UMilitary serviee wage credits" and "Quinquennial military serviee 
detenninations nnd a(ljustments") and deemed wage Cr<!dits grnnted fOT 

the internment of perSOns ofJapanese ancestry during World War n. 

Old-Age. Survivors, and llIsahility ineunmoe (OASDI). The Social 
&curity programs whicll pay for O} monthly cash benefits to 
retired-worker (uld·agtl) benefieiaries and their spouses and children 
and to survivors of deceased insured workers (OAS!) and (2) monthly 
cash benefits to disabled~worker beneficiaries and their spouses and 
ehildren and for providing rehabilita.tion services to the disabled (DI). 

Part A The Medicare Hospital Insurance program. 

Part A premium:" A monthly premium paid by or on behalf of 
individuals who wish. for and are enUUed to voluntary enrollment in the 
Mediea.re III program. These individuals are those who are age 65 and 
older who are 1.U1insured for social security or railroad retirement and • 
do not otherwise meet the requirements for entitlement to Part A. In 
addition, disabled individuals who have exhausted other entit)"ment are 
qualified. These individuals are those not now entitled but who have 
heen entitled under ooction 226(b) of the Ad,' contlnu" to have the 
disabling impairment upon which-their entitlement was based j and 
whose entitlement "nded solely because the individuals had earnings 
that exceedOO the substantial gainful activity amount (as defined in 
oottion 223(d)(4) of the Act). 

Part B. The Medicare Supplementa:ry Medica1lnsurance program. 
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Participating hospitals. Those hospitals who participate, in the 
Medicare program. 

Pay..as.YO\l.gO financing. A financing seheme wbere taxes are 
scheduled to produ~ just a.s much income u required to pay (:urrent 
benefits, with trust fund uset.s built up only to the utent needed to 
prevent exhaustion of the fund by random fluctuations. 

Payroll twees. Taxes levied on tho groes wages of workers. 

Peer Review Organization (PRO). A group of practicing physicians 
and other health care professionals, paid by the federal government, to 
review the care given to Medicare patients, 

Present value. The present value of a. future stream ofpayments is the 
lumJrsum amount that, if invested today, together with interest 
earnings would be just enough to meet each of the payments u they feU 
'due. At the time of the last payment. the invested fund would be exactly 
zero. 

Projection error. Degree of variation between estimated and actual 
amounts. 

Prospective Payment Assessment Commission (ProPAC), A 
(:ommiasion established by the Social Security Amendments of 1983 to 
review and r~end the appropriate percentage changes which 
should be effected for paymenta for inpatient hospital discharges each 
fiscal year beginning with fiscal year 1986. Furthennore, the ProPAC 
is expected to study and make recommendations regarding msting 
reimbursement policy for each fiscal year, 

Prospeetive payment system (PPS). A method of reimbursement for 
hospitals which was implemented effective with hospitnl cost reporting 
periods beginning on or after Oetober 1, 1983, Under this system, 
Medicare payment is made at a predetermined, specific rate for each 
discharge. All discharges are classified according to a list of 
diagnosis-related groups (DRGs). 

Provider. Any organization, institUtion, or individual who provides -,' 
health care services to Medicare beneficiaries, Hospitals (inpatient 
services), skilled nursing facilities, bome health agencies, and hospices, 
.a.re the providers of services covered under Medicare Part A. 

.. 
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Proxy. An index ofknown values that likely approximates an index fo.r 
which values l':U'e unavailable. The proxy is ufJed as a "stand_in" for the 
unavailable index. 

Quinquennial military service determination and adjustments. 
Prior to the Social Security Amendments of 1983, quinquennial 
determinations (i.e., estimates made once every 5 years) were made o.f 
the costa arising from tbe granting ofdeemed wage credits for mUitary 
service prior to 1957; lllUlual reimbursements wero made from the 
general fund of the Treasury to the HI trust fund for these «Ists, The 
Social Security Amendments of 1983 provided for (1) a lump-sum 
transfer in 1983 for (a) the costs arising from the pre~1957 wage credits 
and (b) amounts equivalent to the HI taxes that would have been paid 
on the deemed wage credits for military service for 1966 through 19B3, 
inclusive, if such credits had been counted as covered earnings; (2) 
quinquennial adjustments in the pre~1957 portion oftbe 1983 lump-sum 
transfer; (3) general fund transfers equivalent to HI taxes on military, 
deemed wage credits for 1984 and later to be credited to the fund on 
July 1 of each year; and (4) adjustments as deemed necessary to any 
previously transferred amounts representing Hl taxes on military 
deemed wage credits. 

Railroad Retirement. A federal insurance program similar to Social 
Security designed for workers in the railroad industry. The pnv.'isions 
ofthe Railroad Retirement Act provide fo.r a system ofcoordination and 
financial interehange be't,ween the Railroad Retirement program and the 
Social Seeurity program. 

Real~wage differential. The differenal between the percentage 
i.ncreases, before rounding, in (l) the average annual wage in covered 
emplo.yment, and (2) the average annual Consumer Price Index:. 

Reasonable oost basis_ The calculation to determine the reasonable 
cost incurred by individual providers when furnishing covered services 
to beneficiaries, The reasonable cost is based o.n th(l actual cost of 
providing sucl\ services, including direct Olld indirect costs of providers, 
and excluding any ccsts which are unnecessary in the efficient delivery 
ofsorvices cov(lred by a health insurance program. 

Sell~employment. Operation of a trade or business by ~ individual or 
by a partnership in which an individual is a member, 

so 
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Self~Employment ContributioDB Act (SECAl. ProviIDon authoriting 
taxes on the net income of most self-E:mployed persons to provide for the 
OASDI and HI program.. 

Sequester. The reduction of funds to be used for benefits or 
administrntive costs from a federal account based on the requirements 
specified in th(! Gramm-Rudman~Hollings Act. 

Short~r8Dge. The next 10 years. 

Skilled llUl'Sing ,facility (SNF). An institution which is primarily 
engaged in providing -skilled nursing care and related servi.ces for 
~sidents who require medieal· or nursing C~. or engaged in 
~habmtation of injured, disabled. or sick persons. 

SNF eoinsunmce. For the 21st through lOOth day of extended CaN 

seIVioo$ in a benefit period. ft dsily amount for which the beneficiary is 
responsibJe, equal to 118 of the inpatient hO$pital deductible, 

Social Security Act. Public Law 74-271, enad:A>d August 14, 1935, with 
subsequent aw.endmenta. The Social Security Act consists of 20 titles, of 
which (our have been repealed, The HI and 8MI programs are 
authorized by Title XVIII of the Social Security Act. 

Special public-debt obligation, Securities of the United Statss 
Government issued exclusively to the OASI, 01, HI. and SMI trust funds 
and other federal trust funds. Section 18l7(C) of the Social Security Act 
provides that the public.-.debt obligations issued for pu.rt:haoo by the HI 
trust fund shall have maturities fixed with due regard (or the needa of 
the funda. The llBUal practice in the put haa been to spread the 
holdings of special issues, as of each June 30, so that the amounts 
maturing in each of the next 15 years ace approximately equal_ Special 
public-debt obligationa are redeemable at par at any time. 

Spell or illness. -A Period ofconsecutive days beginning with the first 
day on which a beneficiary is furnished inpatient hospital or extended 
care services and ending with the close of the first period of 60 
consecutive da.ys thereafter in wb.ich the beneficiary is in neither a 
hospital or skilled nursing facility. 

Summarized co$!; rate, The ratio of the present value of expenditures 
to the present value o( the taxable payroll for the years in a given 
period.. In this context, the expenditures nre on an ine'UlTed b9..Sis and 
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exclude costs for certain uninsured persons, for wbom p4}'uumtG arc 
reimbursed from the general fund of the Treasury, and for voluntnry 
enroUoos. who pay a premium in order to be enrolled. The summarized 
cot>t rate includes the cost of reaching and maintaining a "'target" trust 
fund level, or contingency fund ratio. Because a trust fund level ofabout 
one year's expenditures is considered to be an adequate reserve for 
unforerwen contingencies, the targeted contingency fund 'ratio used in 
determining summari:red cost rates is 100 percent of annual 
expenditures. Accordingly! the sllD.lmaJ'i1.ed cost rate is 9qual to the ratio 
of (a) the sum of the present value of the outgo during the period plus 
the present value of the targeted ending tTUSt fund level plus the 
beginning trust fund lovel. to (b) the present value of the taxable payroll 
du.rinS the period, 

Summarized income rate, The ratio of {a) tho present value of the tax 
revenues inCUtTed during 11 given period (from both payroll taxes and 
taxation of OASDI benefitG) to (b) the present value of the taxable 
payroll for the yell.r8 in the period, 

Supplementary Medjcalln8l,ll"B.D~ (SMI). The MedieaT(l program 
which paya for a portion of the costs ofphyslcian'a services, outpatient 
hospital eervioos, and other related medical and health services for 
voluntarily enrolled aged and disabled individuals. Alse known as . 
Medicare Part B, 

Tax rate. The percentage of taxable earningn, up to the maximum tax 
base, that is paid for the HI tax. Currently. the pereentages are 1.45 for 
employees and employers, eru:h. The self.employed pay 2.9 percent. 

Taxable earnings. Taxable wages and/or self-employment income 
under the prevailing annual maximum taxable limit. 

Tuablt payroll. A weighted average of taxable wages and taxable 
sclf·employment income. When multiplied by the combined employee­
employer ttut rate, it yields the total amount of ttutes incurred by 
employees, employers, and the self-employed for work during the period. 

Taxable self-employment income. Net earnings from self 
employment, generally above $400 and below the annual maximum . 
tnxable amount for a calendar or other taxable year, less any taxable 
wages in the same taxable year. 

Taxable wages. Wages paid for services rendered in covered 
employment up to the annual maximum Wahle amount. 

., 
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Taxation of benefits, Beginning in 1994, up to 85 peroont of an 
individual!a or a couple's OASDI benefits is potentially subject to federal 
income taxation under eertai.D ci.rcu:nlst.8.ns.. The reVeDUC derived from 
taxation of benefits in excess of50 percent. up to B5 percent, is aUocaUld 
10 !h. ill trust fund. 

Taus. Soo "Payroll tllXf:S." 

Test ofLoug..Range CloiM) Act:u.aria1 Balance. Summarized income 
rates and cost rates arc calculated for each of 66 valuation periods 
within the full 7&year long~rn.nge projection perioo under the 
intermediate assumptions. The first of these periods. con.s:ist.8 of the next 
10 yeara, Ew:::h sueeeeding period becomes longer by 1 year, culminating 
with the period consisting of the next 75 years. The long-range teat is 
met if. for each of the 66 time periods. the actuarial balance is not less 
than zero or is negative by. at most, a specified percentage of the 
summarized east rate for the same time period, The perool'itaie allowed 
for a negative aetuarial balance is 5 percent for the ful175~year period 
and is reduced uniformly for shorter periods, approaching :cero as the 
duration of the time periods apPrQachea the first 10 years.. The criterion 
for meeting the test is less stringent for the longer periods in recognition 
of the greater uncertainty associated with estimates for more distant ,
years, 

Test ofShort.Ra.nge Financial Adequacy. The conditions required 
to meet this test. arc as follows: Hthe trust fund ratio for a fund exceeds 
100 percent at the begiunin.g of the projection period, then it must be 
projected to remain at or above 100 percent throughout the 100year 
projection period; alternatively, if the fund ratio is initially Jess than 100 
percent, it must be projected to reacll a level of at least 100 percent 
within 5 years (and not be depleted at any timo during this period) and 
then remain at or above 100 percent throughout the remainder of the 
100year period. This testia applied to t:rust fund projections made under 
the intermediate assumptions. 

Trust fund. Separate accounts in the United States Treasury mtmdated 
by Congress whose assets may only be used for a specified purpose. For 
the ill trust fund, monies not withdrawn for current benefit payments 
and administrative expenses are invested in interest-bearing federal 
securities, as required by Jaw; the interest earned is ruoo deposited in 
!h. trust fund . 

.. 
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Trust fund ratio, A short~range measure of the adequacy of the trust 
fund level; defined as the 8.S$l!ts at the beginning of the year expressed 
as 1\ percentage of the outgo during the year. 

Unit input intensity allowance. The amount added to or suhtracted 
from the hospital input price index to yield tlle PPS update factor. 

Valuation period. A period ofyears which is eot1sidered as a unit for 
purposes ~fcalculating the status of a trust fund. 

Voluntary enrollee. Certain individuals aged OS or older or disabled, 
who are not otherwise entitled to Medicare wno opt to ontain cover~ 
under Part A by paying a monthly premium. 

Year or exhaustion. The first year in which a trust fund is unable to 
pay benefits when due because the assets of tlle fund are exhausted. 
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E. STA1'EMENTOF ACTUARIAL OPINION 
. 

It is my opinion that {1) the techniques and method.<;logy used herein to 
evaluate the financial status of the Federal Hospital Insurance Trust 
Fund are ba.eed upon oound principles of actuarial practice and Ii'i..ro 

genorally ac~pted within the actuarial p~ession; and (2) tho 
, assumptions used and the resulting actuarial estimates ate. in the 

aggregate. reasonable for the: purpose ofevaluating the financial status 
of the t-ruat fund, taking inro consideration the experience and 
expectations of tbe program. 

Altbough the rumumptiona used are retUlonable. much of t.b:e av.mab)c 
evidence suggests that they may not be optimal, Meally. there should 
be a fifty..fi£ty chance that actual trust fund operations wiU turn out to 
be better or worse than the intermediate projection. In my estimation, 
however, the likelihood ofa more adverse result (than the intermediate 
projection) exceeds the likelihood ofa more favorable result. SimilarlYI 
an outcome more adverse than the high cost projection appears more 
probable than one that is better than the low cost projeetion. 

'l1le future cost of the Hospitallnsuranee program is very u.nccrtain and 
reasonable people can disagree concerning tbe most probable economic 
and demographic trends, For these reasons, projections 'are shown in 
this report u.ndcr three different sets of assumptions intended to 
illustrate a broad range of possible outcomes. Readers an.; cautioned not 
to focus solely onjust one set of assumptions but rather to rccognite that 
any result within the range shown can reasonably be expected to occur. 

AIJ. noted in this report, income to the Hospital Insurance trust fund is 
projected to fall sbort of expenditures under a broad range of 
assumptions, 'l1lus. regardless of the specific assumptions used, the 
need for prompt attention to the fund's financial inlba1ance is apparent. 

n·a..-I ~.~ 
Richard S. Foster 
Fellow, Socwt:; ofActuarU!s 
Member, American Academy ofAduaries 
ChkfActuary, Health Care Fina1U:ing Administration 
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