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1. OVERVIEW
A INTRODUCTION

The Hospital Insurance (HE program, or Medicare Part A, helps pay for
hospitel, home health, skilled nursing facility, and hoapiece 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 are used
mainly o pay benefits for current beneficiaries. Income not currently
needed to pay benefits and related expenses is held in the HI {rust fund,
and invested in 1.8, Treasury securities,

The Board of Trustees was egtablished under the Social Security Aci to
oversee the financial gperations of the HI trust fund. The Beard is
composed of six members. Four members serve by virtue of their
positions in the Federal Government: the Secretary of the Tressury who
18 the Managing Trustee, the Secretary of Labor, the Secretary of Health
and Human Serviges, and the Commigsioner of Social Security. The
ather two members are appointed by the President and confirmed by the
Senste Lo serve as Public Trusiees. Stephen G. Kellison and Marilyn
Moon begen gerving onJuly 20, 18858 The Adminigirator of the Health
Care Finanecing Administration (HCFA) is designated as Secretary of the
Board,

The Secial Security Act requires that the Board report to the Cangress
annually on the financial and actuarial status of the HI trust fund. This
1897 report is the 32nd to be submitted. Due to uncertainty about the
future, the Rnsncial conditien of the HI trust fund is examined under
three alternative sets of azsumptions: “low cost,” “intermedinte,” and
“high cost.” These alternatives are intended to illustrate a reasonable
range of possible outcomer, The intermediate set of sssumptions
represents the Trustees' best estimate of the expected future economie
and demographic trends. The report describes both the pear term
financial outlook and the longer term outlook throughout a 75-year
valuation period.
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B. HIGHILIGHTS

The major findings of this -report are summarized below. fnless
stherwise noted, nll estimates are based on the intermedinte
asgumptions,

in 1996, the HI program provided protection against the costs of
hospital 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 tofal HI benefits on
their behalf ameunted to $§128.6 billion.

HI program expenditures exceeded arusual income in calendar vear
18986, By drawing down on truat fund assets, the program could
continue to pay bepnefits for several more years, Under
intermediate assumptions, the HI trust fund is estimated to be
depiated in 2001,

There arg sxpected to be 3.6 workers per HI beneficiary when the
bsby beom generstion beging to reach age 68 in 2010. Then the
worker/beneficiary ratio is expected to rapidly decline to 2.3 in 2030
as the lagl of the baby boomers reaches age 5. The ratio is
expected to continue dedlining thereafter thut mere graduslly) as
Iife expestancy continues to lengthen,

HI expendifures are projected to grow rapidly as a fraction of
workers earnings, from 3.5 percent in 19886 to about 11.5 percent
in 2070, As a fraction of the Gress Domestic Product {GDP),
expenditures would grow somewhat mere glowly, from 1.7 percent
in 1986 to about & percent in 2070,

Frojected HI tax imcome would meet only a declining share of
expenditures under present law. Tux income 18 expected to equal
84 percent of expenditures in 1897 and 74 percent in 2001 (when
the fund is estimaied to be depleted}, and would cover less than
one-third of costs 75 years from now,

To address the immediate financial problems facing the HI trust
fund, we recommend the earliest possible enactment of legislation
to reduce growth in HI program costs and extend the date of
exhaustion of the HI trust fund. Prompt, effective, and degisive
action is necesgary.
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The ahort-term legisiative mesgures recommended above would
provide time fo develop appropriate means of addressing the HI
program’s substantial long-terrs financial imbalance. To facilitate
this effort, we recommend establishinent of a aational advisery
group ou Medicare reform. Such a group would help provide eritical
infsrmation needad by the Administration, the Congress, and the
American public in the discussion and orderly development of
legislative solutions to the HI program’s long.range financial
problemss.

Key HI Data for Calendsr Year 1996

*

HI ¢covered 33 miilion aged and & million disabled beneficjaries, The
{otal pumber of Hi beneficiaries increased by 1.4 percent in 1808,
and by 224 percent over the iast 10 vears.

HI benefits amounted to $128.6 billions, & 10 percent increase over
the prior year. Average expenditures per Hi enrolliee ingreased by
8 pereent to $3,400,

Administrative costs were 1 percent of program expenditures.

Summary of HI trust fund operations in 1996 (in billions):

Fund Assets (12/31/08) $130.3
Income 1248
Expenditures 1299
Fund Assets (12/31/06) 124.9
Net Change in Asgets 5.3

Payroll taxes, paid by 147 million rovered workers, accountad for 89
percent of total ! income. Interest represenied 8 percent and
revenue from the income taxation of Social Becurity beneflits was
another 3 percent.

Payments for the costs of fee-for-service inpatient hospital care
represented 87 percent of HI benefits. Skilled nursing and home
health care atcounied for another 22 percent of the tstal. Payments
to managed care plans represented another @ percent and hospice
benefita aceounted for the fina] 2 percent.
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C. 1986 TRUST FUND FINANCIAL OPERATIONS

Total HI income in ealendar year 1998 wns $124.6 billion and total
expenditures were $129.9 billion. The assets of the fund therefore
decrensed by a net total of $5.3 billion. As of Diezember 31, 18986 the HI
trust fund had $124.9 hillion in assets.

1*

Income

The $124.6 billion in income recejved by the I program Isst year was
derived from the following sources:

»

Pavroll taxes. The primary source of financing for the HI program
ie the payroll tax on covered earnings. Employees and their
emplayers each pay 1.45 percent of earnings while self-amployed
workers pay 2.9 percent of their net income. HI payroll taxes
emounted to $110.6 billion in calendar year 1896 or 89 percent of
total Hi income.

Interess. Interest income of $14.2 hillion wasz paid in 1996 on the
U.8. Treasury securities held by the trust fond. [t accounted for 8
percent of HI revenue. The average rate of interest earned on trust
fund assets in 1996 wag §.1 percent.

ation of benefits. The Omnibus Budget Reconciliation Act of
1993 mereased the maximum proportien of Social Security benefits
subject to federal income taxes from 50 percent o 85 percent,
sifective in Janusry 1994, and specified thet the additional fsx
revenues be deposited in the Hi trust fund. In 1996, $4.1 billion was
depasited in the trust fund from taxation of Sovial Security benefits,
accounting for 3 percent of total H income.

Qther. Arp additional %2 billion in miscelianeous revenue,
representing lesa than 2 percent of total HI income, was also
received  In 1996, Offsetting this revenue was & downward
adjuatment t¢ prior reimbureements from the general fund of the
Treasury for the costs of providing certain wage credits for persons
with military service. The amount of this iransfer in 1996 was 82 4
bitlion. (See section I1.B for a discussion of theae items.)
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2. Expenditures

The HI fund spent $129.0 billion in calendar year 1996, The major
expendifures were;

f nents Benefit payments represented 99 percent of
HI ouﬁays About 67 percent of such paymenta were {or fee-for-
service inpatient hospital services. Hospital payments have
heen increasing at about an 8 percent annual rate in recent
years. Payments to ekilled nursing facilities, home health
agencies, managed care plans, and hospices, while much smaller
than hospital paymenta, have been increazing at double digit
rates.

. Adminisirative expenges. Administrative expensas represenied
1 pereent of HI outiays during 1996. These expenses inciuded
not only federal salaries and related expenses but alse funda to
support the fiscal intermediaries (generally insurance
companies} whe assist in administering HI
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Economic and Demoagraphiv Assumptiong
D. ECONOMIC AND DEMOGRAPHITC ASSUMPTIONS

Actual future expenditures will depend on a number of factors. These
{actors include the size and composition of the population eligibie for
bernefits, hospital and skilled nuraing facility admisgion rates, home
bealth agency visit rates, and changes in the price per service. Future
income will depend on the size and charncteristice of the work force
covered and the level of workers' earnings. These facters will depend in
turss upan future birth rates, death raies, labor fores participation rates,
wage increases, and many other economic and demographic
cirenmstances affecting the HI program,

To iilustrate the uncertainty and sensitivity inherent {n estimates of
futire program operations, projections have been prepared under a “low
cost” and a “high cost” set of assumptions in addition {0 the intermediate
assumptions. For simplicity of presentation, muck of the analysis in this
averview centers on the projections under intermedinte agsumptions.
However, it is important to recognize thut sctual conditions are very
likely to differ from that scenario or any other specific set of
assumptions,

Some of the key derographic and ecanomic variables that determine 3
costs and income are common to the Old-Age, Survivors, and Disability
Insurance {OASDI) program and the Supplementary Medical Insurance
{SMI} program and are expiained in detai! in the report of the Board of
Trustees of the OASDI program. As shown in table 1D1 below, these
include changes in the Consumer Price Index (CPD and wages, real
interest rates, fersility rates, and life expectancy. “Beal” indicates that
the effects of inflation have been removed.) The assumptions vary, in
most cases, from year W year during the first § to 85 years before
reaching their so-called *ultimate” values for the remainder of the 75-
year prajection period. These ultimate values are shown in table D1,
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Table LD .~Lithnate Assumptions
Inermediate Low Cost gk iont

Arnypl perengEge changs in;

Consumee Price index (OPF) ...........0 000 as 28 4%

Average waga in covered empisyment L. ... 44 i LR
Reatwage diflorentinl fpemnty . ............, 0.8 T4 04
Real irorest raty (pereerdt .. ......over0h s 27 34 18
Fiartlity rae {ehiideass oy woman} .., .., e k] 22 1.8
Lie o xpeetivsey ot Bleth jn 2075 {ooenbirard
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Other assumptions are specific to the HI program. Qne critien)
sssumption s the rate of increase in the cost of health care services,
Under the intermediate assumptiona, the rate of increase in the cost per
unit of service during the initial 25-year period is assumed to decline
gradunlly from the current level to the same growth rate that is
projected for average hourly earnings and then {o continue at thai rate
for the follawing 50 years. For the high cost assumptions, the annual
Increase in program costs {relative to taxable payroll} during the initial
28.year period is assumed to be two percent greater than under the
intermediate asgumptions. Under low cost assumptions, the increase
during the sam¢ period is assumed o be two percent less than under
intermediste assumptions. The two percent differentinls for the high
and low assumplions sre sssumed t¢ dechine gradually until 2046 when
the same rate of increase in program costs (relative to taxable payrell}
is assumed for all three sets of assumptions,

While it i3 reasonable 1o asaume that actuad trust fund sxperience will
fal! within the range defined by the three alternative sels of
assumptions, no definite assurance can be given in light of the wide
variations in experience thet heve occurred sinee the beginning of the
program. In general, a greater degree of confiderice can be plaged in the
assumptions and estimates for the enrlier years than for the lnter years.
Nanetheless, even for the garlier years, the estimatea are only an
indication of the expected trend and the general range of future program
gxXperience,



IDwear Avtuarial Estimates
E. 10-YEAR ACTUARIAL ESTIMATES (1997-20066)

The short-range financisl status of the HI trust fund is unsatisfactory.
Expenditures are projecied to increase at an sversge rate of 8.1 pereent
annually under the intermediate assumptions, while the tax income to
pay for HI benefits iz increasing at an estimated average rate of only
4.7 percent. This difference in growth rates cauvses tbe deficit to
continue {o grow each year so that by 2008 under intermediate
asaumptions there would be 8 $120 billion shortfall in that vear alone.

Figure LE S ~H! Expengities and Income
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Under present law, the H] program would still be able to pay benefits for
{he next several vears because it can draw upon the current 3125 billion
trust fund. Without corrective legislation, however, the assets would
progresaively decline until becoming exhausted in calendar year 2001,
To the extent that actual future conditions vary from the intermediate
assumptions, the date of depletion would vary significantly from this
estimate.
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At the beginaing of 1997, HI asacts were somewhat below the level of
annual program expenditures. The Board of Trustees has reconmended
that asgsets be maintsined al a level at least squal to annual
expenditures, to serve as an adequate contingency reserve in the event
of adverge econemic or other genditions. This represents s more
stringent standard thay just maintaining & positive halanes,

Tahle L.E1 presents the projected operations of the HI trust fund under
the intermediate sssumptions for the next desade. Based on thi
projection, the Board of Trusiees applies an explicit test of short-range
financial adequacy. This test, which is deseribed in sevtion [1.D of this
repert, i8 not met by the HI trust fund.

i
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Tabia LE1.—Entimaied Opernilona of the ¥ Teuat Fund Under intormediale
Assumpiions, Calendsr Yasrs 1986-2008
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As ghown in table LE1, the assets of the HI trust fund would be depleted
in 2001 under the intermediate assumptions. Under the low cost
assumptions, trust fund depletion would ocour in 2002, Under the high
cost assumptions depletion would occur in 2000. The fact that
exhaustion would ecour under a bread range of fulure economic
conditions, and ig estimated to ocour in the very near future, indicates
the urgency of addressing the HI trust funds financial imbelance
through legislation,

b3
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F. 18 YEAR ACTUARIAL ESTIMATES (18872071}

Each year, estimates of the financial and actusrial-statug of the HI
program are prepared for the next 75 years. Although financial
estimates for periods as long as 75 years are inherently uncertain, the
resulizs can provide valuable information for uge by policymakers. In
particular, such estimates can indicate whether the program—as seen
from today’s vantage point--is considered to be in satisfactory financial
condition.

Income and expenditure amounts are shown relative to the earnings in
sovered employment that are taxable under the HI program—referred
1o a3 “taxable payroll"-~because of the difficuity in compsaring dellar
values for different periods without some type of relative sale. The
ratic of tax income {including both payroll taxes and ineome from
taxation of Sccial Security benefits} to taxable payroll ia called the
“neome rate” and the ratio of expenditures to taxable payroll is the “cost
rate.”

Figure LF 1l eng-Rengs H income snd Cast as a Peresntegs of Taxable Payroll,
Intenvedinte Assumptions
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The Hi pregram is seversly underfunded sver the next. 75 years. Income
rates are projected to remain firly steady while cost rates sharply
eacalate between 2010 and 2030 and continue &6 increase throughout the
period.

12
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Since HI pavroll tax rates are not scheduled to change in the future
under present law, payroll tax income as 5 percentage of taxable payroll
will remain constant at 2.90 percent. Income from taxation of benefils
will inerease only gradually as 2 greater proportion of Socinl Security
beneficiaries become subject o such taxation over time. Thus the
income rate 18 not expected to increase significantly over current levela,

Flgurg L FLWorkers Por Hi Beneficlary
{Based on Intgrmadiate assumptions]

The cost rates, though, will sharply escalate due to the retirement of
those born during the 1845-1965 baby bsermn.  For the mest part, current
benafits are paid for by current workers. The retirement of the baby
boom generation will therefore be financed by the relatively amall
number of persons born alter the baby boom. For example, in 1308
there were 38 mijlion beneficiaries with 147 million workers to support
them. In 2030 as the last baby boomer turns 85, there would be an
estimatad 76 million beneficiaries with 173 million workersg {0 support
them. This means that every beneficiary in 1996 had 3.8 workers to pay
for their HI benefit, but in 20340 there would be only about 2.3 workers.
The ratio weuld then continue to decline until there gre only 2 workers
per beneficiary by 2060,

‘The year-by-year cost rates and income rates can be summarized ints

single values representing, in effeet, the average value over n given
period, (Sectien II and section HLF describe how these summerized

13
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vilues are calculated.) The difference between the summarized income
and cost rates ig called the “actuarial balance.” This measure shows a
defieit ranging between 1.7 and 9.4 percent of taxable pavrol! for the 75.
year period based on the range of assumptions used in this report. The
actuarial balance has traditionally been used as a convenient single
measurement {0 summarize the Snancipl status of the program. {Lcan
be interpreted as the amount of change in the tax rate that would be
required to bring the program into balanee if no other changes were
made, {See section 1 for details and Hmitationg of summary mesasures.}

Based on the intermedinte assumptions, an actunrial balance deficit of
4.32 percent of taxable payrell is projected for the 75-vear period,
representing the difference between the summarized income rate of 3.18
percent and the corresponding cost rate of 7.81 percent. To correct this
large deficit, the 2.80 percent pavrell tax (for emplovees and employvery
combined} would have to be immediately incrensed to 7.22 percent or
expenditures would have to be reduced by a corresponding smount (or
some combination of such changes). The HI program thus fails by an
extremely wide margin the Trustees’ long-range test-digcussed in
section Il—which is baged on the actuarial balance., The test is even
failed under the low cost assumptions. The fact that the trust fund is
projected to be i deficit under a broad range of sconomic and
demographic aasumptions reinforees the importance of addressing the
lsng-range imbalance through corrective legislation.
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G. CONCLUSIGN

The I program remaing severely out of financisl balance. As we have
ginee 1992, we must report that the I trust fund does not meet even
gur short-range test of financial adequacy. For the past 2 years, HI
expendityres have exceeded income (by $2.6 billion and $5.2 bilkion,
respectively). These shortfalls were met by redeeming {rust fund assets,
but future income snd assets will be insufficient to support projected
program expenditures beyond the next 4 years under the intermediate
assumptions. Thua, without sorrective legislation sonn, the fund would
be exhausted shortly after the turn of the century-~initislly gproducing
payment delays, but very quickly leading t¢ a curtailment of heslth care
services to beneficiaries,

The long-range sutlock also remuing extremely unfavorable. The HI
program fzils by & wide margin fo meet our long-range test of cloge
actuarial balarnce, which is based on the intermedinte sssumptions, Jt
would fail the long-term test even using the more favorable economie
and demographic conditions assumed for the *low cost” seenario, To
bring the HI program into actuarial halance, over just the next 25 vears
under the intermediate assumptions, would reguire either that outlays
be reduced by 40 percent or that income be inerensed by 66 percent (or
some combination of the two) througheut this 25-year perdod. That is,
the current HI payroil tax of 1,45 percent ifor emplovees and employers,
2ach} would have to he immedistely raised to about 2.48 percent, or
benefits reduced by a comparabie amouni, Over the fidl 75-vear
projection period, substantially greater changes in income andior outlays
are needed.

We should note that steps have been taken to reduce the rate of growth
in payments t¢ hospitals, including the implementation in 1883 of the
progpective payment systems for tnpatient gervices in most hospitals,
Experience to date suggests that this reimbursement mechanism,
together with subseguent payment limifation provisions enacted by the
Congress, has helped to constrain the growth in hospital payments while
ancouraging increased operating elficiencies. Additional meagures of
thies type could partially addresa the short-range financing concerns. For
sxample, extension of 4 prospective payment gystem to other providers
of Hi serviees, and furiher legislation to imit payment increnses to all
HI providers, could help reduce expenditure growth rates. Such changes
alone, however, would not be sufficient fo insure payment of HI benefits
over the next decade.
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Moreover, substaptially stronger steps will be needed to prevent trust
fund depletion after 2014 as the baby boom generstion reaches nge 65
and starts receiving benefits. At that time, the ratis of workers to Hi
beneficiaries, currently aboul 4 to 1, is projected € begin declining
rapidly to & ratic of about 2 to {.

The HI trust fund’s projected exhaustion hy 2001 dictates the need for
prompt, effective, and decigive action. We have called for this activn in
the past, and the situation is even more critica] today. Further delay in
implementing change makes the problem harder to solve. In the past,
both the President and the Congress have made proposalg that addregs
the imminent depletion of the HI frust fund. We urge enactiment of
legislation this yesr to further contrel Hl program costs and thereby
extend the life of the truat fund.

Such legislation, however, would represent only a modest first step
towsard achieving long-range balance between HI costs and funding. The
time gained by postponing the depletion of the Hi frust fund should be

used productively to determine feasihle solutions to the more daunting

long-range problems. This process should recognize that the nation’s
henith care system is ¢hanging rapidly. The performance of aliernative
modes of treatment and service delivery over the next few vears, in both
quality and cost, should provide new information that will contribute to
better legislative decisions regsrding the long-range outlook for HL

Te facilitate long-term reform, we recommend the establishment of &
national advisory group to examine the Medicare program. The
advigory group would develop recommendations for effective solutions
{¢ the long-term financing problem. This work will be »f critical
importance to the Administration, the Congress, and the American

public in the extensive national discussion thal any changes would’

reguire.

The projections shown in this report clearly demongtrate the urgent
need for timely and effective action to address the financial imbalance
facing the HI trust fund. We believe 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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. ACTUARIAL ANALYSIS
A MEDICARE AMENDMENTS SINCE THE 1986 REPORT

Since ths 1996 Annual Report was transmitted to Congress on June 5,
1996, one law affecting the HI program in a significant way has been
enacted. The Heelth Insurance Portability and Azcountability Act of
1996 (Public Law 104-191, enacted into law on August 21,1996} includes
a provigion to establish the Health Care Fraud and Abuse Control
Account. Certain amounts will he appropriated from the HI trust fund
to this account te carry out the operations of the health care fraud and
abuse contrs! program,

B. NATURE OF THE TRUST FUND

The Pederal Heapital Insurance Trust Pund was established on July 30,
1965, ap » separate agcount in the Unifed States Treasury, All the
financial operations of the HI prograrm sre handled threugh this fund.

The primary source of income to the trust fund is amounts appropriated
to it under permanent autheority on the bagiy of taxes paid by workers,
their exsplovers, and individusls with self-employment income, in work
covered by the H] program. The coverage of the H1 program includes
workers covered under the OASDI program, those eovered under the
Railroad Retirement program, snd certain federal, state, and logsl
employees not stherwise covered under the OASDI program.

All employees in employment covered by the program and their
employery are required 0 pay taxes on the wages of individual workers,
including cash tips. All covered seli-employed persons are required to
pay taxes on their net pelf-employment income.

HI taxes are now payable on a covered individual's total wages and self.
employment income, without hmit. For calendar years prior to 1994,
taxes were computed on one’s annual earnings up to a specified
maximum gnsual amount, calied the maximum tax hage.

The HI tax rates npplicable to taxable earnings in each of the calendur
vears 1866 and later are shown in table 1L B]. For 1598 and later, the
tax rates shown are the rates scheduled in the provigions of present law,
The tax bases for 1966-1993 are also shown.
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Table {1,135 .~Tax Ratos and Maximem Tax Basea

Tax tn
{Pgrcant of Ivabls srmings)
Calendar Mairras fine Employees gnd Se¥t-
[y _DESE ETCoyan. oad srpioved
Past Brpesiancis:
oS $8.500 0.9% 0.3%
1967 6,60C 050 0.50
19681 7800 0.60 250
158 8,600 G628 o868
1673 1600 $.06 1.00
1974 153,000 5.8 0.3
iFr8 14,400 Fels ol 290
1478 15,300 5.90 040
wre 16,500 0.90 0.50
197 17,7058 1.00 .00
1978 22,900 105 1.0%
1959 25.000 145 pE1
1884 .75 1.38 135
1§52 200 140 1.30
1843 35700 130 130
1984 37,800 1,90 280
1945 39.600 £.35 bl
1986 42,000 (¥ 13 . 2.5¢
1947 43,800 145 .06
41885 A% DD i.4%8 2.8
1588 a8 L 1. 45 2.9
1990 %1 300 .45 200
1N SO0 1.4% 280
1552 130,200 1.45 280
1993 135,000 1.4% .60
1994.87 no kit 148 2.0
Sohedulexd i peesen lrw:
193 & ater o 145 256

All taxes are collecied by the Internal Revenue Service and deposited in
the general fund of the Treagury as internal revenue collections, The
taxes received are automaticaily sppropriated, on an estimated basis, to
the trust find. The exact ameunt of taxes seceived i not knowsn initially
since i taxes, OARDY taxes, and individual income taxes are not
separately identified in collection reports received by the Treasury
Department. Periodic adjustments are aubsequently made to the extent
that the estimates are found o differ from the amounts of taxes actually
payable on the basis of reported earnings.

Up e 85 percent of an individual's or couple’s QASD] benefits may be
subject to federal income taxation if their intome exceeds certain
thresholds. The income tax revenue gitributable to the first 50 percent
of OASDI berwfits is allocated o the OASI and DI trust funds. The
revenue associated with the amount between 50 and 88 percent of
benefits is allocated to the HI trust fund.
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Nature of the Trust Fund

Anather substantial snurce 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 alsg affected by the
provigions of the Railrond Retiroment Act which provide for a system of
coordination and financial interchange between the Ratlroad Betirement
program and the HI program. Thig financial interchange states that the
Railrgad Board and the Secretary of Health and Human Services (HHES)
determine a transfer which would place the HI trust fund in the same
position in which it would have been i raiircad employment bad alwayve
been covered under the Secial Becurity Act.

The Social Securily Act grants certain wage credits to individuals whe
serve in the military. Section 217(g) of the Act provides for periodic
transfers between the general fund of the Treasury snd the HI trust
fund, if needed to ndiust prior payments for the costs arising from wage
eredits granted for military service prior to 1957, Section 220ib}
authorizes annusl payments from the general fund of the Treasury
equivalent to the combined employes and employer payrell taxes that
would be paid on the current year's wage credits if quch credits were
covered wages.

Two sections of the statute autherize HI benefits for certain uninsured
persons uged 85 and over. Section 103 of the Social Security
Amendments of 1960 provided entitlement to HI benefits to almost all
persons aged 85 and over, or near that age, when the HI program began
operations. Section 278 of the Tax Equity and Fiscnl Reaponaibility Act
of 1982 added gsimilar transitional entitlement for those federal
employees whe would retire before having a chance to earn sufficient
quarters of Medivare-qualified federal emplovment. The costs of guch
coverage, including administrative expenses, are paid initially from the
HI trust fund, with subsequent reimbursement from the genersd fund of
the Treasury.

Section 1818 of the Social Security Act provides that certain pergons not
ehigible for HI protection either on an insured basis or on the uninsured
hasis described in the previous paragraph may obiain profection by
enrolling in the program and paying & monthly premium.

Bection 201{1} of the Social Security Act suthorizes the Managing
Trustee to accept and deposit in the trust fund unconditional money
gifts or bequests made for the benefit of the fund or any activity financed
through the fund.
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Actuarial Analysis

Expenditures for benefit payments and administrative expenses under
the HI program are paid from the trust fund. All expenses incurred by
the Department of HHS, the Sorial Security Administration (S84), and
the Treasury Department in carrying out the provisions of Title XV
of the Social Security At pertaining to the HI program and of the
Internal Revenue Code relating to the eollection of taxes are charged ts
the truat fund. The Seeretary of HHS certifies henefit payments to the
Managing Trustee, who makes the payments from the trust fund,

The Social Seenrity Act suthorizes the Secretary of HHS to develop and
conduct a bread range of experiments and demonstration projects
designed to delermine vsricus methods of increasing efficiency and
economy in providing health core services, while maintaining the quality
of such services, under the Hl and SMI programs. The costa of such
experiments and demongtration projsets nre paid from the HI and SMI
frual funds,

Congress has guthorized expenditures from the trust funds for
construction, rental and lease, or purchase contracts of office huildings
and related facilities for use in connection with the administration of the
HI program. Both the capital costa of construstion financed directly
from the trust fund and the rental and lease or purchase contract costs
of acquinng facilities are included in trust fund expenditures. Whatever
the manner of sequisition, the net worth of farilities and sther fixed
capita)] assets is not carried in the statement of asgets of the trust fund
presented in this report. This is because the value of fized capital assets
does not represent funds available for benefit 6r pdministrative
expenditures and, therefore, is not considered in nssesging the actuarial
status of the funds.

That partion of the trust fund whick, in the judgment of the Managing
Trustee, i net required to meet current expenditures for benefits and
administration, 1is invested, on a2 dpily basis, primarily in
interest-bearing obligativns of the U.8. Government {including apecial
public-debt obligations deseribed below). Investments may also be made
in obligations gusranteed as to both principal and interest by the United
States, including certain federally sponsored agency obligntions that are
designated i the laws authorizing their issuance as lawful investments
for Aduciary and frust funds under the control and suthority of the
United States or any officer of the United States. These obligations may
be acquired on original issue at the issue price or by purchase of
outstanding obligntions at their market price.
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Operations of the Trust Fund

The Social Security Act authorizes the issuance of special public-debt
obligations for purchage exclusively by the trust fund, The law requires
that such special public-debt obligations shall bear interest st a rate
baged on the average market yield {computed on the basia of market
guotations as of the end of the calendar month immediately preceding
the date of such issue) on all marketable interest-bearing obligations of
the United States forming & part of the public debt which are not due or
callable until after the expiration of 4 years from the end of such month,

From December 28, 1981 until Januazy 1, 1988, the Social Security Ast
authorized borrowing among the UASI, DI, and HI trust funds when
necesaary “to beat meet the need for financing the benefit payments®
from the three funds. Interfund loans under the borrowing authority
were made to the DAS] trust fund from the DI and HI trust funds in
1982, and were fully repaid by May 1886, (urrently, no further
provision for interfund borrowing exists.

C. OPERATIONS QF THE TRUST FUND, FISCAIL YEAR 1996

A statement of the revenue and disbursements of the Federal Hospitsal
Insurance Trust Fund in fiseal year 1996, and of the assets of the fund
at the beginning and end of the fiscal vear, is presented in table 11.C1,

The total assets of the trust fund amounted te $129,5%20 million on
September 30, 1995. During fiscal year 1988, {otal revenue amounted
to $121,125 million, and iotal disbursements were $125,317 million.
Total asaets thus decreased by $4.182 million during the year to
$125,338 million en September 36, 1996.

Tanlp 1.0t ~-Siatemnent of Qperations ol the H) Trust Fund During Figca: Yoar 15596

Hia thousands)
T avsets of the yust fund, Deginang L ARG ... ... iy $1D 58578
Farvanue,
Agoeopriation of empiCymemIBReS . ... . oicet i e $156.918. 185
BN o arrpRoymmoRt BIROB L. . .. et e s 17,400
Dopxsits grisiop mom ST aQMEMANES . .o i i e
Income froes taxaton of OABTIBERalE ... o vttt iinanasssssscanas 4. 069,000
RS M VRIS i i s e 10,343,565
Fromiums colocted from wiumtary ;:arw.:npnn;s ........................ 1,147 4%
Transfar f:om Rafisg Retramant 800INE ... ..ottt irercrnmrarsis 362,360
Femursement, FEnsiUonal LInSUTSd GOMMBEB .. . i i e s £15.000
Migaryservice Credia of V996 ...l o errrerarer e 73,232
Lvinguennied sxiustsent of military senice mu ,,,,,,,,,,,,,,,,,,,,,,,,,, 26800
Raimbyrsement, proglam muanspement ganeral iund .. ... iii i 145,000

lntmmm maumments A i eiiiiisrarEriaamaerraeannran 249
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Tabie RLC1T—8tatement of Dporaticng of the M Tiust Fund During Fiacel Yasr $906
Ha pousands|

inderast on reivbursdmants, Balmad Antfemem ... ... ..., e 39,011
Tarer SOOI, ..

Treasury adminiskative BIPOMBES ..ottt mmnn ey 4.%8

S AN BXDEnEEE, BBAT L i i e FLI R M4
Sutaries and aeensss, HOFAY Lo e 7OR. 080
Sutangs and sxpensas, e of Senmiary ... ... ... . . i iiiiiiii e, 22,421
Progpectim Peymant Assossmerd Commmission ... ... oiiiii i iinaeaass ——

A posilive figure represemty o ransfac {o e B gl Tund frorm the other nsst funds. A negative Higure
?épmsents 8 {rapihor from the M1 st Jund &gy z?lss ﬁm st funds,

o lazilises, goodsy, and SBrvices peoved \
*inchdes, agrunigtraiive sxpernses of e imermedistes,

Kt Totals do nol necessastiy squil T tienhs of ropnded componants,

Included in total revenue during fiscal year 1996 waa $106,518 million
representing taxes appropriated to the truat fund. Adiustments to the
estimates of refunded taxes for prior years resulted in & payment of
$17.4 million $o the trust fund. In addition, $0.8 million was tranaferred
to the trust fund from State and local governments representing
residual payments from previcus State agreements for coverage of State
and loeal government employees.

Total HI payroll tax invorne amounied to $106,934 million, representing
an increase of 9.1 percent over the amount of $88,053 millien for the
preceding 12-month perind. This growih in tax income resulted
primarily from the higher level of earnings in covered employment.

Income from the taxation of DASD! benefits, as described in pestion LB,
amounted to $4,069 million in fiscal year 1988,

Section 1LB referred to provivions under which the HI trust fund is to
be reimbursed from the general fund of the Treasury for costa of paying
benefita on behalf of certain uninsured persons. The reimbursement in
fiscal year 1896 amounted to 3419 millien (3358 million for the non-
federa! uninsured and $81 million for the federal uninsured), consisting
of 3416 million for benefit payments and $3 million for administrative
gxpenses,
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Operations of the Trust Fund

Section I1.B referred to provisions of the Social Security Act under which
certain persons not otherwise eligible for HI protection may obtain such
protection by enrclling in the yrogram snd paying a monthly premium,
Premiums epllected from such voluntary ;}artmpanta in fiscal year 1996
amounted to about $1,167 million,

In mccordance with the provigions of the Railroad Retirement Act, a
transfer of about $362 million i principal and $21 million in interest
from the Hailroad Retirement program’s Social Security Equivalent
Benefit Account to the HI trust fund balanced the two systems ag of
Septeraber 30, 1995 a8 described in section J1.B. This amount, togeiher
with interest 1o the date of tranefer amounting to about §18 million, was
transferred to the trust fund in June 1998,

In seeordance with proviatona for the aporopriation to the trust fund of
amounts equivaient to HI taxes oo 1998 noncontributery military wage
eredits as diseussed in section ILB, the trust fund was crediled on
duly 1, 1898 with 373 million. The quingiennial adjustment to the
amount transferred in 1983 was paid fron: the HI trust fund ¢ the
general fund of the treasury in May 1598 in the amount of $2.366
million. This adjinstment resulted from a substantisl reduction in the
Social Security Administration’s estimates of the number of persons who
meet the HI insured status requirernents solely becauge of their past
military service wige crediis,

The remaining $10,496 million of revenue congisied almost entirely of
interest credited from the investments held by the frust fund.

Of the $125317 million ia total disbursements, $124,088 million
represented benefits paid directly from the trust fund for heslth services
covered under Title XVIII of the Sociad Security Act. Benefit payments
increased 9.2 percent in flacal yesr 18996 aver the porvesponding amount
of §113 588 million paid during the preceding 12 months.

The remaining $1.229 miltion of disbursements was for net
administrative expenses. Administrative expenses are allocated and
charzed to each of the four trust funds—CGAS], DI, HI, and SMI-on the
basis of provisional estimates. Similarly, the expesses of administering
other programs of HCFA are alse allovated and charged to the genersl
fund of the Treasury on g provisiona! basis. Periodically, as actual
experience develops and is analyzed, the allocations of adminigtrative
expenses are sdjusted by interfund transfers, This adiustment includes
transfers between the HI and SMI trust funds and the program
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mansgement pgeneral fund account, with appropriate interest
sllowances.

Table I1.C2 compares the actual experience in fiscal year 1896 with the
estimates presented in the 1995 and 1996 annual reports. A number of
faciors can coninbuis to differences between entimaies and subseguent
actual experience. In particular, actual values for key economic and
other varisbies can differ from assumed levels, and legisintive and
regulsiory changes may be adopted subsequent to a report’s
preparation. The cormparison in table 11.C2 indicates that actual HI {ax
income was somewhat higher than estimated in both the 1995 and 1886

reports,

The estimate from the 1898 annual report was reasonably ¢lose to the
actual benefit amount. Actual HI benefit payments in fiscal year 1996
were higher than estimated in the 1995 annual report.

Tablie £.42 ~Lomparison of Attual and Estimated Operations of the M Trusl Fund,
Flscel Your 1996
[Dodar ermexsns in mijlions]

Lomparlson of setual experignee with ssfimams
for fiseat varr 1398 publichurd #—-

14996 seo0e $BGS repor
Actual ax Actugi a3
Actual Estimated percentaga Estmaied PETTenings
Yo fimount arvcunt’ ol eatimaze frnouni’ ¢ satimane
Prayrolt tax Y106.934 $1054.400 102 $17%5 8302 1
Banali pavrents 134008 128250 b 181088 102

Ungar e inprmdiae sshungiang,

Table 11.£% shows the total assets of the fund and their distribution at
the end of flaca) years 1995 and 1996, The assets of the HI trest fund at
the end of fiscal year 1905 totaled $129,520 million, consisting of
21249,864 million in the form of obligationy of the U.5. Government and
an undigbursed balance of -$348 million. The asseta of the BI trust fund
at the end of fisca) vear 1996 totaled $125338 million, consisting of
2125 805 million in the form of LS. Gevernment obiigations and an
undisbursed balance of -§467 million.
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Tabie 1.CAAssats of the HI Trust Fund, by Type, st the £nd of Flacal Years 1895 and

158
Sepiprmber 39, 1995 Septambder 30, 1998
imensiraets in public-debt obiiations sl only
I 4 SEsT Tunels {apecial iaeabX]:
Cardficoias of ingebitednes:
€ Veporcent. 1986 .. .........., £261 660000 50 —
T IRpetet, 18T L. N $2 BE2 B2 600 00
Ehowrcks:
§ 3Mperent, 1997 ... e 367,197,000.06 e
& vid-peroant, 19952008 ...... e £2,184,102,000.08 £2.150,102 000 59
§ Yeperoant, 1097 .., 250,990,000.00 _
& Yepureant 19952030 ..., e $2.205,12%.DB0.55 1 2.005,125.000.00
7 -pergent, ZY et R — 2.368. 458,000 00
Foi-parcam, 1887 Ll 225 13,000,008 e
7 Yaparcany, 1ESS0008 .. AP 11,243 BTE 00600 11.243.578,900.00
FADPORCET, 1997 .. ciirrieeiinian BE7.H81.500.00 e
T 3B-percent, 19962007 .. ... ..., N 5,088 578 000.00 15.998.576.00000
B 1 Bpereanl, 1997 ... ..o iian 8§61.273.000.00 e
B tShonman, 19982006 ........ 0.0 ea 14,377,156 000.00 14,527,158, 60X 2K
8 3%perean, 1997 .. 1,080 023,000.00 —
& 38-porcant, 19882801 ... i i £.203,310,006.00 £,203, 10 DG 50
& SB.poment, 1T ... ... ... P .. GBB A%t BRn b ——
B 5B-porcan:, BRER02 ... ..l.ien. 5,940 40300000 5,044 453.600.00
B 3dperan, 1I5RURTY L. L Cereeeans 2,782, 21800000 f—
8 Wapercen:, 1988205 L. ... i iieaa.. 25.54% 387 0 00 25545857 000.00
O vpemmen, OB ... Ll 1,534,541 DOG 0D S
8 vidpervent, 1897 .. .. 1.534.541 D0G.00 565.821,000.00
Btk gmerarg, [998-2003 .. e 24072 652,000.00 2.442,653,000.00
190 B pgroat, VB2000 ... ... ek 2,431 610,000 03 2,131 610,666.08
10 Tperoent, W98 L Ll feien S8g.010.00008 586.410.606.00
13 porcert ¥®E......... ..., prnen 14T 27600600 —
13 Hhpercent, 998 ... ... cven 272 A5 00.50 -
13 tid-poreent. 1997 ... ... penae 1.450,128.000.04 150, 188.000.00
13 d-peecent, YOOR 196G . ... ..., 1,112 678 000,00 £ R AN 00
TOMINYREIENTE ... i $123 864 250.800,00 158,504, 703,000.00
Undistwarsed bafanca” ... .. .. i -344,680.248.92 -457,189, 212 B3
TRBIBEBOIE . sz ss $429 519 569 751 58 $R5.007 505 707 47

‘Cenficales of poetiedness and bonds b carried at par valye, which is He 5ame as book vk,
agaiive figures sepeesant an axtonsion Of Credl gain securites 1 be radsemed willin she inliowing law

New securtties at o tetal par value of $119,183 million were acquired
duping the Nacal year through the investment of revenue and the
reinvestment of funds made svailable from the redemption of securities.
The par value of sacurities redesmed during the fiseal year was $123,242
miilhon. Thus, the net decrease in the par value of the investments held
by the fund during fiscal year 1996 amounied 1o $4,059 million.

The effective annua rate of interest earned by the assets of the HI trust
fund during the 12 monthy ending on December 31, 19896, was 8.1
percent. Interest on special issues is paid semijsnnually on June 39 and
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December 31. The interest rate on public.debt obligations iesued for
purchase by the trust fund in June 1996 was 7.0 percent, payable
semiannually,

D. EXPECTED SHORT-RANGE OPERATIONS AND STATUS
QF THE TRUST FUND

The Social Security Act requires the Board of Trustees to report
armually to the Congress on the operations and status of the Hi trust
fund during the preceding fscal year, as was addressed in the preceding
section, and on the expested operations gnd status of the trust fund
during the current and next 2 fiscal years. In this section, estimates of
the operations and finaescinl status of the trost fand for the pext 16
years are presented. The Act sise requires thai the annmal report
include a staiement of the actusarial status of the frust fund, and that
requirement is fuifilled in the next section. In both this sad the next
section, no changes are assumed to ocour in the preseat statutory
provisiong and regulations under which the HI program operates.

The estimates shown in fhis section provide detailed informstion
concerning the short-range financial status of the trust fund. The
estimated levels of future income and ouigs, annus) differences between
income and cutgo, and gnnual trust fund balances are explained and
examined in this section, T'wo particulurly impertant short-range
solvency measures for the HI trust fund, the estimaoted year of
exhaustion and the test of phort-range financial adequacy, are alse
digenssed.

Estimates are shown under three alternsative sets of assumptions, to
illustrate the sengitivity of {uture program costs to different economic -
and demographic irends. The sets of asaumptions used are intended to
portray a reasonable range of poasible future trends. Due to the
uncertainty inherent in such projections, however, the actual operations
of the H1 trust fund in the future could differ significantly frox these
estimates.

The expecied operations of the HI trust fund during Sscal years 1997 to
2006, together with the past experience of the program, are showsn in
table J1.D1. The eatimaies shown in this table are based on the
intermediate set of pssumptions. The assumptions underlying the
intermediate projections are presented in section ILF of this report.

The increages in estimated income shown in table ILD1 primarily reflect
increases in payroll tax income fo the truat fund. As noted previcusly,
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the primary source of financing for the HI program is the payroll tax on
sovered oarnings paid hy employees, employers, and self-employed
workers. While the payroll tax rate is scheduled to remain congiant,
covered earnings are assumed to increase in every vear through the vear
2008 under the intermedinte assumpiions. These increases in taxable
earnings are due primarily to projected increases in the number of
workers covered by the program and in the average samings of these
warkers,

Cver the next 10 years, most of the amaller sgurces of financing for the
HI trust fund increase as well. These income gources inciude income
from the taxation of OASDI benefits, {ransfers from the Railroad
Retirement program, and premivm income for other neninsured persons
who voluntarily enroll in the program. Transfers from general revenue
{0 reimburse the program for the cost of providing HI benefiis to certain
noninsured persons ure decreasing.  Transfers mnade from general
revenne to reimburse the HI trust fund for the zosts asseciated with
rertain military wage credits are prejected to remain constant over the
short-range period, More daiailed deseriptions of these sources of
income ean be found in section ILB.

Iaterest earnings have been a significant source of income to the trust
fund, and bave indeed ranked second only to payroll taxes, for many
vears. It is important @ note that as the trust fund continues the
decline it has already begun, with disbursements increasing more
rapidly than income, the sasets beld by the trust fund will be redeemed
to pay its ohligations. In the sbaence of vorreciive legislation, inferest
earnings would therefore diminish rapidly, and socon cense toexist as a
source of income for the HI program.

Disbursements for benefits are projected to increase in fiscal years 1697
16 $006, primarily as & result of the increases in hospital payment rates
and hospital admisgions under the program, and to do 50 at 2 faster rate
than intome {o the program. The costs of other HI benefits, including
home health and skilied nursing care, represent a smaller share of {otal
costs but are estirmated Lo increase much more rapidly over this perisd.
The expenditures for benefit payments shown in table 1.0 differ
somewhat from those shown in the President's Fisen] Year 1998 Budget.
The estimates shown in this report are based on more recent
demographic and ectopomic projections, snd they do not reflect the
implementation of propesed changes in laws snd regulationg which were
inchided in the budget. The expenditures for benefit payments shown
in this section are based on the asgumption that for Hacal years 1888
and later, the prospective payment rates will be increased in acsordance
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with Public Law 103.68, the Omnibus Budget Reconciliation Act of 1943;
for fiecal year 1997, the progpective payment rates have already been
determined in accordance with the game statute,

The actuai operations of the HI program are organized, in general, on a
calendar year basis. Earnings subject to taxation and the applicable tax
rafes are established by calendar year, as are the inpatient hospital
deductible and other cost-gharing smoeunts. The projected operations of
the trust fund an 4 colendar year basis are shown in table I1L.D2,
according i the same asswmptions as uged in table 1LD), The projected
rapid depletion of the HI trust fund can be seen in both tables,
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Projected trust fund cperations are shown beyond the point of asset
depletion, but & is important to remember that under present law there
is no authority to pay program benefits if the aasets of the trust fund are
depleted. In practice, benefits could not be paid until additional trust
fund income waa subsequently received, Initially, this would cause a
delay in reimbursing hospitale and other health care providers for the
services delivered to HI beneficiaries. However, the length of the delay
would inerease very rupidly, quickly reaching a point where providers
would be unable to coniinue providing care to beneficiaries, Thus, the
imminent depletion of the HI trust fund must be ireated as a very grave
consequence snd corrected through legislation se soon as possible.

Since future economic, demographic, and heslth care usage and cost
experience may differ considerably from the intermediate assumptions
or: which the cost estimates shown in tables 1.1 and [1.D2 were based,
projections have also been prepared on the basis of two different sets of
assumptions, labeled “low cost” and “high cost.” The three seta of
assumptions were selected in order i{o ilfusirate the senaitivity of
program costs to different economic and demographie trends, and to-
provide an indication of the uncertainty asecciated with fnaneial
projections for the HI program. The low cost and high cost siternatives
provide for a fairly wide range of possible experience. While actual
experience may be expected to fall within the range, no assurance can
be made that this will be the case, particularly in Hght 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 coat siternatives, ss well 28 under the intermediate
assumptions, are dissussed more fully in section ILF of this report.

The estimated sperations of the HI trust fund during calendar years
1996 to 2008, for total program income and disbursements under ali
three aiternatives, are summarized in table 11.D3. The trust fund ratio,
defined a3 the ralic of assels at the beginning of the vesr fo
dighursements during the year, was 100 percent for 1996. Under the
intermediate assumptions, the trust fund ratio i3 projected {o decline
steadily, and the fund is completely exhausted in 2001. Under the low
cost glternative, the trast fund would be exhausted in 2002, while under
the high cost slternative exhaustion would occur in 2000. These
projections ds not reflect any reduction in disbursements due to
propesed changes in legisiation or regulation which were included in the
President’s Fiscal Year 1998 Budget but which have not been enacted or
implemented.



Expected Operations

Table A.8%~Estirmated Operstions of the HI Trust Fund During Cateriar Yaars 199¢-
006, Linger Altarnailve Seis of Assumptiona
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As with tables 11.D1 and ILD2, projected trust fund operations are
shown beyond the paint of asset depletion, to indicate the trends in
future income and expenditures and to help illustrate the magnitude of
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the future deficite.’ It is important 10 remember, however, that under
present law there is no autharity to pay HI benefits if the aseets of the
HI trust fund are depleted.

The projections in teble ILD3 indicate that without corrective
leginlation, the assets of the HI {rugt fund would be exhausted within
the next 3 o § years. The fact that exhauation would oecur under a
broad range of future eeonomic conditions, and iz expecied to ocour in
the very near future, indicates the urgency of addressing the HI trust
fund's financial imbalance.

The Board of Truatees has establivhed an explicit test of short-range
financial adequacy. The requirements of thia test are as follows: If the
HI trust fund ratie is at Jeast 100 percent at the beginning of the
projection period, then it must be projected te remain at or above 100
percent througbout the 10-year projection peried; alternatively, if the
fund rutio 19 initiaily legs than 100 percent, it must be projected to reach
s level of at lesst 100 percent within 5 years (and the trust fund not be
depleted at sny time during this period) and then remain at or above
160 percent throughout the remainder of the 10-year period. This test
is applied to trust fund projections made under the intermedinte
assumpiions,

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 adequney of the
program. As can be seen from table {1.D3, this short.range test ig not
met. Under the intermedinte assumptiong, the trust fund ratic falls
below the 100-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 to total disbursements during thet year are shown in table
I1.D4 for all past years since the beginning of the program. Figure ILD1
shows these histaneal trust fund ratios and the projected ratios under
the three sety of assumptions. Figure ILD2 shows end-of-year trust
fund halances for historical years and for projected years under the
three sets of assumptions. On both figures, the Iabels °I", “II”, and “1II"

' Theae hypothetical fund operations are estipsnied based on wn underlying sasumption that
the HI troat fund sould borregw amounts feam the general fund of the Treasury on the same
terme that i3 normaily lendy reserve ssaelx to the general fund {through the purchass of
special-issue Treasury securitiest Thus, the hypothetical, post-depletion eperations of the
trum fand are exdeulaled on & mitveramage bagis 1o the sorma! investment procedures,
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indicate projections under the low cost, intermediate, and high cost
aliernatives, respectively. Both figures graphically illusirate the
geverity of the HI trust fund’s financial inadequacy.

Table il.0W—Ratlo of Asacis af the Beginning ol the Year ta Disbursements Buring

thio Yoar tor the M Trust Fund
Coderstar yaas Ratia
1987 8%
1963 %
196G 43
G 4Y
1974 x4
W72 a7
1973 a0
1974 6%
1975 n
19%8 ke
1977 BE
978 57
hichad 54
50 5=
1881 &%
1852 52
1863 Pes
1984 %
1985 32
1986 4t
1987 "
1948 i
1989 14
. o 128
1991 ja8
1982 136
1993 131
1554 122
1955 113
995 $ 00
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Figure 1L.D1,—H! Trust Fund Balance &t Bagirining of Year as a Percantags of Annugi
Expendituros
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The Trustees' test of short-range financial adequacy is stringent. It is
deaigned fo provide an early warning that s trust fund mey face
finanncial difficultien in the coming years. As indicated by the projections
above, & more immediate concern in 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.

An suggeated by the historical asset levels shown in table IL.D4 and
figures I1.D1 and 11.D2, the Trustees’ short-range test for HI has seldem
heen met.? For many years, the HI trust fund hag heen projected to
become depleted within the next decade or 50, as a result of increases in
heaith care costs and utilization that generally exceed increases in the
HI payroll taxes that gupport the program. Over the years, assef
exhaustion has been postpened by enactmeni of legislation Lo increase
trust fund revenue and/er reduce the rate of growth in program
expenditures. As a result of the periodie corrective legisiation, the
program has operated satisfactorily even though it has not met the
Trustesed ghort-range test,

Nonetheless, the test represents a desirable geal for the financial status
of sovial insurance programs. The Trustees have recommended that
fund assets be maintained at g level of at leagt 100 percent of annual
program expenditures. Buch a level is estimated to provide a cushien of
roughly § years in the eveni that program income falls 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
he available without interruption to the millions of aged and disabled
Amerizans who rely on such coverage.

The toat was introdused by the Board of Truatees in 1881,
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E. ACTUARIAL STATUS OF THE TRUST FUND

{n section 1.1, the expected operations of the HI program over the pext
10 years were presanted. In this section, the actuariad status of the trust
fund, or the adequacy of the scheduled financing to support program
cogts well into the future, is examined under the three alternative sets
of assumptions. The assumpliops vsed in preparing projections are
summarized in section [LF of this report.

The adequacy of the current law financing schedule for the HI program
in the long-range is messured by comparing on a year-by-year basis the
incame rates (frer payroll taxes and inzome from taxation of QASD!
benefits) with the carresponding iocurred ccsts of the program,
expresged as perc&ntages of taxable payroll.® If these two items were
exactly equal in each year of the projection period and all projection
sssumptions were realized, then revenues would be sufficient te provide
for program comts. In practice, however, tax rate schedules, which make
up most of the income rate, generally are designed with rate changes
occurring ondy af intervals of several years, rather than with continual
yearly invreases to mateh exactly with projecied cost increases. To the
extent that small differences between the vearly costs of the program
and the corresponding income rates secur for short periods of time and
are offset by subsequent differences in the reverse direction, the
financing obiectives can be met by maintaining an appropriate
contingency reserve, In projecting costs under the program, only
incurred expenditures (benefita and administrative costs} attributable
to insured beneficiaries are considered, since benefits and
adminigtrative costa for poninsured persons are experted to be financed
through genersl revenue transfers and premium payments rather than
throtigh payroll tases.

The historical cosla of the HI program, expregsed as percentages of
texabie payroll, are shown in table ILEL The ratio of expenditures ts
taxable payrell has increaved from 6.94 percent in 1867 to 3.48 persent
in 1996, reflecting both the higher rate of increase in program costs than
in earmangs subject to HI tazes and the exiension of M banefiis to
disabled and end-stage renal disease beneficianes.

The projected costs of the program under the intermediate nssumptions,
expressed as percentages of taxable payroll, and the ineome rates under

axable peyroll is the total amount of wages, salaries, ps, seif-employment incume, and
other esrnings subject {0 tha HI payroll tay.

+
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current law for selected yesrs over the 78-year period 1997-2071, are
shown in tabie ILE2. Further inerenses in the ratio of expenditures to
taxable payroll under the intermediale sasumptions result from the
prejection that the cost of the HI program will continge (o ingrease st a
higher rate thao taxable earnings, as discugged later in this section. It
can be seen from the selested yeers shown in table ILE2 that, on a year-
hy-year basis, the income rates under current jaw are insufficient hy a
large margin {e support the projected costs of the current program. As
a result, the program is severely out of financial balance and substantial
measures will be reguired to increass revenues and/or reduce
expenditures.

Table iLEV.—Historicet Cost Rates of the ¥ Program

Calantr ’
ynar Gost rnes’
19867 G.54%
1268 : 3
1963 1,12
HH 20
W 132
1512 130
w0 138
1874 1.42
1978 1,65
1574 .83
1977 .55
1578 5
1978 .94
1984 .18
]| 2.5
8z .65
1353 207
1584 288
1985 243
1988 258
H =g Z2AS
1558 242
1588 2468
14 an
199t 2
1992 310
19973 324
1954 k.1
37 338
995 3438

*teumeted costs shrkxdabie 1 nsured beneficindies ooly, on en incued basis, Banafits and sfrinisyaive
LAY 10r nOnirsrad pivAOs A0 expacted 1 b Banesd Tough gunerst evenng tanslers st grarsium
payrmants, raher than thaugh payrok sexes. Greitouy Credia tor mitary sarvion affer 1556 am inchadod
¥ abiy peerett

I0enmed credis for miitary serdos before Y984 wors atwRuted o e yar it which soch senviea hid
orcufted. ¥ A sixch credits nag biser: artitited in 1983, taponeires UNder he ogra i 1583 would have
baar iower by 5.98 parcemt of oo pavoll,
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Tebla B E2.Projected Coat and Incoms Retes of the Hl Progrem’

Cadendar Cot AT

o wes’ ey Ditfgrence’
19497 AE7% 301% 0.56%
2000 Rk Kxrd {54
2008 £33 343 -1.50
218 5og 358 202
s 582 KL 272
2620 6.74 316 .58
2925 270 a2 -4 A
2030 0.63 325 5.8
A8 §.37 22e 6.8
2t 586 bR 456
2048 ¥ 33 488
50 1038 333 0%
285 gl 23 AL
2060 + 10.80 4.38 ~1.84
2068 1113 J.38 <775
207 150 3.83 .11

nder the intermeviae assumpHony.
See facmoms 1 of tabkr HLE1.
iktaresce Dowwesn the iosme rates B4 oGt rates. Nagatve valuas represeni delists.

While the year-by-year comparisons discussed are necessary £o measure
the adeguacy of the financing of the HI program, the financial status of
the program is often summanized, over a specific projection period, by &
single menaure known as the actusris! balance. The actuarial balsnce
of the HI program is defined to be the difference between the
summanzed income rate for the vahuation peried and the summarized
cost rate for the same peried. The summarized income rates, cost rates,
and zctuarial balance arve based upon the present values of future
income on An incirred hasis, fulure insured costs on an incurred basis,
and future taxable payroll. The present values are calculated by
discounting the future annusl amounts of income and outgo at the
assurned rates of interest credited to the Mi trust fund. The present
values are caleulated as of the beginning of the valuation pariod. The
summarized income and cost rales over the projection period are then
obtained by dividing the present vaiue of income and cost, respectively,
by the present value of taxabie payroll. The difference beiween the
summarized income rate and cost rate ever the long-range projection
period, after an adjustment £o take ints account the fund balance at the
valuation date and any target trust fund at the ead of the valuation
peried, i the actusrial balance. In keeping with & deciston by the Board
of Trustees that it is advigable to maintain a balance in the trust fund
equal to a minimum of one year's expenditures, the target trust fund
halance is equal to the following year's estimated costs st the end of the
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75-year projection period. It should be noted that prajecting an end-of-
period target trust fund balance does not neceaparily insure that the
trust fund will maintain such & balance on a year-by-year basia*

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 subiracted from the current law cost rates throughout the
entire valuation period in order for the financing to support program
costs and provide for the targeted truat fund balance at the end of the
prejection peried. The income rate incresse according to this method ia
4.32 pereent of taxable payroll. However, if no changes were made until
the vesr the trust fund would be exhausied, then the required increase
would be 4.65 percent of taxnble payroll under the intermediate
asmumptions.

The actuarial balances under all three alternative sets of assumptions,
for the next 25, 50, and 78 vears, as well ss for each 28.year subperind,
are shows fu table ILES. The summarized income rate for the entire 75-
vear period under the intermediate asssumptions iz 3.18 percent of
taxable payroll. The summerized cost of the program onder the
intermediate assumptions, for the entire To-year period, is 7.51 percent,
or more than twice the level of projected income {6 the program. Asa
result, the HI program fails to rmeet the Trustees’ long-range test of close
actuarial bslance, {Section HLF coniains a summary of the
requirements of thia test.}

‘An aHernative way of caleulating sctuaria) stalas, known as the modified svernge-cost
method, is presented in section 111.A. The H! trust fund aleo fails the test of long-range
cingse antuaried balonee using this mathod,
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Table §.EXAttussinl Balances of the H Program, Under Three Sets of Azsumptions

inmrmeinte Ahuiative
ALSNptiony Lowse Cost Hioh Cost
Projection perids:
1957200
Surmanze iscams e 3085% J.05% J.00%,
Bummardied cost e’ 558 4,54 4.5
Atiuania) baanoe’ 2174 108 ~3 A
1992 2046:
Surmmariead income rove 314 aun 218
Summazized cost e’ §.64 457 13,55
Actaint batancd A4.50 148 7.8
1NN,
Summarized yComs mie 3 314 agy
Burmmadzes cost mie’ 751 188 5
Ariuariai helmnce’ 432 474 Y3
25-yonr subpencds;
TORT202
Surrenavized income mte J.00% 3.05% 5.08%
Surrnarized ¢t mie® 5,00 413 636
Acuiarial balance® <1.54 1,54 A7
20222046
Summarited Fezeng mie bz 333 3%
Burmadred cost rei’ 43 22 15.04
Araaana paance! B85 204 SEZ.83
o47.201:
Burraranied inGome mie 335 324 1.5
Sumenariped 0o rie® W.r? L5 20,9
Acuarial haece? 7 .4% 287 ErAY]

‘Expenditures for Berehi payments Snd eomilsimthed SOtS tor isuresd hensficianias, on an Ieserad Dasis,
axprassed as & pecentaga of xabie pavroll, Camputed on & preseni-valug basls. including e cost of
attaining & irast fund balangs 6l S and of the padod sl o 100% of the foliowing years sshmated
espercinans, 2nd including an o158 o cogt due 10 the begianing st fund balsnos.

"Diffwrertn PRGN [he Sustnasized ouma rale and he sutrenirized cost mte.

*Cxpendinens v benelit paymenis ang adirinisiraine sogts for ingured baneficianes, o #n intutred Dasis,

axpresced as 4 perornmscs of ixxoble payrl, cormptad 0o the preseni-vaios Basis. incilios nevtier e ust.

Lot badanen gi the baginning of 1the period nor 1he 208t of aftaining = ree-2e0 Yust furd balencs & e end
o e panod,

Note: Taigis oo 0ol necessirily 8gual ihe Sums of Ao somponants,

The divergence in cutcomes among the three alternatives is reflected
bath in the estimated operations of the trust fund on a cosh basis {as
discusded in gection ILD) and in the Th.year summarized costs. The
variationa in the underlying sssumptions, a8 gshown in the next section,
ean be characterized as {1} moderate in ferms of magnitude of the
differences on a year-by-vear basis and (2) persistent over the duration
of the prvjection peried. Inder the low cost alternative, the summarized
program cost rate for the 75-year prajection period iz 4.85 percent of
taxable payroll and the summarized income rate is 3,14 percest of
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taxable payroll; hence, HI income rates provided in current Jaw would
be inadequate even under the low vest altemative. Under the high cost
alternative, the summarized prograem cost rate for the 75vear projection
period is 12,7 percent of taxable payroll, nearly four times the
summarized income rate of about 3.3 percent of taxabie payreil.

Past experience has indicated that economic and demographic conditions
as finsncially adverse as those assumed under the high cost
alternative can, in {act, secur. None of the alternative projections should
be viewed as unlikely or unrealistie. The wide range of results under
the three alternatives is indicative of the unceriainiy of the program’s
future cost, and its sensitivity to future eronomic and demographic
canditions. Asncordingly, it is important that an adequate balance be
maintained in the HI trust fund as » reserve for contingencies, and that
financial imbalances be addressed promptly through corrective
tegiglation.

A valuntion period of 78 years is needed to present fully the future
contingencies that reasonably may be expected to occur, such a8 the
impact of the large shift in the demographic composition of the
population which will sccur after the turn of the century. As table [LE2
indicates, estimated expenditures under the program, expressed as
percentages of taxable payroll, increase rapidly beginning around 2018,
This rapid increase in costy occurs becauge the relatively large number
of persons barn during the perind between the end of World War If and
the mid-1880°s (known as the baby boom) will reach retirement age and
begin to receive benefits, while the relalively smaller number of persons
horn during later years will comprise the labor forve. Dhuring the last 28
vears of the projection period, the projected increases in sxpenditures
under the program stabilize somewhat.’ .

{Costs beyond the initial 28.vear projection perind for the intermediate
estimate are baged upon the assumption that costs per unit of medical
vare service will increase at the same rate as that of average hourly
earnings, Thue, changes in the next 50 years of the projection period
primarily reflect the impact of the changing demographic composition
of the populstion. Beyond the initial 25-year prajection period, the low
cost and high cost alternatives sssume that program cost insreases,
relative io taxable payroll increnges, are inttially 8 percent less rapid
and 2 percent more rapid, reapectively, than the resulis under the

51 coote A5 & percenitage of Laxable payrel! are projected Lo vontinas to incronse, 2t & slower
rate, due o assumed further improvemenis in tle expectaney.
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intermediate assumptions. The initial Z-percent differentials are
assumed o gradually decrease until the year 2045, when program cost
increases (relative to taxahie payroll} are assumed to be the same as
wunder the intermediate assumptions,

Figure ILE] shows the year-by-year costy as s percent of taxable payroll
for each of the three sets of assuraptions, as well as the projected income
rates. ‘The invome rates are shown only for the intermediate
agsumptions in order to simplify the graphical pregentation and becauss
the variation in the income rates by alternative is very smail (by 2071,
the annual income rates under the low eost and high coat alternatives
differ by only about 0.4 percent of taxable payrel). Ounly 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 ILE1 illustrates the magmitude of the projected financial
imbgiance in the MI program by dispiaying the divergence of the
progeam costs and intome rates under each set of assumptions. In the
figure, the labels “I”, “II”, and “III” indicate prajections under the low
cost, intermediate, and high cost alternatives, respectively,

Figure HLEL—Egtimated # Cout and oorme Rates s4 Porcen of Taxabie Payroll
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The 75-year actuaris! balance of the HI program. under the
intermediate assumptions, is estimated to be «4.32 percent of taxable
payroll, ag shown in table 1LE3. The actuarial halance under the
intermediate assumptions as reported in the 1886 Annual Report was
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-4.82 percent. The major reasons for the change in the 75-year actuarial

are:

1)

(2)

(3

(4)

&)

balance are summarized in table ILE4, In more detail, these changes

Changes in valuation peried: Changing the valuation period
from 1996-2070 to 1997-2071 adds a very large deficit year to
the caleulstion of the gciuarial balance. The effect on the
actuaria! balance i3 -0.08 percent of taxable payroll,
Updating the projection base: The cost as a percent of payroil
for 1996 wag less than estimnated in the 1996 report. The net
effect of this change on the actuarial balance is +0.10 percent.
Hosgpital assumptions: Changes in the hospital assumptions
described in the pext section result in a +0.16 percent change
in the getuarial balance. The primary factar contributing to
this change s the wage differentinl assumption between
hospital weorkers and thogze in the general economy.

Other provider assumptions: Chunges to the non-hospital
provider utilization and price assumptions result in a -0.17
percent change in the actuarial balange, The primary factors
are higher assumed utilization and price increases in the
short-range than nssumed in last year's report.

Eronomic and demographic assumptions: Changes in the
econsnic and demographic assumptions described in the pext
seetion result in a +4.20 change in the sctoarial balance, The
primary factor was the upward revision in the ultimate real
interest rate. Although this sasamption has no effect on
projected future HI costs, it has the effect of applying less
weight to the distant, high-deficit yenrs of the projection in the
enleulntion of the actuarial balance, (See section II1.A for g
further discussion of this issue.)

Tatin {LE4~Change In the 75-Year Actuarial Balanos Since the 199¢ Repoa

¥, Actuprid valanoe, intarmediate sasumpbons, 1996 moon 4.50%

2. Changes:
g ¥alustion peiticd -§.09
p. Base aytiman .10
£. Hospilal assuretons A6
4. Cilver provider asxmptions .97
. Economis 8008 SermoQriii BesEmcns {3
I Met sifoct, above chanpes 20

3. Aol tianes intefmediite asemntions. 1997 repod 4.3
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F, ACTUARIAL METHODOQLOGY AND PRINCIPAL
ASSUMPTIONS FOR THE HOSPITAL INSURANCE COST
ESTIMATES

This section describes the bagic methodology and assumptions uged in
the estimatag for the MHi program under the intermediate assumptions.
In addition, projections of program cogis under iwe siternative sets of
assumptions ars presented.

1. Assumptiions

The economic and demographic assumptions underlying the projections
shown in thiz report are consistent with those in the 1997 Annual
Report of the Board of Trustees of the Federal Old-Age and Survivors
Insurance and Iigability Insurance Trust Funds, 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
bheneficiaries, by type of service, te serve as a projection base; {h}
projecting inereases in payments for inpatient hospital services under
the program; {c) projeciing increases in payments for skilied nursing,
home health, and hospice services covered under the pregram; and {4}
projecting increases in administrative costs. The major emphasis i
directed toward expenditures for inpatient hospital servizes {both
managed care and fee-for-service), which aceount for approximately 75
percent of total benefits,

a. Projection Rase

In order o establish a suitable base frowm which to project the future
costs of the program, the inaurred paymeniy for servises provided must
he reconstructed for the most recent peried for which a relisble
dutermination can be made. To do thiz, payrents 1o providers must ba
attributed to dates of service, rother than te pavment dates. In addition,
the nonrecurring effeets of any changes in regulations, iegislation, or
administration of the program and of any items affecting only the titing
and flow of paymenty to providers must be eliminated. As a regult, the
rates of increase in the incurred cost of the program differ from the
increases in cash disbursements shown in tables [1.D] and 11.D2.
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For those expenses still relmbursed on a reasonable cost basiy, the costs
for covered services are determined on the basis of provider cost reports.
Payments to 2 provider initially are made on an interimn basig; to adjust
interim payraents to the level of retroactively determined costs, a seviey
of payments or recoveriss is effected through the course of cost
settlement with the provider. The net amounts paid to date to providers
in the form of cost settiements are known; however, the incomplete data
available do nof permit a precise determination of the exact amounts
incurred during g specific period of time. Due o the time required to
obtain cost reporis from providers, to verify these reports, and fo
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 reirnhursed on a reasonable cost basis
hes not been completely determined for the most recent years of the
program, and somse degree of uncertainty remaing sven for earlier years,

Even for inpatient hospital operating paymenta paid for on the basis of
diagnosis-related groups {DRGs), most payments are initislly made on
an interim bagis, and fnal payments are determined on the baga of bills
containing detailed diagnostic information which are later submitted by
the hospital.

Additional problems are posed by changes in legiglation or regulation,
or in sdministrative sy reimbursement policy, which can have a
subsiantial effect on: either the amount ar incidence of pavment., The
extent and timing of the incorporation of such changes into interim
pavment rates and cost settlement amounts cannot be determined
precinely.

The provess of allocating the varfous types of payments made under the
program o the proper incurred period--using incomplete data and
estimates of the impact of administrative nctions—presents difficuls
prablems, the selutions to which can be only approximate. Under the
cireumstances, the best that can be gxpected is that the actusal incurred
cost of the program for & recent period can be estimated within a few
percent. This increases the prejection ervor directly, by incorporating
any error in estimating the base year into all future years,

b. Paymenir for Inpatierit Hospital Costs
Beginning with hespital accounting years starting on or after October 1,
1983, the HI program began paying almost all participating hospitale a
prospectively-determined amount for providing covered gervices to
beneficiaries, With the exception of certuin expenses reimbursed ons
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responable cost basis, ag defined by law, the payment rate for each
admission depends upon the DRG to which the admisaion belongs.

The law contemplates that the annual increase in the payment rate for
each admission will be related to 2 hospital mput price index, which
measures the increase in prices for goods and services purchased by
hospitals for uee in providing care to hospital iopstients. In other
lterature, 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 assumption that for fiscal year 1998, the prospective
payment rates will be increased in accordance with Public Law 103-68,
the Omnibus Budget Reconciliation Act of 1993, and this legislated
annual payment rate increase is indeed s function of the annusl hospital
input price index. For fiscal years 1998 and later, current statute
mantates that the anpual increase in the payment rate per admission
equal the annual inerease in the hoepital input price index.

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

(1) Labor factors—the intrease in the hospital input price index
which is attributable to increases in hospital workers hourly
SArTInES;

(2) Non-labor factors--the incresse in the hospital input price
index which i8 attributable to factors other than hospital
workerd' howrly eammings, such ag the costa of energy, food, and
supplies;

(3) Unit input intensity allowance—the amount added to or
suhtracted from the input price index {(generally as a result of
legislation) to vield the prospeciive payment update factor; and

(4) Veolume of services—the increase in total output of unity of
service (ag measured by hospital admissions covered by the HI
program}.

{5) Other sources—a residual eategory, reflecting all other factors
affecting hospital cost increages {(such as intensity increnses).
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Tahle [1.F1 shows the estimated values of the principal components of
the increnses for historical periods for which data gre aveilable and the
projected trends used in the estitmates, The following discussions apply
to projections under the intermediate sssumptions, uniess otherwige
indicated,
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HI inpatient
hospital
payments
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Increases in hospital workers hourly esrnings 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 eernings incregses in the general economy and the hospital
hourly earnings used in the hospital input price index.” Since the
beginaning of the H! program, the differential between the hospital
workers' hourly earnings and hourly earnings in the general economy
has fluctusied widely, Since 1984, this differential has averaged about
0.2 percent. During the initial years of the prospective payment
system, it appears that hospital hourly earnings were depressed relative
to those in the general economy a8 hospitals adapted to the prospective
payment systers, This differential is assumed to fluctuate, leveling off
at 0.1 percent over the short term, declining te zerv just after the end of
the first 28-vear projection period.

Non-labor cost incranses can steilarly be analyzed in terms of 2 known,
economy-wide price measure {the CPI) and a differential between the
CPI and hospital-apecific prices, This latter factor is called the hospital
price input intensity incrense, and reflects price increases for non-labor
goods and services that hospiials purchase which do net parallel
incremses in the CPl.  Although the price input intensity level has
fluctuated erratically in the past, this differential bas nveraged about
-0.3 percent during 1984-1995. Over the short term, hospital price input
intensity is sasnmed to finciuate, leveling off o zero for most of the
projection period.

The final input price index is caleulated a3 a weighted average of the
iabor and non-labor factors described above. The weights reflect the
relative use of ench factor by hospitaly (currentiy about 60 percent labor
and 44 percent non-laber}.

For years prior to the beginning of the prospective payment gystem, the
unit input intensity allownnee has been set a2t 1 percent for fliustrative
purposes, with historicsl increases in excess of 1 perecent allocated to
ather sources. For years after the beginning of the prospective payment
system, the unit input intensity allowance is the allowance provided for
by law in the prospective payment update Fictor; that i, the unit input
intengity allowance is the amount added onto {or subtracted from) the
input price index to vield the update factor. {1t should be noted that the
update factors sre generally prescribed on a fiscal vear basis, while table

Yin esteblivhing the hosgital input price index, & “proxy” measure of hospital hourly
enrndngs is wsed to estimuie actusl earnings, N
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ILFY is on = calendar year basiy. Caleulations have therefore been
performed to estimate the unit input intensity allowance on & culendar
year basis.)

For fiscal years 1996-1997, the allowances are prescribed in Public Law
103.66. Beginning in fiscal year 1998, the law provides that future
ingresses in payments to participating hespitals for covered admissions
will equal the increase in the hospital input price index. Thua, the unit
input intensity sllowance, as indicated in table ILF1, is agsumed to
equal zero for the rest of the years in the first 25vear projection period.

Increases in payments for inpatient hospital services also reflect
increases in units {velume) of service as mensured by increases in
inpatient hoapital admigsions covered under tho ¥ pregram. Incresses
in admissions are atfributable both to increases in enroliment under the
H! program and to increasss in admigsion incidence (admissions per
beneficiary}, as shown in table ILF1l. The historical snd 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 of certain disabled beneficiaries and persons with end-stage
renal disesse. Increases in the enrollment are expected to continue,
reflecting a continuation of demographic shift into categoriea of the
population which are eligible for HI protection. In addition, increases
in the average age of beneficiaries lead to higher levels of admiasion
incidence. Admission incidence levels are also often affected by changes
in the laws and regulntions that define and guide the HI program's
coverage of inpatient hogpital care.

Since the beginning of the prospective payment svelem, increages in
inpatient hoapital psymenty from other sources sre primarly due o
three factors: (1} the changes in DRG coding as hospitalg continue to
adjust 1o the prospective payment system; {2} the trend toward treating
lese complicated (and thus, less expensgive} cases in cutpatient sellings,
resulting in an increase in the average prospective payment per
admission; and (3} legislation affecting the payment ratas. The effects
of several budget reconcilintion acts, sequesters as required by the
Gramm-Rudman-Hollings A¢t, and other legislative effects are reflected
in other seurces, as appropriate. The increase in this factor for fiscal
yearg 1997 through 2021, which is 1.8 percent for 1887 and 1.0 percent
thereafler, ig attributable to an assumed continuation of the current
trend toward treating legs complicated cages in ouipationt settings and
continued changes in DRG soding.  Additionally, part of the increase
from other sources ¢an be attributed to the increase in payments for
certain costs not included in the DRG payment; these costs are generalily
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incressing at a rate faster than the input price index. Other poasible
sources of botb relative inereases pnd decreases in payments inciude
{1} a shift t more or less expensive admissions (IJRGs} due to changes
in the demeographic cheracteristics of the covered populstion; (2)
changes in medical practice patterns; and {3) adjustments in the relative
payment levels for various DRGs or addition/deletion of DRGy in
response to changes in technology. As experience under the progpective
payment system continues to develop and is furiber analyzed, it may be
pogsible to eatablish a mere predictable trend for this component.

The increnses in the input price index (Jeas any intensity allowance
apecified in the law), units of servive, and other sources sre compounded
to calculate the oversdl increase in payments for inpatient hospitsl
gervices, These overat]l increases are shown in the last colump of
table ILF1.

¢. Skilled Nursing Focility (SNF), Home Health Agency
(HHA), and Hoapice Costs

Historical experience with the number of days of care covered in SNFg
under the Hl program hag been characterized by wide swings. The
number of covered days dropped very sharply in 1870 and continued {0
decline through 1972, This was the result of strict enforremsent of
regulations separating skilled nureing care from custodial care, and
primaarily reflected the determination that Medicare wag not linble for
payment rather than reduced usage of gervices, The 1872 amendments
extended benefits to persons whe require skilled rehabilitative services
regardless of their need for skilled nursing nervices {the former
preveguisite for benefits), This change and subseguent related changes
in reguletions have regulted in significant increases in the number of
services covered by the program. Changes made in 1988 to coversge
guidelines for SNF servives and expansions and changes due to the
Medicare Catastraphizc Covergge Act of 1988, effective January 1, 1989,
resulted in large inereases in uéilization of SNF services. A reduction in
utilization oeeurred in 1980-1981, consintent with the provisions of the
Medicare Catastrophic Coverage Repeal Act of 1989, From 1541 to 1998
large, but gradually decreasing, increases in SNF utilization ocouared,
Projections refiert modest increases in covered days, based on growth
and aging of the population.
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Increases in the average cost per day’ in BNFs under the program are
caused principally by increasing payroll costs for nurses and other
required gkilied labor. For 1881 through 1985, extremely large rates of
increage in sost per day oceurred due to nursing home reform
regulaticns. For 1996, this increase was smaller than the previous five
years but still large by historical standards. Projected rates of increase
In cost per day are assumed to gradually decline to be shighily higher
tharn increases in general earnings throughont the projection period, but
adijustments to reflect regulations limiting SNF cost per day ure
included where appropriate. Increnses in reimbursement per day reflect
the changes in beneficiary cost sharing amounts, including those
changes resulting from the catastrophie coverage and catastrophic
coverage repeal legiglation.

The resulting increases in expenditures for BNF gervices are shown in
table {1.F2.

Table H.F2—#Heiationship Betwaan incrsanon in Bl Program Expenditires and
increasss in Taxable Payroli *

M HI Rt of

Skied Homa Waig admin-  program M axparl-

Calngar  innutient bty howd  isRtve axpench- foabis wes W

Yoz hospiodd m agency’ ewicge®  costs™ wree’  pavmdt | payoif

1557 Ea% % 10a% 15% 0% 73% 4.5% 25%,
o 7.6 103 108 &3 58 £3 51 32
2003 T4 B85 a5 7.7 54 7.7 54 22
10 EE 63 13 7.4 55 2.4 54 2.
2014 &2 8.5 85 e &1 i 47 23
pLsray] §.1 71 2.8 7.9 55 e 4.8 3

"Parcent incresss 1 vei Indicatss over previous yewr, untier s interrmedialy wssampitng,

This coturmn may diter ol rom: the 1381 Column of Tatike 1LFL, since able IF1 iicludes all persons
ohgitie for Hi praigetion whitg (s labin 9xChices noringssd parsons,
&:mmmmmmmmm on 0 #ncutad besis. Banefits and administoativg cosls for

honisgred pErsons are Bxpeiad 1 i Franced throuph pareral dvenu ransiers and premium paymenis.

rathesy Sian topugh payTol xes.

Mrwdaid COsIs Ity hospice cara,

Msm:amﬁww&mmm . . )
mmmmmmdmmammwm This i ocpdvadenn io the difforeanal

bemwesn the incresss in program coSIS and 44 incraase in pEYIL

Program experience with HHA payments has shown a generally upward
trend. The number of visits had incressed asharply from year to year,
but some decreases, albeit small in magnitude relative to past increases,
were experienced in the mid-1980's; these were foliowed by moedest
increnses. Recently, however, exiremely large increases in the number
of ¥isita have oecurred, and this trend is projected to gradually dechine

'Cont in definad to be the total of pregram reimbursemeant and bepeficiary cost sharing,

58



Actuarial Methodology

through 2010. Modest increases, baged on growth and aging of the
populrtion, are projected theresfler. Retmbursement per vigit is
sasumed to increase ut a slightly kigher rate than increases in genersl
earnings, but adjustments to reflect regulstions limiting HHA
reimbursement per visit are included where sppropriate. The resulting
ingresses in expenditures for HHA services are ghown in table I1LF2.

{overage of certain hospice care for terminally il benelciaries resuited
from the enactment of the Tax Equity and Fiscal Responsibility Act of
1982; such payments are very small relative to total program benefit
payments but have been growing rapidly in most recent years. Although
detailed hospice data are seant at this Hime, estimates for hogpice benefit
payment increases are based on mandated daily payment rates and
annugl payment caps, and agsume modest growth in the number of
tovered days. Incresses in hospice payments are not shown separately
in table ILF2 due to their extremely small contribution 1o the weighied
average increase for all Hl types of service, but are included in the

average.
d. Administrative Expenses

The vost of administering the HI program has remained relatively small,
in comparison with benefit amoants, throughout the history of the
program. The ratic of administrative expenses to benefit payments has
generally fallen within the range of 1 to 3 percent. The short-range
projection of administrative cost i based or estimates of workloads and
approved budgets for intermediaries and HCFA, In the long-range,
administrative cost inereases sre based on assumed increages in
workloads, primarily due to growth and aging of the population, and on
assusned unit cost increases of slightly less than the increases in average
hourly earnings shown in table ILF1,

3. Financing Analysis Methodology

In order to analyze costs and to evaluate the financing of a program
supported by payrell taxos, program costs must be compared on &
year-hy.year basis with the taxable payroll which provides most of the
gource of income for these costy,  Since the vast mujority of fotal
prograin costs are related to insured beneficiaries and since general
revenue appropristions and premium payments are expected to support
the uninsured segmenty, the remainder of this report will focus on the
financing for insured beneficiaries.
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. Taxable Payroll

Taxable payroll increases occur as & resalt of incresses in aversge
covered earnings and increases in the vumber of covered workers, The
taxable payroll projection used in this report iz based on economic
assumptions congistant with tbose used in the OASD] report. The
projecied increases in taxable payroll for this report under the
intermediate assumptions are shown in table ILF2,

b. Relationship Behoveen Progrom Costs and Taxoalle
Payroll .

The gingle most meamngfl measure of pregram cost increases, with
reference to the financing of the svstem, is the relationship between
program cost increases and taxable payroll increases. If program costs
increase more rapidly than taxable payroll, either ineressing income
rates or redusing program cosis {or some combination thereof) will be
required to finance the syastem in the future. Tahle 11.F2 shows the
projecied increases in program costs relative to taxable payrol] over the
first Z2B.year projection period. These relative increases decline
gradually to glightly more than 2 percent per year by 2010, but increase
to & level of sbout 3 percent per year by 2020 for the intermediate
agsumption, as the post-Werld War IJ baby beem population becomes
eligible for benefits.

The result of these incresses is a continuad increase in the year-by-year
ratioa of program sxpenditures to taxable payroll, as shown in table
IL73. Linder the low cost plternative, program expenditures are nlgo
projected to increase faster than taxable payroll, but at a somewhat
lower rate, which gradually declines to less than 1 percent more per year
than taxable payroll by 2010; the rate then increnses, reaching about 1.8
percent more per year than taxable payrell hy 202¢. Similarly, the high
cost alternative follows a patiern whereby program expenditures
initially inierense faster than taxahle payroll and at a pomewhat higher
rate than under the intermediate assumptions, gradually deckining to
ahout 3.7 percent more than taxable payroll by 2019, and then
increasing to about 4.8 percent more than taxable payroll by 2020,
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Yadie 1F3~Summary of Alsrmnative Frajections for the HI Program

Changes in e rejationshiss
petwsan expentiinass and seyroll’

ngg . Rafiood  fxpencimres asa
Bxpe axabi  @xponcibees at of
hores**?  peell 4o eyl mﬁ?aw*
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bincindas Mospitil, SNF, HFA, and haspice axpandiures, Rilminisimmve tosts, and tosts of Pes: Ravew

Cryanizatians,

4. Projections Under Alternative Assumptions

Since the beginning of the program, aggregate inpatient hospital cosia
for Medicare benefiriaries have increazed substantially faster than
increases in average esrninga and prices in the genersl economy. Tahie
1LF¥1 shows the estimated experience of the HI program for 1984 to
1895 As mentioned earlier, the Hl program now makes most payments
to hospitals on a prospective basis. The prospective payment system has
made the outlays of the H} program potentially less vuinerable to
excessive rates of growth in the hospital industry. Hoewever, there is
still considerable uncertainty in projecting HI expenditures, for
inpatient hospital services as well a8 the other covered Lypes of services,
due to the uneertainty of the underiying etonomic assumptions and
utilization increases, In addition, there is unceriainty in projecting Hi
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expenditures due te the possibility of future legislation affecting unit
payment levels, particularly for inpatient bospital services. Current law
is assumed throughout the sstimates shown in this report, bui
legiglation aflecting the payment levels to hospitals for about the past
10 years kas heen enscted, and future legislation is prebable.

In view of the uncertainty of future cost trends, projected costa for the
Hi program have been prepared under three aliernative seis of
asgumptions. A summary of the assumptions and results is shown in
table IL.F3. The set of asaumptions labeled “Intermediate” forms the
basis for the detailed discussion of hoapital cost trends and resuliing
progrem cosis presenied throughout this report. It represents
intermediate cost increase sasumptions, compared with the lower cost
and higher cost allernatives. Increases in the economic factors (average
hourly enrnings and CPI) for the three slternatives sre congistent with
those underlying the QOASDI report,

As noted earlier, the single most meaninghsl measure of HI program cost
increases, with reference to the financing of the system, ig the
relationship hetween program cost increases and taxable payreli
inereages. The extent to which progrars cost increases exceed increases
in taxsble pavroll will determine how steeply income rates must be
increased or program cosls curiailed to finance the system over time.

By the end of the first 25-vear projection period, program costs are
projecied to incrense about 3 percent faster per year than increases in
taxable payroil for the intermediate sssumption, as discussed in section
ILFS3. Program cosis beyond the first 25.-year projection period arve
bagsed on the sssumption that costs per unit of service increase at the
same rate as sverage hourly egrnings. Program expenditures, which
were absut 3 percent of taxable payroll in 1965, increase to almost 7
percent by the yenr 2021 and to over 11 percent by the year 2071 under
the intermedinie assumptions, HMence, if sll of the projection
assumptions are realized over time, the HI income rates provided in
current law (3.2 percent of taxable payroll) will be grossly inadequate to
support the cost of the program.

Puring the firgt 25-vear prajection period, the low vost and high cost
alternatives contain assumptions whith result in program costs
incresasing, relative to taxable payroll increases, approximately 2 percent
iess papidly and 2 percent more rapidly, respectively, thun the results
under the intermediate assumptions. Costs beyond the firgt 25-year
projection period assume the 2 percent differentia] gradually decreanes
until the year 2046 when program cost increases relative to taxable
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payroll are approximately the same as under the intermediate
assumptiona. Under the low cost allernative, program expenditures
would be sbout 4.9 percent of taxable payroll in the year 2021,
increasing (o about 8.2 percent of taxable payroll by 2071. Under the
high cost alternative, program expenditures in the yenr 2021 would
increage to about 10.5 percent of taxable payroll, and to about 223
percent of taxable payroll in the year 2071.

Q. LONG-RANGE SENSITIVITY ANALYSIS

This section presents estimates which illuatratie the sengitivity of the
long-raxge cost rate and actuarial balance of the HI program to changes
in selected individual assumptiong. The estimates hased on the three
slternative sets of asswmptions {.e., intermediate, low cost, and high
cost) illustrate the effects of varying all of the principal assumptions
gimultanecusly in order to portray a generally more optimistic or
pessimistic future, in terms of the projected financial status of the HI
prograni. Ie the sensitivity snalysis presented in this scetion, the
intermediate set of azsumphions is used sz the reference point, and one
assumption at a time is varied within that alternative. Similar
variations in the selecled ssumptions within the sther alternatives
would result in similar variafions in the Ipng-range estimates.

Each table that follows shows the effects of changing a particular
agsumptien on the Hi summarized inseme rates, summarized cogt rates,
and actuarial balances {as defined earlier in this report) for 25-year, 56-
year, and 75.year valuation periods. Because the income rate varies
only shightly with changes in assumptions, i 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 corvesponding cost rate, but in
the opposite direction. For example, a lower projected cost rate would
result in an imprevement in the corresponding projected scivarial
balance.

1, Beal-Wage Differential

Tahle 11.G1 shows the estimated HI income rales, cost vates, and
actugrial balances on the basis of the intermediate assumptisns with
various assumptions about the real-wage differential.  These
sgeumptions are that the ultimate real-wage differential will he 0.4-
pereentage-point {83 asgumed for the high cost alternative), 0.9+
percentage-point {as assumed for the intermediate assumptions), and
1.4-percentage-points (a6 assumed for the low cost alternative). In each
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case, the ultimate annual inerease in the TP iz assumed to be 3.5
percent {as assumed for the intermediate sssumptions), yielding
uliimate percentage increases in aversge annunl wages in covered
employment of 8.9, 4.4, and 4.9 percent undar the three illustrations,
respectively.

Past incresses in real earnings have exhibited substantisl variation,
During 1851-1970, real earnings grew by an average of 2.2 percent per
year. During the last quarter century, bowever, the average annual
increase in real earnings has amounted - to only 8.1 percent. The
possibility of continuing poor performance in real wage growth iz g
matter of some roncern o anaiysts and policymakers, Thus, the
sensitivity of HI costs to future real wage growth is important. As
shown in iable I1.G1, projected HI costs are, in fact, fairly sensitive to
the agsumed growth ratey in real wages. For the 75.year period 1897-
2671, the summarized cost rafe decreases from 7.84 percent (for 8 real-
wage differential of (O.4-percentage-point) to 7.20 percent (for a
differentiai of 1. 4-percentage-points). The Hi actuarial balance over this
period shows a corresponding improvement for faster rates of growth in
real wages.

Taba H.G1~Entlmated H! Ingomne Rates, Coat Haten, end Actyeriel Dalanzes, Based

on intermediale Eatimates With Verlous Resl-Wege Asqumpllions
$A% & porontiage of txanik payeol]

Ulimais perceniaos ingraasa i wages-GF

Valuaton beringd 38:3.85 (LIRS 1835
Bummarzed inceme mte;

#hyear, 1007200 k373 308 388

5)-year; 1942 XNE 316 114 3.2

8.ypar: 198T-FON 353 319 7
Scemunarized ool nte;

E5.yuue: 1997.202¢ 521 5.06 499

Soynar: 1972046 668 6.64 B.44

Fhoyaar 1997- 2071 754 5 b
Actgarial hatanos,
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"the st vilue 0 BBCH P i e 2aidmed s BANGE] DENCHIMIE CIBASE 1 GvErRge WaHes in coverd
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The HI sest rate decreases with inereasing real-wage diﬁ‘srentials,
becanse the higher real-wage levels incrense the taxable payroll to a
grester extent than they incresse HI program benefits. In particular,
esch (.5-percentage-point increase in the assumed real-wage differential
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increases the long-range Hi actuarial halam:a on average by about .30
percent of taxable payroll?

2, Conpumer Price Index

Tabie H.G2 shows the estimated HI income rales, cost rates, and
actuarial balances on the basis of the intermediate allernative with
various assumptiona about the rade of inereage for the TPl These
assumptions are that the yltimsate annual incresse in the CPl will be 2.5
percent {as sasumed for the low cost alternative), 3.5 percent (as
assumed for the intermediate assumptions), and 4.5 percent (as
assumed for the high coat alternative). In each vase, the uitimate real-
wage differential is assumed to be 0.9 percent {as pssumed for the
intermediate agsumptions), yielding ultimate percentage increases in
average annual wages in eovered employment o1 3.4, 4.4, and 5.4 percent
under the three illustrations.

Tsbis il G2—Estimatsd H Income Rates. Cos! Rates, and Actuarial Balancey, Based

on intsrmediats Estimaias With Yaripus CPlhingroess Assumpllons
A3 5 parcantyy of VAR payenl]
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50-year: 10U?-2046 314 s 312
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For all three periods, the cest rate decreases slightly with greuater
assumed rates of increase in the CPl. (ver the TS.yvear projection
period, for example, the cost rate decreases from 7.58 percent {for Pl

*This sensstivity iz dampened semewhat because, 4x noted previously in this repors, sher
the Brat 25 yesre medicel care sait coats nre asmumed @ increace ak the same refe aa
average houtly eamings. As a resuli, asaumed fasier renl wage growth sauses projecied
taxable payroll o increase more mpidly than profected costs, but only for the firat 25 years.
Thereafter, payroll and coats are both projected i increase st about the aame rate. The
cumulative charnge between payroil and costs continues bug does not jocrense further,
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increasss of 2.5 percent) to 7.41 percent (for CPl increases of 4.5
percent). The relative insensitivity of projected HI cont rates to different
levels of general inflation sesurs because inflation is assumed to affect
both the faxable payroll of workers and medical care costs abeut
equally.” In practice, differing rates of inflation could oceur between the
economy in general and the medicalcare gector, The effect of such a
difference can be judged from the sensitivity analysiz shown in the
subseguent section on miscellaneous health care cost factors. The effect
of each 1.0-percentage-point ineresse in the rate of change assumed for
the CP1 is an increase in the Jong-range actuaria] balasce of about .08
percent of Ltaxable payrell, on average.

8, Real-Interest Bate

Table 11.G3 shows the estimated HI income rates, cost rates, and
sctuarial balances under the intermediate alternative with various
assumptions about the annual real-interest rate for special public-debt
ehligations issuable 1o the trust fund. These assumptione are that the
ultimate annual real-interest rate will be 1.9 percent {as assumed for the
high cost alternative), 2.7 percent (as agsumed {or the intermediate
assumptions), and 3.4 percent {as assumed for the low cost alternativel.
in each vase, the uitimate annual increase in the CPlis sssumed to be
3.5 percent {as assumed for the intermediate assumptions), resulting in
ultimate annual yields of 5.4, 6.2, and 6.9 percent under the thres
llugtrations.

Toble .G -Estimated H! {ncome fates, Cost Retew, and Aciueris) Balancas, Based

ot intarmadiate Estirantas Witk Various Healvnterest Assnmptions
thx & prnsinge of tanable payrofl]

Litimate frrubl gk intnnnet thl

Valunbon period 1.8 peruen 2.7 prroant 3.4 percer:
Summiarized Moo rane:

Ehyean 1997202 A.048 .08 s

Soyesr: 1937-2045 318 AL .13

Foguar 19922071 b k3 3.8 3
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S-yanr 19972046 [ .54 5.27

Svenr 1812078 a3 7.8t 75
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Mhe siight seasitivity shown results primarily from the fact that the fiscal year 1947
payrent rotes for hospitals have @ready beer sst. I the 1997 payments were allowed to
b pifected by CPI changen, there would be o projected effact due to CPI changes.
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For all periods, the cost rate decreases with incressing realqinterest
rates. Over 1997.2071 for exampile, the summarnized HI cost rate weuld
decline from B.03 percent (for an wltimate real-interest rate of 1.9
percent} fo 7.22 percent (for an ultimate real-interest rate of 3.4
percent). Thus, each 1.0-percentage-point increase in the sssumed real
intereat rate increases the leng-range artuarial balance on average by
about 0.51 percent of taxable payroll. The fact that the petuarial
balanve of the HI program is sensitive to the interest axaumption is net
an indicgtion of the actual role that intersst playvs in the financing 51 the
HI program. In actuality, interest fingnces very little of the cost of the
HI program. The gensitivity of the sctuarial balance to the interest
assumption is implicit in the present-value method used to calculate the
actuprial balance (as described in more detsil in section I1LA).

4. Heanlth Care Cost Factors

Table 11.G4 shows the estiinsted HI intome rates, cost rates, and
actuanial balances on the baasis of the intermediate sef of asgumptions
with two variations on the rclative snnual growth rate in the aggregate
cost of providing covered health care services fo HI heneficiaries. These
assumptions are thet the witimate 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 intermediate ssaumption,
and 1 pervent faster than the intermediate assumption. In sach case,
the tzxable payroll will be the same as assumed for the intermediate
assumptions.

As noted previously, factors such as wage increases and price increases
may simultaneously sect both Hl tax income and the costy incurred by
hospitals and other providers of medical care to HI beneficianies. (The
sensitivity of the pregram's financisl status to these faciors is evaluated
in gections ILGI and 11.G2)} Other factors, such as the utilization of
services by beneficiaries or the relative complexity of the services
provided, can affect provider costs without affecting HI tax income. The
sensitivity analysis shown in table 11.G34 iHustrates the financial effoct
of any combination ¢f such factors that results in aggregate provider
cogts increasing by 1 percent faster or alower than the intermedinte
asgumptions, relative to growth in texsble payroll under the
intermediate sgsumptions.
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Tabia LG4 —~Eslimated Bl income Rates, $ost Rates, and Actusral Balances, Basad
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As fllugtrated in table I1.G34, the fnancial status of the HI program is
exiremely sensitive to the relative growth rates for health care service
eoats versus taxable payroll'® For the 75-yvear period, the cost rate
increases from 5,19 percent (for an annual cost/payrell growth rate of
1 percent leas than the intermediate aggumptions) to 11.01 percent {for
an annual costpayroll growth rate of 1 percent more than the
intermediate assumptions), Each 1.0-percentage-point increase in the
asgumed cost/payroll relative growth rate decreases the long-range
sctuarial balance on average by about 2,91 percent of taxable payroll,

Win contrant to the situsiion deseribed for the reab-wage difTerential isee footnote 5], the
sensitivity anslysis shown here reflocts the sontinuing effects of relatively Taster or siowsr
growih in medical care conts throughoui the entire TB-venr pericd. An & resuft, the
sensilivily shown kers for miscellanesos kesith care cost factars ie substantiaily greater
ihan shown for the real.wage differential,
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II1. APPENDICES

A. ACTUARIAL BALANCE UNDER THE MODIFIED AVERAGE.
COST METHUD

In seetion ILE, the summarized income rates, cost rates, and actuarial
balances sire presented based on the sctuarial present values of future
intome, couts, and taxable payrolls, Such methuds are widely used in
actuarial, econemic, and Bnangial analyses. In effect, the present value
caleulation applies successively less weight to the projected values as the
projection interved lengthens, This technique refiects the fact that the
vahze of the dollar changes over time--in partieular, a dollar svailable
today can earn interest over time and is therefore mope valuable than
the same dollar available in some future year.

The actuarisl halance computed under the present-value method ¢an be
interpreted as the immediate, level, and permanent percentage that, if
added {o the current law income rates and/or subtracted from the
surrent law cost rates throughout the valualion period, would provide
sufficient financing to support program costs throughout the pericd and
weuld Ieave the targeted trust fund balance at the end of the projection
period. If such 2 policy were followed, n large fund would necumulate
and would earn aubstanticl intereat credits, significantly exceeding
those that would be earned under current law financing.

The measursment of the actusrial balance by the present-value method
18 pigmificantly affected by the level of agsumed future interest rates (as
illustrated in gection IL.GL The higher the assumed rate of interest, the
lower the weight that is applied o the more distant, high-cost vears of
the projection. {Equivalenily, 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 Snancing of the HI program. The
sensitivity of the actuarial balance to assumed interest rates is not
readily apparent from a casual inepection of the actuarial deficit as
measured by the present-value method.

An alternstive to the present.value method, called the modified averpge-
cost method, was used prior to 1888 o evaluate the actusrial statusg of
the program. Under this method, the netuarial balance is defined as the
difference beiwesn the srithmetic meang of the annual cost rates {(as
defined in section [1.E} and the annual ineome rates. Thus, under this
method, the cost rates and income rates for each yesr gre given egual
weights when summarized into a single measure. The annusl cost rates
inglude an amount to maintain the trust fund at a desired target level,
if the fund would othierwise drop below that level at any point within the
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projection period. In addition, the actuarial balances calculated under
the modified average.cost method reflect the starting trust fund balance
and the interest earned o1 the trust fund before it is exhausted.

The actuarial balance using the modified average-cost method can be
characterized as the average of the annna] income rate increases needed
to maintain the trust fund at the target level over each year of the
projection period, taking inte account the beginning trust fund halance
and the interest exrnings 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 fally below
the target amount (100 percent of the following year's estimated
expenditures). After that, the income rate would be increased ench year
ts cover the cost of the program and to maintaln the trust fund at the
target level. This meagure of the actuarial balance is relatively
insensitive to the assumed future intersat rates, in keeping with the
minor role that interest plays in the financing of a program on a current-
cost, or pay-as-you-go, basis.

The 75-vear actuarial balance using the modified average-cost method,
under the Trustees’ intermediate ggsumptions, is -5.05 percent of
taxable payroll as cumpared o ~4.32 percent based on the present-value
method. Based on either measure, the sctuanal deficit represents
roughly 60 percent of the summarized cost rate. Thus, the HI trust fund
fuils the Trustees’ test of long-range close actuarial balance by a wide
margin using either measure. Table II1LAL compares the summarized
#1 projections based on the modified averspe-cost method to those baged
o1 the present-value method, as used elsewhere in this report.
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B. LONG-RANGE ESTIMATES OF MEDICARE INCURRED
DISBURSEMENTS AS A PERCENTAGE OF GROSS
DOMESTIC PRODUCT

Expressing Medicare incurred disbursemente as a percentage of the
gross domestic product (GDP) gives a relative measure of the size of the
Medicare program compared to the general economy. The projection of
this messure affords the public an ides of the relative financial
resources that will be necegsary to pay for Medicare services.

Table IILB1 shows estimated incurred disbursements for the HI and
SMI programs under the intermediate assumptions expressed ag &
percentage of GDP, for selocted years over the peried 1996-2071. These
ineurred disbursements assume no change in current jsw for any
specifie program legislation or for any comprehensive heslth care
reform. The 75-yenr proiection period fully allows for the presentation
of future contingencies that reagonsbly may be expected to sccur, such
ns the impact of 8 lnrge increase in enrcliees which octurs after the turn
of the century. This large increass in enrollees ocewrs 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 baom) will
reach retirement age and begin to receive benefits.

Table HB LMl and SHI incurred Dishursemeants as o Percent of Gross Domastic

Proghecy’
Sighorsementy #% 8 peccent of GOP
Calender vear I St T
1R 1.7 .54 e
i1 %8 487 273
2000 1.92 1 ane
2008 213 1.3 as7
20 243 1.80 423
248 e 4.7 500
D 318 2.54 4.72
2025 381 286 £.47
2030 4. .12 214
2035 431 328 57
2040 445 328 274
2085 4.5% 220 7.7
2856 4,53 3.7 7480
2655 4.87 20 .47
2880 74 328 a3
2085 A G4 337 a1
2070 4.98 342 8.38

Dishursamonts gre ¥ sum of benelit paymenis and acministralive 2xpensos.

70


http:DI.bf.lf
http:expeet.ed

Percentage of GDP

For HI, program costs beyond the first 25.year projection period are
baged on the asaumption that costs per unit of service will incrense at
the same rate as average hourly earnings. The associated aggregate
disbursements are then represented as a percentage of GDP. For SMI,
increases in the costs per enrollee during the initisl 25-yenr period are
assumed te gradually decline in the lust 12 vears to the same rate as
(D3P per capita and then to continue ot the aame rate ag GDP per capita
in the Iast 50 years, Given the historical experience of SMI costs per
enrollee incressing faster than GDP per capils, the assumption of the
increnses in costs per enrollee declining to the same rate as GDP per
capits may be considered optimistic because changes in the last 50 years
of the estimation period reflect only the impact of the chonging
demographic compoaition of the population. However, assuming a
eontinuation of the historical trend would result in an SMI program so
large as 8 percentepge of GUP that i would be implausibie given other
demards on those resources,

Based on these nssumptions, incurred Medicare disbursements as a
percent of GDP are projected to increase rapidly from 2.86 percent in
1996 to 7.687 percent in 2035 and fhen to increase gradually to 838
percent by 2070, After 2035, while Medicare disbursements as s
percent of GDF increase more slowly, the HI percentage grows steadily
while the SMI percentage decreases glightly through 2050 and then
increases again through 2070,
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€. MEDICARE COST SHARING AND PREMITUM AMOUNTS

HI beneficiaries who use covered services may be subject to deductible
and coingurance requirements. A beneficiary is responsible for sa
mpatient hespital deductible amount, which is deducted from the
amount payable by the I program to the hospital, for inpatient hospital
services furnished in a spell of illness. When a beneficiary receives such
gervices foar more than £0 days during 2 spell of illness, he or she is
responsible for 4 coinsurence smount equal o one-fourth of the
inpatient hospital deductible, for each of days 61-90 in the hospital.
After 90 days in a apell of illness each individual has 60 lifetime reserve
daya of coverage. The coinsurance smount for these days ia equsl to
one-half of the inpatient hospital deductible. A beneficiary is
regponsible for s coingurance amount squal 0 one-eighth of the
inpatient heapita] deductible for each of days 21-100 of skilled nurging
facility services furnished during s spell ¢f illness.

Most persons age 85 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 are nof insured may volantarily earoll,
subject to the payment of a monthly premium. In addition, since 1994,
voluntary enroliees may qualify for & reduced premium if they have at
Teust 30 quayiers of covered employment.

Under SML, all enrcliees are subject 4o & monthly premium, Most SMI
servires are subject {0 an annusl deductible and coinsurance. The
annual deductible and the coinsurance percentage {percent of costs that
the enrolice must puy) are set by statute, The eoinsurance percentage
has remained at 20 persent sinee the inception of the program.

Table [I1.CY ghows the historical levels of HI and SMI deductibles, HI
toingurance, and HI and SMI premiums, as well 83 projected values for
future years based on the intermedinte 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 1988
values). The amounts of the HI nnd SM! premiums and the HI
deductibles and coinsuranes are required to be announced in the Federal
Repisterin September of ench yesr for the upcoming year, The values
listed in the table for future years are estimates, and attual amounts are
Likely to he somewhat different ag experience emerges,
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Cost Sharing and Premiums

Tabla 11.C1.—Medicans Coxt Sharfrg and Pramium Amounts

il
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Appendices

D ANNOUNCEMENT OF THE MEDJICARE PART A
INPATIENT HOSPITAL DEDUCTIBLE AND HOSPITAL AND
EXTENDED CARE SERVICES COINSURANCE AMOUNTS,
FOR CALENDAR YEAR 1997 "

SUMMARY: Thias notice annsunces the inpatient hogpita) deductible
and the hospital and extended care services eoinsurance
amounts for gervices furnished (n calendar year 1097
under Medicare’s hospital ingurance program (Medicare
Part A} The Medicare statute specifiea the formulae to
be used to determine these amounts,

The Inpatient hospital deductible will be $760. The
daily ceinsurarnce amounts will be: (a) $19G for the 61st
through 80th days of hospitalization in a benefit period;
(h) $880 for lifetime reserve days, and (¢ $95 for the
21st through 100th days of extended care services in 2
skitled nursing facility in a benefit perind,

Effective Date; January i, 1997,

SUPPLEMENTARY INFORMATION:
1. Background

Section 1813 of the Social Security Act (the Act) provides for an
inpatient hospital deductible to be subtracted from the amount payabie
by Medicare for inpatient hospital services furnished {0 a beneficiary.
it also provides for certain coinsurance amounts to be subtracted from
the amounta payable by Medicare for inpatient hospital and extended
care servieesd. Section 1813(0XMR) of the Act requires the Seeretary to
determine and publish between September 1 and September 15 of each
year the amount of the inpatient hospital deductible and the hospital
and extended care services coinsurance amounts spplicable for services
furnished in the following calendar year.

SExtraried from the notiee antitled “Medizare Progratm; Inpatient Hovpital Deduciibls and
Hespital and Extended Jare Servives Coinsuranes Amounts for 1997,” which was published
in the Federal Hegiater on November 4, 1395 (Vol. 8], ro. 214, pp. S66%0-566311
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Deductible Notice
2. Computing the Inpatient Hospital Deductible tor 1897

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 o the inpatient hoapital deductible for
the preceding calendar year, changed by the Secretary’s best estimate
of {he payment-weighted average of the applicable percentage increases
{az defined in section 1886(b)IXWB) of the Act). This estimate i9 used for
updating the payment rates to hospitals for discharges in the fiscal year
{FY) that beginz on October 1 of the same preceding calendsr year and
adjusted ie reflect real case mix. The adjustment to reflect real case mix
is determined on the basis of the most recent case mix data avuilable.
The amount determined under this formula is rounded to the nearest
muitiple of $4 {or, if midway between two multiples of $4, to the next
higher multiple of $4),

For FY 1997, section 1886{b)(3)BKiXX1} of the Art provides that the
appiicable percentage incrense for hospitals in all areas is the market
basket percentage increase minug 0.5 percent. Section
1886(bX3XBXHUNY) of the Act provides that, for FY 1997, the otherwise
applicable rate-of-increase percentuges {the market baskel percentage
increase} for hospitals that are excluded from the prospective payment
systern are reduced by the lesser of 1 percentage point or the percentage
point difference between 10 percent and the percentage by which the
hospital's allowable operating costs of inpatient hospital services for cost
reporting periods beginning in FY 1990 exceeds the hospital's target
amount. Hospitals or distinet part hespital units with FY 1390
operating costs exceeding target amounts by 10 percent or more receive
the market basket index percentsge. The market basket percentage
increnses for FY 1997 are 2.5 percent for prospective payment system
hospitals and 2.5 percent for hospitals excluded from the prespective
paymendi aystem, as anncurneed in the Federal Regizter on August 30,
1998 (Vol.81, No. 170 FR 46166). Therefore, the percentage increases
for Medicare prospective payment rates are 2.0 percent for all hospitals,
The average payment percentage increase for hospitaly excluded from
the prospective payment system is 1.96 percent. Thus, weighting these
percentages in accordance with payment volume, our best estimate of
the payment-weighted average of the increases in the payment rates for
FY 1597 is 2.0 percent.

To develep the adjustment for real case mix, an average case mix was
first caleulated for each hogpital that reflects the relative costliness of
that hoeapital's mix of cases compared ts that of other honpitals. We then
computed the increase in average case mix for hespitals paid under the
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Medicare prospective payment system in FY 1996 compared to FY 1995,
(Hospitals excluded from the progpective payment system were excluded
from this caleulation since their psyments are based on reasgonable costs
and are affected only by real inereases in case mix.} We used bills from
progpective payment hospitals received in HCFA as of July 1998, These
hills represent a tots) of sbout 8.9 million discharges for FY 1996 and
provide the most recent ¢ase mix data available at this time. Based on
these bilis, the increase in average case mix in FY 1996 is 1.1 percent.
Based on pagt experiense, we expect overall case mix o increase to 1.4
percent as the year progressey snd more FY 1998 data become available.

Section 1213 of the Act reqmires that the inpatient hospital deductible
be increased only hy that portion of the case mix increase that is
determined o be real. We estimate that the increase in resl case mix 39
ghout 1 percent. Since real cgse mix had been asgumed o 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
percentage increases used for updating the payment rates is 2.0 percent,
#nd the real case mix adjustment factor for the deductible is 1 percent.
‘Therefore, under the statutory formmila, the inpatient hospital deductible
for services furnished in calendar year 1997 is $760. This deductible
amount is determined by multiplying $736 (the inpatient hospital
deductible for 1996) by the payment rate increase of 1.02 multiplied by
the incrense In real case mix of 101 which equals $758.21 and i3
rounded to $760.

3. Compuiing the Inpatient Bospital and Exiended Care Services
Coinsurance Amounts for 1997

The coingurance emounts provided for in gsection 1818 of the Act are
defined aa fixed percentages of the inpatient hospital deductible for
services furnished in the same calendar year. Thus, the increase in the
deductihle generntes increases in the coinsurance amounts, For
inpatient hospital and extended care services furnished in 1997, in
accordance with the fixed percendapes defined in the law, the daily
coinsurance for the 81st through 30th days of hogpitalization in a benefit
period will be $150 (1/4 of the inpatient hospital deductible); the daily
toinsurance for lifetime reserve days will be $38¢ (172 of the inpatient
hospital deductible); and the daily coinsurance for the 21st through
100th days of extended care services in a skilled nursing facility in a
benefit period will be 335 (/8 of the inpatient hospital deductible).
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4. Cost to Beneficiaries

We estiraate that in 1997 there will be about 8.2 million deductibles paid
at $780 each, about &1 million days suhjeet to coinsurance at $190 per
day (for hoapital days 61 through 890), about 1.4 million lifetime reserve
days subject o coingurance at $380 per day, and about 21.8 million
extended care daya sulriect £0 coinguranes st $95 per day. Similarly, we
estimate that in 1996 there will be abont 8.9 millisn deductibles paid at
$736 each, aboui 3.0 million days subject to coinsurance ai $184 per day
{for hospital days 61 through: 80}, about 1.4 million lifetime reserve days
subject to coinsurance at $368 per day, and about 20.8 miliion extended
care days subject to coinsurance at $92 per day. Therefore, the
estimated total incrense in cost to beneficiaries ig about $610 million
(rounded to the nesrest $10 million}, due to (1) the increase in the
deductible and coinsurance amoeunte and (2) the change i the number
of deductibles and daily coinsurance amounts paid.

8. Impact Siatement

This notice merely announces amounts required by legislatien. This
notice ig not & proposed rule 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 Reguiatory Flexibility Act {5 U.8.C. 601 through 6122, or section
11020} of the Act.

Dated: September 10, 1998,

Bruce C. Viadeck,
Administrator,
Heslth Care Financing Administration

Dated: September 27, 1996,

Donna ¥, Bhalala,
Secretary
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E. ANNQUNCEMENT OF THE MEDICARE PART A MONTHLY
PREMIUM RATE FOR THE UNINSURED AGED AND FOR
CERTAIN DISARBLED INDIVIDUALS WHO HAVE
EXHAUSTED OTHER ENTITLEMENT, FOR CALENDAR YEAR
1997

SUMMARY: This notice announces the hospital insurance premivm
for calendar year 1997 under Medicare’s hospital
insyrance program (Part A) for the uninsured sged and
for certain disabied individuals who have exhausted
other entitiement. The monthly Medicare Part A
premium for the 12 months beginning January 1, 1997
for these individuais is $311. The reduced premium for
certain other individualy a8 deseribed in this netice is
$187. Section 1B18(d) of the Social Security Act
specifies the method to be used to determing these
amournis,

Effective Date: January 1, 1997,

SUPPLEMENTARY INFORMATION:

1. Background

Section 1818 of the Social Security Act (the Act} provides for voluntary
enrollment in the Medicare hospital insurance program {Medicare Part
A), subiject to payment of & monthly premivm, of certain pergong who are
age 65 and older, uninsured for social security ur railroad retirement
henefits and de net otherwise meet thie requirements for entitlement o
Medicare Part A. {Persons insured under the Sodial Becurity or Railrond
Retirement Acts need not pay premivms for hospital ingurance.)

Section 1818(d) of the Act requires the SBecretary to estimate, on an
sverage per capits basis, the amouni to be paid from the Federsal
Hospital Insuranes Trust Fund for services performed and for related
administrative costs incurred in the following year with respect to
individuals age 65 and over who will he entiiled to henefits under
Medicare Part A. The Secretary must then, during September of each

RExirarted from the sotice entitled “Medicars Program; Part A Premium for 1807 for the
Uninsured Aged and fir Cortain DHsablad Individuals Whs Have Exhausted Uther
Entitlement,” which was published in the Federal Register on Navember 4, 1996 {Vul. §1,
No. 214, pp. 566%1-56693),
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year, determine the monthly actuarial rate (the per capita amount
estimated shove divided hy 12} and publish the dollar amount to be
applicable for the monthly premium io the succeeding year, If the
premium i9 not a mulgple of §1, the premium is rounded {o the nearest
multiple of $1 {er, if it in & mulliple of 50 cents hut not of $1, it is
reunded to the pext highest $1}. The 1996 premium under this methed
was 3289 and was effective January 1098, {See 80 FR 53631; Uetober 16,
1895.)

SBection 1818{d%2) of the Act reguires the Seerstary to determine and
publish, during September of each calendar year, the amount of the
monthly premium for the following calendar year for persons who
veluntarily enroll in Medicare Part A.

Section 18184 of the Act provides for voluntary enrollment in Medicare
Part A, subject to payment of a monihly premivm, of certain disabled
individuals who have exhausted other entitlemernd. These individuais
are those not now entitled but who have been entitled under section
226(h) of the Act, continue to have the dizabling impairment uporn which
their entitlement was based, and whese entitlement ended golely
because they had earnings that exceeded the substantial gainful activity
sypount (aa defined in section 223{dN4) of the Adt).

Section 1818A(dAX2} of the Act specifies that the premium determined
under section 1818(dX2) of the Act for the aged will also apply to certain
disabled individuals as described above,

Reetion 13508 of the Omuibus Budget Heconeiliation Act of 1893 (Public
Law 103-86, enacted on August 10, 1983) amended section 1818(d) of the
Act to provide for a reduction in the monthly premium amount for
certain vohintary enrollees. The reduction applies for individuals who
are not eligible for social security or railroad retirement benefits but

whe:
(1) Had at Jeast 30 guarters of coverage under title II of the Act;

{2} Were married and had been married for the previous l-year
period to an individual who had at least 30 quarters 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 jeast
36 quarters of coverage; or
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(4} Are divorved from an individual whe st the time of diverce
had at least 30 quarters of coverage and the marriage lasted
at least 10 years,

For calendar vear 1997, section 1B18(d)(4)(A) of the Act, specifies that
the monthly premium that these individuals will pay for calendar year
1997 will be equal to the monthly premium for aged voluntary enrollees
reduced hy 40 percent.

2. Premium Amount for 1997

Under the authonty of sections 1818{(dX2) and (818A(d)2) of the Act, we
have determined that the monthly Medicare Part A hosgpital insurance
premium for the uningured aged and for certain disabled individualg
who have exhausted other entitlement for the 12 months beginning
January 1, 1987 12 $311.

The moathly premium for those individuals entitled to 2 40 percent
reduction in the monthly premium for the 12-month period beginning
dasuary 1, 1997 is $187.

3. Statement of Actuarial Assumptions and Bases Employed in
Determining the Monthly Premium Rale

As discussed in section 1 of this noties, the monthiy Medicare Part A
premium for 1997 is equal to the estimataed monthly actugrial rate for
1997 rounded {o the nearest muitiple of $1. The monthly actuarial rate
ia defined to be one-twellth of the average per cupita amount that the
Speretary estimates will be paid from the Federal Hospital Insurance
Trust Fund for services performed and related administrative conts
incarred in 1997 for individuals age 65 and over whoe will be entitled to
benefits under the hogpital ingurance program. Thus, the sumber of
individusis age 65 snd over who will be entitled to hoapital ingurance
benefiis and the costs ingurred on behalf of these beneficiaries muat be
projected to deternsine the premium rate.

‘The principal steps involved in projecting the fature costg of the hospital
insurance program are {8} eatshlishing the present cast of services
furnished to beneficiaries, by type of service, to serve a5 8 projection
base; (b} projecting increases in payment amounts for each of the various
gervice types; and (¢} prujecting intreases in administrative c¢osis,
Establishing histerical Medicare Part A enrollment and projecting
future enroilment, by type of beneficiary, iz part of this processa,
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We have completed all of the nbove ateps, basing our prajections for 1887
on {a} awrent higtorical data and (b} projection asswmptions undey
current Inw from the Midsession Raview of the President’s Fiscal Year
1997 Budget. It is estimated that in calendar yvear 1997, 32.808 million
people age 85 and over will be entitled to Medicare Part A benefits
{(without premiwm payment), and that these individusls will, in 1997,
incur $122.6%1 billion of benefits for services performed and relaied
administrative costs. Thus, the estimated monthly avernge per capita
amount is $311.45 and the moenthly premium is $311. The monthly
premiums for those individuals eligible to pay thia premium reduced by
406 percent is $187.

4. Coste to Bepeficiaries

The 1887 Medicare Part A preminm is about § percent higher than the
$235 monthly premivm amount for the 12.month period beginning
January 1, 1596,

We eatamate that there will be, in calendar year 1997, approximately
324,000 enrollees who will veluntarily enrell in Medicare Part A by
paying the full premium and who do not otherwise meet the
requirements for entitlement, An asdditional 8,800 enrollees will be
paying the reduced premium. The estimsted everall effeet of the
changes in the premium will be a cost to these voluntary enroliees of
about 380 million.

5. Impact Statement

This notice merely announces amounts réquired by atatute. This notice
is not a proposed rule or & final rule issued after o proposal, and it does
not alter any regulation or policy. Therefore, we have determined, and
certify, that no analyses are required under Executive Order 12868, the
Hegulatory Flembility Act (8 UL5.C 601 threugh 512) or section 1102(h)
of the Act.

Ini aceordance with the provisions of Executive Order 12866, this notice
was reviewed by the Office of Management and Budget.
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Dated: September 10, 1996,

Bruce C. Viadeck;
Administrator,
Health Care Finanecing Administration

Dated: September 27, 15886,

Donna E. Shalala,
SBecretary

82



Glossary
F. GLOSSARY

Actuarial balance. The difference between the summarized income
rate and the summarized cost rate over 8 given valuation period.

Actuarial deficit. A pegative sctnarisl balance.

Administrative expenses. Expenses incurred by the Depariment of
HHS and the Depariment of the Treasury in administering the HI
program and the provisions of the Internal Revenue Code relating to the
collection of contributions, Such administrative expensen, which are
paid from the HI trast fund, include expenditures for intermediariea to
determine costs of nnd make payments t¢ providery as well a5 snlaries
and expenses of the HOFA,

Advisory Council on Social Security. Prior {0 the enactment of the
Socin} Security Independence and Program Improvements Act of 1994
(Public Law 103-286) on August 15, 1994, the Social Security Act
required the appointment of an Advisory Couneil every 4 vears to giudy
and review the fnancial statos of the OASDI and Medicare programs.
The most recent Advisery Council was appointed on June 8, 1994; and
its peport on the financial status of the OASDI program was submitted
on January 6, 1987, Under the provigions of Public Law 103-296, this
iz the last Advisory Council te be appointed.

Aged enrollee, Anindividusl, age 65 or over, who iz enrolled in the HI
program.

Aswets. Tressury notes and bonds puaranieed by the federal
government and cagh held by the trust funds for investment purposes,

Assumplions. Values relating to future trends in gertain key factors
which affect the balance in the trust funds. Demographic gssumptions
include fertility, mortality, nei immigration, marrisge, divorce,
retirement patterns, disability incidence and termination rates, and
changes in the labor force.  Economic assumptions inelude
unemplovment, average earnings, inflation, interest rales, and
productivity. Three sets of economic agsumptions are presented in the
Trustees Report:
{1} The low cost alternative, with relatively rapid economic
growth, Jow inflatics, and favorable {from the standpaint of
pragram financing} demographic conditions;
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{2) The intermedinte assumptions represent the Trusices’ beat
estimates of likely future economic and demographic
sonditions; angd

{38} The high cost alternntive, with slow economic growth, more
rapid inflafioy, and finaneially disadvantageous demographic
conditions,

See also “Hospital assumptions.”

Average market yield. A computsiion which iz 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 of such issue.

Baby boom. The period from the end of World War I through the
mid-1960°s marked by unususlly high birth rates.

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

Beneficiary. A person enrolled in the HI program. See alse “Aged
enrollee” and *Pisabled enrollies.”

Beneflit payments. The amounts disbursed for covered services afler
the deductible and coingurance amounta have been deducted.

Benefil period. An alternate name for “spell of illness.”

Board of Trustees. A Board established by the Social Security Act o
oversee the financial eperations of the Federal Hospital Insurance Trust
Fund, The Board is composed of six members, four of whom serve
autamatically by virtue of their positions in the federal government: the
Secretary of the Treasury, whoe ig the Managing Trustee, the Secretary
of Labor, the Secretary of Health and Human Services, and the
Commissioner of Social Security, The sther two members are appointed
by the President and ronfirmed by the Senate to serve ag public
representatives, Stephen G, Kellison and Marilyn Moon began serving
4-year terma on July 20, 1885, The Commissiener of Social Security
became g member of the Board effective March 31, 1998, under Public
Law 103-296, npproved Augunst 15, 1834, The Administrator of the
HCFA serves ng Secretary of the Board of Trugtees.

Bond. A certificate of swnership of a specified portion of a debt due by
the federal government to holders, bearing & fixed rate of interest,
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Callable. Subject to redemption upon notice, such as a bond.

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

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

Certificate of indebiedness, A shortterm certificate of cwnership of
12 months or less of a specified portion of n debt due by the federsl
government to individual holders, bearing & fixed rate of interest,

Coingurance. See “Hospital coinsurance” and “SNF eoinsurance.”

Consumer Price Index (CP1). A measure of the average change in
prices over time in a fixed group of goods and gervices. In this report, all
references to the CPJ relate to the Consumer Price Index for Urban
Wagre Earners and Clerical Workers {CPL.W),

Contribution base. See “Maximum tax base.”
Contributions. See “Payroll tayes”

Cost rate. The rativ of the cost {or outgo, expenditures, or
digbursements) of the program on an incurred basis during a given year
to the Laxable payroll for the year In this contexs, the ouigo is defined
to exclude beneflit payments and administrative costa for certain
uninsured persons, for whom payments are reimbursed from the general
fund of the Treasury, and for veluniary enrollees, who pay a premium
in arder to be enyolled.

Covered earnings. Ezrnings in employment covered by the Hi
program.

Covered employment. All employment and self-employment
creditable for Social Security purposes. Almest every kind of
employment and seif-employment is covered under the program. In a
few employment situations, for example, religious erderd tindor 2 vow
of poverty, foreign affiliates of American employers, or State and local
governments, coverage must be elected by the employer. However,
effective July 1891, coverage is mandatory for State nnd Jocal employees
who are not. participating in a public emplayee retirement sysiem. Al
new State and loca) employees have been covered since April 1888, In
a few situations, for example, ministers or self.employed members of
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cortain religious groups, workerg can opt out of eoverage. Covered
employment for HI includes all federal employees {whereas covered
employment for GASDI includes some, but not all, federal employees),

Covered seyvices. Services for which HI paya, as defined and limited
by statute. Covered services ure provided by hospitsls Gupatient care),
skilled nursing faciiities, home health agencies, and hospices.

Covered worker. A person whe hos earnings creditable for Social
Security purposes on the basis of services for wages in covered
employment and/or on the basis of incomne from covered self-
employment. The number of HI covered workers ia slightly larger than
the number of OABDI covered workers because of different covernge
status for federal employment. See *Covered emplayment.”

Deductible. See “Inpatient hospital deductible”
Deemed wage credit. See “Nonw«ontributory or deemed wage credits.”
DPemographic assumptions. See “Assumptiona”

Dingnosis-related groups (DRGe). A cdlassification system that
groups patents according to diagnosis, type of treatment, age, and other
relevant criterin. Under the prospective payment system, hoapitals are
paid & set fee for treating patients in & single DR category, regardiess
" of the actual cost of care for the individual.

Disability. For Social Security purposes, the inability to engage in
substantial gainful activity by reazon of any medically determinable
physical or mental impairment that can be expected to resuit in death
or to last for a continuous period of not less than 12 months. Special
raies spply for workers age 55 or ¢lder whose disability 1a based on
blindness. The lsw genernlly requires that a person be disabled
continuously for 5 months before hie or she can qualify for a disabled.
worker cash benefit. An additional 24 months is necessary to qualify for
benefits under Medicare.

Disability Ingurance (D). See¢ “Old-Age, Survivers, and Disability
Insurance (GASDY).”

Disabled enrollee. Anindividusl under age 65 who has been entitied
to disability benefits under Title I of the Soecial Security At or the
Railroad Betirement system for at least 2 yesrs and who is enroiled in
the HI program. ‘
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DRG Coding. The DRG categoriss used by hospitals on discharge
billing. See also “Diagnosis-related groups (LRGs).”

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

Economic assumptions, See "Agsumptions.”

Extended care services. In the context of thig report, An alternate
name for “skilled nursing faciiity services”

Federal Insurance Contributions Act (FICA).  Provision
authorizing taxes on the wages of employed persons to provide for the
OASDI and HI programs. The tax ig paid in equal amoeunts by covered
workers and their empluyers.

Finnncial interchanpe. Provisions of the Raflrond Retirement Act
providing for transfers between the trust funds and the Social Security
Equivalent Benefit Account of the Radrond Retirement program in order
to place each trust fund in the seme position as if railroad employment
had always been covered under Socipl Sscurity.

Fiscal year. The sccounting year of the United States Government.
Sinee 1978, each fiscal year has begun October 1 of the prior calendsar
year and ended the following September 30. For example, fizcal yvear
1897 began October 1, 1996 and will end September 30, 1997,

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 Hi} and maintained in a separate account for that purpose. The
majority of this fund is derived from individual and business income
{axes,

General revenue. [ncome to the HI trust fund from the general fund
of the Treasury. Only a very small percentage of total HI truset fund
income each year is aftributable {0 general revenue,

Gramm -Budman-Hollings Act, The Balanced Budget and Emergency
Deficit Control Act of 1985.
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Gross Domestic Product (GDPL The total dollar value of all goods
and gervices produced & a year in the United States, regardless of whe
supphies the iabor or property.

High cost alternative. See “Assumptions.”

Home health agency (HHA). A public agency or private organization
which is primarily engaged in providing skilled nursing services, other
therapeutic services, such as physital, occupationsl, 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, physician gervices,
medical supplies, and short-term inpatient hospiial eare.

Haospital assumptions. These include differentials between hospital
tabor and non-dabor indices cerapared to general economy lahor and non-
labor indices, rates of admission meidence, the trend toward {reating
less complicated cases im ouipatient aettings, and continued
improvement in DKG eoding, ete.

Hospital coinsurance. For the 6lst through B0th day of
hospitalization in n benefit period, a daily amount for which the
beneficiary is responsible, equsl to one-fourth of the inpatient hospital
deductible; for lifetime reserve days, z daily amount for which the
heneficiary is regponsible, equal to one-half of the inpatient hospital
deductible (see “Lifetime reserve days”),

Hospital input price index. An alternate name for “hospital market
hasket.”

Hospital Insurance (HI). The Medicare program which covers
specified inpatient hospital services, posthospital akilied nursing care,
home health services, ané hogpice care for aged and disabled individuals
who meet the elipibility requirements. Also known as Medicare Part A.

Hospital market basket. The cost of the mix of goods and services
{including pereonnel costs but excluding nonoperating costs) compriging
routine, ancillary, and special care unit inpatient hospilal services.

Income rate. The ratio of income from tax revenues on an incurred
basia {payrol] tax contributions and income from the taxation of QASDI
henefits) {o the H] taxable payroll for the year.
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Incurred hasis. The costa based on when the service was performed
rather than when the payment was made,

Inpatient haspital deductible. An amount of moeney which is
deducied from the amount payable by Medicare Part A for inpatient
hospital services furnished to a beneficiary during » spell of illness.

Inpationt hospital services. These servicss include hed and board,
nurging services, disgnostic or therapeutic pervices, and medical or
snrgical serviges.

Interest. A payment for the uee of money during a specified period.

Inierfund borrewing, The borrowing of nesets hy a trust fund (QASI,
3, HI or SMI} from another of the trust funds when one of the funds is
in danger of sxhaustion. Interfund borrewing was authorized only
during 1982-1987,

Intermediary. A private or public organization, under contract io the
HOFA, to determine costs of and make payments to providers for HI and
rertain SM1 sarvices.

Intermedinte arsumptions. See “Ass umptions,’*

Lifetime reserve days, Under HI, there are 60 lifetime reserve days
per beneficiary which the beneficiary may opt to use when regular
inpatient hospital benefita are exhausted. The beneSiciary pays one-half
of the inpatient hospital deductibie for each lifetime reserve day used,

Long-range. The next 75 ysars.
Low cost alternative, See “Assumptions.”

Managed care. Includes Health Maintenance Orgamzations (HMO)
and Campetitive Medical Plans (CMP) such as health care prepayment
plang and preferswd provider organizations that provide health services
on 8 prepayment basie which is either based on cost or risk depending
on the type of coniraet they have with Medicare.

Murkef basket. See “Hospital market basket.”
Maximum tax base. Annual dellar amount above which earnings in

employment covered under the HI program are not taxable. Beginning
in 1994, the maxitnum: tax hase is eliminated under 1.
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Maximum taxable amount of aonual earnings, Sec “Maximum tax
bage.”

Medicare. A natienwide, federally administiered bealth insurance
program suthorized in 1965 o cover the cost of hospitalization, medical
care, and some related services for most people over age 65, In 1972
coverage was extended to people receiving Socinl Security Disasbility
Insurance payments for 2 yesrs, and people with ESRIY. Medicare
consists of two separate but coordinated programs-—Yart A (Heapital
Insurance, M1} and Part B (Supplementary Medical Insurance, SM1).
Almost all persens aged 65 and over or disabled entitled to HI are
eligible to envoll in the SMI program on a voluntary basis by paying a
monthly premium. Health insurance protection is available to Medicare
beneficiaries without regard to income.

Military service wage credits. Credits recognizing that military
personnel receive other cash payments and wages in kind {such as food
and ghelter) in addition to their bagic pay. Noncontributory wage credits
of 8160 nre provided for each month of active military service from
September 18, 1840, through December 31, 1956, For years after 1956,
the basic pay of military personnel is covered under the Secial SBecunity
program on A contributory basie, Noncontributery wage credits of $300
for sach calendsr quarter in which a person receives pay for military
service from January 1987 through December 1977 are granted in
addition to contributory credits for basic pay. Deemed wage credits of
$100 pre granted for each $300 of military wages in years after 1877,
{The maximum credits sllowed in any calendar year are $1,200,) (See
aise “Quinguennial military service determinations and adjustments.”)

Modified average-cost method. Under this system of calculating
summary measures, the seiuarial balance i defined as the difference
between the arithmetic means of the annual cost rates and the annual
income rates, with an adjustment included to aceount for the offsets to
eost that are due to (1) the starting truat fund balance and (2) interest
earned an the trust fund,

Non<ontributory or deemed wage credits, Wages and wages in
kind that were not subject {0 the HI tax but that are deemed as having
been, Thia is done for the purposes of {1} determining HI pregram
eligibility for individuals who might not be cligible for BI coverage
without payment of premium were it not for the deemed wage credits
and (2) caleulating reimbursement due the HI trust fund from the
genera) fund of the Treasury. The fret purpose applies in the case of
providing coverage te persong during the transitional periods when the

9
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HI program bhegan and when i{ was expanded to cover federal
empleyees; both purposes apply in the cages of military service wage
credits {gee “Military service wage eredits” and *Quinguenmial military
service determinations and adjustments™ and deemed wage credits
granted for the internment of persons of Japanese ancesiry during
World War {1,

QOld-Age, Survivors, and Disability Insurance (OASDI). The Social
Security programs which pay for (1) monthly cazh benefits to ratired-
worker {sld-age) beneficiaries and their spouser and children and to
gurvivers of deceased insured workers (QASD and {2} monthly cash
benefits to disabled-worker beneficinries and their spouses and children
and for providing rebabilitation services to the disabled (DI},

Part A, The Medicare Hogpitsl Insurance program.

Part A premium, A monthly premium paid by or on behalf of
individuaie who wish for and are entitled to voluntary saroliment in the
Medicore HI program. These individuals are those who are age €5 snd
older whe are uninsured for social secunty or railroad retirement and
do not etherwise meet the requirements for entitlement éo Part A, In
sddition, disabled individunlg whoe have sxhaustad other entitlernent are
gualified, These individuals are those not now entitled but whe have
been entitied under section 228(bj of the Act, continue to have the
disahling impairment upon whick their entitlement was based, and
whose entitlement ended solely because the individusls had earnings
that exceeded the substantial gainful activity amount (as defined in
section 223 dX4) of the Act).

Part B. The Medicare Supplementary Medical Insurance program.

Participating hospiials. Thove hospitals who participate in the
Medicare program.

Pay-as-you-go financing. A financing scheme where taxes are
scheduled to produce just as much inteme as required to pay current
benefits, with trust fund asseta huilt up only to the extent needed fo
prevent exhaustion of the fund by random fluctuations,

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

Peer Review Organization (PRO). A group of practicing physicians
and other health care professionuls, paid by the federal government, to
review the care given to Medicare patients,
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Present value, The present value of a future stream of payments i the
Jump-gum amount that, if invested todny, together with interest
earmings would be just enough to mees each of the payments as they fell
due. Atthe time of the lnst payment, the invested fund would be gxactly
zero.

Projection error. Degree of vaniation betwesn estimated and actusl
amounts.

Prospective Payment Arsessment Commission (ProPAC) A
commisaion established by the Social Security Amendments of 1683 to
review and recommend the appropriate percentage changes which
ghould be effected for payments for inpatient hospifal discharges each |
fiscal year beginning with fiscal year 1986, Furthermore, the ProPAC
i8 expecied to study and meke recommendations regarding existing
reimbursement policy for ench fiscal year.

Prospective payment system (PPS) A methed of reimbursement for
hospitals which wes implemented effective with hospital cost reporting
periods beginning on or after October 1, 1883, Under this aystem,
Medicare payment ig made at a predetermined, specific rate for each
discharge. All discharges sre ¢lagsified according to & st of diagnosis-
related groups (DRGs).

Frovider. Any organization, ingtitution, or individual who provides
henlth care services to Medicare beneficiaries. Hoapitals (inpatient
services), skilled nursing facilities, home health agencies, and hoapices
are the providers of services covered under Medicare Part A,

Proxy. Anindex of known values that likely approximates an index for
which values are unavailable. The proxy is used as a “stand-in” for the
unavailable index.

Quinguennial military service determinntion and adjustments.
Prior {2 the Social Becurity Amendmenis of 1983, quinquennial
determinations (i.e., estimatey made once every 5 years} were made of
the costs ariging from the granting of deemed wage eredits for military
service prior to 1857, annuzl reimbursements were made from the
genernl fund of the Trensury te the HI trust fund for these costs. The
Social Security Amendments of 1083 provided for (1) & lump-sum
transfer i 1883 for () the zosty arising from the pre-1957 wage credits
and {b) amoeunts equivalent to the HI taxes that would have been paid
un the deemed wage credits for military service for 1866 through 1983,
inclusive, if such ¢redites had been counted as covered earnings; (2)

7
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gquinquensial 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 later to be credited to the fund on
July 1 of each vear; and (4) adjustments a6 deemed necessary to any
previoualy transferred amounts representing HI texes on military
deemed wage credits.

Railrond Hetirement. A federal insurance prograrm aimilar to Secial
Security designed for workers in the railroad industry, The provigions
of the Railroad Retiremnent Act provide for & gystem of coerdination and
financial interchange between the Railroad Retirement program and the
Social Security program.

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

Reasonabie cost basis. The calculation te determine the reasonabie
cost incurred by individual providers when furnighing covered services
to beneficiaries. The reasonabie coal is based or the actual cost of
providing such services, including direct and indirect conts of providers,
and excluding any costs which are unnecessary in the gfficient delivery
of services covered by a health insurance program.

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

Self-Employment Contributions Act (SECA). Provision authorizing
taxes on the pet income of most gelf-employed persons to provide for the
CASBIH and HI programs.

Sequester. The reduction of funds to be nged for hepefits or
administrative costy from a federal account based on the reguirementa
gpecified in the Gramm-Rudman-Hollings Act.

Short-range. The next 10 years.

Skilled narsing facility (S8NF). An institution which is primarily
engaged in providing skilled nursing care apnd relsted services for
residents whe require medical or nurging care, or engaged in
vehabilitation of injured, disabled, or sick persons.

-
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SNF coinsurance, For the 21st through 100th day of extended care
gervices in a benefit period, & daily amount for which the beneficiary is
responsible, equal to 1/8 of the inpatient hospital deductible,

Social Security Act. Public Law 74-271, enacted August 14, 1935,
with subseguent amendments. The Social Security Act consists of 20
titles, of which four have been: repealed, The HI and SMI programs are
authorized by Title XVII of the Social Security Act.

Special public-debt obligation. Securities of the United States
Cevernment issued exclusively to the OAS], DI, HI, and SMI trudt funds
and sther federal trust funds. Section 1817(¢c) of the Social Security Act
provides that the public-debt obligations issued for purchase by the HI
trust fund shall have maturities fixed with due regard for the needs of
the funds. The usual practice in the past hae been to spread the
Loldings of specia} tssues, as of each June 30, se that the amounts
maturing in each of the next 15 years are approximately equal. Special
public-debt obligationa are redeemabie at par at any time.

Spell of illness, A period of consecutive days beginning with the first
day on which a beneficiary is furnished inpatient hospital or extended
care services and ending with the <¢lose of the 8rst period of 8G
consecutive days thereafter in which the beneficiary is in neither a

hospital or skilled nursing facility,

Summarized cost rate. The ratio of the present value of expenditures
to the present value of the taxable payroll for the yearz in a given
period. In thig context, the expendiiures are on an incorred basis and
exclude costs for certain uninsured persons, for wham payments are
reimbursed from the general fund of the Treasury, and for voluntary
enrollees, whe pay a premium in order to be enrolled. The summarized
coat rate includes the cost of reaching and maintaining a “target” trust
fund level, or contingency fund ratio. Because a trust fund level of about
one years expenditures is considerad to be an adequate reserve for
unforeseen contingencies, the targeted contingency fund ratic used in
determining summarized cost rates is 100 percent of annual
expenditures. Accordingly, the summarized cost rats is equal to the ratio
of (2} the sum of the prezent value of the sutgo during the period plus
the present value of the targeted ending trust fund level plus the
beginning trust fund level, to (b) the present value of the taxable payroli
during the period.

Summarized ineome rate. The rutio of () the present value of the tax
revenues incurred during a given peried {from both payroll taxes and
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taxation of QASD] henefita) to (b) the present value of the taxahle
payroil for the years in the period.

Supplementary Medical Insurance (8MD. The Medicare program
which pavs for'a portion of the costs of physitian's gervices, ouipatient
hospital servives, and other related medical and health services for
voluntarily enrolied aged and disabled individuals. Also known as
Medicare Part B.

Tax rate. The percentage of taxable earnings, up Lo the maximum tax
base, that is paid for the HI tax. Ourrently, the percentages are 1.45 for
employees and employers, each. The self-employed puy 2.9 percent.

Taxable earvings, Taxable wages andior gelf-employment income
under the prevailing annual maximuin taxable limit.

Taxable payroll. A weighted sverage of taxable wages and taxabie
sell-employment income. When multiplied by the combined employee.
employer tax rate, it yields the total amount of taxes incurred by,
employses, employers, and the self-employed for work during the period.

Taxable self-employment income, Net eamnings from seif
employment, generally nbove $400 and below the annual maximum
taxable amount for a calendar or other taxable vear, less any taxable
wages int the same taxable year.

Taxable wages., Wnges paid for services rendered in covered
employment gp to the anngal maximum taxable amount.

Taxation of benefits, Bepinning in 1994, up o 85 percent of an
individual's or & coupie’s OASDI benefita ia potentiakly subject to federal
income {axation under certain areumstances. The revenue derived from
taxation of henefits in excess of 50 percent, up to 85 percent, is allocated
o the HI trust fund,

Taxes. See “Poyroll taxes”

Test of Long-Range Close Actuarial Palance, Summarized inceme
rates snd cost rates are calculated for each of 66 valuation periods
within the full 7B-vear long-range projection period under the
intermediate assumptions. The first of these peniods conmists of the pext
10 yeare. Each succeeding period becomes ionger by 1 year, culminating
with the period consisting of the next 75 vears. The long-range test iz
mei if, for each of the 66 time pericds, the actuarial balance is not less

1
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than zero or is negative by, al most, a epecified percentage of the
summarized cost rate for the same time period. The percentage aliowed
for o negative actuarial baiance {8 § percent for the full 75-year period
and ig reduced uniformly for shorter pericds, approaching zero as the
duration of the time periods approaches the first 10 years. The eriterion
for meeting the test is less stringent for the Jonger periods in recognition
of the greater uncertainty associated with estimates for more distant
years.

Test of Short-Range Financial Adequacy. The conditions required
to meet this test are ug follows: If the trust fund ratio for a fund exceeds
100 pereent at the beginning of the praiection period, then M must be
projected 1o remsin at or above 150 percent throughout the 10-vear
profechion period: slternatively, if the fund rativ is initially less than 100
percent, it must he projected o reach a level of at least 160 pereent
within 5 years {and not be depleled at any time during this peried} and
then remsain at or above 150 percent throughout the remainder of the
10-year peried. This test is appbied to trust fund projections made under
the intermediate assumptions.

Trust fund. Separate accounts in the United States Treansury
mandated by Congress whose asseta may only be uged for a specified
purpose. For the HI trust fund, monies not withdrawn for current
benefit pavments and asdministrative expenses are invested in
interesi-hearing federal securities, as required by law; the inlerest
enrned is also deposited in the trust fund.

Trust fund ratie. A short-range measure of the adequacy of the truat
fund level; defined as the nssets at the heginning of the year expressed
as B perceniage of the outge during the year.

Unit input intensity allewance, The amount added io or gubtracted
from the hospital input price index to wield the PPS update factor.

Yaluation period. A periond of years which is considered 8s a unit for
purposes of caleulating the status of a trust fund,

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

Year of exhaustion. The fArst vear in which & trust fund is unable to
pay benefits when due becsuse the assets of the fund are exhausted,



Biatement of Actuarial Opinion
G STATEMENT OF ACTUARIAL OPINION

Tt is ray opinion thai (1) the techniques and methodology used hersin to
evaluate the finaneal status of the ¥ederal Hospital Inguranee Trust
¥und are based upon soursd principles »f actuarial practice and are
geverally nccepted within the actusrial profession; and (2) the
assumptions used and the resulting actunnial eplimates are, in the
aggregate, reasonable for the purpose of evaluating the financis] status
of the trust fund, taking info consideration the experience and
expectations of the program,

Although the sssumptions used are ressonable, much of the available
evidence suggests that they may rot be optimal. In particular, the
likelihood of & firture result that is more adverse than the intermediate
projection may exceed the likelihood of a more favorable result.
Similarly, an outcome more adverse than the high cost projection may
be more probable than one that is better than the Jow cost projection.

The future cout of the hospital insurance program i3 very unceriain and
reasonable people can disngree concerning the most probable economic
and demographic trends. For theae reasons, projections are shown in
this report under three different sete of assumptlions intended to
illystrate ¢ bread range of posaible outcomes. Readers are cautionad not
to focus selely on just one set of agsurnptions 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 hespital ingurance $rust fund
are projected to be depleted within & vears under ali three pels of
assumptions. Thus, regardless of the specific assumptions used, the
need for prompt attention 1o the fund's financgal imbalance is apparent.

//-—?, bl S e
Richard 8. Foster
Fellow, Society of Actuaries
Member, American Academy of Actuaries
Chinf Actuary, Health Care Financing
Administration
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I. GVERVIEW
A INTRODUCTION

The Hospital Insurance (HI) program, or Medicare Part A, belps pay for
hospital, heme health, skilled nursing facility, and hospice care for the
aged and disabled. The HI program i6 financed primarily by payroll
taxes paid by workers and employers. The taxes paid each year are used
mainly to pay benefits for current beneficiarien. Income not currently
needed to pay benefits and related expenses is held in the HI trast fund,
and invested in U8, Treasury securitiss.

The Board of Trustees was established under the Social Sscurity Act to
gversee the financial eperations 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 Secretary of the Treasury who
is the Managing Trustes, the Secretary of Labor, the Secretary of Health
and Human Services, and the Comumissioner of Social Security. The
sther 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, 1985, The Administrator of the Health
Care Financing Administration (HCFA) i3 designated as Seeretary of the
Board, ‘

The Secial Security Act requires that the Board report to the Congress
annually on the fnancial and actuarial status of the HI trust fund, This
1998 report is the 33rd to be submitted. Duse to uncertainty abeut the
future, the financigl condition of the HI irust fund is examined under
three alternative sets of assumptions: “low cost,” “intermediate,” and
“high ¢ost.” These alternatives are intended o illustrate a reasonable
range of possible outcomes. The intermediate et of assumptions
represents the Trustees' best estimate of the expected future economic
and demographic trends, The report deseribes both the near term
{inancial outlook and the longer term outlook througheut a 75-year
valuation pericd.
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B HIGHLIGHTS

The major findings of this report are aummarized below., Unless
otherwizse noted, all estimates are based on the intermediate
azsummptions.

%

The Balanced Budget Act of 1997 conlained numerous provisions
affecting the Medicare program. These provigions 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
i postponed until 2008 based on the intermediate assumptions used
in this report. Although intended primarily as a means to address
the immediate short-range financial shortfalls, the legistation also
has an important long-range impaet, lewering the prejected 75-year
deficit by about one-half,

1n 1997, the HI program provided protection against the costs of
hogpital and other medical care te about 38 million people.
Approximately 22 percent of these mdividuals received medicenl
services covered by HI during the year and total HI benefits on their
behalf amounted to $137.8 billion. ‘

HI program expenditures exceeded annual income by $2.3 billionin
calendar year 1997, By drawing down on trust fund assets, the
program could continue to pay benefits for several more yesrs,
Under intermediate assumptions, the HI trust fund is estimated o
he depleted in 2608,

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
worker/beneficiary 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 dechining thercafler (but more gradually) as life
expectancy continues to lengthen,

HI expenditures are projected to grow rapidly as a fraction of
workers” sarnings, from 8.4 percent in 1897 to 7.8 percent in 2070,
As a fractien of the Gross Domestic Preduct (GDP), expenditures
would grow somewhat more slowly, from 1.7 percent in 1997 to
3.4 percent in 2070,

Projected HI tax income would meet only a declining share of
expenditures under present law. Tax incewe is expected to egqual
89 percent of expenditures in 1998 and 86 percent in 2008 {when the
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fiind is estimated to be depleted), and would cover less than one-half
of costa 75 years from now. ' .

‘The time gained hy postponing the depletion of the HI trust fund
must be wsed productively to determine effective solutions to the
remaining leng-range problems. In this regard the work of the
National Bipartisan Commission on the Future of Medicare will be
of critical importance to the Administration, the Congresg, and the
American public. The development of further reforms shonld scour
a8 quickly as pessible,

We believe that solutisns can and must be found t¢ ensure the
fnancial integrity of the HI program in both the sbort term and the
iong term. Prompt, effective, and decisive action is necessary {o hulld
upon the strong steps taken by the Balanced Budget Act of 1997.

Key HI Data for Calendnar Year 1997

HI covered 33 million aged and 5 million disabled beneficiaries. The
total pumber of HI beneficiaries increased by 1.4 percent in 1997,
and by 22.0 percent aver the last 10 vears.

HI benefits amounted to $137.8 billion, a 7 percent increase over the
prior year. Average expenditures per Hi enrolleg increnszed by
& percent to $3,600,

Administrative costs were 1 percent of program expenditures.

Summary of HI trust fund operations in 1997 (in billions):

Fund Assets (12/3196)  $124.9
Income 1302
Expenditures 139.6
Fund Assets {12/21/97) 115.6
Net Change in Assets 8.3

Poyroll taxes, paid by 151 willion covered workers, accounted for 88
percent of tatal HI income. Interest represented 7 percent and
revenue from the income taxation of Bocial Security benefits was
another I percent. The remaining 2 percent was received from
miscellaneous sources, primarily premiums paid by uninswred
persons te enroll in the HI program.
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» Pavments for the coste of fee-for-gervice inpatient hogpital care
represented 65 percent of HI benefits. Skilled nursing and home
health care accounted for ancther 22 percent of the total. Pavments
to munaged care plans represented another L1 perzent und hospice
benefity accounted for the final 2 percent,



Truat Fund Financiel Operations
C. 1997 TRUST FUND FINANCIAL OPERATIONS

Total HI income in calendar year 1997 wag $130.2 billien and total
expenditures were $138.5 billion. The mssets of the fund therefore
decrensed by a net total of $9.3 billion, As of December 31, 1997 the HI
trust fund had $1158.6 billion in assets.

1. Income

The $130.2 billion in income received by the HI program last year was
derived from the following seurces:

+ Pavrolliaxes. The primary source of financing for the Hl program
is the payroll tax on covered earnings. Employees and their
cmployers each pay 1.45 percent of earnings, while self-employed
workers pay 2.9 percent of their net income. HI payroll taxes
amounted to $114.7 billion in calendar year 1987 or 88 percent of
total HI income.

» Interest. Interest income of $9.3 billion was paid in 1997 on the U.S.
Treasury securittes held by the trust fund. It accounted for 7 percent
of HI revenue. The average rate of interest earned on trust fund
assets in 1997 was 8.9 percent,

» Taxation of benefits. A portion of the Federal income taxes that
people pay on their Social Security benefits is allocated te the HI
trust fund. In 1997, $3.6 billion was deposited in the trust fund from
taxation of Social Security benefits, accounting for 3 percent of total
Hi income,

« Other. An additional $3 billion in miscellaneous revenus,
representing 2 percent of fotad HI income, was algo received in 1887,
{See section I B for a discussion of thess items. )
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2. Expenditures

The HI fund spent $139.5 billion in calendar year 1997. The major
expenditures were:

'y

. Benefit payments represented 89 percent of Hi
gutlays. About 85 percent of such payments were for fee-for-service
inpatient hospital services. Hospital payments have been increasing
at about a 5 percent annual rate in recent years, Payruents to skilled
nursing fawilities, home health agencies, managed care plans, and
hospices, while much smaller than hospital payments, have generally
beer increaging at double digit rates. Expenditures for home bealth
nnd hospice care were a notable exception in 1997, increasing by only
0.2 percent and 5.5 percent, l‘espactiveiy.

Administrati nsps. Administrative expenses represented 1
;zercent of I:z[{ cutiays dum::g 1997, These expenzes included not only
faderal salaries and related expenses but alse funds to support the
fises] intermediaries (generally insurance companies) that assist in
administering HI. These expenses alse included costs of the health
care fraud and abuss control program, as provided for by the Health
Insurance Portability and Accountability Act of 1988,
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D. ECONOMIC AND DEMOGRAPHIC ASSUMPTIONS

Actusl future expenditures will depend on a number of factors. These
{actors include the size and composition of the population eligible for
benefits, hospital and slilled nursing fucility admission rates, home
health agency visit rates, and changes in the price per service, Future
incume will depend on the size and characteristics of the covered work
force and the level of workers’ earnings. These factors will depend in
turn upon future birth rates, death rates, labor foree participation rates,
wage increases, and many other economic and demographic
gircumstances affecting the HY progran.

To illustrate the uncertainty and gensitivity inherent in estimates of
future pregram operations, projections have been prepared under a “Jow
coat” and a “high cost” set of aseumptions in addition to the intermediate
assumptions. For simplicity of presentation, much of the analysis in this
overview tenters on the projections under intermediate assumptions.
However, it is imporiant to recognize that actual conditions are very
likely to differ from that scenario or any other specific set of
assumplions,

Some of the key demographic ard economic varinbles that determine Hi
costs and income are common o the Old-Age, Survivors, and Disability
Insurance {CASDI) program 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 1.D1 below, these
include changes in the Congumer Price Index (CPI) and wages, real
interest rates, fertility rates, and life expectancy. ("Real” indicates that
the effects of inflation have been removed.) The sssumptions vary, in
most cases, from yesar to year during the first 5 to 25 vears before
reaching their go-called “uliimate” values for the remainder, of the
TS-year projection period. These ultimate values are shown in
table 1.D01,
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Economic and Demagraphic Assumptions

Other asgumptions are specific to the HI program. One critical
assurmption is the rato of increrse in the cost of health care services,
Under the intermediate assumptions, the rate of increase in the cost per
unit of service during the initial 25-year period is assumed to declina
gradually from the current level io the same growth rate that is
projected for average hourly earnings and then o continue at the
average hourly sarnings rate for the following 50 years. For the high
cost assumptions, the annual increags in program costs (relative to
taxable payroll} during the initial 25-year period is assumed to be two
percent greatar fhan under the intermediate assumptions. Under low
cost assumptions, the increase during the same period is assumed to be
twe percent less than under interniediate assumptions. The two percent
differentinls for the high and low assumptions are assumed o decling |
gradually until 2047 when the same rate of increase in program costs
(relative {o taxable payroll) is nysumed for all three sets of assumptions.

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 dofinite assurance can be given in light of the wide
variationg in experionce that have occurred sines the beginning of the
program. In general, a greater degree of confidence can be placed in the
assummptionyg and estimates for the earlier years than for the later years.
Nonetheless, oven for the earlier veary, the estimates sre only an
indication of the expected trend and the general range of future program
eLperience.
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E. 10.YEAR ACTUARIAL ESTIMATES (1898-2007}

Althougb improved gubstantially by the Balanced Budget Act of 1997,
the ghort-range financial status of the Hl trust fund remains
unsatisfactory overall. Prior to the Balanced Budget Act, HI
expenditures were estimated to grow ot an average rate of over 8
percent. During 1898 through 2002, the Act reduces annual growth to
an eatimated average of 3 percent. Thereafter, however, expenditure
growth is expected to return to the level of about 7 percent. The
deceleration during 1998-2002 allows HI income to “cateh up”®
temporarily, narrowing the current gap between income and
expenditures significantly. After 2002, this gap is expected to widen
steadily under the intermedinte sssumptiony, so that by 2007 there
would be a $26 billion shortfall in that year alone.

Figure LE1L-— Expanditures end income
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The Balanced Budget Act reduces the rate of growth in HI expenditures
through & combination of measures. New prospective payment systems
will be established for Medicare paymenta to akilled nursing facilities,
home health agencies, and certain hospitaly not already relmbursed
under such arrangements. In addition, annual payment vpdates for all
1 health care providers are constrained. Finally, the majority of home
health care services are reclassified as an SMI benefit, ghifting the cost
of uch services over a 6-year period from the HI trust fund te the SMI

i
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10-Year Actugrial Estimales

trust fund. Section ILA of this report contains more detailed
information on these provisions,

Under present Iaw, the HI program would still 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 assets would progressively decline until becoming
exhausted in calendsr vear 2008, To the extent that actual future
conditions vary from the intermediate assumptions, the date of depletion
would vary significantly from {his estimate.

Figure LEZ—M Trust Fund Ausuls ot End of Yesr
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Table LE1 presents the projected operations of the HI trust fund under
the intermediate assumptions for the next decade. At the beginning of
1998, HI assets were semewhat below the leval of sonual program
expenditures. The Baard of Trustees bas recommended that assets bo
maintained at a Jevel at least equal to annual expenditures, to serve as
an adeguate contingency reserve in the gvent of adverse economic or
other conditions. This represents a more stringent standard than just
maintaining a pesitive balance.

Based on the projection shown in table LE}, the Board of Trusteen
applies an explicit test of shorf-range financial adequacy. This test,
which iz deseribed in section 11D of this report, is not met by the Hi
trust fund.

k1
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Yable LE{,~Epiimatod Operatione of ihe Hi Trust Fund Under intermed|ate
Assumptions, Caisndar Yearns 19872007
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As sugpested in table LEL, the agsets of the HI trust fund would be
depleted in 2008 under the intermediate assumptions. Under the low
cost assumnptions, trust fund depletion would oecur in 2630, Ifnder the
high cost assumptions depletion wounld seeur in 2004, The fact that
exhaustion is likely to ocour in the relatively near future indicates the
importance of addressing the HI trust fund's remaining financial
imbalance throuph additional legislation that huilds on the sirong staps
taken by the Balanced Budget Act of 1897,

12



7&.year Actuarial Estimates
F 75-YEAR ACTUARIAL ESTIMATES (1998-2072)

Each year, estimates of the financial and actuarial status of the HI
program sre prepared for the mext 75 years. Although financial
estimates for periods as long ag 78 yeara are inherently uncertain, the
resufts can previde valuable information for policy makers, In
particular, such ¢stimates can indicats whether the programe.as seen
from teday’s vantage point—is cansidered to be in satisfactory financisl
condition.

Income and expenditure amounts are shown relstive to the earnings in
covered employment that are taxable under the HI program—referred
to as “iaxable payroll’™—hecause 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 Seeurity benefite) to taxable payroll is called the
“ineome rate” and the ratio of expenditures to taxable payroll is the “eost
rate”

Figire LE 1. ~-Long-Range Hi incame and Cost a5 & Percentage of Taxabla Payroll,
intermediate Assprptions
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Although the long.range financia] ocutlook for the HI program was

sigmficantly improved by the Balanced Budget Act of 1997, the program
remains sericusly underfunded over the next 78 years. Income rates are

1%



Ouerview

projected to remain fairly steady while cost rates sharply escalate
between 2010 and 2030 and continue to increase throughout the peried.

Since HI payroll tax ratey are aot seheduled to change in the future
under present law, payroll tax income ag a percentage of taxable payroll
will remain constant at 2,90 percent. Income from taxation of benefits
will inerease only gradusily as o greater proportion of Social Security
beneficiaries becorme anbject o such faxation over time. Thus the
income rate is not expecied to incresse significantly over current levels.

Flgure LFZ—Workers Per HI Benaficiary
[Based un intarmadiate assumptions]
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The cost rates, theugh, wil]l sharply escalate due to the retirement of
those born during the 1945-1885 baby boom, ¥For the most pard, current
benegfits are paid for by current workers. The retirement of the baby
boom generation will therefore be financed by tbhe relatively small
number of persons born nfier the baby boom. For example, in 1987
there were 38 million beneficiaries with 151 million workers to support -
them. In 2038 as the last baby beomer turns 85, there would be an
estimated 78 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, but in 2030 there would be only about €,3 workers,
The ratip would then vontinue io deeline until there are only 2 workers
per beneficiary by 2060.

4



78-veqr Actugrial Estimates

The year-by-year cost rates and income rated ean be summarized into
single values representing, in effect, the average value over a given
period. {Section ILE and section IILF describe how these summarized
values are caleulated.) The difference between the summarized income
and cost rates is called the “actuarial balance.” This measure shows 2
defitit ranging between 0.8 and 5.5 percent of taxable payrell for the
78.year period based on the range of assumptions used in this report.
The actuarial balanee has traditienally been used as # convenient single
measurement to summarize the finaneal staiug of the program. It cun
be interpreted ns the amount of change in the tax rate that would be
required to bring the program into balance if no other changes were
made. {Sse section II for details and limitations of summary meagures.)

Based on the intermediate assuroptions, an actuarial balance deficit of
2.10 percent of taxable pavroll is projected for the 753-year period,
representing the difference between the summarized income rate of 8.26
porcent and ths corresponding cost rate of 5.37 percent, This deficitia
roughly ona-half the level estimated prier to the Balanced Budget Act
of 1987, To correct the remalning finaodal imbalance, the 2.90 percent
payroll tax {{or employees and employers combined) would have to be
immediately inereased to 5.00 percent or expenditures would bave o be
reduced by a corresponding amount {or some combination of such
changes), The HI program thus fails the Trustees’ long-rangs
test~discussed in section H—which is based on the actuarial balanco.
The test is even failed under the low cost assumptions. The fact that the
trust fund is projecied to be in deficit under 2 broad range of economic
and demegraphic assumptions reinforces the importance of addressing
the remaining long-range imbalance through further corrective
legislation.
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Querview
(. CONCLUSBION

The financial projections shows for the HI program in this year’s report
represent & substantisl smprovement over those in recent years, as a
result of the Medicare reforms in the Balanced Budget Act of 1997,
These changes are estimated to posipone the depletion of the HI trust
fund from 2001 until 2008 and to reduce the longrange HI deficit by
about one-haif {from 4.32 percent of taxable payroll o 2.1 peresnt),
based on our intermediate set of assumpiions. In addition, the
legisiation establishes the National Bipartisan Cemmission on the
Future of Medicare o review the Jong-term financial condition of
Medicare and ta make reepmmendations concerning the program's
financing, benefit structure, and related issues. These changes
accomplish our most urgent recommendations from the 1897 annual
repori.

Fven with these very substantial and jsspertant improvements,
however, the HI program remains seriously oud of financial balance. We
must sgain report, as we have since 1992, that the HI trust fund dees
not meet our short-range test of inancinl adequacy. For the past 3
years, HI expenditures have exceeded income by & total of $17.2 billion.
The Balanced Budget Act provisions are estimated to substantially
reduce the gap between income and expea&ztnms over the next 5 years,
but with a retum to steadily increasing deficits in 2003 and Iater. While
these shortfalls can be met by redeeming trust fund assets, future
income and asseis will be suficdent to support gprojected program
expenditures for only the next 10 years under the infermediate
assumptiens. Thus, without additivnal legislation, the fund would be
exhausted in the net-distant future--initially producing payment delays,
bt very quickly leading o a curtailment of heslth care services to
beneficiaries.

Althngh the long-range deficit has been reduced to about one-half'its
prior magnitude {s ajor improvement), the long-range outlsck
remaing very unfavorable, The HI program atil] fails by a wide margin
to meet our lung-range test of close actuarial balance. To hring the HI
program into actuarial balance, over just the next 25 years under the
intermediate assumptions, would require gither that sutiays be further
reduced by 18 percent or that income be incrensed by 22 percent {or
some combination of the two) throughout this 25.-vear period. Thatis,
the current HI payroll tax of 1.45 percent {for employees and employers,
each) would have to be immediately raised to about 1.81 percent, or
benefits reduced by a comparable amount. Over the full 75.year
projection period, substantially greater changes inincome and/or outlays
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are needed, in large part as a result of the impending retirement of the
baby boom generation. Starting in about 2010, the ratis of workers &
HI benefciaries will begin to decline from its current level of about 4 to
1, rapidly reaching a ratic of sbout 240 1.

The Medicare changes in the Balanced Budget Act build upon past
measures to reduce growth in expenditures, by introducing new
prospective payment systews for providers of HI services that previously
received cost-based reimbursements apd by limiting payment ineveases
to all Kl providers. Such steps van effectively constrain growth in Hi
expenditures while encouraging increased operating efficiencies by
providers, Fuarther improvement in the HI trust fund's financial position
is attributable to the transfer of a substantial portion of home health
care services from HI to SMI, although this change increases SMI costs
correspondingly. These changes, substantial as they are, are only
sufficient to enable payment of HI benefits over the next decade, More
far-resching measures will be needed to prevent trust fund depletion as
the baby boom generation reaches age 65 und starts receiving benefits.

Consideration of {urther reform measures must recognize that the
nation's health care system is changing rapidly. The performance of
alernative modes of trealment and service delivery over the next few
years, in hoth guality and cost, should provide new infermation that will
contribute to better legislative decisions regarding the leng-range
outlook for HI. While we continue to believe in the urgent need %
address the HI program’s financial imbalance, we alse recognize that
solutions determined and implemented today will likely need
adjustment over time o match new clreumstances and conditions as
they evolve in the future,

The tire gained by postponing the depletion of the HI trust fund must
be used productively o determine effestive solutions to the remaining
long-range problems. 1n this regard, the work of the Bipartisan
Commisgion will be of ¢ritical importance to the Administration, the
Congress, and the American public. Moregver, the development of
further reforms showld scour as guiekly as possible. Income to the Hi
trust fund remaing insufficient to cover costs, with the result that fund
assets must be redesmed to make up the shortfall. Solutions will need
not only to rastove balance between income and expenditures but alse to
rebuild asscts to a level sufficient to serve as a contingency reserve
against unforseen fluctusations. In addition, the sconer solutions are
enacted, the more {lexible and gradunl they ean be, Finally, the early
introduction of further reforms increases the fime available for affected
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individuals and organizations—including health care providers,
beneficianries, and taxpayvers—io adiust their expectations.

The projections shown (n this report clesrly demonstrate the need for
timely and sffective action to address the remaining financial imhalasce
facing the HI trust fund. We belisve that sclutions can and must be
found to ensure the financial integrity of the HI program in buth the
short term and the long term. Thus, we urge the nation’s policy makers
to build upon the strong steps taken by the Balanced Budget Act of 1997
and to take further prompt, effective, and decisive action,
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. ACTUARIAL ANALYSIS
A. MEDICARE AMENDMENTS SINCE THE 1997 REPORT

Since the 1997 Annual Report was transmitted t6 Congress on April 24,
1997, one law affecting the HI program in a significant way hea been
enacted. The Balanced Budget Act of 1887 {Public Law 10833, enacted
on August 8, 1987) included 2 aumber. of provizions affecting the HI
program. ‘The more important provisions, frem an avtnarial standpoint,
pre daseribed in the following paragraphs. Certain provisions with a
relafively minor financial impact on the HI program, hut which are
i portant from a policy standpoint, are described as well.

» An expanded set of options for the delivery of health care under
Medicare, referred to a8 *Medicare+Choice,” has been established.
Al Medicare beneficiaries can receive their Medicare benefits
through the original fee-for-service program. In addition, most
heneficiaries can choose instead to recsive their Medicars benefits
through one of the following Medicare+Choice plans: (1) coordinated
care plans {such as health maintenance organizations, provider
sponsorad organizations, and preferred provider organizations); (2}
Medical Savings Account (MSAVHigh Deductible plans (through a
demonstration available 0 up to 380,000 beneficiaries); or {8} private
fee-for-service plans, Except for MSA plans, all Medicare+Choice
plang gre required to provide the current Medicare benefit package
fexciuding hospice services) and any additional heslth services
required under the adiusted comnmunity rate (ACR) process. MSA
pians provide Medicare benefits afler a single high deductible is met,
and enrollees roceive an annual deposit in the Medical Savings
Account,

In general, beginning in 1988, Medicare capitation rates paid to the
plans will be the greater of: (1) 2 blend of the area-specific rate and
mn input-price adjusted national rate, further adjusted as necessary
to meet budget neutrality requirements; {2} a minimum payment
amount; or (3) a minimum percentage incrense over the prior year's
paymont rates. Between 1888 and 2002, medical education
payments will be remeved from the area-gpecific rate, on the
following schedule: 20 percent in 1898, 40 percent in 1809, 80 percent
in 2000, 80 pereent in 2001, and 100 percent in 2807 and later. The
update factor for the area-specific rate and the minimum payment is
the national sverage per capita Medicare growth rate reduced by 0.8
percentage pointe for 1998, and by 0.5 percentage points for 1998
through 2002, The capitation rates zre to be announced by March 1
of the vear before the year to which they apply.
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By May 1, all plana must submit information on enrcliment eapacity,
premium rates, and other information to the Secretary of HHS for
approval. Transition rules for the cwrent Medicare HMO program
are algo provided for by the Balanced Budget Act,

+ For payments to most hospitals reimbureed under the prospective
payment aystem (PP8), the update factor ia 0 percent (that is, no
update is applied) for discharges oceurring during fiscal year 1998,
For discharges in 19988 through 2002, the update will equal the
market basket perceninge incresse minug 1.9, 1.8, 11, and 1.1
percentage points, respectively. For fiscal years 2008 and later, the
PPS update factor for all hospitals is the market basket percentage
increase.

Certain non-teaching, non-dispropertionate share, non- Medicare-
dependent hospitals are allowed higher updates than other PPS
hospitals. These hospitals muat be located in states whers, for non-
tesching, non-disproportionate share, non- Medicare-dependent
hospitals, aggregate HI paymentia for their cost reporting periods
beginning during fiscal year 1995 are less than the aggregate
allowable operating costs of inpatient hospital services for all such
hospitale in the state, and the FI payments for discharges in the cost
reporting period involved must be less than their allowabde operating
costa for inpatient hospital services in that perind. Hospitals meeting
these criteria will receive a PPS update of 0.5 persent for fiscal year
1898 and the market basket percentage incresse minvs L8
percentage points for fiscal year 1999, These sperinl updates do not
affect payments to these hospitals for fiscal year 2000 and later.

For PPS-exempt hospitals, the update factor for fiscal year 1998is |
0 percent. For fiscal years 1399 to 2002, the update factor for each
PPS-exempt hospital is determined by formulae based on the
differenice betwesn the hospital’s “target amount” and its costs. In
addition, several other provisions affecting relmbursement o certain
types of PPS-exempt hospitals have been enacied.

* For discharges in fiscal year 1899 and later, for tex specific diagnosis
related groups (DRGs), the movements of patients from PPS facilities
to post-acute care providers (skdlled nursing facilities, PPS-exempt
hespitals, and home health agencies) are redefined as “transfers,” as
oppesed to “diseharges,” with limits on payments for said transfers.
Beginning with FY 2001, the Secretary of HHS is permitted to -
increase the number of DRGs and post-acuie care settings to which
this provigion will apply.



Medicare Amendmenis

For PP8 hespitals, capital payments are rebased by tho budgot
seutrality factor that was in place as of September 50, 1995, and
there is an additional 2.1 percent reduction in capital payments {or
dischargen oceurring on or after October 1, 1987 through September
30, 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 7.7 percent in fscal year 1997 w0 7.0 percent in fiscal
year 1998, 6.5 percent in fiscal year 1899, 6.0 percent in fiscal year
2000, and 5.5 percent in fiscal yesr 2001 and later, Hospital-specific
caps on the pumber of residents 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 an for fsefor-service
beneficiaries, phased in over 5 years.

For direct medical education payments, hospital-specific caps on the
number of residents are establiched. Hospitals will receive
additional direct medical education payments for discharges under
Medicare+Choice, determined by the same methsdology as for feer
for-service beneficiaries, phaged in over § years, Uertain non-
hospital providers may now be paid for their direet costs of medical
education.

Disproportionate share payments will be reduced by 1 percent in
fiscal year 1998, 2 percent in fiscal year 1999, 3 porcent in fiscal year
2000, 4 percent in fiscal year 2001, aad 5 percent in fiscal year 2002,
MNo reductions are schadulod for subsequent venrs. The Secrotary of
HHS must develop recommendations for a new formula for .
determining disproporiionate share payments.

For hospitals that receive indirect medical education andfor
digproporticnate share payments, the adjustient factors for indirect
medical education and dispreportionate share apply to the base DRG
payment only, not to the aum of the base payment and any cost
eutlier payment. The thresholds for qualifying for outlier payments
are adjusted to include indireet medical education and
disproportionate share costs,

Allawable costs for hespital bad debt are reduced by 28 percent in

~ fiscal year 1998, 40 percent in fiscal year 1599, and 45 percent
thereafier. ;
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s A prospective payment system for skilled nursing facility care is
esteblished, 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 nursing facilities will be based on a blend of facility-apecific
and Federn] per diem amounts, as specified in the Balanced Budget
Aet, Payments will be based fully on the Federal per diem amount
starting in the fourth cost reporting period. A consolidated billing
provigion, requiring payment for all 8MI itemys and services provided
in skilled nursing facilities be made to the facilities, is effective July
1, 1998,

+ Home health services not associated with a hospital or skilled
nursing facility stay for individuals enrolled in both tho HI and SMI
prograxms are transferred from the HI program to tho SMI pregram,
effective January 1998. The HI program will continue to cover the
first 100 vigits following a hospital stay of at least 3 vensecutive days
or & skilled pursing facility stay. The cost to the SMI trust fund of
the transferved gervices will phase in over a §-year period, while the
cost of the home heslth services will phase into the 8MI premium
over 7 years,

» Revised home health care cost Hmits are to be egtablished insuch a
manner that the savings associated with the temporary freezs on cost
limit updates, provided for by the Omnibus Budget Reconciliation Act
af 1993, are recaptured. Home health per-visit cost lmits are to be
reduced from 112 percent of the mean labor-related and non-labor
per visit costs for fresstanding apendes to 105 percent of the median
of such costs. In addition, howme health agencies will be paid the
jowest of actual costs, the per-visit limits, or a blended agency-
apecihc per-beneciary snnual limit. Home health services will now
be paid based on the location where the service is provided rather
than where the service is billed. A prospective payment system for
home health services must be developed and implemented, effective
for cost reporting perisds beginning on or after Qctober 1, 1899,

* The current limits on the somber of hours and days that home
health care enn be provided have been clarified. “Part-time” is now
defined as skitled nursing and home health aide services {combined)
furnished any number of doys per weelk, for less thar 8 houra per day
and 28 or fewer hours per week. “Intermittent” is now defined as
skilled nursing care provided for fewer than 7 daya each week, or less
than 8 horrs each day {combined) for 21 days or less.
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Hoapice prospective payment rates will be updated by the hospital
market bagket percentage increase minus 1 percentage point for each
of the fiscal years 1888 through 2002. Hospice benefit pertods are
restructured to incude two 90-day periods, followed by an unlimited
number of 80-day periods. The specific, statutery time frame for
completion of physicians’ certification for admission % a hospice is
eliminated: physicians now will be required o certify that a
beneficiary is terminally ill at the beginning of the Initial 90-day
period.

A number of prevention initiatives have been enacled. Most of these
items will be provided in an sutpatiient setting or in a physician’s
office, and thus fall under the auspicss of the 8MT program, However,
the HI program is sffected by the follewing prevention indtiatives: (1}
annual prostate cancer screening is covered for male beneficiaries
over age 50, effective January 1, 2000; and (2} coverage is provided
for eolorectal sereening procedures, including {ecal-occult blood tests
and flexible sigmoidoscopies for beneficiaries age 50 and over,
eolonascopy for beneficiaries at high risk for sclorectal cancer, and
other procedures (including screening barium enemas} as the
Secretary determines appropriate. (The Secretary subsequently
published a netice announcing that sereening barium enemng will be
covered under certain circumstances.)

The provision making Medicare the secondary payer for disabled
beneficiaries in lorge group health plens, which was previcusly
scheduled to expire after September 36, 1998, has besn mude
permanent. The provision making Medicare secondasry payer for the
first 12 months of entitlement dus o end-stage reasl disease (ESRD},
which had been extended on a temporary basis (through Septamber
30, 1898} te include the Brat 18 months of entitlement, has been
extended, permanently, to include the first 30 months of entitlement
on the basis of ESRD. Recovery of Medieare secondary payer
amournta can now be sought within 3 years afier the date of service,
notwithstanding any other cloims filing time limits under an
employer group health plan.

A Medicare Payment Advissry Commisgion has been established, 1o
review and make recommendations sn Medicare payment policies
and o report on isszues affecting the Medicare program. The
Prospective Payment Assessment Commission has been abolished.

A commission o conduct a study on lengterm roform and the
financing challengea faving the Modicare program has been
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established. This National Bipartisan Commission on the Future of
Medicare must report their findings and recommendations to the
President and the Congress by March 1, 1888,

Detailed information regarding these changes and other less significant
changes can be found in documents prepared by and for the Congress.
The actuarial estimates shown in this report reflect the anticipated
gffects of these changes.

B. NATURE OF THE TRUST FUND

The Federa! Hospital Insurance 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 handled through this fund.

The priwsary sowce 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 seif-employment income, in werk
covered by the HI program. The coverage of the HI program includes
workers cavered under the OASDI program, those covered under the
Railrsad Retirement program, and certain federal, state, and local
employees not gtherwise 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 eovered self-employed persons are required to
pay taxes on their net self-employment income,

HI taxes are payshle on a covered individual's total wages and
self-employment income, without limit. For calendar yvears prior to
1884, taxes were computed on one's annual earnings up to a specified
maximum gnnual amount, called the maximum thax base,

The HI tax rates applicable to taxable earnings in ¢ach of the calendar
years 1966 and later nre shown in table I1LB1. For 1899 and lster, the
tax rates shown are the rates scheduled in the provisions of present law.
The tax bases for 1966-1993 are alao shown,
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Tabis B.Ht.—Tax Hutes and Staximuny Tex Bases

Past sxparancs;

1566 38,600 838 935

H9ET : B.600 0.5¢ 0.80

9073 7506 G680 .80

1872 5,006 o8 &80

1975 800 1.66 1.00

i3] 3,200 .50 .90

975 14,100 8,95 G958

e W 0 G 4.5

877 1500 &0 (iR 2]

%78 17,700 £.00 1.00

1979 Al ] 1.0% 185

1980 25000 .05 .04

1481 $HTW0 130 1.30

1342 22,400 1.30 1.30

1950 55,700 1.3 130

084 AF U 150 256

$BBS 39800 135 &

1886 42 (KK A% .00

Har 42000 1458 253

Hing AT D00 145 5%

840 48,000 1.48 250

99 $1,300 1.45 290

109 125000 145 290

1962 VLE00 145 280

14353 35,000 145 . 25

1994.54 g finit 145 . 250

Hchedifad in pressn? inwe -

8008 re.mi 148 2%

All taxes are collected by the Internal Revenue Service and deposited in
the general fund of the Treasury as internal revenue collections. The
taxes received are automatically appropriated, on an estimated haais, to
the trust fund. The exact amount of taxes received is not kuown initially
since HI taxes, OASDI taxes, and individual income taxes are not
separataly identified in collection reports received by the Treasury
Department. Periodic adjustments are subsequently made to the extent
that the estizuates are found to differ from the amounts of taxes actually
payable en the basis of reported earninga.

Up to 85 percent of an individual's or couple’s GASDI benefits may be
subject ts federul income taxation if their income exceeds certain
thresholds, The income tax revegue atiributable to the first 50 percent
of OASDI benefits is allocated to the OAS] and DI trust funds. The
revenue associated with the amount between 50 and 85 percent of
benefits is sllocated to the HI trust fund.
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Another substantinl source of trust fund income is interest credited from
investrmenty in governsent securities held by the fund., The investment
procedures of the fund are descrilwd later in this section.

The income and expenditures of the trust fund are also affected by the
provisions of the Railread Retirement Act which provide for a system of
coordination and fnancial interchange between the Railroad Retirement
program and the I program. This financial interchange states that the
Railroad Board and the Secretary of Henlth 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 rallroad employment had always
been sovered under the Social Secarity 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 geoneral fund of the Trensury and the HI trust
fund, if needed to adjust prior payments for the costs arising from wage
credits granted for military service prior to 1867, Section 228%b)
authorizes annual payments from the general fund of the Treapury
squivaient to the cambined employse and employer payrol] taxes that
would he paid on the current year's wage credits if such credits were
covered wages.

Twea sections of the statute authorize HI henefits for certain uningured
persons aged 85 and over, Section 103 of the Bocial Security
Amendments of 1965 provided entitlement to HI benefits to almost all
persons sgxd 65 and over, or near that age, when the HI program began
operations. Section 278 of the Tax Equity and Fiscal Responsibility Act
of 1982 pdded similar transitional entitlement for those federal
employees who weuld retire before having a chance to earn sufficient -
quarters of Medicare-qualified federal employment. The costs of sucb
coverage, including administrative expenses, are paid injtially from the
HI trust fund, with sobsequent reimsbursement from the general fund of
the Treasury,

Section 1818 of the Scocial Security Act provides that certain persons not
eligible for HY protection either on an insured basis or on the uningured
basis described in the previous paragraph may cbitain protection by
enrolling in the program and paying & monthly premium,

Sectien 20UI) of the Social Security Act authorizes the Managing
Trustes to accept and depesit in the trust fund unconditional money
gifts or bequests made for the benefit of the fund or any activity financed
through the fund.

)
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Expenditures for benefit paymenta and adminiatrative expenses under
the HI program are paid from the trust fund. All expenses incurred by
the Department of HHS, the Social Becurity Administration (S5A), and
the Treasury Depariment in carrying out the provisions of Title XVIII
of the Sovial Security Act pertaining to the HI program and of the
Internal Revenue Code relating to the collection of taxes are ¢churged to
the trust fund, The Secretary of HHES certifies benefit payments to the
Mnanaging Trustes, who makes the psyments from the trust fund.

Administrative expenses are allocated and charged to each of the four
trust funds--OASI, DI, HI, and SMI—on the hasis of provisienal
estimntes. Similarly, the expenses of administering other programs of
HCFA are also allocated and charged to the general fund of the Treasury
on a provisional basiz. Periedically, as actual experience develops and
15 analyzed, the allocations of adminigtrative expenses are adjusted by
interfund transfers. This adiustment includes transfers between the Hi
and SMI trust fonds and the progrsm management general fund
account, with appropriate interest slivwances.

The Social Security Act authorizes the Secretary of HHS to develop and
gonduct & bread range of experiments and demonstration projects
designed to detormine various methods of increasing efficiency and
ceonomy in pmwdm g health care services, while maintaining the quality
of such services, under the HI and SMI programs. The costs of such
experiments &nd demonstration projects are paid from the HI and SMI
trust funds.

The Health Insurance Portability and Accountability Act of 1996
established a Health Care Fraud and Abuse Control Avcount within the
HY trust fund. Monies derived from the fraud and sbuse conirel
program are transforred from the general fund of the Treaswry to the HI
trust fund. Amounts necessary Lo carry out certain functions of the
frand and abusc centrol program, subject to specific LEmits, are
appropriated from the HI trust fund to the Health Care Fraud and
Abuge Contrel Account, from which they are disbursed te fund those
funetions.

Congress has authorized expenditures from the trust funds for
senstruction, rental and lease, or purchase contracis of office bulldings
and related facilities for use in conmection with the administration of the
HI program. Both the capital costs of construction financed directly
from the trust fund and the restal and lesse or purchase contract costs
of acquiring facilities are included in trust fund expenditures. Whatever
the manner of acquisttion, the net werth of facilities and other fixed
capital assets is not earried in the statement of sssets of the trust fund
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presented in this report. This is because the value of fixed capital assets
does not represent funds aveilable for benefit or administrative
expenditures and, therefore, is not cunsidered in assessing the actuarisl
status of the funds,

That pertion of the trust fund which, in the judgment of the Managing
Trustee, I8 not required to meet current expenditures for benefits and
asdministration, is invested, on 2 daily basis, primarly o
interest-bearing obligations of the U5, Government {including spesial
public-debt obligations deseribed below). Investments may also be made
in obligations guaranteed as to both principal and intevest hy the United
States, including certain federally spensored agency obligations that are
designated in the laws authorizing their issuance as lawful investments
for fiduciary and trust funds under the control and authority of the
United States or any officer of the United States, These gbligations may
be acquired on original igsue at the issue price or hy purchasse of
suistanding obligations at their market price.

The Secial Security Act suthorizes the issuance of special public-debt
sbligatiens for purchase exclusively by the trust fund. The law requires
that such special public-debt cbiigations shall bear interest at a rats
hased on the average market yield (computsd on the basis of market
quotations as of the end of the calendar month immediately preceding
the date of such issue) on all marketable interest-bearing obligations of
the United States forming a part of the public debt which are not due or
callable until after the expiration of 4 years from the end of such month.

From December 29, 1881 until January 1, 1988, the Social Security Act
suthorized borrewing among the CASI, DI, and HI trust funds when
necessary “to best meet the need for financing the benefit payments”
from the three funds. Interfund loans under the borrowing authority
were made to the OAST trust fund from the DI and HI trust funds in
1882, and were fully repaid with interest hy May 1986, Currently, no
further provision for interfund borrowing exists.

C. OPERATIONS OF THE TRUST FUND, FISCAL YEAR 1897
A statement of the revenue and disbursements of the Federal Hospital
Insurance Trust Fund in fiscal year 1997, and of the assets of the fund
at the beginning and end of the fiscal year, is presented in table I1.C1,

The total agsets of the trust fund amounted to $125,338 million on
September 30, 1998, During fiscal year 1997, total revenue amounted
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te $128,548 million, and total disbursements were $137,838 million.
Total assets thus decreased by $9,287 million during the year to
$118,050 million on September 30, 1987,

Tabia I.C1 msmm of Uperations of tha HI Trust Fund During Fiscal Year 1997
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Actugrial Analysis

Included ix total revenue during fiscal year 1997 was $112,738 million
representing taxes appropriated to the trust fund. Adjustments to the
estimates of refunded taxes for pricr years resulted in a payment of $2.8
million to the trust fund. Ae an offset, $17.3 million was transferred
from the trust fund to Stale and local governments representing
overpayments from previous Siate agreements for coverage of Siate and
local government employees,

Total HI payroll tax income amounted to $112,725 million, representing
an increase of 5.4 percent aver the amount of $106,934 millien for the
preceding 12-moith period, This growth in tax income resulted
primarily from the higher leve! of carmnings in coversd employment
together with & significant increase in the number of covered werkers in
the labor foree,

Income from the taxation of QASD] benefits, as deseribed in section ILE,
amounted to $3,558 million in fiseal year 1997,

Section (1B referred {0 provisions under which the HI trust fund is to
be reimbursed from the general fund of the Treasury for costa of paying
benefits on behalf of cortain uninsured persons. The reimbursement in
fiscal year 1997 amounted to 3481 million (3405 millien for the
non-federal uninsured and $76 million for the federal uninsured),
consisting of $478 million for benefit payments snd $3 million for
adminisbrative expenses.

Section 1LB referred to provisions of the Secial Security Act under which
certain persons not etherwise eligible for HI protection may obtain such
protection by enrelling in the prograxs and paying & monthly premium,
Premiums cellected from such veluntary participants in fiscal year 1997
amounted to sbout $1,275 million,

in accordance with the provisions of the Railroad Retirement Act, a
transfer of about 3380 millien in principal and $21 millisn in interost
from the Railroad Retirement program’s Sacial Security Eguivalent
Benefit Account to the HI trust fund balanced the tws systems as of
September 30, 1996, as described in section I1.B. This amount, tugether
with interest {o the date of transfer emounting to about $18 million, was
transferred to the trust fund in June 1997,

In atcordance with provisions for the appropriation to the trust fund of
amounts equivalent to HI taxes on 1997 noncontributery military wage
credits as discussed in section ILB, the trust fund was eredited on
July 1, 1887 with $70 million.
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Operations of the Trust Fund

Section ILB referred to the health care frond and abuse contro! program
egtablished by the Health Ingurance Portability aad Accountability Act
of 1996, During fiscal year 1897, the trust fund was credited with
$183 million in receipta from this program.

The remaining $9,834 million of revenue consisted aimost entirely af
interest credited from the investinents held by the trust fand,

Of the 3137838 million in fotal disbursements, $136,175 million
represented bonefits paid directly from the trust fund for health services
covared under Title XVIII of the Social Security Act. Benefit payments
inereased 8.7 percent in fiscal year 1897 over the corresponding amount
of $124,088 million paid during the preseding 12 months.

The remaining $1,661 million of disbursements was for administrative
expenses. This amount includes 3457 million for the health care fraud
und abusge control program, which was disewssed in section ILB,

Table [1.C2 compares the actual experience in fiscal year 1997 with the
estimeates presented in the 1996 and 1997 annusl reports, A number of
factors can eoatribute to differences between estimates and subseguent
sctual experience. In particular, actual values for key economic and
other vanables can differ from sssumed levels, and legislative and
regulatory changes may be adopied subsequent o & report’s
preparation. The comparisen in table I1L.C2 indicates that actual HI tax
income was slightly higher than estimated in both the 1996 and 1997
reports. Actual HI benefit payments i fisesl year 1967 were very close
to the smounts estimated io both the 1998 and 1987 reports,

Tabie 1.CEComparison of Actus! and Estimsted Oparations of the Mi Trust Fund,
Flsent Yoar 1967
[Dekar amenmis b milliong)

Comparison of SCtu) expscsrey with sxtmales for fscal
v SEAL ST OO

SR &= AL~ WO | -3 ... WO
Achual as ACtaii ey
Feiual Lslimaisd  perantaps o Extmaing pemartage of
Ham Brovant | pmognt' | sshenals gyt . geslimate
Pyl 1ax $412,725  SEE4625 ) $109.820 i)
Bsnpiil mgymenty 136176 136.4%8 hit 12,1589 i

iratar the intermaediale assanptions,

Table I1.C3 shows the total assets of the fund and their distribution at
the and of fisenl years 1086 and 18987, The assets of the HI trust fund at
the end of fiscal year 1996 totaled $125,338 million, consisting of
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Actugrial Analysis

$125,805 million in the form of obligations of the U8, Government and
an undisbursed balance of -$467 million. The assets of the HI trust fund
at the end of fiscal year 1997 totaled $116,060 willion, constating of
$116,621 million in the form of US. Government obligations and an
undisbursed balance of -3570 million,

Table L.C3.—Assets of the HE Trust Fund, :g?;’l‘m &t the End of Flacst Yeurs 1998 aryd
1

*

mer o 835

invasunents in public-gebl obligations soks ordy 1o the nasl tunds (secis issvash:

Caifcates of indelaingss:
tr2Spercart, WEY ... e 2882372000 00 e
BERS-parcart, 40 ... i asissaraazaie . L $1.837 228 00D 00
Boruts:
B50p0roant 1698 ... ..ot 263,197,000 03 —
8 350 o, 1050.2008 ... wrsvEaan 15,818 90500600 11.818,005,005.00
400 poment 1988 . ... o s 363,985,006 00 e
SA00-paamM, \BERZH0 Lo e 1,541, 138,000 00 11,544, 138.006.00
2.975-pACANLAST T . iiiieiiiinnen . — 2,158, 12200000
400 parcant, 2944 ... 0e i ieiiiisizinaans 3,358 465 00000 1,388 4565 00000
1.250-parcam, $958 ... .. P N 130,000 0G —_—
1.250-pereert, TER-2009 ... .iaiiionnn 11,8928 34800000 44.004,548.500,00
T8Mpemert, 199 ... eiraiieeans $57,961,000.00 —
7.3 ertunt, 18992007 ....iiuians.. 18,428,615 000.00 15, 126.615,000.00
8 1%%-pumard, YR L. ... s 201.273,000.90 e
E.185-phrcant, 19932006 .. ... .. 000 13,525 883 000 45 $3,626,883 500 00
B35 -peroent, 1998 ..., .. 1,231,588 00000 S—
SAT5-pawcan 1985200 ... £972, 3240000 A.972 324 X600
GEIS-poree, 1998 oo .ovui i GO 25L.000.00 R
A25-pacant, IBEA0L v iieareanan 5,254,152 00000 §,854.152,000.00
&, 760-porcent, 1988 ........ rE¥iaaeaana SABETEZ ODGO0 —
S.780. pacsant, WEAD2O0S . ..viihinnnn. 23,740,448 000 o F3,360,445,000.00
D 0persont, WIR209B ... 1EB4182.000.00 e
9.280-persats, 19992003 .. ........ ceas #,368,112,00000 £.360_ 112,000,000
19375 pewert, 1898 . ........ ereaaan ‘e 427,000.000.0¢ s
WATSpamant, 1893-200¢ .. ...... ferens 4,704,588, 00000 +,704 528 D00
OISC e, 1998 ..ol 588,4106,008.00 £39,116,000.90
1250-percanL, 1897 L. 1,450,124 560 00 —
4. 750-parcant, 1998-159% ..... R _olzeTRoones L LY1RS7R.000.00
ot InvosEnsmBE .. .ot iercrnrianen $124,804,758,000.00 . ¥18,890.788.000.00
Undisbursad haisnca™ ... ... aaaaal.s AG7 18021 ETOAE 62073

Tutal assets $IRSILLRIEIN0 . 150050354375 27
‘Canibeatos o wclablacnses saxd bonds ane carded st watioms, which is {he same &y Dook volua,

*Magatee Igures raprasird & Sxtersion of credR againgt secuiitied 10 be rdesmetd within the {oliowing few
days.

The effective annual rate of interest earned by the assets of the HI trust
fund during the 12 months ending on December 31, 1987, wag 8.0
percent. Interest on special issues is paid semiannually oo June 30 and
December 31. Tho interest rate on public-debt obligations issued for
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Expected Operations

purchase by the trust fund in June 1997 was §.875 percent, pavable
gomiannually.

D. EXPECTED SHORT-RANGE OPERATIONS AND STATUS
OF THE TRUST FUND

The Social Seeurity Act regquires the Board of Trustees to report
annually to the Congress on the operations and status of the Hi {rust
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 next 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 ennual report
include a statement of the sctusarial status of the trust fund, and that
requirement is fulfilled in the next section. In both this and the next
section, no changes sre assumed f{¢ eecur in the present statutory
provisions and regulations under which the HI program operates.

The estimates shown in this section provide detailed infermation
concerning the shori-range financial status of the trust fund, The
estimated levels of future incame and outge, annual differences between
income and outge, snd annual trust fund balances are explained and
examined in this seetion. Twe particularly important short-rangs
solveney measures for the HI trust fund, the estimated year of
cxhaustion asnd the test of shortrange financial adequacy, are also
discussed.

Esgtimates are shawn under three slternative sets of assumptions, io
iliustrate the sensitivity of future program costs to different economic
and demographic trends. The sets of assumptions used are intended o
portray a reasenable range of possible future trends. Due to the
uncertainty inherent in such projections, however, the actual oparations
of the HI irust fund in the future could differ significantly from these
eatimates.

The expucted operations of the HI trust fund during fiscal years 1988 to
2007, together with the past experience of the program, are shown in
table IL.I31. The estimates shewn in this table are based on the
intermediate set of assumpiions. The assumptions underlying the
intermediate projections are presented in section IL.F of this report.

The introases in estimated income shown in table ILDI primarily reflect
increases in payroll tax inceme to the truet fund. As noted proviously,
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Actuarial Analysis

the primary source of finencing for the HI program is the payrell tax on
coversd earnings paid by employees, smployers, and self-employed
workers. While the payroll tax rate is scheduled te remain constant,
eovered earnings are assumed to incresse in every year through the year
2007 under the intermediate agsumptions. These increases in taxable
earvings 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 yesrs, most of the smaller sources of Binancing for the '

HI trust fund increase as well. These inrome ssurees include incoms
from the taxation of QOASDI benefils, transfers from the Railroad
Ratirement program, and premium income for other neninsured persens
who voluntanily enroll in the program, Transfers from general revenue
to reimburse the program for the cost of providing HI benefits to certain
noningurad persons are decreasing. Transfors made from general
revenue to reimburas the HI trust fund for the costs sssociated with
certain military wage credits are prajected to remain sonstant over the
short-range period. More detailed descriptions of these sturces of
income can be found in pection ILB.

Interest earnings have been a significant source of income to the truat
fund, and bave indeed ranked second snly to payroll faxes, for many
yesra, Itisimportant to note that as the frest fund continues to decline,
with dishursements 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 soures of income for the HI program.

Disbursements for henefits are projected to increase in fiseal years 1998
to 2007, For the first fow years, benefits inerease at a slower rate than
inceme te the program due t the savings provisions of the Balanced
Budget Act of 1997, After this time, benefits increase at a fagter rate
than income for the remainder of the shori-range period. The
sxpenditures for benefit payments shown in table I1.D1 differ somewhat
from those shewn in the President’s Fiscal Year 1999 Budget, The
estimates shown in this report are based on more recent demographic
and ecopomic projections, and they do not reflect the implementation of
proposed changes in laws and regulations which were included in the
budget. The expenditures for bensfit paymenta shown in this section are
hased on the assumption that for fiscal years 1889 and later, the
prospective payment rates will be increased in accordance with Public
Law 105-33, the Balanced Budgst Act of 1987; for fiscal yesr 1988, the
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’ Expected Operations

prospective payment rates have already been determined {n secordance
with the same atatute. :

The estimated disbursements of the HI trust fund reflect the transfer of
certain home health services from the 31 program to the SMI program,
as specified by the Balanced Budget Act of 1897, Beginning January
1998, for individuals enrelled in both HI and SMI, the HI program will
cover the first 100 home health visits following a hospital or skilled
nursing facility stay of at least 3 days, and coverage of all ether home
health services for these individuals will be transferred from the HI
program to the SMI program. Therefore, all benefit payments for thoss
services being transferred will be paid out of the SMI trust fund
beginning January 19988, However, for the S.year peried 1988 through
2603, sums of money wiil also be transferred from the HI tyust fund e
the SMI trust fund to phase in the financiel impact of the transfer of
these services. The sums of money to be transferred will be determined
so that the net additienal expenditures of the SMI trust fund will be 1/8
of the cost of the services being transferred in 1988, incremented by an
additional 16 of the cost each year thereaier. The benefit payments for
1998 through 2003 shown throughout this repori represent the sum of
the aggregate Hi benefit payments and the funds transferred to the SMI
trust fund,

The actual operations of the HI program are orpanized, in general, on a
calendsr year basis. Earrangs subject {o taxation and the applicable tax
rates are established by calendar vear, as are the inpuiient hospitsl
deductible and sther cost-sharing amounts, The projected operations of
the trust fund on a calendar year basizs are ghown in table J1L.D2,
aceording to the same assumptions as used in table ILD1. The projected
decline of the HI trust fund cen be seen in both tables.
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Actuarial Analysis

Since future economic, demographic, and health care usage and cost
experienco may differ congiderably from the intermediate assumptions
on which the cost estimates shown in tables I1.D1 and 11.132 were baged,
projections have also been prepared on the basis of two different sets of
agsumptions, labeled “low cost” and “bigh cost.” The three sets of
assumptions were selected in order to illusirate the sensitivity of
program costs to different economic and demographic trends, and to
provide an indication of the uncertainty associated with financial
prajections for the HI program. The low cost and high cost alternatives
provide for a fairly wide range of pessible experience. While actual
experience may be ¢xpected 4o {ail within the range, no gssurance can
be made that this will be the case, particudsrly in light of the wide
varintions in experiencs that have eccurred 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 intermediste
assumptions, are discussed more fully in section ILF of this report.

The gstimated operations of the HI trust fund during calendar years
1937 ta 2007, for total program inceme and disbursements under all
three zlternatives, rre summarnized in table ILDS. The trust fund ratie,
defined asg the ratio of assets at the beginning of the yesr fo
disbursements during the year, was 80 percent for 1997, Under the
intermediate assumptions, the trust fund ratie is projected te deeline
steadity reaching 16 percent zt the beginning of 2007. The fund would
be completely exhausied in 2008 under the intermediate assumptions,
just beyond the 10-yesr shori-range projection period. Under the low
zost alternative, the trust fund would be exhausted in 2030, while under
the high cost alternative exhaustion weuld cecur in 2004, These
projections do not reflect any reductien in disbursemsnis due to
propased changes in legislation or reguiation which were included in the
President’a Fiscal Year 1999 Budget hut which have not been enacted or
implemented.

Tamie H.OZ~Esllmated Optrations of the HI Trust Fund During Cafanéar Yeurs 1997
2007, Under Altuenalive Sets of Assumptlons

Hiollar smeurds b bifions]
flates of aganis in
Calendac Tota Taotsl Mat lncronse Buref a1 dishyrsgnts®

w—TRRY, incoma hitdurga rmret 0 TS e QLA {pmemart
Imemadints: .

1957 SR $109% 33 $1158 80

1Hek 1359 143.8 ¥ glieh 8y

1933 1404 1473 5.8 gk 73

20 1488 L2 4.4 6.7 82

2004 1508 1538 3.2 a%s 5

2007 156.8 e . e | B4, @
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Expected Operations

Tatie LA Ealimated Cperstions of the M Yrust Fund Durlng Calendar Years 1697
20657, Under Aflernative Sats of Assumptions
[fanttar amaunty In Bllkcrg}

Kato of asseia to
Calergar Yot Total Hal incranss Fund 2 dishurssmanis’
yaut i i) dighyrsarmants . Sue gl ol ven {proent
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L& Cost;
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w0t 1535 1487 88 1181 k-
2003 i1 1811 n4 285 ¥t
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2008 1769 1647 113 1403 83
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008 b3: %1 BLE ne Y {1 S B7
2007 2016 1Y 125 18R &3
High osn:
bkl 1302 S8 853 $615.8 86
1998 1454 w4 1.6 46 k1]
R 1378 1515 Aig 90,7 2
000 144.5 158 8 2337 ne 57
2601 1540 1834 4.8 8.3 48
7002 158.2 57 R -21.8 0.8 3=
2003 164.1 a4 293 113 44
2004 173.1 2119 387 e 5
005 1854 2324 38 ¥ B 1
2008 888 L 4 4.8 BE-Y 3%
2007 Llaas 7EL 99 [ e

'Ratio of sxsats in the und 815 baginning of the yar o dishursemants during the year.
eamares for 1997 represant actuat expofance.
*Elimates o 2004 andd tstar e hypeiheticat, 3incg The HI ust fund woulit e axhausted i fhose yeam.

Neetor: Frstals o red rocossarty enus! S sums ol munssd somponnis.

Under the high cost assumptions, projected trust fund operations are
shown beyond the point of asset depletion, to indicate the trends in
future income and expenditures and to help illustrate the magnitude of
the future deficita’ It is imporiant to remember, however, that under
present law there is no authority to pay HI benefits if the assets of the

'These hypothetical fimd eperations ace estimatad bised on an underlying ersumption that
the HI trust fund conld Sorrow mmounts from S general fund of the Tressury on the same
{erms that it normelly Zends reserve amsets & the goneral fund {through the purchess of
specialissue Treasury seeuriting), Thas, the hypothatival, pest-depletion gperstions of the
trust fund are calodated on & mireordmage bania to ths normal Investment procedures,
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HI trust fand are depletad. In practice, benefite could not be paid until
additional trust fund income was subsequently received. Initially, this
would cauge a delay in reimbursing bospitala and sther bealth care
providers for the services deliverad to HI beneficiaries. However, the
length of the delay would increase very rapidly, quickly reaching a peint
where providers would be unable to continue providing care to
beneficiaries. Thus, the posaibility of depletion of the HI trust fund
must be treated as a very grave cousequence and corrected through
iegialation at the earliest opportunity,

The prajections in table J1.D3 indicate that without corrective
legislation, the assets of the HY trust fund would be exhausted within
the next € te 10 years under the high cost and intermediste
assumptions. The fact that exhaustion would escur under a fairly broad
range of futurs economic conditions, and is expected te occur in the
relatively near future, indicates the imporiance 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
HI trust fund ratio is at least 100 percent at the beginning of the
projection perfod, then it must be projected to remain at or above 100
percent throughout the ¥0-year projection peried; alternatively, if the
fund ratio is initially less than 100 pereent, it must be projected to reach
a level of ut least 100 parcent 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 10-year period. This test
is applied to trust fund projections made under the intermediate
stsumptions.

Failure of the trust fund fo meet this test is an indication that the
solvency of the program over the next 10 ysars is in question and that
action is needed to improve the ghort-range financial adequacy of the
program. As can be seen from table I1.D3, this short-range test is not
met. The trust fund ratio, which was below the 100-percent level at the
beginning of 1998, iz projected fo deckine steadily throughout the next
10 years and the trust fund is projected to be exhausted in 2008 under
the intermediate assumptions,

The ratios of assets in the HI trust fund et the beginping of each
calendar year to total dishursementa during that year are shown in table
11.134 for all past years since the beginning of the program. Figure IIL.D1
shows these historical trust fund ratios and the projected ratios under
tha three sets of assumptions, Figure ILD2 shows end-of-year trust
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Expected Operations

fund balances for historical years and for projected years under the
three sete of azsumptions. On both Spures, the labels *1°, “II”, and “IIF”
indicate prajections under the low cost, intermediate, and high cost
alternatives, respeciively., DBoth Sgures graphically illustrate the

severity of the HI trust fund’s Suancial inadequacy, except uvader
" conditions of exceptionally robust economic grewth and modest health
care cost increases, as nsaumed in the low cost alternative.

‘Tabie }.04.Retis of Aasets #t the Beginning of the Year to Disbursements During

the Yenr for the Hi Trust Fund
. algndar Hei
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Flgure L5184 Truat Fund Belance ot Beginning of Year as a Parcanlage of Aonual
Experdiluren
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The Trustees' test of short-range financial adequacy is stringent. Itis
designed to provide an early warning that a trust fund may face
financial difficulties in the coming years. Asindicated by the projcetions
sbove, 8 mere important concern is the depietion of the HI trost fund,
Corrective legislation ig needed s tho relatively near future to ersure
the continued payment of HI benefits when due.

As suggested by the historical asset levels shown in table 11L.D4 and
figvres IL.D1 and I1.D2, the Trustees’ short-rangs test for HI has seldom
been et For many years, the HI trust fund has bees projected to
became depleted within the next decade or 80, 85 2 result of incresses in
kealth 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 increass
trust fund revenue pndler reduce the rate of mrowth in program
expenditures. As 8 result of the periodic corrective legisiation, the
program has operated satisfactorily even though it has not met the
Trusteey’ ahort-range test.

Nonetheless, the test represents a desirable goal for the financial status
of social insurance programs. The Trustees have recommernded that
fund sasets be maintauined at u level of at least 100 percent of annual
program expenditures. Such a leve! is estiminted to provide a cuehion of
roughly 5 years in the event that program income falls 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 f0
be avnilable without interruption to the millions of aged and disabled
Americans who rely on such coverage.

E. ACTUARIAL STATUS OF THE TRUST FUND

In section 111, the expected operations of the HI program over the next
10 yoars were presented. In this section, the actuarial status of the trust
fund, or the adeguacy of the scheduled financing to support program
sosts well into the future, i3 examined under the three aliernative gets
of assumptlions. The assumptions used in preparing projections are
summarized in section ILF of this report.

*The test way introduced by the Board of Truatees in 1991,
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Actuarial Analysis

The long-range actusrisl status of the HI program is measured by
comparing on a year-hy-year basis the program's income {from payrol
taxes and income from taxstion of OABDI benefits) with the
corresponding incurred costs of the program, expressed as percentages
of taxable payroll? These percentages are referred to ns “income rates”
and “cost rates,” respectively. Far this purpose, both income and costs
are projected under present law. If these two items were exactly equal
in each year of the projection period and all prajection 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 degigned with rate changes oecurring only at
intervals of seversal years, rather than with continusl yearly increases
to match exactly with projected cost incresses. To the extent that small
differences between the yearly costs of the program and the
corresponding income rates oceur for short periods of time and are offset
by subsequent differences in the reverse direction, tbe financing
objectivez can be met by maintaining an appropriste contingency
reserve.  In projecting costs under the program, only incurred
expenditures (benefits and admirdstrative costs) attributable to insured
beneficiaries are considered, since expenditures for neninsured persons
are expected {o be financed through peneral revenue transfers and
premium pavments rather than through payrell taxes,

The histarical costs of the HI program, expressed as percentages of
taxable payroll, are shown in table ILEL The ratio of expenditures to
taxable payroll has increased from 0.94 percent in 1867 to 3.42 percent
in 1997, reflecting both the higher rate of increase in medical care costa
than in aversge earnings subject to HI tazes and the more rapid
increase in the number of HY beneficlaries than in the number of covered
workers,

The projecied costs of the program under the intermediate assumptions,
expressed as percentages of taxable payroll, and the income rates under
current law for selecied years over the 75-year periad 1998-207%, are
shown in tebie ILEZ. Further increases in the ratio of expenditures to
taxable payroll under the intermediate assumptions result from the
projection that the cost of the HI program will generally coatinue to
increase at a higher rate than taxable earnings, as diseussed Jater in
this section. An important exception is expected during 1998-2002,
during which time the Balanced Budget Act of 1997 will substantially

¥uzahle payroll is the total amount of wages, salaries, tips, telf-employmest intome, and
other earnings subjeel to the Hi payrall tax.
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reduce the rats of growth in HI expenditures. It can be seen from the
selectad years shown in iable ILE2 that, on a year-by-year basis, the
incowme rates under current law are insufficient by a growing margin to
support the projected costs of the cartent program. As a result, the
program j¢ seriously out of financial balance in the long-range and
substantial measures will be required io increase revenues andfor
reduce expenditures.

Tty LEL—Historlea! Cost Rates of ihs HE Program
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bl B E2~Projacted Cost and income Ralea of the B Program’
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While the year-by-year camparisons discussed are necessary to measure
the adequacy of the financing of the HI program, the financial status of
the program is sften summarized, over a specific projection perted, by &
single measure known as the actuarial balance, The actusrial balance
of the HI program is defined to be the differsnce between the
summarized incomoe rate for the valuation peried and the sunumanzed
vost rate for the same period. The summarized income rates, cost rates,
and actunrial balancs are based upen the present values of future
income en an incurred basis, future insured costs on an ineurred basis,
and future taxable payroll. The present values are caleulated by
discounting the future annual amounts of income and outgs at the
assumed rates of interest credited to the HI trust fund, The present
values are calculated ag of the beginning of the valuation peried. The
summarized income and cost rates aver the praizction period are then
ghtained by dividing the present value of incozme and cost, respectively,
by the present value of taxahle payrell, The difference between the
summarized income rate and coat rate over the long-range projection
peried, after an adiustiment to take inte acecunt the fund balance at the
valuation date and n target frust fund balance st the end of the
valuation period, is the actuarial balance. In keeping with a decision by
the Board of Trustees that it is pdvisable to maintaio s balance in the
trust fund equal (o 2 minimum of one year's expenditures, the {arget
trust fund belanes is equal to the Sollowing year’s estimated costs at the
end of the 75-year projection period. It should be noted that prejecting
an end-sf-period target trust fund balance does not necessarily inmaire
that the trust fund will maintain such a balance on a yenr-by-year basis,
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The actuarial balance can be interpreted as the immediate, level, and
permansnt percentage that must be addsd fo the current law income
rates and/or subtracted from the current law cost rates throughout the
gntire valuation period in order for the financing to suppert program
costs and provide for the targeted trust fund balance at the end of the
projection perigd. The income rate increase according to this method is
2.10 percent of taxable payroll. However, if no changes were made until
the vear the trust fund would be exhausted, then the required increase
would be 248 percent of taxable payroii under the intermediate
agsumptions,

The actuarial balances under all three alternative sats of assumptions,
for the next 25, 50, and 75 years, as well s for ench 26-year subperiod,
gre shown in table ILE3. The summarized income rate for the entire
75.year period under the intermediate azsumptions is 3.26 percent of
taxable payroll. 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 t0 meet the Trustees’ long-range test
of close actuarisl balance. (Section {ILF containg a summary of the
requirements of this test.)' As noted later in this section, these projected
long-range deficits are reduced significantly compared to prior
projections as a result of the Balanced Budget Act of 1987,

Yoble ILEQ—Actusriat Balances of the ¥t Program, Under Thres Sety of Azsumptions
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*An alisznative way of calcniating actuarial status, known an the modifisd average-<ont
methed, is presented in section ITLA. The HY trust fand alen fsils the test of long-rasge
sicse metunrial balasce vsing this method
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Tabis HEX-Actuarlal Balances of the HI Program, tindes Three Seis of Assumptions
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The divergence in suteomes among the three alternatives is reflected
both in the estimated operstions of the trust fund on a cash basis (ay
discussed in section ILD) and in the 75-year summarized costs. The
variations in the underlying assumptions, 28 shown in the next section,
can be characterized as (1) moderate in terms of magnitude of the
differences on & year-hy-year basis and (2) persistent over the durstion
of the projection period. Under the low cost siternative, the summarized
program ¢ost rate for the 75-year projection period is 3.47 percent of
taxable payroll and the summarized income rate is 3.30 percent of
taxable payroll; bente, HI income rates provided in surrent law would
be inadequate even under the Jow cost alternative. Under the high cost
alternative, the summarized program cost rate for the 78-year projection
period Is 8.86 percent of tawable payrell, nearly three times the
summarized income rate of 3.33 percent of taxable payroll,

Past experience has indicstad that economic and demographic conditions
as financally 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 tha program’s future cost,
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and its sensitivity to future econemic and demographic conditions,
Accordingly, it is important that an adequate balance be maintained in
the HI trust fund as a reserve for contingencies, and that financial
imbalances be addressed promptly through eorrective legislation,

A valuation period of 75 years is needed to present fully the future
contingencies that reasenably may be expected to vocur, such as the
impact of the large shift in the demographic composition of the
population whish will occur after the turn of the century, Astable ILE2
indicates, estimated expenditores under the program, expressed as
percentages of taxable payroll, increase rapidly beginning around 2030,
This rapid increase in costs sccurs because the relatively large number
of persons born during the period between the end of World War IT and
the mid-1960's (known as the baby boom) will reach retirement age and
begin to receive benefits, while the relatively smaller number of parsons
born during Iater years will comprise the labor force. During the last 25
years of the projeciion period, the projecied inereases in expenditures
urder the program stabilize somewhat?

Costs heyond the initial 25-year prejection peried for the intermediate
estimate nre hased upon the assumption that wsts 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 peried
primarily reflect the impact of the changing demographic compesition
of the population. Beyond the initial 25-year projection period, the low
eost and high cost alternatives assume that program cest 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 initial 2-percent differentizls are
assumed to gradunily decrsase until the year 2047, when program cost
increases (relative to taxable payroli} are sssumed $o be the same as
under the intermediate assumptions,

Figure I1.E1 shows the year-by-year costs as a percent of taxable payroll
for each of the three seis of assumptions, as well as the projected income
rates. 'The income rates are shown only for the intermediate
. agsumptiong in order to simplify the graphical presentation and because
the variation in the income rates by alternative is very small (by 2072,
the annual income rates under the low cost and high cost altermatives
differ by oniy about 8.4 percent of taxable payrelll Only small

*HI zeata s 1 percerilage of taxoble puyroll are projectad to continue to incrense, &t & tiower
rate, due to assuned further improvements in life expectancy.
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fluctuations are projected in the income rate, as the rate of income from
taxation of OASD! henefita varies only slightiy for each slternative.
Figure ILEY 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
figure, the labels *17, “II”, and “III" indicate projections under the Jow

cost, intermediate, and bigh cost alternatives, respectively.

Figure 181 —~Estimated H Cost snd Income Rates aa Percent of Taxabia Payrofl
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The 75-year actuarial balance of the HI progrem, under the
intermediate assumptions, is estimated to be <2.10 percvent of taxable
payroll, as shown in table ILES. The actearial balance under the
intermedinte assumptions »s reported in the 1997 Annval Report was
-4.32 percent. The major reasons for the change in the 75-year actuszial
balance are summarized in table I1LE4. In more detail, these changes
are:

{1} Changes in valuation period: Changing the valuation period
from 1997.2071 {0 1998-2672 adda a very large deficit year to
the caleulation of the sctuarial balanee. The effect on the
acturrial balance is -0.10 percent of taxable payroll.

{2) Updating the projection bage: The cost ps a8 percent of
payroll for 1997 was less than estimated in the 1997 report.
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The net effect ni‘i‘.lfus change on the actuarial balance is +0.536
percent.

{3) Legislation: The effez:%.s of Publie Law 105.33, the Balanced
Budget Act of 1997 (described in gection I1.4), result in 2
+2.1¢ percent change in the actuarial balance,

(4) Hospilal sssumptions: Changes in the hospital assumptions
described in the next section result in a 0,10 percent change
in the actuarial balance. The primary {actors contributing te
this change are the wage and non-wage differential
assumptions and higher utilization increases in the short
term compared to those assumed in last year's report.

{3} QOther provider assumptions: Changes to the non-hospital
provider uiilization snd price assumptions result in 2 +0.04
percent change in the actuarial balance, The primary factors
are lower assumed utilization for home hesith agencies and
higher assumed utilization for skilled nursing facilities in the
shori-range than assumed in lest vear’s report. -

(6) Ecomomic and demographic sssumptions: Changes in the
sconomic and dérmographic assumptions described in the
next section resull in # -G.08 change in the actuarial balancs.
The primary factor is the effect of demographic assuraption
changes on HI benefits.

Tablo ILE4.—~Change In the 78.Year Actusrial Balance Sirce the 1997 Report

3, Actuzral belarae, Flammediale assumptions, 1997 report & 50%

£ Changes: '
. Y¥aluation padad ’ Q.40
n.8ase eshmaty 028
Ghagistation X 2
d.Hospind assurmptions AT
.0t provider assunntions 443,04
 Ecanamic arcd demographip assumplkms 0.8

MNei afecl, above changey X2
| 219

As can be seen in table ILE4, the substantial improvement in the
actuarial balance compared with last vear's is due to the passage of the
Balanced Budget Act of 1997, The Balanced Budget Act includes new
prospective payreent systems Yor most of the providers covered by HI,

limitations on the updates to payment rates for afl HI providers, and the
shift of the majority of home health services to 8MI. The Act reduces FX
expenditures hy about S0 percent ultimately, once all its provisions sre
folly phased in, This results in the defieit being cut roughly in half. As
neted earlier in this section 2 substantial deficit rempins, which should
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Actuarial Analysis

be addressed by the National Bipartisan Commission on the Future of
Medicare, which wus also created by the Balanced Budget Act,

F. ACTUARIAL METHODOLOGY AND PREVCIPAL
ASSUMPTIONS FOR THE HOSPITAL INSURANCE COST
ESTIMATES

This section describes the basic moathodology and agsumptions used in
the estimates for the HI prograra under the intermediate sssumptions.
In addition, projections of program costs under two alternative sets of
assumptions are presented,

1. Assumplions

The economic and demographic assomptions underlying the projections
shewn in this repert are consistent with those in the 1998 Annual
Report of the Board of Trustees of the Federa] Old-Age and Survivors
Insurance and Disability Insurance Trust Funds. These sssumptions
are deseribed in more detail in that report,

2. Program {.'?esi; Projeciion Metbodology

The principal steps involved in projecting the fisture 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 base;
(b} projecting increases in payments for inpatient hospital services
under the program; {¢] projecting increases in payments for skilled
nursing, home health, and hospice sorvices cavered under the program;
{(d} projecting increases in payments io managed care plans; and
(e} projecting increases in sdministrative costs. The major smphasis is
directed toward expenditureg for fea-for-service inpatient hospital
services, which account for approximately 67 percent of total benefits,

o }’wjeefion Base

In order io esiablish a suitahle 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, payraents 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 fow of payments to providers must be eliminsted. As s result, the
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rates of increase in the incurred cost of the program differ from the
increases in eash dishursements ghown in tables [1.DY and ILD2.

For those expanses still reimbursed on s reasonable cost basis, the costs
for sovered services sre determined on the basis of provider cost reparts.
Paymenta to a provider initially are made on an interim basis; to adjust
interim payments to the level of retrosctively determined costs, a series
of payments or redoveries is effected through the course of cost
gettlesient with the provider. The net amounts paid to date to providers
in the form of cost settlemuents are 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 reguired to
obtsin cost reports from providers, to verify these reports, and to
perform audits {where appropriate), final settlements have lagged
behind the original costa by as uch as severn} years for some providers.
Hepce, the fnal cost of gerviees reimbursed on a reasenable cost basis
has not been completely determined for the most recent years of the
program, and some degree of uncertainty remaing even for earlier years,

Even {or inpatient bospital operating payments paid for on the basis of
diagnosis-related groups (DRGe), most payments are initially made on
an interim basis, and final payments are determined on the basis of bills
containing detailed disgnostic information which are later submitied by
the hospital,

Additional problems are posed by changes in legislation or regulation,
or in sdministrative or reimbursgment pelicy, which can have a
substantial effect on either the ameunt or incidence of payment. The
extent and timing of the incorporation of such changes inte interim
payment rates and cost seiflement amounts cannot be determined
precisely,

The process of allocating the various types of paymenis made under the
program to the proper incurred peried—using incomplete data and
estimates of the impact of administrative actions—presents difficudt
preblems, the solutions {6 which can be only appreximate. Under the -
circumstances, the best that can be expected is that the actual incurred
cost of the program for & recent period can be estimated withio a few
percent, Thig increases the prejection error directly, by incorporating
any error in estimating the base year into all future years,
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b, Fee-for-Service Pavmenlts for Inpatient Hospital Costs

Beginning with bospital accounting yvears stariing on or after Qetober 1,
1983, the HI program began paying almost all participating hospitals a
progpectively-determined mupount for providing covered services to
beneflciaries. With the exception of eortain expenses reimbursed on a
reasonable cost basis, as defined by law, the payment rate for each
admigsion dependa upon the DRG to which the admission belongs.

The law contereplates that the anpual increase in the payment rate for
each admission will be related to o hospital input price index, which
measures the inerease in prices for goods and services purchased hy
hospitals for use in providing care ts hespital inpatients. In other
literature, the hospital input price index is also called the hospital
market basket. For fiscal year 1838, the prospective payment rates have
already been determined, The projections contained in this report are
based on the assumption that for fiscal years 1999.2002, the prospective
payment rates will be increased by the increase in the hospital input
price index, less the percentages specified by Public Law 105-33, the
Balanced Budget Act of 1387, For hscal years 2003 and later, current
statute mandates that the annual increase in the payment rate per
admission equal the annual increnae in the hospital input prise index.

Increases in aggregate payments for inpatient hogpital care covered
under the HI program can be analyzed in five broad eategorias:

{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-laber factors—the increase in the hespital input price
index which is attributable to factors other than hospital
workers' hourly earnings, such as the costs of energy, food,
and supplies;

{8) Unit input intensity sllowance--the amount added 4o or
subtracted from the input price index {(generally as a result
of legislation) tn yield the prospective payment update factor;

{4} Volume of services-the increase in tetal cutput of units of

service (a5 meamired by hospital admnasmns govered by the
HY program); and
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(5} Other sources—a residusl eategory, refiecting all other
factors affecting hospifal cost increases {such ax intensity
increases).

Table ILF1 shows the estimated values of the prinzipal eompopents of
the increases for historical periods for which dafa are available and the
projected trends used in the estimates, The following discussions apply
to projections under the intermediate sssumptions, unless otherwise
indicated.

Increases in hospital workers’ hourly earnings can be analyzed and
projected in terms of (1) the assumed increages in hourly earnings in
employment in the general economy and (2) the difference betwean
hourly earnings increases in the general ecanomy and the hospital
hourly earnings used in the hospital input price index® Since the
beginning of the HI program, the differential between the bospital
workers’ hourly earnings and hourly earnings in the general #eonomy
has fluctuated widely. Since 1984, this differential has averaged about
-0.3 percent. During the initial yesrs of the prospective payment
gystem, it appears that hospital hourly enrnings were depressed relative
0 those in the general evonomy as hospitals adapted to the prospective
payment system, This differential 13 assumed to fluctuate, leveling off
to zero for most of the projection pertod.

' Non-labor cost increases ean similarly be analyzed in terms of a known,

evonemy-wide price measare (the CPL) and a differential betweern the
CPI and hospital-specific prices. This latter factor is called the hospital
price input intensity increase, and reflects price increases for pon-labor
goods and services that hespitals purchase which do not parallel
increases in the CPL  Although the price input intensity level has
fluctuated erratically in the past, this differential hag averaged about
~0.3 percent during 1984-1896. Over the short term, hespital price input
intensity is assumed to flictuate, leveling off to zero for most of the
projection pericd.

The final input price index is caloulated 23 a weighted average of the
labor and non-lahor factors described above. The weights refiect the
relntive use of each factor by hospitals (mz‘rezzﬁy about 60 percent labor
and 40 percent non-labard.

In establishing the hospital input price index, a “proxy” measure of hospital hously
surnings i used Lo 2stimate actual earnings.
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For years prior to the beginning of the prospective payment system, the
unit input intensity allowarnee has heen set at 1 percent for illustrative
purposes, with historical increases in excess of 1 percent allocated to
other sourees, For years afler the beginning of the prospective payment
system, the unit input intensity allowance is the aliowance provided for
by law in the prospective payment update factor; that is, the unit input
intensity allowance is the smount added oate {or move 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 ILF1 is on a calendar year basis
Caloulations have therefore been perlormed to estimate the unitinput
intensity allowance on a ealendar year basis.}

For fiscal years 1998-2002, the allowances are prescribed in the
Balanced Budget Act of 1997. Beginning in fiscal year 2003, the law
provides that future increases in paymenta to participating hospitals for
covered adrissions will equal the increase in the hospital input price
index. Thus, the nnit input intensity allowanee, ag indlcated in tuble
IL.¥1, is assumed to equal zero for the rest of the years in the first
28.year projection penod.

Increases in paymenis for inpatient hospilal services also reflect
increases in units {volume} of servize as measured by incresses in
inpatient hospital admissions covered under the HI program, Increases
in admissions are attributable beth to increases in fee-for-service
enrollment under the HI program and t¢ inereases in admission
incidence {admissions per beneficiary), as shown in table ILF1. The
historical and projested increases in snrollment reflect the more rapid
increase in the population aged 65 and cver than in the total population
of the United Siates, and the coverage of certain disubled beneficiaries
and persons with end-stage renal disease. Inereases inthe enrollment
are expected to continue, reflecting a continuation of demographic shift
into eategories of the population which are ¢ligible for HI protection, .
There 18, howsever, an offsetting effect as more beneficiaries choose
managed care plans. This effect is ghown in the managed care shift
effect column, In addition, increases in the average age of beneficiaries
lead {o higher levels of admission incidence, Admisgion incidensce levels
are also often affected by changes in the lawa and regulations that
define and puide 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 factors: {1} the changes in DRG coding as hospitals continue to
adiust to the prospective payment system; (21 the trend toward treating
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less complicated (and thus, less expensive) cases in sutpatient settings,
resulting in an increase in the average prespective pavment per
admission; and {3} legisintion affecting the payment rates, The effects
of several budget reconciliation acts, sequesters as required by the
Gramm-Rudman-Hollings Act, and other legisiative effects are reflected
in other sources, ns appropriate. The assumed increase in this factor for
fiscal vears 1968 through 2022 is 1.0 percent, attributable to an assumed
santinuation of tha current trend toward treating less complicsted cases
in outpatient settings snd continued changes in DRG coding.
Additionally, part of the incrense from other sources can he attributed
1o the inerease in payments for certain costs not included in the DRG
payment; these costy are generally increasing at a rate faster than the
input price index. Other possible sources of both relative increases and
decreases in payments include {1} a shift to more or less expensive
admissions {DRGy) due to ehanges in the dersographic characieristics
of the covered population; {2) changes in medical practice patterng; and
(3} adiustments in the relative peyment levely for various DRGs or
addition/deletion of DRGs in response to changes in techinslogy. As
experience under the prospective payment gystem continues to develop
and ig further anslyzed, it may be possible te establish a more
pradictable trend for thig component.

The incresses in the input price index (ess any intensity aliowance
specified in the law), unita of service, and niher sources are compounded
to calgnlate the overall increase in payments for inpatient hespital
services. These overall inereases are shown in the last columa of table
ILFL, :

e. Fee-for-Service Payments for Shilled Nursing Facility
{SNFE}, Home Health Agency (HHA), and Hospice Services

Historical experience with the number of days of care covered in SNFs
under the HI program has been characterized by wide swings. The
number of covered days dropped very sharply in 1970 and contioued to
decline through 1872, This was the result of strict snforcement of
regulations separating skilled nursing care from custodial care, and
primarily reflected the determinution that Medicare way not Liablo for
pevment rather than reduced usage of services, The 1972 amendments,
extended benefits {o persons whe require skilled rehabilitative services
regardless of their need for skilled nurging services (the former
prevequisite for benefits), This change and subsequent related changes
in regulations have resulted {n significant incresses in the number of
services covered by the program. Changas made in 1988 to coverage
guidelines for BNF services and expansions and changes due to the
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Medigare Catastrophic Coverage Act of 1888, effective January 1, 1988,
resulted in large increases in utilization of BNF sarvices. A reduction in
utilization occurred in 1980-1991, consistent with the provisions of the
Medizare Catastrophic Coverage Repeal Act 6f 1889, From 1981 to 1997
large, but gradually decreasing, increases in SNF utilization aecurred.
Projections refiect & continued decline in these increases, eventually
resching medest increnses in covered days based on growth and aging
of the population,

Increases in the average cost per day’ in SNF's under the program are
caused principally hy increasing payroll costs for nurses and other
required skilled labor. For 1991 through 1996, large rates of increase in
sost per day occurred due to nursing home reform reguletions. For 1687,
thig increase was smaller than the previous six years but stili large by
histerical standards. Prajected rates of increase in cost per day are
assumed to decline to be slightly higher than inereages in general
sarnings throughout the projection period. Adjustments are included to
reflect the implementation of the new prespective payment system for
&NFs, as required hy the Balanced Budget Act of 1887, lnereases in
retmbursement per day reflect the changes in bensficiary cost sharing
amounts, including those changes resulting from the catastraphic
coverage and catastrophic coverage repes] legislation,

The resulting increases in feedor-service expenditures for SNF services
are shown in table 11.F2,

‘fohle ILF2~~Relationship Belween incroases In M Program Expenditvres and
Increases in Taxabie Payroi’

Rati of
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"Coat in delined o be {he total of program reimbursement and beneficiary cost sharisg.
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Tebte H.F2~Fintptionahip Between Incresses in Hl Program Expenditures snd
Ingresass In Taxable Payrof'
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"Under tha intarmedine stsumations,

Program experience with HHA paymenta hasg shown a generally upward
trend. The number of visits had increased sharply from year {6 year,
but saie decreases, albeit small in magnitude relative o past increases,
were experienced in the mid-1980's; these were followed by modest
incremses. During 1989-1995, however, extremely large increases in the
number of visits cccurred. Growth slowed dramatieally in 1986 and
1997, in part as a result of intensified efforts to identify fraudulent
activitics in this ares. The growth in the benefit is further slowed by the
enactment of the Balanced Budget Act. This legisintion introduced
interim per-heneficiary cost limits, at levels resulting in substantially
lower aggrégate payments, which will be used until a prospective
payment system is implemernted in fiscal year 2000. Modest increases,
based on growth and aging of the population, are projected thereafter,
in additien, beginning in 1988 the majority of the HHA services will
move from the HI program to the BMI program, but with a portion of the
cost of the transferred services mst through the HT {rust fund during &
B-yenr transitional period. The HHA estimates shown in this report
represent the total cost to the HI program from {1) Hl-covered HHA
services, plus {2} the transiional payments to the SMI trust fund for the
applicable portion of SMI HHA costs, as specified by the Balanced
Budget. Reimbursement per visit is ssswmed to inerease at a slightly
higher rate than incresses in general eamnings, but adjustments to
reflect Ieglslatzazz limiting HHA reimbursement per visit are mchztied
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where' appropriate. The resulting- increases in fee.for-service
expenditures for HHA services are shown in table [LF2.

Coverage of certain hospice care for terminally i beneficiaries resulted
from the enactment of the Tax Equity and Fiscal Responsibility Act of
1982; such payments sre very small relative to total program benefit
payments but have grown rapidly in most years. This growth rate has
slowed down dramatically in the mest recent years, Although detailed
hospice data are scant at this time, estimates for hospice benefit
payment increases are based on mandated daily payiment rates and
annual payment caps, and assume modest growth in the number of
cevered 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 service, but are included in the
AVETEZE.

d Managed Care Costs

Program experience with managed care payments has shown an upward
trend, Per eapita amounts have grown following the same trend as feer
for-service per capita growth, based on the formula in the law to
calenlnte managed ecare capitation amounts, The projection of future per
eapita amounts fallows the requirements of the Balanced Budget Act of
1997 as related to the Medicare+Choice capitation amoeunts, which
increass at rates based on the per capita growth for all of Medicare, less
specified adiustments in 1998 to 2002,

The major reasen for the large growth in HI managed eave expenditures
has been the increase in managed care entollment. These increases in
enrotiment were quite large in the early 1980's but slowed in the late
1580%. Bince then large growth hag been oceurring. The projection of
these enroliment increases assumes very high growth in the next few
years zg additiona) Medicare+Choice managed care plans become
available and then more modest increases based on growth in Medicare
total enrollment after that,

¢, Administrative Expenses

The cost of administering the HI program hag remained relatively small,
in comparison with bepefit amounts, threugbout the history of the
program, The ratio of administrative expenses 1o benefit payments haa
generslly fallen within the range of 1 te 3 percent. The short-range
prajection of admisistrative vost is bassd on estimates of workloads and
approved budgets for intermediaries and HCFA, In the long-range,
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administrative cost incresses sre based on assumed increases in
workloads, przmarﬂy due to growth and aging of the popu!atzen and on
assumed unit cost increases of slightly less than the increasesin average
hourly sarnings shown in table ILF1. 3

3. Financing Analysis Methodology

In order to analyze costs and to evaluate the finanding of & program -
supported by payroll taxes, program costs must be compared on &
year-by-year basis with the taxable payroll which provides most of the
source of income for these costs. Sinee the vast majority of total
program costs are related to insured beneficiaries and since general
ravenue appropriations and premiusg payments are expected to support
the uninsured segments, the remainder of this report will fecus on the
financing for insured beneficiaries only.

. &t Taxable Payroll

Taxable payroll incresses occur ns a resulf of increases in average
caverad earnings and increases in the number of covered workers. The
taxable payrsll prejection used in thie report is based on economic
assumptions consigtent with those used in the OASDI report. The
projected increases in iaxublie payroll for this report under the
intermediate assumptiens are shown in table ILF2.

b. Relationship Between Program Costs und Taxable Payroll

The single most meaningful measure of program cost increases, with
reference to the Bnaneing of the system, is the reiationship between
prograun ¢ost increases and taxable payroll increases. If program costs
increase more rapidly than taxable payroll, either increasing income
. rates or reducing program costs (or some combination thersof) will be
required o finance the system in the future. Table ILF2 shows the
projocted incresses in prograin costs relative to taxable payroll over the
first 28-year prajection peried. These relative increases are initially
negativa in the short term, due to the home health benefit being shifted
out of the HI program and the other savings provisions in the Balanced
Budget Act of 1997, Thereafter they increase to the range of 1.5t 2.0
percent per year until 2010, and then increase to a level of about 2.7
percent per yoar by 2020 for the intermediate assumption, as the
poat-Weorld War 11 baby boem population becomes ¢ligible for benefits.

The result of these relative growth rates is initially 4 reduction in the
cost of the HI program as 2 percentage of taxable payroll, followed by a
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steady increase in the yenr-by-vear ratios of program expenditures to
taxable payroll, as shown in table ILF3. Under the low cost altermative,
increages in program expenditures follow a similer pattern relative to
inereases in taxable payroll, but at a somewhat lower rate, which
becomes about the same rate as taxable payroll by 2010; the rate then
increases, resching sbout 1.2 percent more per vear than taxable payroll
by 2020, Similarly, the high cost alternative follows a comparahle
pattern but at a somewbat bigher rate than under the intermediate
assumptions, gradually becaming about 3.2 percent more than taxable
payroll by 2010, and then increasing to about 4.5 percent more than
taxable payroll by 2620.

Tebie K.F)L—Summary of Alternative Projectians for the Ml Program
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Actunrial Analysis
4. Projections Under Alternative Assumptions

Since the heginning of the program; aggregate inpaticnt hospital costs
for Medicare beneficiaries have incressed substantially faster than
increases in average earnings and prices in the general economy. Table
IL.F1 showse the estimated experience of the HI program for 1884 to
1988, As mentioned sarlier, the HI pragram now makez most payments
to hospitals on & prospactive basiz, The prospective payment system has
made the cutlays of the HI program potentially less vulnerable to
excessive rates of growth-in the hospital industry., However, there is
still considernble uncertainty in projecting HI expenditures, for
inpatient hospital services ns well as the other coverad types of services,
duw to the uncertainty of the underlying econemic assumptions and
utilization increases. In addition, there is uncertainty in projecting HI
expenditures due to the porsibility of future legislation affecting unit
payment levels, particularly for inpatient hospital services. Current law
is assvmed throughout the estimates shown in this report, hui
Iegislation affecting the payment levels to hospitals for the past 12 years
and the next 5 years has been enacted, and future legislation is
probabie,

In view of the uncertainty of future cost trends, projected costs for the
HI prograss have been prepared under three alternative sets of
assumptions. A summary of the assumptions and results is shown in
teble I1L.¥3. The set of assumptions labeled “Intermediate” forms the
hasis for the detailed discussion of hospital cost trends and resulting
program costs presenied throughout this report. It represents
intermediate cost increase pssumplions, compared with the lower cost
and higher cost alternatives, Increases in the economic factors (averags
hourly eamnings and CPI} for the three alternatives are consistent with
those underlying the QASD! report,

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

By the end of the first 25-year projection peried, program costs are
projected to increase about 2.7 percent faster per year than increases in
taxeble payroll for the intermediate assumption, as discussed in section
I1.F3. Program ¢osts beyond the first 25.year projection period are
based on the assumption that costs per unit of service increase at the
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same rate ng average hourly earnings. Program expenditures, which
were about 3.4 percent of taxable payroll in 1897, increase to slmost 5
percent by the year 2022 and {0 almost 8 percent by the vear 2072 under
the intermediate sssumptions. Henee, if all of the projection
agsumptions are reslized over time, the Hl income rates provided in
current law [3.26 percent of taxable payroll) will be grossly inadequate
to support the cost of the program.

During the Srst 28-year projection period, the low cost and bigh ¢ost
alternatives contain assumplions which result in program costs
increasing, relative to taxable payroll increases, approximately 2 percent
less rapidly and 2 percent more rapidly, respectively, than the results
under the intermediate assumptionz. Costs beyond the first 25.year
projection period assume the 2 percent differential gradually decreanes
until the year 2047 when program cost inersases relative to taxable
payroll arc approcimately 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 about 4.2 percent of taxahle payroll by 2072, Under the
high cost alternative, program expenditures in the year 2022 would
inerease to about 7.4 percent of taxable payroll, and to about 15.3
percent of taxable payroll in the vear 2072, In gach instance, these costs
are nearly one-third lower than projected in last year's annual report,
ns & result of the Medicare provisions in the Balanced Budget Act of

1947, .

G. LONG-RANGE SENSITIVITY ANALYSIS

This section presents estimates which illustrate the sensitivity of the
leng-range cost rate and actuarial balance of the HI program to changes
in selected individual assumptions. The estimates basod on the three
alternative sets of assumptions {1.¢,, intermediate, low cost, and high
cost} Hlustrate the cffects of varying all of the principal assumptions
simultaneously in order to portray a generally more optimistic or
pessimistic future, in terms of the projected Gnancial status of the HI
program. In the sensitivity analysia 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 in similar variations in the long-range estimates,

Each table that follows shows the eflects of changing a particular
assumption on the HI summarized income rates, summarized cost rates,
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and actusrial balances {as defined earlier in this report) for 25.year,
50-vear, and 75-year valustion periods. Because the income rate varies
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 changs in the corvesponding cost rate, butin
the opposite direction. For example, a lower projected cost rate wounld
regult in an improvement in the correspending projected actuarial
halznce.

1. Real-Wage Differential

Table I1.G1 shows the estimated HI income vates, cost rates, and
actuarial balances on the baais of the intermediate sssumptions with
various sssumptions about the real-wage differential.  These
assumptions are that the ultimate real-wage differential wiil be
0.4-percentage-point {28 gpssumed for the high cost alternative),
0.9-percentage-point (as assumed for the intermediate assumptions),
and 1.4-percentoge-points {as assumed for the low cost alternative). In
each cose, the ultimate annual incresse in the CPI is assumed to be 3.5
percent (as assumed for the intermediate assumpiions), vielding
ultimate perceniage increases in average annuval wages in govered
employment of 3.9, 4.4, and 4.9 percent usder the three illustrations,
respectively,

Past increases in real earnings have exhibited subsiantial variation,
During 1951-1970, real earnings grew by an aversge of 2.2 percent per
year. During the last quarter century, however, the average annual
increase in real earnings has amounted i only 0.8 percent. The
possibility of continuing poor performance in real wage growth is a
matter of some concern to analysts and policy makers, Thus, the
sensitivity of HI costs to future real wage growth is important. As
shown in table ILGI, projected HI costs are, in fact, fairly sensitive to
the assumed growth rates in real wages. For the 75-year period
18998-207%, the summarized cost rate deereases from 5.62 percent (for &
real-wage differential of 0.4-percentage-point) to 5.15 percent (for a
differential of 1.4-percentage-points). The HI actuarial balance over this
period shows a corresponding improvement for faster rates of growth in
real wages.
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Tabis ILGT.—Estimated Hl incoma Rates, Cont Retes, and Actuarial Baiances, Based
«n intermediate Estimaten With Varlous Realk-Wage Assumptiona
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The HI cost rate decreases with increasing real-wage differentisls,
beeause the higher real-wage levels increase the taxable payroll to a
grealer extent than they increase HI program benefits, Ir particular,
each 0 S.percentage-peint increase in the assumed real-wages differential
increases the long-range Hi actuarial balance on average by about .23
pereent of taxable payroll.®

2. Consumer Price Index

Table 11.G2 shows the estimaied HI income rates, cost rales, snd
actusrial balsnces on the basis of the intermediate alternative with
various gsgumptions about the rate of increase for the TFI. Thess
assumptions are that the ultimate annual increase i the CPl will be 2.5
percent {ag assumed for the low cost altermative), 3.5 percent {as
assumed for the intermediate assumptions), and 4.3 percent {(as
assumed for the high cost allernative). In each case, the ultimate
real-wage differential is assumed to be 0.9 percent {as assumed for the
intermediate sssumptions), yielding ulthmate percentage increases in

*This sensitivity is dampened somewhat becauss, 85 noted previously in this report, after
the fizst 2% yoars medical care unit costs are 2xsumed o incronse at the wune rets a3
wverage hourly garnings, A% e result, sssumed faster real wage growih cagses projected
laxadile payroll &s incresse miove rapidiy than profectsd coste, bat anly for the Bret 35 yoars.
Thereafier, payrell and costs sre both prejected ta incraase at nhout the same rate. The
cumulstive changs between payroll and costs rontinues ut does not inzrease further,
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sverage annual wages in covered employment of 3.4, 4.4, and 5.4 percent
under the three ilustrations.

Tabte .62, —Estirmaled 8t ingoma Retes, Cost Rated, and Actuarial Bnlancey, Based
on Intarmedista Eatlmates With Varfous CPHRGrenss Assumptiona
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For all three periods, the cost rate decreases slighily with greater
assumed rates of inercase in the CPI. Over the 75.year projection
period, for example, the cost rate decreases from 5.39 percent (for CPI
inereases of 2.5 percent} to 5.32 percent (for CPl increases of 4.8
percent). The relative ingensitivity of projected HI cost rates to different
levels of general inflation occurs because inflation is assumed o affect
both the taxable payroll of workers and medical care costs about
equally? In practice, differing rates of inflation could secur between the
economy in general and the medical-care sector. The effect of such a
difference can be judged from the sencitivity analyais shown in the
subsequent section on misesllaneous health eare cont factors. The effect
of eacks 1.0-percentage-point increase in the rate of change assumed foy
the CPl is an incresase in the long-range actuarial batance of nbout $.02
percent of taxable payroll, on average.

3. Real-Interest Rate

Table 11.G2 shows the estiznated HI income rates, cost rafes, and
actuarial balances under the intermediate alternative with various
assumplions about the annual real-interest rate for sperial public-debt

*The slight sensitivity shown resulte primarily from tha fact that the fiscal year 108
peyment rates for hoapitais have alroady been ast. Ifthe 1998 paymenis were allowsd Lo
be sfiocted iy CPI changes, there would b ns projected effect dus to CPI chunges.
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obligations issuable to the trust fund. These assumptions are that the
ultimate annual real-interest rate will be 2.0 percent (as sesumed for the
high cost alternative), 2.8 percent (as assumed for the intermediate
assumptions}, snd 3.5 percent (s assumed for the low cost alternative).
In each ease, the ultimate annual increase in the CPI is assumed to be
3.5 percent (a3 sssumed for the intermediate assuraptions), resulting in
ultimate annual yields of £5, 6.5, snd 7.0 percent under the three
llustrations.

tahla .G —EBstimated Kl Income Rates, Cost Rotes, ani Actuarial Balances, Based
or irdermediate Enlimstes With Varlous Real-nierest Assumptions
{As 2 parcentipe of axahia peyrol]

Yahslion peks 2.8 pargen speennl,.,..  SSpemen
Summanzsd ome rate:
Zhyesr 1008022 a0 L¥3 122
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Thyear; 922073 .z i 3
Summarized aoed mty:
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55 -vear; TO96-2047 4.53 4,85 4
THyear 19932572 551 537 513
Actuarlat baksnge: .
2% yuar 195022 DT .13 {366
Syaar 19980-2047 118 BT -1.48
TE-yean 19982072 234 218 -1.B7

Feor all periods, the cost rate decresses with increasing real-interest
rates, Over 19982072 for example, the summanzed HI cost rats would
decline from 5.61 percent {for an ultimate real-interest rate of 2.0
percent? to §.13 percent {(for an uitimate real-interest raie of 3.5
pereent). Thus, each 1.0-percentage-point incresse in the assurned
renl-interest rate increases the longwrange sctuarial balanee on average
by about 0.31 percent of taxable payrell. The fact that the actuarial
bulance of the HI program is sensitive o the interest agsuraption is pot
an indication of the actual role that interest plays in the financing of the
HI pregram. In actunlity, interest finances very Bttle of the cost of the
Hi program, The sensitivity of the sctuarial balance to the interest
assumption i3 implicit in the pregsent-valoe method used to caleidate the
sctaarial balunce (ns deseribed in more detall in section 11EA)

4. Health Care Cost Factors

Table 1LG4 shows the estimated HI income rates, cost rates, and
actuarial balances on the bagis of the intermediate set of assumptions
_with two vanations on the relative annual growth rate in the aggregate
cost of providing covered health care pervices to Hl beneficiaries. These
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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 sssumption, the ssime as the intermediate assumption,
and 1 percent faster than the intermediate assumption. In each cass,
the taxable payroll will be the same as sssumed for the intermediate
assumptions.

As noted previously, factors such as wage incereases and price increases
may simultaneously affect both HI tax income and the costs incurred by
hospitals and other providers of medical care to HI beneficlaries. (The
sensitivity of the program’s financial status to these factors is evaluated
in sections 1131 and I1.G2.; Other faciors, such a8 the viilization of
services by beneficiaries or the relative complexity of the services
provided, can affect provider costs without affecting HI tax income. The
sensitivity analysis shown in table 11.G4 illustrates the finaneial effect
of any combination of such factors that resultys in apgregate provider
costs incrensing by 1 percentage poini faster or slower than the
intermediate agsumptions, relative to growth in taxable payroll under
the intermediate assumptiions,

Tabis H.GA.~Estimated Bl income Ratas, Gost Rates, and Actuariel Belances, Based
an intermediate Estimatos With Various Heslth Care Cost Growth Rote Assumplions

{A3 & percsriape of \axable paymi
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As fllustrated in table IL.G4, the Gnancial status of the HI program is
extremely sensitive to the relative growth rates for health care service
costs .versus taxable payroll.™® For the 78-year period, the cost rate

*I1s contrast to the situation described for the real-wrage differential (see footnats 1), the
sensitivity enalysis shown hars reflects the contindng effects of relatively faster or dower
growth in medicn care wals throughout the entire T8-vear perind.  As o rosull, the
sensitivity shown heve for miscellaneous health care cost factora is subatantisily greater
than shown for the real-wage diffsrential,
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increnses from 3.78 percent {for an annual cost/payroll growth rate of §
percentage point less than the intermediate asgumptions) to 7.92
percent {for an annual cost/payroll growth rate of 1 percentage point
maore than the intermediate assumptions). Each 1.0-percentage-point
increase in the assumed cost/payrall relutive growth rate decrenses the
iong-range actuarial balance on average by about 2.07 percent of taxabls

payroli.
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A ACTUARIAL BALANCE UNDER THE MODIFIED
AVERAGE.COST METHOD

In section ILE, the summarized income rates, cost rates, and attuarial
balances are presented bazsed on the actuarial present values of future
income, costs, and taxable payrolls. Such methods are widely used in
actunrinl, economic, and financial analyses, Ineffect, the present value
calculation applies successively less weight to the projected values as the
projection interval lengthens, This technigue reflects the {act that the
value of the dollar changes over time-—in particular, a doliar available
today can earn interest aver time and is therefore more valuable than
the seme dollar available in some future year.

The actuarial balance computed under the present-value method can be
interpreted ag the immediate, level, and permanent percentage that, if
added o the current law income rates and/or subiracted from the
current lew cost rates throughout the valuation pericd, would provide
sufficient financing to support program rests thronghout the period and
would lenve the targeted trust fund balance at the end of the projection
period. 1f such a policy were follewed, a large fund would accumulate
and would sarn substantial interest credits, significantly excesding
those that would be earned under current law financing.

The measurement of the actuarial balanee hy the present-value method
is significantly affected by the level of assomed future interest rates {as
illustrated in section ILG), The higher the assumed rate of interest, the
lower the weight that is applied W the more distant, high-cost years of
the projection. (Equivalently, the greater the mmount of interest that
would be sarned if a large fund were accumulated.) In practice,
however, unless a large fund is accumulated, interest earnings will play -
a relatively amall role in the Grnancing of the HI program. The
sensitivily of the actuarial balance to assumed interest rates iz not
readily spparent from a casual inspection of the actuanal deficil as
measured by the present-value methed.

An slternative to the present-value method, cslied the modified
average-cost method, was used prior to 1988 to evaluate the actuarial
status of the program. Under this method, the actuarial balance i
defined as the difference between the arithmetic means of the annual
¢ost rates {as defined in saction ILE} and the annual income rates.
Thus, under this methad, the cost rates and income rates for each vear
are given equal welghts when summarized into a single measure. The
annual cost rates include an amount to maintain the trust fund at a
desired target level, if the fond weuld otherwise drop below that level at
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any point within the projection period. In addition, the actuarial
balances ealenlated under the modified average-cost method raflect the
starting trust fund balance and the interest earned on the trust fund
before it is exhansted,

The actuarial bulance using the modified average-coat method can be
characterized as the average of the annual income rate increases needed
to maintain the trust fund at the target level over each year of the
projection period, taking inte account the beginning trust fund balance
and the interest earnings of the trust fund. The implied funding pattern
under the modified average-cost method is that the current law trust
fund ration would be maintained until the trust fund ratio falls helow
the target amount (100 percent of the following year's estimated
expenditures). Afler that, the income rate would be increased each year
to cover the cost of the program and to maintain the trust fund at the
target level. This measure of the sctuarial balance is relatively
insensitive to the assumed future interest rates, in keeping with the
minor role that interest plays in the financing of a progrem on &
curreni-cost, or pay-as-you-go, basig,

The 75-year actuarial balance using the modified average-cost methed,
under the Trustees’ intermediale assumptions, is -2.54 percent of
taxabie payroll as compared to -2.10 pereent based on the present.value
method. Based on sither measure, the actuarial deficit represents
roughly 40 percent of the summarized cost rate. Thus, the HI trust fund
faila the Trustees’ test of long-range close actuarial balance hy a wide
margin uging either measure. Table IILA] compares the summarized
HI projections based on the modified average-cost method to those based
on the present-value method, a3 used slsewhere in this report.
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Talle IILAY ~Actuarial Balmces of the HI Pragram, Unider Thres Sets of
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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 (GDP) gives 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 financial
resources that will be necessary to psy for Medicare services,

Table lILB1 shows estimated incurred disbursements for the HY snd
M1 programs under the intermediate assumptions expressed as a
percentage of GDP, for selected years over the peried 1887.2070. These
incusred disbursements assume ne change in current law for any
specific program legislation or for any comprehensive health care
reform. The 75-year projection period fully aliows for the presentation
of fature contingencies that reasonably may be expacted to occur, such
as the impact of a large inerease in enrotises which oceurs afler the turmn
of the century. This large increase in enrollees oceurs hecause the
relatively large number of persons born during the period between the
end of World War I and the mid-1860's (known ss the baby beam} will
reach retireraent age and begin te receive benafita.

Table HLB1 -k and SEI newrred Dishuraamants sa a Percent of Groaa Damestic

15 34 . 184 .83 282
1948 158 . 4827 255
X 164 147 2,68
205 165 1,38 R K 1
010 .78 187 346
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2 252 284 .31
sk v} e REs 548
2035 269 3.8 8.18
2040 310 213 6.39
204% R R 838
2053 3.8 318 529
s 3z 342 &3
080 3 b B3 §.4¢
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*Drsorsarmnty ane the sov of benefl paymants ard administrative xpessss.

For HI, program costs beyond the firat 28-vear projection period are
based on the assumption that costs per unit of service will increase at
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the same rate as sverage hourly carnings. The associated agpregate
dighursemexts are then represented as a percentage of GDP. For SMI,
increases iz the costs per enrellee during the initial 25.-year period are
assumed to gradually decline in the lnst 12 yesrs to the same rats as
GDP per capita snd then to continue at the same rate as GDP per capita
int the last 50 years.

Based on these assumptions, inowrred Medicare disbursements as &
pereent of GDP are projected to increase rapidly frem 2,62 percent in
1997 to 6.18 pereent in 2035 and then to increase gradually io 6.71
percent hy 2070, After 9035, while Medicare disbursements as a
percent of GDP incrense mors slowly, the HI percentage grows steadily
while the SMI perceniage decrenses sizghtly threugh 2050 and then
increases sgain through 2070.
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C. MEDICARE COST SHARING AND PREMIUM AMGUNTS

HI beneficizries who yse coverad services may be aubject to deduetible
and coinsurance requirements. A beneficiary is responsible for an
inpatient bospital dedueiible amount, which 18 deducied from the
amount payable by the Hl program to the beuapital, for inpatient hospital
servicss furnished in a spell of illness. When a beneficiary receives such
services for mors than 80 days during a apell of illness, be or she is
responsible for s evinsurance amount equal to one-fourth of the
inpatient hospital deductible, for each of days 61-90 in the hogpital.
After 90 days in & apell of illnegs each individual bas 80 lifetime reserve
days of coverage. The coinsurance amount for these days is equal to
one-balf of the inpatient bespital deductible. A beneficiary is
responsible for a coeinsurance amount equal to one-eighth of the
inpatient hospital deductible for each of days 21-108 of skilled nursing
facility services furnished during p spelt of illness.

Muast persons age 55 and older and many disabled individuals under ags
&5 are insured for Medicars Hospital Insurapce benelits without
payment of any premium. The Secial Security Act provides that certain
aged and disabled persons who are not insured may voluntarily enrell,
subject to the payment of a monthly premivm. In addition, since 1994,
voluniary enrollees may qualify for a reduced premium if they have at
ipast 30 quarters of covered employment,

Under 8MI, all envollees are subject o a monthly premivm, Most SMI
services are subject to an annual deductible and coinsurance. The
armual deductibie and the coinsurance percentage {percent of costy that
the enrollee must pay) are sst by statute, The coinsurance percentage
has remained at 20 percent singe the inception of the program.

Table 11101 shows the historical levels of HI and SMT deduciibles, HI
coinsurance, and HI and SMI premivms, aa well as projecied values for
future years based on the intermediate set of assumptions uged in
estimating the operations of the trust funds, Certain anomalies in these
values resulted from specific program feafures in particular yeara{e.g.,
the effect of the Medicare Catastrophic Coverage Act of 1988 on 1889
values). The amounts of the Hl and SMI premivmsg and the HI
deductibles and coinsurance are required to be announced in the Federal
Register in Seplember of cach year far the upcoming year. The values
listad in the table for future years are estimates, and actual amounts sre
likely {0 be somewhat different as experience emerges.
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In 1988 there will be an estimated 9.1 million deductibles paid at $764
sach, about 2.8 million days subject to esinsurance at $181 per day (for
hospital days 61 through 90), aboeut 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 8.8 million deductibles paid at $760 each, about
2.7 million days subject {0 coinsurance at $190 per day {for hospital dsys
€1 through 90}, about 1.2 millien lifetime reserve days subject &
coinsurance at 8380 per day, and abeut 24.6 million extended care days
subject to coinsurance at $95.00 per day. Therefore, the estimated total
inerease in cost to beneficiaries is about $260 million (rounded to the
nearest $10 million), due to (1) the increase in the deduetible and
coinsurance amounts and (2) the change in the number of deductibles
and daily coinsnrance amounts paid,
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D, GLOSSARY

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

Actunrial deficit. A negative agtuarial balance,

Administrative expenscs. Expenses incurred by the Department of
HHS and the Department of the Treasury in administering the HI
prograns and the provisions of the Internal Revenue Code relating to the
gollection of contributions. Such administrative expenses, which are
paid from the HI trust fund, indude expenditures for intermedinries to
deterzsine costs of and make payments to providers as wall a3 salaries
and expenses of the HICFA.

Advisory Council on Social Security, Prior to the enactmerd of the
Borial Segurity Independence and Program Improvements Art of 1004
{Public Law 103-286} on August 18, 1994, the Social Securily Act
required the appointment of an Advisory Courseil every 4 years to study
and review the financial status of the OASDI and Medicare programs.
The most revent Advisory Couneil was sppointed on June §, 1994; and
its report on the Onancial status of the OASDI program was submitied
on January 6, 1997, Under the provisions of Public Law 103.288, this
is the last Advisory Council to be appointed,

Aged enrollee, An individual, age 88 or over, whe is enrotled in the HI
Program.

Agsets. Trensury notes and bonds guaranteed by the federal
government and cash held by the teust funds for investment purpoeses.

Assumptions, Values reiating to future {rends in cortain key factors
which affect the balance in the trust funds. Demographic assumptions
include ferxtility, mortality, net immigration, marmage, divorgs,
retirement patterns, disebility incidence and termination rates, and
changes in the laber force.  Economic assumpiions include
unemployment, average earmings, inflation, interest rates, and
productivity. Three sets of economic agsumptions 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
autimates of likely future cconomie and demographic
conditiong; znd

{8) 'The high cost alternative, with slow economic growth, more
rapid inflation, and finandally disadvantageous demegraphic
conditionn.

See also “Hoapital apsumptions.”

Average market yield. A computation which is made on all
warketable interest-bearing obligations of the United States. it 1s
computed on the basis of market quotations as of the end of the calendar
month immedintely preceding the date of such issue.

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

Basze estimate, The updated estimate of the most recent historical year,

Benseficiary. A porson enrolled in the HI program. See also “Aged
enrollee” and “Disabled enroliee”

Bencfit payments. The amounts dishursed for covered services afier
the deductible and ceinsurance amounts have been deducted.

Benefit period. An elternate name for “speil of illness.”

. Board of Trustees. A Board established by the Socinl Security Act to
aversee the financial sperations of the Federal Hospital Insurance Trust
Fund. The Board is eomposed of six members, four of whom serve
sufomatically by virtus of their positions in the federal government: the
Secretary of the Treasury, who is the Managing Trustee, the Secretary
of Labaor, the Secretary of Health and Human Serviess, and the
Commissioner of Soclal Becurity. The sther two members are appointed
by the Presidest and econfirmed by the Senate to serve as pubilic
representatives, Stephen G. Kellison and Marilyn Moon began serving
4-year terms on July 20, 1885, The Commissioner of Social Security
became 8 member of the Board effective March 31, 1895, under Public
Law 103296, approved August 15, 1984, The Administrator of the
HCFA serves as Seeretary of the Board of Trustees.

Bond. A certificate of ownership of a specified pertion of a debt due hy
the federal government to holders, bearing a fixed rate of inferest.
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Callable. Subject to redemption upon notice, such as 2 bond,

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

Cash hasis. The costs of the serviee al the point payment was made
rather than when the service way parformed.

Certificate of indebtedness. A short-term certificate of ownership of
12 months or less of a specified partion of a debt due by the faderal
government te individual helders, bearing a fixed rate of interest.

Coinsurance. See “Hospital coinsurance” and “SNF seinsurance,”

Consumer Price Index (CPI). A mensure of the average change in
prices over Hme in a fixed group of goods and services. In this report, all
refergnces to the CPI relate to the Consumer Price Index for Urban
Wage Barners and Clerical Workers (CPLW),

Contribution base. See “Maximum tox base.”
Conteibutions. Bee “Payroll taxes”

Cost rate, The ratic of the cost {or ocutgo, expendifures, or
disbursements) of the program on an incurred basis during & given year -
to the taxable payrell for the year. In this context, the outgo fa defined
to exclude benefif paymenis and administrative casts for certain
uninsured persons, for whom payments are reimburged from the general
{und of the Treasury, and for voluntary enrellees, who pay a promium
in order to be enrolled.

{lovered carnings. Farnings in employment covered by Ithe Hi
program.

Covered employment, All employment and self-employment
ereditable for Bocial 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 affiliates of Amoerican employers, or State and loeal
governments, coverage must be slected by the employer. However,
effective July 1981, coverage is mandatory for State and Jocal employees
wha are not participating in s public employee retirement system. All
new Btate and local emplayees have been rovered since April 1986, In
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a few situstions, for example; ministers or seif-employed members of
certain religiovs groups, workers can opt sut of coverage. Covered
employment for HI inciudes all federal emaployees (whereas covered
employment for OASDI includes some, but not all, federal employees).

Covered services, Services for which HI pays, ag defined and limited
by statute, Covered services are provided by hospitals (inpatient care),
skilled nurging facilities, home health agencies, and hospices.

Covered worker. A person who hag sarnings ereditable for Secial
Security purposes on the basis of services for wages in covered
smployment and/or on the basis of ipcome from covered
self-employment. The number of HI covered workers ig slightly larger
than the number of OASDI covered workers because of different
coverage status for federal employment, See “Covered em picyment "

Peductible. See “anatlent bospital deductible”
Deemed wage credit. See “Noncontributory or deemsed wage credits.”
Demographic assumptions. See “Assumptions.”

Diagnosis-related groups (PDRGs}). A clagsificstion system that
groups patients according to diagnoss, type of treatment, age, and other
relevant criteria. Upder the pms;:ectwe payment system, hospitals are
paid a set fee for treating patients in a single DRG category, reganiless
of the actual cost of care for the individual.

Disability. For Bocial Security purposes, the inability to engage in
substantial gainful activity by reason of apy medically determinnble
physical or mental impairment that can be expected to result in death
or to Iagt for a continuaus 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 s person be disahled
continupusly for 5 months before he or ghe can qualify for a
disabled-warker cash benefit. An additional 24 months is necessary o
qualify for benefits uader Medicars,

Disability Insurance {3:.}1}. See “Old-Age, Survivors, and Disability
Insurance (DASDIL® .

Disabled enrellee, An individual under age 65 who has been entitled
to disakility henefits under Title II of the Social Security Act or the
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Raiflroad Ratirement system for at Jeast 2 years and who is énrolled in
ke HI progrem.

PRG Coding The DRG categories used by hospitals on discharge
billing. See also *Diagnosis-related groups (DRGs)”

Earnings. Unlesa otherwise qualiﬁed', all wages from employment and
net earnings from self-employment, whether or not taxable or covered.

Economiec assumptions. See “Assumptions.”

Extended care services. In the context of this report, an alternate
name for “skilled nureing facility services.”

Federal Insurance Contributions Aot (FICA), Provision autherizing
taxes on the wages of employed persons to provide for the GASDI and
HI programs. The tex ig paid in equal gmonnts by covered workers and
their employersy.

Financial interchange. Provisions of the Railroad Retirement Act
providing for transfors between the tragt funds pnd the Social SBecarity
Edivalent Benefit Account of the Raflroad Retirement prograxs in order
to place each trust fund in the sarne position as if raiiroad employment
had always been covered under Social Security.

Fiscal yvear, The accouniing year of the United States Government,
Sinece 1976, each Hscal year has begun Cetaber 1 of the prior calender
year and ended the following September 30, For example, fiscal year
1998 began Getobor 1, 1997 and will end September 36, 1998,

Fixed capital assets. The nef worth of facilities and ollier resources,

General fund of the Treasury, Funds held by the Treasury of the
United Btates, other than revenue collected for a specific trust fund
{such s H}) and maintained in a separate account for that purposa. The
majsrity of this fund is derived from individual and business income
taxes.

General revenue. lucome to the HI trust fund from the general fund
of the Treasury. Only a very small percentage of total HI trust fund
ineams each year is attributakls to general revenne.
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Gramm-Rudman-Hollings Act. The Balanced Budgef and Emergency
Deficit Control Act of 1885,

Gross Domestic Product (GDP). The total dollar value of all goods
and serviees produced in a yesr in the United Btatex, regardless of who
" supplies the kabor or property.

High cost alternative, Sae “Assumptions.”

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

Hospice. A provider of care for the terminally §}; delivered services
generally include home health care, nursing care, physician services,
medical supplies, and shori-term inpatient hospital eare.

Hospital assumptions. Thes: include differentials between hospital
iabor and non-labor indiees compared to general economy labor and
non-labor indices, rates of admission incidence, the trend toward
treating less complicated cases in cuipatient gettings, and continued
improvement in DRG coding, ete.

Hospital coinsurance. ¥or the 6lst through 90th day of
hospitalization in a benefit period, a daily amount for which the
beneficiary is respansible, 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 aliernate name for *haspital market
basket.”

Hospital Insurance (HI). The Medicare program which covers
specified inpatient hospital services, posthespital skilled nursing care,
home health services, and hospice care for sged and digabled individuals
wheo meet the eligibility requirements. Also known as Medicare Part A.

Hospital market basket. The cost of the mix of goods and services

{including personnel costs but excluding nonoperating costs) comprising
routine, ancillary, and speeial care unit inpatient hospital services.
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Income rate. The ratio of income from tax revenues on an incurred
basig (payroll tax contributions and income from the taxation of CASD]
benefits) to the HI taxable payroll for the year.

Inc umd basis. The costs based on wizen the sems:z: was performed
rather than when the payment was made,

Inpatient hospital deductible. An amount of money which is
deducted from the amount payable by Medicare Part A for inpatient
hospite! services furnished to a beneficiary during a spell of illness.

. Inpatient hoapital services. These services include bed and hoard,

nursing servives, disgnostic or therapeutic servicen, and medieal or
surgical services.

Interest, A payment for the usge of money during a gpeecified period,

Interfund borrowing. The borrowing of assets by o trust fend (DASI,
DI, i or SMI; from another <f the trust funds when one of the funds is
in danger of exhaustion, Interfund borrowing wasz suthorized only
during 1982-1987,

Intermediary. A private or public arganization, under contract to the
HCFA, to determine costs of and muke payments fo providers for HI and
certain SMI services.

Intermediate assumptions. See “Assumptions.”

Lifetime reserve days, Under HY, there are 60 lifetime reserve days
per beneficiary which the beneficiary may opt o use when regular
inpatient hospital benefits are exhausted. The beneficiary pays one-half
of the inpatient hospital deductible for each lnfe‘z;zme reserve day used,

Long-range. The next 75 vears.

Low ¢ost aiternative. See “Assumptions.”

Managed care, Includes Health Maintenance Organizations (HMO),
Competitive Medical Plans (CMP), and other plans that provids health
gervices on & prepayment bagls which is either based on cost or rigk
depending on the type of contract they have with Medicare. See alse
“Medicare+{hoice”.
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Murket basket, See “Hospital market bagket.”

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,

Maximu.ni taxahie amount of annual earnings. See “Maximun: tax
base.”

Medicare. A nationwide, federslly administered health insurance
program authorized in 1965 to cover the vost of hospitalization, medical
care, and some related services for most people over age 65, In 1972
coverage was extended o people receiving Social Security Disability
Insurance payiments for 2 years, and people with ESRD, Medicarse
sonsists of two separate but coordinated programs—Fart A {Hospital
Insurance, HI} and Part B (Supplementary Medical lnsurance, SMI).
Almost all persons aged 65 and over or disabled entitled to Hi are
eligible to enroil in the SMI program on a veluntary basis by paying a
monthly premium. Health insarance protection is available o Medicare
benafisiaries without regard to income.

Medicare+Choice. An expanded get of options for the delivery of
health care under Medicare ¢stablished by the Balanced Budget Act of
1887. Most Medicare beneficiaries can choose to receive benefiis
through the onginal fee-for-service program or through one of the
following Medicare+Choice piang: (1) seordinated care plans (such ag
heslth maintenance organizations, provider sponsered organizations,
and preferred provider organizations); (2) Medical 8avings Account
{MBAYHigh Deductible plans (threugh n demanstration svaiiable to up
to 880,000 beneficiaries), or {8) private fee-for-gervice plans,

Military service wage credits. Credits recognizing that military
personnsl 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 sach month of active military service from
September 18, 1940, through December 31, 1858, For vears after 1856,
the basic pay of military persorine] is cavered under the Secial Security
program on a centributory basis. Nencontributory wage credits of §30¢
for each calendar quarter in which a person receives pay for military
service from January 1957 through December 1877 are granted in
sddition to contributery credits for basic pay. Deemed wage credits of
$100 are granted for each $300 of military wages in years after 1977
{The maximum credits ellowed in any ealendar year are $1,200.) (See
also “Quinguennial military service determinations and adjustments,™
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. Modified average-cost method. Under this system of caleulating
summary messures, the actuarial balance is defined as the difference
between the arithmetic moans of the annual cost rates and the annual
inceme rotes, with an adjustment included to account for the offsets o
eogt that are due to {1} the staréing trust fund balanse and (2) interest
earned on the trust fund.

Noncontributory or decmed wage credits. Wages and wages in kind
that were not sulject to the HI tax but that are deemed as having been,
This is done for the purposes of (1) deternsining Hl program eligibility
for individuals who might not be sligible for HI coverage without
payment of premium were it not for the deemed wage credits and (2)
calewlating reimbursement due the HI trust fund from the general fund
of the Treasury. The frst purpsse applies in the case of providing
euverage to persens during the transitional perisds when the HI
program began and whay £ was expanded £ gover federal employees;
both purposes apply in the cases of military service wage ¢redits {sge
“Military service wage credits® and “Quingnennial military service
determinations and adjustments”) and deemed wage credits granted for
the internment of persons of Japanese ancestry during World War 11

Old-Age, Survivors, and ﬁ;sahiiity Inzsuranece (OASDI), The Sacial
Security programs which pay for {1} monthly cash benefits to
retired-worker {old-age) beneficiarics and their spouses and children
and to survivors of deceased ingured workers {(OASI) and (2) monthly -
cash benefits to disabled-worker beneficiaries and their gpeuses and
children and for providing rehalslitation services to the digabled (D31},

Part A The Medicare Hogpital Insurance program.

Part A preminm. A monthly premium paid by or on hehalf of
individuals who wish for and are entitled to voluntary enrcliment in the
Medicare HI program. These individuais are those who are sge 65 and
oider who are uninsured for secial security or rallrosd retirement and
do not otherwise meet the requirements for entitlement to Part A, In
addition, disabled individualg who have exhausted other entitiement are
qualified. These individuals are those not now entitled hut who have
been ¢ntitied under section 226(b} of the Act, continue i have the
disabling impairment upon which their entitlement was based, and
whase entitlement ended solely because the individuals had aarzuzzgs
that exeeeded the substantial gainful activity amount (as defined in
section 223(d)4) of the Act).

Part B. The Medicare Supplementary Medical Insurance program.
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Participating hospitalg, Those hospitals who pas’ticipate in the
Medicnre program.

Pay-as-you-go financing A financing scheme where faxes are
scheduled o produce just ag much income a9 required to pay current
benefits, with trust fund assets huilt vp only to the extent needed o
prevent exhaustion of the fund by random fluctustions,

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

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

Present value. The present value of n future stream of payments is the
lump-sum emount that, i invested today, together with interest
earnings would be just enocugh 1o meet each of the payments ag they fell
due. At the time of the Iast payment, the invested fund would be exactly
zero.

Projection error. Degree of variation between estimated and actual
ampuntsy,

Prospeetive Payment Aspessment Commisgion {(ProPAC), A
commission established by the Social Security Amendments of 1983 to
review and recommend the appropriate percentage changes whick
should be effected for payments for inpatient hospital discharges each
fiscal year beginning with fiscal vear 1986. Furthermore, the ProPAC
is expected to study and make recommendatiops regarding existing
reimbursement policy for each fiscal year.

Prospective payment system (PPS1 A method of reimbursement for
hospitals which wag imsplemented effestive with hospital cost reporting
periods heginning on or after October 1, 1983, Under this sysiem,
Medicare payment is made st 5 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. Hespitals (inpatient
services), skilled nursing facilitiss, home health agencies, and hospices
ars the providers of services covered under Medicare Part A.
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Proxy. An index of Known values that likely approximates an index foy
whichi values are unayailable, The proxy is used as a "stand-ig™ for the
unavailable index.

Quinguennial military pervice determination end adjustments,
Prior to the Social Seeurity Amendments of 1983, quinquennial
determinations {i.e., estimates made once every § years} were mado of
the costs ariging from the granting of deemed wage credits for military
gervice prior to 1957 annunl reimbursements were made from the
general fund of the Treagsury to the HI trust fund for these costs. The
Social Security Amendments of 1883 provided for (1) & lump-sum
wansfer in 1983 for (2} the costs ariting from the pre-1957 wage cradits
and (b} amounts equivalent to the HI taxes that would have been paid
on the deemed wage credits for military service for 1966 through 1983,
inclugive, if such credits had been counted as covered sarnings: {2)
quinguennial adjustments to the pre- 1857 portion of the 1983 lump-sum
transfer; (3} general fund tyansfers equivalent to HI taxes on military
deemed wage credits for 1984 and Jater to be credited to the fund on
July 1 of esch year; and {4} adjustments as deemed necessary o any
previously transferred amounts representing HI taxes on military
deemed wage credits,

Railroad Retirement. A federal insurance program similar to Social
Becurity desigmed for workers in the railroad industry. The provisions
of the Railroad Retirement Act previde for a system of coordination and
financial interchange between the Railroad Retirement program and the
Bocial Becurity program.

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

Reasonable cost basis. The caleulntion to determine the reasongble
cost incurred 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 of providers,
and excluding any costs which are unnecessary in the efficient delivery
of services covered by 2 health insurance program.

Self-employment. Operation of  trade or business by an individual or
by & partnership in whick an individual {8 a member.
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Self-Employment Contributions Act (SECA). Provision authorizing
taxes on the net income of most seif-employed persens to provide for the
CASBDI and HI programs,

Sequester. The reduction of funds % be used for benefits or
administrative costs from a federal account based on the requirements
gpecified in the Gramm-Rudmen-Hollings Act. :

Short-range, The next 10 years,

Skilted nursing facility (SNF). An institution which is primarily
engaged in providing skilled nursing cars and related services for
residents whoe reguire medical or nursing care, or engaged in
rehabilitation of injured, disabled, or sick persons.

SNF coinsurance. For the 21st through 100th day of extended care
services in 8 benefit period, & daily amount for which the beneficiary is
responsivle, equal to 18 of the inpatient hospital deduetible,

Social Security Aet. Public Law 74-271, enacted August 14, 1835, with
subsoquent amendments, The Soclal Security Act consists of 20 titles, of
which four have been repealed. The HI and SMI programs are
authorized by Title XVII] of the Social Security Act.

Special public-debt obligation. Securitiex of the United States
Government issusd exclusively to the GASI, DI, HY, and SM] trust funds
and other federal trust funds. Section 1817(c} of the Sucial Security Act
provides that the public-debt obligations issued for purchase by the Hl
trust fund shall have maturities fixed with due regard for the needs of
the funds, The usual practice in the past has been to spread the
holdings of apecial issues, ag of each June 30, 30 that the amounts
maturing in each of the next 15 vears are approximately equal. Special
public-debt obligations are redeemable at par at any time.

Spell of iliness. A period of consecutive days beginning with the first
day on which a beneficiary is furnished inpatient hospital or extended .
care services and énding with the cloge of the first period of 60
eonsecutive days thereafter in which the bensBdary is-in neither a
hospital or skilled aursing facility.

Summarized cost rate. The ratio of the present value of expenditures

to the present value of the taxable payroll for the years in a given
peried. In this context, the expenditures are on an incurred basis and
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exclude costs for certain uninsured persans, for whom payments are
reimbursed from the general fund of tho Treasury, and for veluntary
enrollees, who pay 8 premium in order to be enrolled. The summarized
cost rate includes the cost of reaching and muintaining s “target” trugt
fund level, or contingency fund ratie. Because a trust fusd level of about
one year's expenditures is considered to be an adequate reserve for
unforeseen contingencies, the targeted contingeney fund ratio used in
determining summarized c¢ogt rates {8 100 percent of annual
expenditures. Accordingly, the summarized cost rate is equal to the ratie
of {a} the sum of the pregent value of the outgo during the period plus
the present value of the targeted ending trust fund level plus the
beginning trust fund level, to (b} the present value of the taxable payroll
during the pariod. :

Summarized ineome rate. The ratio of (a) the present value of the tax
revenues incurred during a given period (from both payroell 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 eogts of physician’s services, sutpatient
hospital services, and other related medical and health services for
voluntarily enrolled aged and disabled individuals. Also known as

- Medicare Part B

TFax rate. The percentage of taxable earnings, up to the maximum tax
base, that is paid for the HI tax. Cuwrrently, the percentages are 1.45 for
employees and emyployers, each. The self-employed pay 2.9 percent.

Taxable ‘eamings. Tuxable wages and/or seif-employment income
vnder the prevailing annual maximum taxable limit.

Taxable payroll. A weighted average of taxable wages and taxable
seil-employment income. When multiptied by the combined employee.
employer {ax rate, it vields the total amount of taxes incurred by
employees, employers, and the self-employed for work during the peried.

Taxable sel-employment inecome, Net esrnings frem  self
employment, generally above $400 and below the annual maximum
taxable amount for a calendar or other taxable year, Jesg any taxable
wages in the same taxable year.

Taxable wages. Wages paid for services rendered in covered
employment up to the annusl maximum taxable amount.
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Toxation of benefits. Beginning in 1994, up 0 85 percent of an
individual’s or & couple’s QASDI benefits is potentially subject to federal
incame taxation under certain circumstances. The revenue derived from
taxation of benefits in excess of 50 percent, up to &5 percent, is allocated
to the HI trust fund. ‘

Taxes. See “Payroll taxes”

Test of Long-Range Close Actuaria! Balance. Sumsmarized income
ratex and cost rates are calculated for sach of 66 valuation perieds
within the full 75.year long-range projection period under the
intermedinte assumptions, The first of these perieds congists of the next
10 years. Each succeeding period becomes longer by 1 year, culminating
with the period consisting of the next 75 years. The long-range test is
met i, for each of the 66 time perieds, the actuarial balance is not less
than gero or is negative hy, at most, a specified porcentage of the
summarized cost rate for the same time period. The percentage allowed
for a negative actuariad balance is 5 percent for the full 75-vear period
and is reduced uniformly for shorter perisds, approaching zero as the
duration of the time periods approaches the first 10 years. The eriterion
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 Adequacy. The conditions required
1o meet this test are as fellgws: If the trust fund rativ for a fund sxceeds
100 percent at the beginning of the projection period, then it must be
projected to remain at or above 100 percant throughout the 10wyear
projection period; alternatively, i the fund ratio is initially less than 100
percent, it must be projected o reach a level of nt least 108 percent
within § yenrd {and not be depleted at any time during this period) and
thes 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 assets may only be used for a specified purpose. For
the HI trust fund, monies not withdrawn for current henefit paymenta
and administrative expenses are invested in interest-bearing federal
securities, as required by law; the interest carned i also depasited in
the trust fund.
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Trust fund ratio. A sbori-range measure of the adequacy of the trust
fund level; defined ng the assets at the beginning of the year expressed
as & percentage of the outgo during the vear,

L]

Unit input intensity allowanece. The amount sdded to or subtracted
from the hospital input prica index to yield the PPS update factor,

Valuation period. A period of years which is considered as n unit for
purposes of calculating the status of a trust fund,

Voluntary enrollee. Cortain individuals aged 85 or older or disabled,
who are not stherwise entitled to Medicars who opt to obtain coverage
under Part & by paying a monthly premivm,

Year of exhaustion. The first vear in which 2 frust fund is unsble to
pay benefits when due because the assets of the fund are exhausted.
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E STATEMENT OF ACTUARIAL OPINION

It is my opinion that (1) the techniques and methodelogy used herein to
evaluate the Snancial statua of the Federal Hospital Insurance Trast
Pund are based upon sound principies of actuarial practice and are
generally accepted within the actuarial profession; and (2} the
asswmptions used and the resulting actuarial estimates are, in the
apgregate, reasonable for the purpose of evaluating the financial statua
of the trust fund, feking inte consideration the experience and
expectations of the program, ,

Although the assumptions used are reasonable, much of the available
evidence suggests that they may not be optimal, In particular, the
Lkelihood of a future resull that is more adverse than the intermediate
projection may exceed the likelihood of a more favorabla result.
Similarly, an outcome more adverse than the high cost projection may
be maore probable than one that is betier than the low cost projection.
‘This concern iy exseerbated by the adoption in this year's annual report
sf new short-range real wage assumplions that are significantly more
optimistic than those used in recent annual reports—and that have
rarely heen matched by actual economic performance over the last 25
years.

Tha future cost of the Hospital Insurasnice program is very uncertain and
reaseneble people can disagree concerning the most probable economic
and demographie trends. For these reasong, projections are shown in
this report under three different sets of assumptions intended to
illustrate a broad range of possible cutcomes. Readers are cauticned not
to focus seloly on just one set of assumptions but rather to recognize that
any result within the range shown can reasenably be expected to eccur.

As noted in this repert, the Hospitad Insurance trust fuad is projected to
be serisusly out of financial balance under all three sets of assumptions.
Thus, regardless of the specific assumptions used, the need for prompt
attention to the fund's financial imbalance is apparent.

[ Qe S i

Richard 5, Foster

Fellow, Society of Actuaries

Member, Amerizan Academy of Actuaries

Chief Actuary, Health Care Finaneing Administration
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1, OVERVIEW
A INTRODUCTION

The Hospital Insurance (HI) program, or Medicare Part A, helps pay for
hospital, home health, skilled nursing facility, and hosgpics eare for the
aged and disabled. The HI program is financed primarily by payroll -
taxes paid by workers and amployers. The taxes paid each vear are used
mainly to pay benefits for current beneficiaries. -Incame not currently
needed fo pay benefits and related expenses is held in the HI trust fund,
and invested in 118, Tressury sscurities. )

The Board of Trustees was established under the Social Security Act to
overses the financial operations of the HI trust fund, The Board is
composed of sty members, Four members serve by virtue of their
positions in the Federal Governmaent: the Secretary of the Treasury who
is the Mansging Trustee, the Secretary of Labor, the Becretary of Health
and MHuman Services, and the Commissioner of Social Security. The
other wa members are appointed by the President and confirmed by the
Senate to serve as Public Trostees. Stephen G. Kelligon and Marilyn
Moon began serving on July 20, 1985, The Administrator of the Health
Care ?Hnancmg Administration (HCFA} ig designated as Secretary of the
Board.
i .

The Soeinl Security Act reqazires that the Board report to the Congress
annually on the finaneisl and actuarial status of the HI trust fund. This
1989 report is the 34th fo be submitted. Due to uncertainty about the
future, the financial condition of the HI trust fund is examined under
three alternative sets of assumptions: “low cost,” “intermediate,” and
“high cost.” These alternatives are intended te illustrate a reasonable
range of pessible outcomes. The intermediate set of sssumptions
represgnis the Trustees’ best estimate of the expected future economic
and demographic frends. The repert describes both the near term
financial outlock and the longer term outlook throughout a TH-yemr
valuation pericd. '

1
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B. HIGHLIGHTS

The major Bndings of this report are summaerized below. Unless
atherwise noted, all estimates are .based on the inlermedinte
asaump&ons L e .

*

HI income exseoded program expenditures by $4.8 billion in calendar
yoar 1998—.the first trust fend surplus since 1984, Inveme exceeded
expectations ay a result of robust economic growth and sxpenditures
declined due to the implementation of the Balanced Budget Act of
1997, low increases in health care costs generally, and cefntmumg
effor‘ts o combat fraud and abuse in the Medlcare program.

Income zs.pm_;ected to continue to exceed expenditures for another
gight years. Then by drawing down on trust fund assets, the

“prograg could continue to pay henefits for several more years.,

LUinder intermedinte assumptions, the HI trust fund is estimated to
be depleted in 2015, a substantial improvement over prior estimates.

In 1888, the HI program pm&ed protection against the costs of

hospital and other medical care to sbout 38 millisn people.
Approximately 22 percent of these individuals received ‘medical
services covered by HI during the yewr and total Hi benefits on their
behalf amounteci to $134.0 hillion.

There are expected to be 3.6 workers per HI beneficiary when the

baby boom generation begins to reach age 63 in 2010, Then the - |

worker/beneficiary ratio is expected to rapidly decline to 2.3 in 2030

_ as the last of the baby boomers reaches age 85, The ratio is expected

to continue dechining thereafter (but more. gradually} as life,
expectancy continues to lengthen. .

Hi expen&amres are projected to grow rapidly as a fraction of
workers' earnings, from 4.2 percent in 1998 to 6.8 percent in 2070,

As & fraction of the Gross Domestic Product (CDP), expenditures’

would grow somewhat more slowly, from 1.6 percent in 1988 &
4.0 pereont in 2070, }

Projected HI tax income would mest only a dedining share of

expenditureaunder present law. Tax income is expected to equal
7 percent of expenditures in 1898 and B8 pervent in 2015 (when the
fund is estimated to be depleted), tm& would cover about one-half of

_costs 75 years from now, v

C o e
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Highlights

The time pained by the Iater depletion of the HI trust fund must be
used productively to determine effective solutions to the remaining
long-range problems. The development of further reforms should
oceur in the relatively near future. We believe ihat 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, effeetive, and
decigive action is necessary to build upon the strong steps taken by
the Balanced Budget Act of 1997,

Key HI Data for Calendar Year 1088

HI covered 33 million aged and 5 million disabled beneficiaries. The
total number of HI beneficinries increased by 1.1.percent in 1898
and by 19.8 pereent over the last 10 vears.

HI bepefits amounted to $134.0 billion, 5 3 pervent decresse over the
prier year. Average expenditures per HI enrollee decreased by,
4 percent to $3.460,

Administrative costs were 1 percent of program expenditures.

Summary of HI trust fund aperations in 1888 {in billions):

Fund Assets {12/31/97) $115.6
{ncome o . 1405
Expenditures 136.8
Fusnd Agsets (12/31798] 1204
Net Change in Assets 4.8 ’

Payroll taxes, paid by 153 million covered workers, necounted for 88
percent of total HI income, Interest represented 8 percent and
revenue from the income taxation of Socisl Security benefits was
snother 4 percent. The remaining 2 percent was received from
miscellanecus sourges, primarily premiums paid by uninsured
persons to enrol! in the HI program.

Payments for the coste of fee-for-service inpatient hospital care
represented 64 percent of K benefits, Skilled nursing and home
health care accounted for another 19 percent of the total. Pavments
to mansged care plans represented another 15 percent and hogpice
benefits accounted for the final Z pereent.
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C. 1998 TRUST FUND FINANCIAL OPERATIONS
Totel HI income in calendar year 1998 wap $140.5 Billion and total
expenditures were $135.8 billion. The assets of.the fund therefore

increased by o net total of $4.8 billion. As of December 31, 1998 the HI
trust fund had $120.4 billiod in assels.

1. Income

The $140.5 billion in income received by the HI program last year was

derived from the foliewing sources:

* Pavrelltaxes. The primary source of financing for the HI program
is the payroll tax on covered sarnings. Employees and their
empioyvers eacb pay 148 percent of earnings, while self-employed
workers pay 2.8 percent of their net income. HI payroll taxes
amounted to 3124.3 billion in calendar year 1998 or 88 percent of
ioial Hi income.

» Interest Interestincome of $8.1 billion was paid in 1908 on the US,
Treasury securities held by the trust fund. K acecunted for 6 percent
of Hi revenue. The average rate of interest earned on trust fund
assets in 1998 was 7.9 percent.

+ Taxation of bepefits. A portion of the Federal income taxes that

pecple pay on their Social Security benefits i3 aliocated to the HI

- frust fund. In 1898, 5.1 billion was deposited in the trust fund from

taxation of Secial Becurily benefits, accounting for 4 percent of total
Hi income. .

+ Qther An additionsi $2.1 hillion in miscellaneous revenue,
representing 2 percent of tolal Hi inceme, was also received in 1998
(See section ILB for a discussion of these items,)



Trust Fund Figancial Operations

Flgure LT 1.8 Income in Ceinndar Year 1088
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2. Expenditures

The HI fund spent $135.8 billion in calendar year 1998. The major
expenditures were!

* Bewuofif pavments. Bencfit paymenis vepresented $9 percent of Hi
cutlays. About 64 percent of guch payments were for feefor-gervice
inpatient hospital services, Hospital payments, which have bzen
inerensing st about a 5 percent apnual yate in recent years,
decressed by 4 persent in 1998, Paymente to skilled nursing
facilities nnd managed care plans, while much smuller than hospital
payments, had generally been increasing at double digit rates. In
1998, skilled nursing costs increased by 7 percent. A 27 percent
decrease i home health expenditures in 1998 primarily reflects the
firgt year in whick a substantial portion of bome health cosis are
transferred to the SMI program under the Balsnced Budget Act of
1897, Expenditures for hospice eare remained about the same as in
1997.

ninistrati enses. Administrative expenses represented 1
mmt of Hl cntia,ys during 1998, These expenses included not only
federal salaries and related expenses but alse funds to eupport the
fiscal intermediaries (generally ingurance companies) that assist in
administering HI. These sxpenses alss included costs of the health
vare fraud and abuse control program, as provided for by the Health
Insurance Portability and Accountahility Act of 1886,
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Figure LC2.wHi Expendilures In Catendsr Year 1898
§in billions]
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Economic and Demaographic Assumptions
D. ECONOMIC AND DEMOGRAPHIC ASSUMPTIONS

Actual future expenditures will depend on 2 number of factors, These
factors inclode the sive and composition of the population eligible for
benefits, kospital 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 of workers’ ¢arndngs, These factors will depend in
turn upon future birth rates, death rates, laber force participation ratea,
wage increases, and many other economie and demographic
circumstances affecting the HI program.

Ts illustrate the wncertainty and sensitivity inherent in estimates of
future program gperations, projections have been prepared under a *low
cost” and a “high cost” set of assurmptions in addition to the intermediate
assumptions. For eimplicity of presentation, much of the analysis in this
overview centers on the projections under intermedinte assumptiona.
However, it is important to recognize that actual condifiona are very
likely to differ from that scenario or any other specific set of
asgumpLions, -

Some of the key demographic and economic variables that determine HI
costa and income are comumeon to the (Vd-Age, Survivors, and Disability
Insurance (OABDI) program and the Supplementary Medieal Tnsurance
(SMI} program and are explained in detail in the report of the Board of
Trustees of the DASDI program. As shown in table LI helow, these
inciude changes in the Consumer Price Index {CPD) and wages, real
interest rates, fertility rates, and life expectancy. {“Real” indicates that
the effects of inflation have been removed.} The assumptions vary, in
mosat cuses, from year to year during the first 5 to 25 years before
reaching their sc-called “ultimate” values for the remainder of the
T5-year projechion period. These ultimate wvelues are shown in
table 1.D1.

Teble 1.01.—Uitimate Assumptions
itnrrasiate . Agew Qo HahGesl,..

Ennunt peronrlags thangs i
Cansgrmer Prics gex 8P ... ... ... 39 5. 4.3
Avarage wan ir toverad amployment ... .. 4.2 37 4.7
Ragbwage di¥erental fpament) ... ... .. e [ 1.4 &4
Fianl Intemekt mis fpomant) ., ... ... ... Cevan s a7 e
Farihy st fehidmn parwomany ... .., ... LR 28 16

Uit me &l birth in 2674 {eombrired evere:;e
" d 1.8 HE 857
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Other assumptions are specific to the HI program. One critiesl
assussption i the rate of increase in the cost of Hlwovered health care

services, Under the intermediste gesumptions, the rate of increase in’

the cost per unit of service during the initial 25-year penod is assumed
o decline graduaily from the recent past lovels io the same growth rate
that is projected for average hourly sarnings and then to continue at the
average hourly earnings rate for the following 50 years. For the high
coat mssumptions, the annual increase in program costs {relative to
taxahle payroll) during the initial 25-year period ia assumed to be tweo
percentage points greater than undsr the intermediate assumptions.
Under low cost assumptions, the increase during the same period is
nssumed to be two percentage points less than under intermediate
nesumptions. The two percent differentiale for the high and low
asavmptions are assumed to decline gradually onti 2048 when the same
rate of increase in program costa (relative 1o taxable payroll) s assemed
for all three sets of nssumptions.

While it is reasonsbie o asaume thal setoal trust fund experience wili
fall within the range defined by the three nlternative sets of
sssumyptions, no definite assurance can be given in light of the wide
variations in experience that bave eccurred sinee the beginning of the
program. In general, a greater degree of confidence can be placed in the
assumptions and estimates for the earlier years than for the Ister years,
Nonetheless, even for the sarlier years, the estimates are only an
indication of the expected trend and the general range of future program
experience.
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10-Year Actunrial Estimates
E. 10-YEAR ACTUARIAL ESTIMATES {1899.2008)

The Balanced Budget Act of 1997 and subsequent developments in 1008
have improved the short-range financial status of the Hi trust fund
subatantially. Even s, the financial sutlook for the HI trust fund
rexains gomewhst tenuous in the short range. Prior to the Balanced
Budget Act, HI expenditures were sstimated to grow at an average rate
of over 8 percent. Dunng 1988 through 2002, the Act reduces annual
growth to an estimated average of 4 percent. Therenfter, however,
expenditure growth is expected to return to the level of about 6 percent,
The deceleration during 1998-2002 allows HI income o “catch up”
temporariy, cresting small surpluses each yeax in the fund eperations.
After 2002, these surpluses would decline until turning to deficits in
2007 and later. By 2008 there wonld be a $5 billios shortfall in that
year aione, :

Figpara LE1.—H! Experditures and income
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The Balanced Budget Act reduced the rate of growth in HI expenditures
through a sombination of measures. New prospective payment systems
#re being established for Medicare payments to skilled nursing facilities,
home health agencies, snd ¢ertain hospitals not already reimbursed
under such arrangements. In addition, annual payment updates for all
HI healih care providers are constrained. Finally, the majority of home
heaith care gervices are reclassified as an SMI benefit, shifting the cost
of such services sver s 6-year period from the HI trust fund to the SMI
trust fund.
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Under present law, the HI program would stili be able to pay benefits for
a number of years despite the projected deficits because it can draw
upon the current $120 billisn trust fund. Without correctiva legislation,
however, the nssets sre projected 0 increase through the vear 2006 and
then progressively decline until becoming exbausted in calendar year
2018, ng illustrated in figure LE2. To the extent that actual future
conditions vary from the intermediate assumptions, the date of depletion
wauld vary significantly fiomn thia eatimate.

Figurs 1.E2.4 Trust Fund Sesets ot End of Yowr
[Irs bilkions]
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Table LE1 presents the projected operations of the HI trust fund under
the intermediate assumptions for the next decade. At the beginning of
1999, Hi asrets were somewhat below the level of annual program
expenditures, The Board of Trustees has recommended that assets be
maintained at g level at least equal to annual expenditures, to serve as
an adequate cantingency reeerve in the event of adverse economic or

ather conditiong. This represents a more stringent standard than just
maintaining a pesitive halance.

Based on the projection shown in table LEL, the Board of Trustees
applies an explicit test.of ghort-range financial adequacy, which is
described in section 11D of this repert. The HI trust fund does not meet
this teat, although by a relatively narrow margin.

10



13- Year Actuarial Estimatge

Table LE31.—Estimated Operptinns of the H Trust Fund Under Intermedints
Aasumptions, Calander Yesrs 1588- 2000

ibcligr amourms la bilions]
' Hatic ol asenis ¥ .
Tatgl Chsnge in fapmandires

1995 1408 $:1356 548 1204 85
19589 1457 3452 o5 1.9 03
2000 150.8 HZ5 t3 1293 BS
2001t 157.2 150.8 %3 1366 a8
2002 %18 1572 e 428 28
2003 1719 WwEE 53 1478 &8
2004 1784 124 4 4z 1522 85
200% WA weg 27 1845 82
2008 1B, 188.0 2.1 1550 79
Gy 2058 x8.1 23R 152.2 i

257 k] B3 1478 23

o x ]
*Rato of asusls in the fund attha boginnlng of the mz‘éﬁ eapetclitunes during wi vear.
Higuras lor 1998 mpresant achug) 4 xperiance.

Note: Totals do nat nesassarily squel the suims ¢l rounded comexsnsnis.

The astimates shown in table LE1 represent a substantis! improvement
from those shown in the 1998 armual report. The improvement avises
fram higher payrell tax revenues in 1998 than had been estimated and
lower benefit expenditures, together with adjusiments to prajectad
income and expenditure grawth for the fiture based on this experience.
Robust economic growth in 1008 led to the gignificant increase in HI
payroll tax revenues. lLower HI expenditures reflected the
implementation of the Balanced Budget Act of 1697, low ineresses in
health care costs generally, and continuing efforis to combat fraud and
nbuse in the Medicare program. In 1888, HI income exceeded
expenditures by $4.8 billisnthe first Hme in 4 years that the trust fund
has experienced a positive cash flow.

The assets of the HI trust fund would be depleted in 2015 under the
intermediate assumptions. Under the low cost nssumptions, {rust fund
assets would increase steadily throughout the next 10 years (and
beyond). Under the high cost assumptions depletion would occur in
2007, The fact that exhaustion is Likely to ocour in the relatively near
future indicates the impeortance of addressing the HI irust fund’s
remaining financial imbalanes through additional legislation that builds
on the strong steps taken by the Balonced Budget Act of 1897, |
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Querview
F. 75-YEAR ACTUARIAL ESTIMATES (1999-2678)

Each year, estimatey of the financial and actuarial status of the HI
program are prepared for tho next 75, vears. Although financial

estimates for periads as jong ae 75 vears are inherenily nnceriain, the

results can provide valuable information for policy makers. In

particalar, such estimates can indicate whether the program—as seen

from today's vantuge 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—referred
to as “taxable payroll”-because of the difficulty in companing dollar
values for different periods without some type of relative seale. The
ratio of tax income {including both payrell taxes and income from
taxation of Bocial Becurity benefits) to taxable payroil is called the
“income rate” and the ratio of expenditures to taxable payroll in the “cost”
rate.”
Flgere LF.—LongRangs Hi lncome &nd Cast ss a Percentage of Taxable Payral,
ntarrviedinte Asaumnpiions

2%
Mistorical Estimatad
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Fix

* 5%
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Although the long-range financal outlook Tor the Hl program has
improved significantly since the 1898 report, the program remains
seriously underfunded over the next 75 vears. lncome rates ars
projected to remain fairly steady while ¢ost rates charply sscalate
between 2010 and 2030 and continue to increase threughout the period.
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. 78year Actuprict Estimates

Since HI payroll tax rates are not schedulad o change in the future
under present law, payroil tax income as a percentage of taxable payroil
will remain constent at 2.90 percent. Income from taxation of benefits
will incresse only gradually as a greater proportion of Social Security
beneficiaries become subject to such taxatien over time. Thus the
income rate is not expected to incrense gignificantly over current levels,

Figura LF 2w Workera Per i Hanaficlory
[Easad on ntermadiats assumptions)
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The cost rates, though, will sharply escalate due to the retirement of
those born during the 1945-1468 baby boorn.  For the most part, eurrent
benefits are paid for by current workers. The retirement of the baby
boor: generation will therefore be financed by the relatively small
number of persons born afler the baby boom. For example, in 1958
there were 39 raillion benefiviaries with 153 million workers to support
them. In 2030 28 the last baby boomer turns 65, there would be an
estimaled 76 million beneficiaries with 177 million workers to support
them, This means that every beneficiary in 1998 had 3.9 workers to pay
for their HI benefit, but in 2030 there would be only about 2.3 workers,
The ratis would then continue to decline until there are oniy 2 workers
per beneficiary hy 2070,

The year-by-year cost rates and income rates can be summanized into

single values representing, in offect, the average value over a given
period. (Section ILE and section IILF degeribe how these summarized
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values are caleulated } The difference between the summarized income
and cost rates is called the “actuarial balance” This measure varies
from a surplus of 0.1 percent o a deficit of 4.1 percent of taxable payroll
for the 75-year period bused on the range of assumptions used in this
report. The acinarial balance bas traditionally been used as g
canvenient single measurement to summarize the finandial 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 inte balance if ne other
changes were muade. (See section Il for details and limitationa of
SUINMmATY measures,)

Based on the intermediate assumptions, an actuarial balance deficit of
1.46 percent of iaxable payroll is projected for the 75-vear period,
representing the difference between the summarized income rate of 3.26
percent and the corresponding eost rate of 4,71 percent. This deficit is
roughly one-third the level estimated prior (o the Balanced Budget Act
of 1997 and also represents a significant improvement from the deficit
of 2,10 percent of payroll estimated in the 1998 annual repert. To
correct the remaining financial imbalance, the 2.90 pereent payroll tax
{for employees and employers combined) would have {o be immediately
inereased to 4.38 percent or expenditures would have to be reduced by
8 cerresponding aumount {or some combination of such changes). The HI
program thus fails by a wide margin the Truatees' leng-range
testmdiscussed in gection H—which is based on the actuarial balance.
The test is barely met under the low cost gssumptions. The fact that the
trust fund is projected to be in or near deficit under a broad range of
sconomic and demographic assumptions reinforves the importance of
addressing the remaining leng-range imbslance through further
eorrective legisiation.

14



Conclusion
6. CONCLUSHON

The financial projections showsn for the Hl program in this year's report
represent a considernble improvement over those shown last year, The
improvement arises from higher payroll tax revenues in 1898 than had
been estimated and lewser banefit expenditures, together with adjust.
ments o projecied incomo and expenditure growth for the future based .
on this experience. The higher payroll taxzes in 1898 resulted from robuat
eronomic growth, particularly the rapid growth in the labor force.
Lower HI expenditures reflected the implementation of the Balanced
Budget Act of 1997, low increases in health care costs generally, and
continuing efforta to combat fraud and abuse in the Medicare program.
In 1998, HI income exceedod expenditures by $4.8 billionwwthe firet time
in 4 vears that the trust fund has experienced a positive cash flow.

Collectively, these impacts sre estimated to postpone tbe depletion of
the HI trust fund from 2008 until 2015 and to reduce the long-range HI
actuarial deficit by nearly one-third (from 2.10 percent of tasable payroll
to 1.48 percent), based on our intermediate set of assumptions. These
sre subatantial and welcome improvements in the financial cutieck for
the HI prograsm.

Even with these important improvements, however, the HI program
remaing out of finandial balance—maodestly so in the short range but
substantinlly 80 in the long range. As we have reported since 1992, the
H1 trust fund does not meet our short-range test of Rnancial adequacy,
although the test is failed hy a relstively small margin this year. Based
on our intermediate assumptions, income ig projected to continue to
slightly exceed expendiiures for the next 8 years but {o fall short by
steadily increasing nmounts in 2007 and later. While these shortfalls
can be met by redesming trust fund assets, future income nand assets
would be sufficient to suppert projected progreum expenditures only until
2015 under the intarmediate asswoptions. Thus, without ndditional
legislation, the fund would be exhausted in the not-distant
future-initially producing payment delays, but very quickly leading to
a curtailment of healih care services to heneficianes,

The long-range actuarial deficit i3 now only one-third of its level as
projected prior to the Balanced Budget Act-.a major improvement.
Even 8o, the long-range outleck remains unfavorable. The HI program
still fails by a wide margin to meet our long-range test of close actuarial
balerses. To bring the HI program into actuarial balance, over just the
next 28 years under the intermediate assumptions, would require either
that outlays be further reduced by 11 percent or that income be

15
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increased by 12 percent {or some combination of the two) throughout
this 25-year period. That i8, the current HI payroll tax of 1.45 percent
{for employees and employers, sach) would bave {0 be immediately
raigsed to about 1.65 percent, or benefits reduced by a comparable
amount. Over the full 75-year projection perted, substantinily greater
changes in income and/or outlays are needed, in large part ag n result of
the impending retirement of the baby boom generation. Starting is
abaut 2010, the ratio of workers to Hi beneficiaries will begin to degline
from 1ts currend Zevei cf about 4 {a 1, rupidly 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 ibtroducing new
prospective payment systems for providers of HI services that previously
roceived cost-hased reimbursemenis and by limiting payment increases
to all Hl previders. Such leginlation censiraing growth in HI
expenditures while encouraging increased operating efficiencies by
providers. Further improvement in the Hi trust fund’s financial position
is attributable to the transfer of & substantial portion of home heaith
care services from HI to SMI, although this change increagses SMI costs
eorrespondingly. These changes, substantial as they are, are only
suffivient 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 depiezmn as the baby boom generation reaches age
£5 and stavts recemng bazieﬁts

Consideration of further reform measures must recogmize that the
nation’s health care system is changing rapidiy. The performance of
alternative modes of trestment and pervice delivery over the next few
years, in both quality and coat, should provide new information thot will
contribute to better legisiative decigions regarding the long-range
putlosk for HI. While we conlinue to believe in the crifical need is
address the HI program's long-range financial imobalance, we also
recognize that sclutions determined and implemented today will likely
need adjustment over time to mateh new cireumsatances and conditions
as they evolve in the future.

The time gained by the later deplotion of the HI trust fund must be used
productively to determine effective solutions t the remaining
jong-range problome. The Nativnal Bipartisan Commission on the
Future of Medicare, although failing to reech consensus sn specific
recommendations, has helped set the stage for this ¢fort by their
development of a wide array of potential cost-reducing measures.
Considerntion of further reforms should occur in the relatively near

18
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futurs, The unexpectedly fuverable ronditions that result in the
antitipated smaull trust fund surpluses over the next several years could
change and deficity could recur sconer than projected. Solutions will
need not only to restore balanee between income and expenditures but
also to rebuild assets fo a level sufficient to serve as g contingency
raserve against unforseen fluctuations, In addition, the sooner solutions
are enacted, the more flexilde and gradual they can be. Finally, the
sarly introduetion of further reforma increases the time available for
affected individunls and srganisations—including health care providers,
beneficiaries, and taxpayers—to adjust their expectations,

The projections shown in this repert, while encouraging in samparison
to prior estimates, continue to demonatrate the need for timely and
effective action to address the remaining Snancial imbalance facing the
Hi'trust fund. We believe that sclutions can and must be found 1o
ensure the financial integrity of the HI program in both the ehort term
and the fong term, Thus, we urge the nation’s policy makers to build
upon the strong gteps {aken by the Balanced Budget Act of 1887 and o
take further prompt, effective, and decisive action.
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I ACTUARIAL ANALYSIS
A MEDICARE AMENDMENTS SINCE THE 1998 REPORT

Bince the 1998 Annual Heport was transmitted to Congress on April 28,
1988, there have been no legialative changes epacted which would have
a significant effect on the financial status of the HI trust fund.

B. NATURE OF THE TRUST FUND

The Federal Hospital Insurance Trust Fund was established on July 38,
1885, an & separate account in the United States Treasury. All the
financial eperations of the HI program are handled through this fund.

The primary source of ingome to the trust fund is amounts appropristed
ta it under permanent authority on the basis of taxes paid by workers,
their employers, and individuals with self-emplovment income, in work
covered by the HI program. ‘The coverage of the HI program includes
workers covered under the UASDI program, those covered under the
Railread Hetirement program, and gertain fedoral, state, and local
employces not otherwise covered under the QASDI program.

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

HI taxes are payable en £ sovered individual's total wages and
self-employment income, without limit, For calendar vears prier to
1994, taxes were computed on one's annual earnings up o a specified
maximam annual amount, called the maximum' téix base.

The HI tax rates applicable to taxable earnings in each of the calendar
years 1966 and later are ghown in table I1.B1. Fer 2000 and later, the
tax rates shown are the rates scheduled in the provisions of present law.
The tax bases for 1968-1993 are alse shown.
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Actuarial Analysis *

Tabla NP1 ~Tax Rates and Maximum Tax Bases

1963 B0 18 .30
1964 . 37 800G 1.5 258
1985 Yo B0 1.35 b+
1958 42 000 C 148 2.3
1887 43,800 1.4% 250
1968 45,000 145 2.90
1999 48,000 145 280
1990 51,300 1,45 290
1991 . 125,000 1.48 280
1582 133,200 §.48 280
1993 135002 £ A% 250
120400 * s B .45 266
Scrmduied in prekent bW .
. SECC S Nt £y lirmit 145 a4

All taxea are collected by the Internal Revenue Service and deposited in
the general fund of the Treasury as internal revenue collections, The
taxes received are automatically appropriated, on an estimated basis, to
the trust fund. The exact amount of taxes received is ot known initially

since HI taxes, OASDI taxes, and individual income taxes are not

separately identified in collection reporta received by the Treasury
Depariment. Periodic adjustments are subsequently made to the extent
that the esbimaies sre found o differ from the amounts of taxes actually
payable on the basis of reported earnings.

Up to 85 percent of an individuals or couple’s GASD! benefits may be
gubjaect to federal income taxation i their income exceeds certain
thresholds. The income tax revenue attributable to the first 50 percent
of OASDI benefits is allocated to the OASE and DI trust funda. The
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revenue assecinted with the amount between 50 and BS percent :;f‘
benefits is allocated to the HI frust fund,

Another substantial soures of trust fund income i8 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 alao affected by the
provisions of the Railroad Retirement Act which provide for s system of
coordination and Snancial interchange between the Raflroad Retiremant
prograwm and the HI program. This financial interchange states that the
. Railroad Board and the Secretary of Health and Human Services (HEHS)
detormine 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 Sovial Security Azt grants certain wage credite W individuals who
gerve in the military. Section 217(g) of the Act provides for periodic
transfers between the generad fund of the Tressury and the HI trust
fund, i needed to adjust prior payments for the costa arising from wage
eredits granted for military service prior to 1857. Section 228(b)
authorizes annual payments from the general fund of the Treasury
equivalent to the combined emplovee and employer payroll taxes that
weould be paid on the current year's wage credits if such credits were
coverad wages.

Two sections of the statute authorize HI benefits for certain uninsured
persons aged 65 and over. Section 103 of the Social Sscurity
Amendments of 1965 provided entitlement to Bl 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 Fiscal Responaibility Act
of 198% added similar transitional eptitlement for those federsl
smployees who would retire before having a chance to earn sufficient
gquarters of Medicara«yualified federal cmployment. The costs of such
esverage, including adminietrative expenses, are paid initially from the
HI trust fund, with subseguent reimbursement from the general fund of
the Treasury.

Suetion 1818 of the Social Security Act provides that certain persons not
eligible for HI protection either on an insured basis or on the vninsured
basis described in the previous paragraph may obtain protection by
enroiling in the prograxs and paying.a wonibly premium,

Ed
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Actuarial Analysis

Seetion 2010 of the Secial Becurity Act authorizes the Mansging
Trustee to accept and deponit i the trast fund useonditional money -
gifts or bequests made for the benefit of the fund or any activity finaneed
through the fund.

Expenditures for benefit payments and administrative expenses under
the HI program are paid from the trust fund. All expenses incurred by
the Departraent of HHS, the Social Security Administration {(S84), and
the Treasury Depariment in carrying out the provisions of Title XVI{I

- of the Social Security Act pertaining to the HI program and of the
Iniernal Revenue Code relating to the eoliection of taxes are charged to
the trust fund. The Secretary of HHS certifies benefit payments to the
Managing Trustee, who mukas the payments from the trust fund.
Administrative expenses are allocated and charged to each of the four
trust funds--0ASI, DI, H], and SMiw.on the basis of provisional
estimates, Similarly, the expenses of administering other programs of
HCFA are zlso alloested and charged to the general fund of the Treasury
on & provisional basis. Periodically, as actual experience develops and
is analyzed, the allocations of adminisirative expenses are adjusted by
interfund transfers. This adjustment includes transfers between the HY
gnd SMI trust funds and the program management generasl fund
srcount, with appropriate interest sllowances,

The Sociel Secunity Act authorizes the Secretary of HHS to develop and
conduct @ broad range of sxperiments and demonstration’ projecta
designed to determine various methods of incressing efficiency and
economy in providing health care services, while maintaining the quality
of such services, under the HI snd 8MI programs. The costa of such
experiments and demonstration projects are paid from the HI and 8MI
trust funds. '

The Hesith Insurance Portability and Accountebility Act of 1996
established s Health Care Fraud and Abuse 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 fund. Amounis necessary to carry out veriain functions of the
fraud and abuse control program, subiect o sperific Limits, are
appropriated from the HI trust fund to the Health Care Fraud and
Abuge Contrel Ascount, from which they are dishursed to fund those
functions. :

E}ongmss has authorized expenditures from the trust fands for
construetion, rental and lense, or purchase contracts of office buildings
and related facilities for use in connection with the administration of the
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HI program. Both the capital tsis of construction financed directly
from the trust fund and the rental and lease or purchase rontract costs
of acguiring facilities are included in trust fund expenditures. Whatever
the manner of acquisition, the net worth of faclities and other fixed
capital agaets is not carried in the statement of aseots of the trust fund
presented in this report. This is because the value of fixed capital asgets
does not represent funds available for benefit or administrative
expenditures and, therefore, is not considered 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, primarly In
interest-bearing ohiigations of the 11.B. Government {including special
public-debt obligations described below). Investments may algo be made
i obligations guaranteed as to both principal and intereat by the United
States, including certain federally sponsored agency obligations that are
designated in the laws authorizing their issuance as lawful investments
for fiduciary and trust funds under-the conirol and authority of the
United States or any officer of the United States. These obligations may
be acquired on original issue at the issue price or by purchase of
sutstanding obligations at their market price,

The Secial Security Act suthorizes the issuance of gpecial publie-debt
obligations for purchase exclugively by the frust fund. The law requires
that such special public-debt ohligations shall bear interest at a rate
hased on the average market yield {computed on the bagis of market
guotations as of the end of the calendar month immediately preceding
the date of such issue) on all marketable interest-benring obligations of
the United States forming a part of the public debt which are not due or
callable until after the expiration of 4 years from the end of such month.

From Decernber 29, 1881 umtil January 1, 1888, the Social Security Act
authorized borrowing ameng the QASI, DI, and HI trost funds when
necessary “to best meet the need for financing the benefit payments”
from the three funds. Interfund loans under the berrowing authority
were made {0 the QAS] trust fund from the DI and HI trust funds in
1982, and wers fully repaid with interest by May 1986. Currently, no
further proviajon for interfund bhorrowing exists, .



Actuarial Analysis.

€. OPERATIONS OF THE TRUST FUND, FISCAL YEAR 18%8

A gtatement of the revenue and dishursements of the Federal Haspital
Insuranes Trust Fund in fiscal year 1998, and of the assets of the fund
at the beginning and end of the fiscal year, is presented in table I1.C1,

The total ngsets of the truat fund amounted to $116,050 millien on -
September 30, 1897, During fiscal year 1998, toial revenue amounted
10 $138,203 zmﬁmn and total émimraements were $137,140 million.
Total assets thus mcmawd by $1,063 million during the year, to
$117,113 million on September 30, 1998,

Tanie ILCLStaternent of Operationa of the ¥ Trust Fund During Flscal Yesr 1268
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Table iL.C1-Slotement of Oparations of the Wi Tront Fund During Fiscel Year 1988

{in ousarcss)
o U 7,178
= -+ S OGO 158,600
Torla) bt IR L L L.t es s s g}g:!‘lggiz%
Totat sasets of the tus: R, and of parod ' WAL 11D ETS

‘A posiiive Hgure sepvesasts & Tansfer ' M 24 st lund Trom the ofber st funds. A nepativs g
Mprasents B trensior from e KW st 2 3o i other funds,

SRapMBanT RoSERYMENt 1000y o BB At ciodicel reviews. Prapayenent savings i medical
mmviaws wers a0 addiional $700.7 milien

For nciiies, goods, and servies provided by S8A.

Ywhidas pig visirative apensas of e inarmedianes,

Kote: Tolals do ot recessariy equal the surrs of sounded SOMIKINGTts.

Included in total revenue during facal year 1998 was $121,915 million
representing taxes appropriated to the trust fund, As an offset, 31.5
million was transferred from the frust fund to State and loesl
governments repregenting overpayments from previous State
agreements for coverage of State and local government employees.

Total HI payroll tax income amounted to 3121,813 million, representing
an increase of 8.2 percent aver the amount of $112,725 million for the
preceding 12-month peried. This growth in tex inceme resulted
primarily from the higher level of earnings in covered emplovment
together with z significant increase in the number of covered workers in
the labor force, '

Income from the taxaiion of OASD] benefits, as described in section 11.B,
ameounted to $6,087 million in fiscal vear 1998,

Section LB referred {0 reimbursement received by the Hl trust fund
from the general fund of the Treasury for program costs attributsble o
otherwise uninsured persons having entitiement under tranaitional
provigions, In fiscal vear 1998, this reimburasment amountad to $34
millien, consisting of $32 million for estimated benefit payments and $2
million for administrolive expenses. The $32 million for benefit
payments consisted of -$54 million for non-federsl uninsured and 386
million for federal uninsured beneficiaries. {While payments for non-
federal uninsured beneficiarios for fiscal year 1598 were catisuated to
be $145 million, adjustments for prior years, including interest on these
adjustments, lowered the amount for that component of the transfer o
-$54 million.)
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Bection [1.B referred to provisions of the Social Security Act under which
vartain persons not otherwise eligible for HI protection may oblain such
protection by enrolling in the program and paying 8 menthly premium,
Premiums collected from such voluniary participants in fiscal year 1908
asmounted ta about $1,320 miliion,

In accordance with the previsions of the Railroad Retirement Act, a
transfer of about $381 million in principal and $20 million in interest
from the Railroad Retirement program’s Social Security Equivalent
Benefit Account to the H! trust fund balanced the two systems as of
September 30, 1997, as described in section 11.B, This amount, together
with interest to the date of transfer smounting to about $19 mﬂhnu, waa
transferred o the trust fund in June 1998,

In secordance with provisions for the appropriation to the trust fund of
amounis equivalent {6 Hi toxes on 1898 noncontributory military wage
eredits as discussed in section ILB, the trust fund was credited on
July 1, 1998 with $67 million. .
Section I1.B 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 trust fund wag credited with
$163 million in receipts from this program.

The remaining $9,218 million of revenue consisted almost entirely of
interest credited fram the investments held by the trugt fund,

Of the $137,140 million in iotal disbursements, $135487 million
represented net benefits paid directly from the trust fund for health
services covered under Title XVIH of the Social Security Ael. Net
benefit payments decreased 0.5 percent in fiscal yenr 1998 over the
eorresponding amount of $126,175 million paid during the preceding 12
months. Net benefit payments were made up of $137,163 million of
gross benefit payments less $1,676 million of recoveries from fraud and
abuse control activities.

The remaining $1,6853 million of disbursementa was for administrative
expenses. This amount includes 3500 million for the health care fraud
and abuse control program, which was discussed in section ILB.

Table I1.C2 compares the aetual experience in fiscal year 1898 with the
estimates presented in the 1997 and 1998 annual reperts. A number of
factors can contribute to differences between estixaates and subsequent
actual experience, In particular, actual values for key economic and
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other varinbles can differ from assumed levels, and legislative and
regulatory changes may be sdopted submequent to a report’s
preparation. The comparison in table I1.C2 indicates that actual HI tax
income was higher than estimated in both the 1997 snd 1998 reports
primarily as a result of aconomic growth in 1997.98 that was more
favorgble than anticipsted, Actual Hi benefit payments in fiscal year
1898 were lower than the amounts estimated in both the 1997 and 1988
reports. In this regard, the estimates made in the 1997 report did not
reflect the faverable impact of the Balanced Budget Act of 1997, which
. was enacted after the report was issued.

Tebia LOCLLomparisan of Actual and Estimmad Oparations of the W Trust Fund,
Flecal Yasr 1558
[Dekar amounis in millong]

Autunl as Actunt ay '

Actuml  Estimatd peioaittape of Estimalart pamaniage of

Jam ATQUOL,...... peunt’  sstineis amoury’,......SElmEs
$I2IBS i W $115,836 W
15487 nBw E 74 147,350 $2

Table 1103 shows the total assets of the fund and thelr distribution at
the end of fiscal years 1997 and 1898. The agsets of the HI trust fund at
the end of fiscal year 1997 tofaled $116,050 million, consisting of
$116,621 million in the form of obligations of the U.8§. Government and
un undisbursed balance of -$570 million. The assets of the HI trust fund
at the end of fiscal yeur 1998 totoled $117,113 million, censisting of
$118,250 million in the form of U.8. Govexnment obligations and an
undistursed balance of .81, 137 million.

New securities ai & total par value of $145,913 million were goquired
during the fiseal year through the investment of revenue and the
reinvestment of funds made available from the redemption of securities.
The par value of securities redeemed during the fiscal year wan $144,288
million. Thus, the net increase in the par value of the investments held
by the fund during fiscal year 1988 smounted to $1,825 millios.
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Tabio 103 —Asssts of the HI Trust Fund, by Type, 5t the End
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2,740,738 000.00
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The effective annual rate of interest sarned by the assets of the Hl trust
fund during the 12 months ending on December 31, 1988, was 7.8
percent. Interest on special igsues is paid semiannually on June 30 and
December 31. The interest rate on public-debt obligations issued for
purchase by the trust fund in June 1998 was §.875 percent, payable

semiannually.
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Expected Operations

D. EXPECTED SHORT-RANGE OPERATIONS AND STATUS
OF THE TRUST FUND

The Boeial Security Ast 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 expecled operations and status of the trust fund
during the current and next Z fiscal vears. In this section, estimates of
the operations and financial status of the trust fund for the next 10
years are presented. The Act also reguires that the snnual report
inchude n statement of the actuarial status of the trust fund, and that
requirement is fulfilled in the next section, In bath this and the next
sgetion, no changes are assumed fo oceur in the present statutory
provisiens and regulations under which the HI program operstes.

The estimates shown in this section provide detsiled information
congerning the short-range financial status of the trust fund. The
astimated levels of future income and outgo, annual differencey between
income and outge, and annual trust fund balances sre explained and
oxamined in this section. Two particulariy important short-range
solvency measures for the HI trust fund, the estimated year of
exhpustion and the test of short-range fnancial adequacy, are also
diseussed, : .

Estimates are shown under three alternntive sats of assumptions, to
illustrate the sensitivity of future program costs to different economic
and demographic trends, The sats of assumptions used ure intended to
portray a reasonable range of possible future trends. Due to the
unceriainty inherent in such projections, however, the sctual eperations
of the HI trust fund in the future could differ significantly from these
estimates,

The expected operations of the HI trust fund during fiscal yenrs 1999 to
2008, together with the past experience of the program, are shown in
table ILD1. The estimsates shown in this table are based on the
intermediate sat of assumptions. The sssemptions underlying the
intermediate projections are presented in section ILF of this report.

The increases in estimated income shown in table 1L primarily reflect
incremses in payroll Lax income to the trust fund. As noted previously,
the primary source of finanecing for the HI program is the payroll tax on:
covered eaynings paid by employees, employers, and seif-eroployed
workers, While the payroll tax rate is scheduled to remain constant,
zovered earrings sre assumed o increase in every year through the year
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2008 ynder the intermaedists assumptions. These increases in taxable
earnings are due primarily to projected increages in the sumber of
workers covered by the program and in the average enrnings of these
workers,

{ver the next 10 years, mogt of the smaller sources of 'ﬁnancing for the -

HI trust fund increase ng well. These income sources include income
from the taxation of DASIDH benefits, transfers from the Railroad
Retirement program, and premivm income for other noninsured persons
wha vojuntarily enrcll in the program, Transfers from genersl revenue
to reimburse the program for the st of providing HI benefits to vertain
nonipgured persons are decreasing. Transfers made from goneral
rovenus to reimburse the HI truat fund for the cwats associated with
certain military wage credite are projected to remain constant over the
shart-range peried. More detailed descriptions of these sources of
income can be found in section ILB.

Interest earnings have been a significant source of income to the troat
fund, and have indeed ranked necond only 6 payroll taxes, for many
years. It is important Lo 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 legizlation, interest earnings would therefore diminish
steadily, and eventually cense o exiat as o gource of income for the HI
program,

Dishursements for benefits ars projected to incrense in fiscal years 1999
10 2008, For the first few years, benefits increase at a glower rate than
income to the program due to the zavings provisions of the Balanced
Budget Act of 1887, After this time, benefits are expected o incresge at
a faster rate than income for the remainder of the shert-range peried,
The expenditures for benelit payments shown in table [1.D1 differ
somewhat from those shown in the President’s Fiseal Year 2000 Budgst,
The estimates shown in this repert are based on mere recent
_demographic and economic prajections, and they do ndd reflect the
iraplementation of proposed changes in laws and regulations which were
included in the budget, The expenditures for henefit payments shown
in this section are based on the sasumption that for Sseal years 20080
and later, the prospective paymaent rates will be increased in accordance
with Public Law 105-33, the Balanced Budget Act of 1897, for fiscal year
1999, the prespective payment rated have aiready been determined in
accordance with the seme statuta,
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The estimated disburgements of the HJ trust fund reflect the transfer of
certain homs health services from the HI program to the SMI program,
as specified by the Balanced Bucdget Act of 1887, Beginning January
1988, for individuals enrolied in both HI and 5MI, the HI program will
cover the first 100 home health visits following a hospital or skilled
nursing facility atay of at least 8 davs, and coverage of 8}l other home
health services for these individuals should be fransferped from the Bl
program to the SMI program. Therefore, all benefit paymenta for those
services being transferred should be paid out of the SM] trust fund
beginning January 1988, However, for the &year period 1988 through
2003, sums of money will aleo be transferred from the Hitrust fund to
the SMI trust fund to phase in the financial impact of the transfor of
these services. The aums of money to be transferred will be determined
no that the net additional expenditures of the SMI trust fund will be 16
of the cost of the services being transferred in 1995, incremented by an
additional 1/6 of the coest each year thereafier. The benefit paymenta for
1888 through 2008 ghown throughout this report represent the sum of
the aggregate HI benefit payments and the funds transferred to the SMi
trust fund,

The actual sperations of the Hi program are organized, in general, on g
eulendar year basis, Earnings subject {o taxation and the applicable tax
ratos are established by ealendar year, ss are the inpsatient hoapital
deductible and other cost-sharing amounts. The prajected aperations of
the trust fund on a c¢alendar year basias are shown in table ILD2,
according Lo the same gsgumptions aa used in table ILD1, The projected
decline of the HI trust fund san be seen in both tables,
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Since future economic, demographic, and health care usage and cost
pxperience may differ considerably from the intermediate agsumyptions
on which the cost sstimates shown in tables 11.031 anud HLD2 were based,
prajections have aleo been prepared on the basis of two different sets of
asaumptions, labeled “low cost” and “high cost.” The three sets of
assumptions were solected in order o illustrate the sensitivity of
program costs to different economic and demographic trends, and fo
provide an indication of the uncertainty aswacinted with financial
projections for the HI program. The low cost and high coat alternatives
provide for a fairly wide range of possible experience. While actual
experience may be expected to fall within the range, ne nssurance can
be made that this will be the case, particularly in light of the wide
variations in experience that have occurred since the beginning of the
program. The ssmimptions used in preparing projechions under the low
vost and high cost slternatives, as well as under the intermediate
asgumptions, are discussed more Rily in section ILF of this report.

The estimated operations of the HI trust fund during calendar years
1998 to 2008, for total program income and dishursements under all
three alternatives, are summarized in table ILIN. The trust fund ratis,
defined as the ratio of assets at the beginning of the year &
dishursements during the year, was 85 percent for 1998, Under the
intermediate assumptions, the trust fund ratio is projected to remain
basically level until 2004 and then decling steadily, reaching 89 percent
at the beginning of 2008, The fund would be completely exhausted in
2015 under the intermediate posumptions, huyond the 10-yoar short-
range projection pericd. Under the low coat alternative, trust fund
asseta would Increase steadily throughout the YH-year projection peried,
while under the high cost aliernative exhaustion would occur in 2007
These projections do not reflact any reduction in dishursements due teo
proposed changes in legisiation 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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. Table H.D3.~Estimted Operatians of tha Ht Trust Fund Ousing Calendsr Yasrs 1996
2008, Under Alterrutive Sets of Asswrptions
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future income and expenditures and te help illustrate the magnitude of
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the future deficits.! It in important to remember, however, that under
present law there is no authority to pay HI benefits if the assets of the
HI trugt fund are depleted. In practive, benefits eould not be paid until
additional trust fund income was subsequently received. Initially, this
would ¢ause 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 o point
where providers would be unable fo continue providing care to
beneficiaries, Thus, the posaibility of depletion of the ‘HI trust fund
must be treated as » very grave consequence and corracted through
legisiation at the earliest opportunity.

The projections in table 11L.D3 indicate that without corrective
legialation, the nssets of the Hl trust fund would be exhausted within
the pext B8 to 18 years under the high.cost and intermediante
aswumptions. The fact that exhaustion would occur under a fairly broad
range of future economic sonditions, and is expected to oocur in the
relatively near future, indicates the importance of addressing the HI
trust fund's financial imbalance. '

Tho Board of Trustees has established an explicit test of short-range
financinl adequacy. The requirements of this test are as follows: If the
HI trust fund ratio is at least 100 percent at the bepinning of the
projection period, then it must be projected t0 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 yesch
2 level of at least 100 percent within 5 years (and the trust fund net be
depleted at pny time during this period) and then remain at or ahove
. 10D percent threughout 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 {8 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 ILD3, thia short-range test is not
met, aithough the margin of deficiency is relatively small. The trust
fund ratio, which was below the 100-pereent level at the beginning of

These hypothetical faal operaticng are estimated based s an urelerlying askuszption that
the HI prust fund comld borrow amennis from the genersl fand of the Treanury on the aame
terms that it normally lende reserve sesets to the generst fund (through the purchase of
npecial-iasae Treagury securities), Thus, the hypothetioal, poat-depletion operations of the
trust fund are ealvolated oo 2 mirror-image bosis £o the normal investment procedures.
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Expected Operations

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 o
be exhausted in 2615 under the intermediate gssumptions,

The ratios of assets in the HI trust fund at the beginning of each
calendar year W total disbursements during that year are shown in table
11.D4 for all past years since the beginning of the program. Figure [LD1
shows these historieal trust fund ratios and the projected ratios under
the three sets of assumptions. Figure ILDY shows end-af-vear trust
fund balances for historical years and for projected years under the
three sets of assumptions, On both figures, the labels “17, “IF, and “1H”
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 conditions of
exceptionally robust economic growth and modest health care cost
increases, 04 assurmed in the low cost aiternative, .

Table 004 —atto of Asssts 81 the Beginning of the Yesr i Disbursements During ‘
the Yeur for the Hl Yrust Fund

— e BT T Raiig
1967 6%
$ORE %
1969 : 2
1970 47
19 4
192 - 47
189713 4
1578 B3
1875 ™
1678 77
1077 B2
1978 &7
1578 54
980 | B2
1961 L1
+HER 62
1983, 2
1984 )
1385 2
YARE At
18967 e
1968 m
LHEG 118
199G 129
1961 08
R 134
1883 M
1994 122
1668 113
igag 106
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Figure & D14} Truet Fund Balance s Bsginning of Yenrr a3 & Porcentage of Annual
Expenditures
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The Trustees’ test of short-range financial adequacy is stringent. It is
designed to provide an early warning that a trust fund may face
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finaneial difficultien in the coming yesrs. Asindieated by the projections
above, under the intermediate assumptions the HI trust fund would
ezperience a positive cash flow through about 2006, The magmitude of
thiz aurplus, however, is quite small. Under slightly less faverable
conditiong, the cash flow could turn negative much earlier and thereby
accelerate ngset exhaustion. Thus, while the projections shown in thia
year's report represent a substanhial improvement over last year's, the
wargin for safety remains thin, Corrective leginlation in the relatively
nesr future is desirable {0 ensure the continued payment of HY benefits
when due,

As suggested by the historical asset levels shown in table 11.D4 and
figures ILD1 and [1.D2, the Trustees’ short-range test for 1! has seldom
besn met.® For many vears, the HI trust fund has been projected o
hecome deplefed within the next decade or so, 88 & reault of incresses in
health care costs and utilization that generally exceed increages in the
HI payroll taxes thai support the program. Over the years, asget
exhaustion has been postponed by enactment of legislation to increase
trust fund revenue andfor reduce the rate of growth in program
expenditures. As a result of the periodic correciive legislation, the
program has operated satisfpctorily even though it has not met the
Trustees’ short-range test. ‘ .

Nonetheless, the test represents a desirable goal for the finangal status

of social insurance pregrams. The Trusiees have recommanded that.
fund assets be maointained nt o level of at least 100 percent of atnual

program expenditures. Such a level is estimated {0 provide a cushion of

roughly 5 years in the event that program inecome falls short of

expenditures, thereby sllowing time for pelicy makers to devige and

implement legislative correetions. Thus, while the short-range tost is

stringent, it is intended to ensure that health care benefiis continue to

e available without interruption te the millions of aged and dzaabied

Awmericans who rely on such coverage.

E. ACTUARIAL STATUS OF THE TRUST FUND

In saction ILI3, the expected operations of the HI progrmm 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 aupport program
costas well into the futyre, is examined under the three alternative sets

*he test was introduced by the Bonrd of Trustees in 1961,
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of assumptions. The assumptions used in preparing projections are
summarized in section ILF of this report.

The long-range actuarial status of the HI program is measured by
comparing o a year-by-year basis the program’s income {from payroll
taxes and income from taxation of OASDI benefits} with the
" corresponding incurred cogts of the program, expressed ag perceniages
of taxable payroll.’ These percentages are referred to as “income rates”
and “cost rates.” reapectively. For this purpese, both income and costs
are projected wirder present law. If these two itema were exactly equal
in each year of the projection period and all prajection aspumptions were
realized, than revenues woeuld be sufficient to previde 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 st
intervals of several yenars, rather than with continual yearly increases
to match exactly with projected cost increnses. Te the extent that amall
differences between the yearly costs of the program and the
correspending income rates gecur for short periods of ime and are offset

by subsequent differences in the reverse direction, the financing

pbiectives can be met by maintaining an appropriate contingency
reserve. In projecting costs under the program, only incurred
expenditures (benefits and administrative costs} attributable to insured
beneficianies are considered, since expenditures for noninsured persons
are expected to be finsnsed through gensral revenue transfers and
premivm payments rather than through payroll taxes.

The historical costs of the HI program, expressed as percentages of
taxable payroll, are shown in table ILE1. The ratis of expenditures to
taxable payroll has generally incressed over time, viging from 0.94
percent in 1867 to 3.16 pereent in 1998, reflecting both the higher rate
of incrense in medical care costs than in average earnings subject to HI
taxes and the more rapid inerease in the number of HI beneficiaries
than in the number of covered workers. Cost rates have dedined
semewhat in the last two years as a result of favorable economic
performance and the impact of the Balanced Budget Act of 1997, -

The projected costs of the program under the intermediate assumptions,
expressed as percentages of taxable payroil, and the income rateg under
current law for selected vears over the 75-vear period 19992073, are

ghown in table ILEZ.” Further increases in the ratio of expenditures to ‘

*Taxnble payrell is the total amount of wagea, salsries, tipw, seif-employment income, and
olher earrings subject to the Hi payvoll tax, -
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taxable payroll pnder the intermediate assumptions result from the
projection that the cost of the HI program will generally continue to
increase ai a higher rate than taxable earnings, as discunsed later in
this seetion. An important exceplion is expected during 1988-2002,
during which time the Balanced Budget Act of 1997 will substantially
reducs the rate of growth in Hi expenditures. 1t can be seen from the
selected years shown in table ILE2 that, on & yearby-year basis, the
income rates under current iaw are 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 satimated t¢ cover only one-
half of the cost of the program. Ag = result, the program ia seriously out
of financial balance in the long-range and substantial measures will be
required to inerease revenues and/or reduce expenditures.

Tabls LE1.—Historicst Cont Rates of the H Program

e Lalendar vep: Cost ratey’
1567 H.64%
1968 154
1963 .12
W X 3%
313 .42
1972 1.30
1912 1.3
1874 1.42
1878 1889
1978 1.83
Fred .85
e 290
wrg 199
1880 218
1981 228

1 1982 2.B%
1683 287
1564 263
983 282
198 254
17 25
1068 240
1988 282
1330 270
1983 2,85
1662 b & ]
1993 3.08
)1 3.4%
kic: 2.5
i+ 341
1997 337
1935 218
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LLE%
008
4%
S36
: 0353
2020 4.00 KR T .88
2025 454 826 1.35
2000 509 304 -1.88
208 52 A 2
240 573 420 2,50
=48 * %98 am . 268
2056 08 332 274
X85 818 3.4 282
2064 &1 .oam 237
2065 555 338 Ay
00 XL 233 330

Under the intammediais assengiions,
*Sea lootnota 1 of tab 11LE1,
DHerance betwaen the income mias and covi rmtes. Nagate walxs apresant deficls.

While the year-by-year comparisons discussed are necessary to measure
the adequacy of the financing of the I program, the financial status of
the program is oflen summarized, gover a specific valuation periodd, by a
single measyure known as the actuarial balance, The actuarial balance
of the HI progvam is defined to be the difference between ihe
summanzed income rate for the valustion period and the summarized
cost rate for the same period. The summarized incowme rates, cost rates,
and actuarial bulance sre based upon the preseni values of future
income on an incurred basis, future insured ¢osts o an incurred basis,
and future taxable payroll. The pregent values are calculated by
digeounting the future annual amounts of income and outgo at the
assumed rates of interest credited to the HI trust fund., The present
values are ealculated as of the beginning of the valuation period. The
summarized income and cost rates over the projection period are then
ebiained by dividing the present value of income and cost, respectively,
by the present walue of taxable payroll. The difference between the
summarized income rate and cost rate over the leng-range projection
period, after an adjusiment fo take into account the fund balance at the
valuation date snd a target trust fund balance at the end of the
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valuation periad, is the actuarial balance. In keeping with & decision by
the Board of Trustees that it is advisable &n maintain a balance in the
trust fund equal to a minimum of one year's expenditures, the target
trust fund balance 1 equal to the following vear's extimated costs st the
end of the 75-year projection peried. It should be noted that projecting
an end-of-period farget trust fupd balance does not necesserily insure
that the trust fund will maintain such = balance on a year-by-year basia.

The actuarial balance can be interproted as the immediate, Jovel, and
permanent percentage that must be added to the current law income
rates and/or subliracted from the current law cosaf rates throughout the
entire valuation period in order for the financing to support program
cobts and provide for the targeted trust fund halanes of the end of the
projection period. The income rate increass aceording to this method is
1.46 percent of taxable payroll. However, if no changes were made until
the year the trust fund would be exhausted, then the required incrsase
would be 1.91 percent of taxable payroll under the intermedinte
asswm pticns,

The sctuarial balunces under all three alternative sets of assumptions,
for the next 25, 50, and 75 years, as well as for each 25-year subperiod,
are shown in table JLE2. The suwmmarized income rate for the entire
T6-year period under the intermedinte ssaumptions is 3.25 percent of
taxable payroll. The summarized cost of the program under the
intermediate assurnptions, for the entire 75-year period, is 4.71 percent.
As o reault, the FI program fails {0 meet the Trustees’ long-range test
af close actuarial balance. (Section IILF contains a summary of the
requirements of thip test.y

‘An alternative way of calculsting sctuarial atatus, known ax the modified aversge-cost
method, is presented in section HLA, The HI trust fund also fails the teet of long-range
close setuarial balance neag this mothaed.
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Tabie ILEL—Achuarial Balsnces of tha Hl Program, Undar Thras Sets of Assumgtions

intermedisia :
~8334mptions b Somt
Vatuation Perdods:’ . '
25 yoars: 1999-2003; ' .
Suprerisnzed incorm i A% A% A.23%
Summarized ooy o I460 208 4.49
Astusdial balanes L40 4.0 ~1.2%
$U vearm: 15552048 ;
Surmwmasized ncome mi 3] b 3 12 k¥
Suatsrrwiirad cost rais 4,31 R 848
Actuaria) batancy -1.08 G.i7 -3.18
75 yosex 1999-2073:
Sommanzed incorms mits Aze 3G b 3 74
Burrimar md cost rata 4.7 &4t TAT
Athsarial balancs =1.48 [\ATY -4.1%
25-ysor subpefiods”
1999202
Summedzed income mis Ass " A0 an
Saanmariand st raiy : 348 256 427
Artuarial balance 3.5 8.8 <118 .
MPe-ptan: :
Summanzed incoma e . k¥ 3 334
Surnmarizsd oot ras 1 E X1 I 545
Actuariat balarce 23z [ed#: £15
Mag-207: \ .
Sorrwnarnized Income raby ki) 34 s
Summanzed ookt ratg . 8.38 343 12.18
. Achsans! balancy : <074 £.18 -4.83

ncome rates inchada baginning st fund balances &nd cos! mtes ingiude st of ataining a trust fund
héfaree a1 ihm and of S panod aqual © 100 percend of the Toflowdog year's astimaiad sxpanditures.
Ancoran ales o0 Tt Pekese begining 1sst fund Daisnces And cost s 00 50! inciude the cost of attaining
B A0 280 Ukt funed Didason it i sl of ihe panod,

Nows: 1. Coatwtes ard based on N expenciures intumad for buineflt peysieas &nd sdminisirative
posts for insernd bermiiciaes, comouted on & prasent valin basis prd Sieased as e
pacariags of tixehia paymill The diffeance berenss e summerzed ingome reie and ths
summiadzed cost mio i armad e aciuadal balencs,

2. Tosats do nof neceasarly et the ks of rooanced comrponsrs.

The divergenee in outeories among the three alternatives is reflected
both in the estimated operations of the trust fund on a cash hasis {as
discussed in gection 11.13) and in the 75-yvear summarizad costs, The
variations in the underlying assumptions, a8 shown in the next section,
can be characterized as (1) moderate in terms of magnitude of the
differences on a year-by-year basis and (2) persistent over the duration
of the projection period. Under the low cont alternalive, the summarized
program cast rate for the 78-year valustion period is 311 percent of

+
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taxable payroll snd the suminarized income rate is 3.20 percent of
taxable payroll; hence, HI income rates previded in current law would
be adequate under the low cost alternative. Under the high cost
alternative, the summarized program cost rate for the 75.year projection
periad is 7.47 percent of taxsbie payroll, more than twice the
summarized income rate of 3.32 percent of taxahle payroll.

Past experience has indicated that economic and demographic sonditions
as financially adverse ns those assumed under the high cost alternative
¢an, in fact, oocar. None of the alternative projections shauld be viswed
as unhkely or anrealistic. The wide range of results under the three
alternatives is indicative of the wucertainty of the program’s future comt,
and its sensitivity to future cconomic and demographic conditions,
Accordingly, it is important that an adequate balance he maintained in
the HI trust fund zs a reserve for contingencies, and that financial
imbalaneos be addressed promptly through correetive legislation.

A valustion period of 78 years is needed to present fully the future
contingencies that reasenably may be expected to ocour, such as the
impact of the large shift in the demographic composition of the
population which will ocvur after the turn of the century, As tabie ILE2
indicates, estimated expenditures under the program, expressed as
percentages of taxable payroll, increase rapidly beginning around 2010.
This rapid incrense in costs gecurs beeause the relatively large numher
of persons born during the period between the end of Workd War I and
the mid-1960's (known as the baby boom) will reach retirement age and
begin to raceive benefits, while the selatively smaller number of persons
born during later years will comprise the laber forge. Dunng the last 25
years of the projection period, the projecied increases in expenditures
under the progrem stabilize somewhat.®

Costs beyond the initial 25-vear projection perisd for the intermediate
estimate sre 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 perisd
primarily reflect the impact of the changing demographic composition
of the population, Beyond the initial 25.year projection peried, the low
cost mnd high cost alternatives assume that nrogram cost increases,
relativa to taxable payroll increases, are initinlly 2 percent less rapid
and 2 percent more rapid, respectively, than the reselis under the

1 costs &2 a percentage of taxable payrol] are profecied to cintinue 1o incresse, at n alower
rute, due o assumed further improvements in life expectancy.
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intermediate assumptions. The initial 2-percent differentials are

assumed to gradually decrease until the yoar 2048, when program cost

increnses (relative io taxable payroll} are ngaumed to be the same ag
under the intermadinte assumptions.

Figure [1L.E1 showa the vear-by-year costs as a percent of taxable payroll
for each of the three sets of assumptiong, ag well as the projected income
rates. The income rates are shown only for the intermediste
assumptions in order to atmplify the graphical presentation and becanse
. the variation in the income ratex by alternative i very small (hy 2073,
the arnnual inceme rates under the low cost and high cost alternatives
differ by only abaut 0.4 percent of taxable payroll). Only small
fluctuations are projectad in the inesme rate, as the rote of income from
taxation of QASD! benefits varies only slightly for each alternative.
Figure ILEY illusirates the magnitude of the projected financial
imbalance in the H] program by displaying the divergence of the
program costs and income rates under each set of assumptions. In the
figure, the labels “I", “I1°, and “II1” indicate projections under the low
cont, intermodiate, and hugh cost alisrnatives, respertively.

Figura H.E1~Entimated HI Cost snd incoma Fotes s percent of Taxabils Payrol
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The 75-year nctuarial balance of the HI program, under the
intermediate nssumptions, is estimated to be +1.48 percent of taxable
payrell, ns shown in table ILE3. The actuarial balance under the
intermediate assumptions as reported in the 1398 Annual Report was
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-2.10 percent. The major ressons for the change in the 75-year actuarial
balance are summarized in table ILE4. In more detadl, these changes

are;

{1}

{2}

{3}

{1)

{3}

Changes in valuation period: Changing the valuation period
from 1998-2072 t0 1999-2073 adds a large deficit year to the
calculation of the acluarial balance. The effect on the
artusrisl balance iy -0.05 percent of taxable payroll.

Updating the projection base: The cost as a percent of
payrell for 1998 was sgnificantly less than estimated in last
year's report. In the absence of sther changes, starting the
projection from the lower actual cost rate in 18898 resulain
4 permanently lower level of prajected costs, with an average
improvement in the actuarial balance of +0.38 percent of
taxable payroll. This facior is about evenly attributable ts
lower-than-expected expenditures in 18488 {+0.20 percent}
and higher-than-expected taxable payrell {+0.18 percent}.
The expenditure reduction reflects & greater decline in hame

health expenditures than had been estimated, together with .

generally low health cost growth in 19898 and continuing
efforts to combat fraud and sbuse in the Medicare program.
Taxable payroll exceeded expectations because of the robust
economic performance in 1988,

Managed care assumptions: Reductions in the projected
levels of muanaged care enrellment result in a +0.04 pereent
thange in the actuarial balance. Under the curvent
reimbursement mechanism for Medicare+Choice plans, even
with implementation of improved risk adjustment methods,
reimbursement for managed vare enrollees is estimated to
somewhat exceed their average feefor-servies costg, This
cstimated loss to the HI trust fund is reduced slightly as &
result of the lowor enroliment assumption.

Hospital assumptions: Changes in the bhospital assumptions
described in the next section result in s +0.28 pereent

‘Improvement in the sctuarial balance. The primary factors

contributing 1o this change are a Jower assumed trend
toward treating less complicated cases in outpatient settings
and continued changes in DRG coding. ‘

Other provider sssumptions: Changes to the nen-hospital
provider utilization and pricc assumpiions resalt in a -0.08
percent change in the setuarial halance. The primary factors
are higher assumed utilization for home heslth agencies and
shitled nurking faciliies in the short-range than agsumed in
last year's report. .
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{8} Esconomic and demographic assumplions: Changer in the
economic and demographic assumptions desenbed in the
next section result in & net +0.01 percent improvement in the
artuarisl balance. The economic assumption changes {pri-
warily the incresse in the real interest rate) improved the
balance by abeut +0.06 percent of taxable payroll, but this
impact was roughly offset by demographic factors that
worsensd the balance by shout —0.08 percent.

Tabln HEL-—~Changd In the 75-Yenr Actunrial Balance Sincs the 1998 Report

1. Actuarie] heiancn, nemediam sssargtions, 1998 report &%

2. Changas: .
. Valualinn paro D05
1.8430 ostlmate +0.38
&AM Care Essurptiond +0.04
of, HoBie! ResLmptons k.|
0,0t provider BSALITRHONS A 403
{.Ecoroanis s Somographic Sssunions 854

Nat s¥fact, above changes L4

% Avtuarial balance. infarrediste ascur
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F. ACTUARIAL. METHODOLOGY AND PRINCIPAL
ASSUMPTIONS FOR THE HOSPITAL INSURANCE COST
ESTIMATES

This section describey the basic methodology and sasumptions used in
the estimntes for the HI program under the intermediate assumptions,
In additien, projections of program costa under two alternative sets of
nesumptions are presented.

1. Assumptions

The economic and demographic assumptions underlying the projections
showr in this report are consistent with these in the 1888 Annual
Report of the Board of Trustees of the Federal Old-Age and Sarvivors
Insurance and Dissbility Insurance Trust Funds. These assumptions
are described in more detail in that report.
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2, Program Cost Projection Methodology

The principal steps involved in projecting the future costs of the HI
program are {a) eatablishing the present cost of services provided to
heneficiaries, by type of gervice, to serve as a projection base;
{b} projecting increases in payments for inpatient hospital services
under the program; {¢} projeciing increases in payments for skilled
nursing, bome health, and hospice services coverad under the program;
{d} projecting increases in payments to managed care plans; and
(¢} projecting increases in administrative costa. The major emphasis is
directed toward expenditures for fee-for-service inpatient hospital
services, which account for approximately 63 percent of {otal benefits.

.. Projection Bage

in order to establish a suitable base from which to project the future
costs of the program, the incurred payments for services provided must
bhe recenstructed for the most recent period for which » reliable
determination can be made. To do this, payments to providers must be
atiribuied o daies of pervice, rather than to payment dates. In addition,
the nonrecurring sffocts of any changes in regulations, legislation, or
administration of the program and of any items affecting only the timing
and flow of pryments to providers must be eliminated. As a vesult, the
rates of increase in the incurred cost of the program differ from the
increages in cash disbureements shown in tables I1L.D1 and 1112,

For those expenses still reimbursed on a reasonable cost hasis, the costs
for covered services are determined on the basis of provider cost reports.
Payments to & provider initially are made on an interim basis; to adjust
interim payments to the level of retroactively determined costs, a series
of payments or recoveries is offected thruugh the course of cost
settlement with the provider. The net amounts paid to date to providers
irs the form of cost settloments are known; however, the incomplete dsta
available do nof permit g precise determination of the exact amounts
incurred during a specific periad of time. Due to the time required to
obtain cost reports from providers, te 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 eost of services reimbursed on & reasonable cost baais
bas not heen completely determined for the most recent years of the
pragram, and some degree of uncertainty remaing even for earlier years.

Even for inpatient hospital operating payments paid for on the basis of
diagnosis-related groups (DRGs), most payments are initially made on
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an interim basis, and final payments are determined on the basis of bills
containing detailed diagnostic information which are Jater submitted by
the hospital.

Additional problems are posed by changes in legislation or regulation,
or in administrative or reimbursement policy, which can have a
substantial effect on either the amount or incidence of payment. The
extent and timing of the incorporation of such changes inte interim
payment rates and cost settlement smounta cannot be determined
precisely.
LS . H

The process of allocating the various types of pavents made under the
program to the proper incurred period—using incomplete data and
oatimates of tho impact of administrative actions--presents difficult
problems, the solutions t6 which can be only approximate. Under the
circuwmsiances, the best that can be expeciad is that the acteal incurred
cost of the program for a recent period can be estimated withio & few
percent. This increases the projection error directly, by Incorporating
any error in estimating the base vear into all future years.

b. Fee-for-Service Payments for Inpatient Hospital Costs

Beginning with hospital accounting years starting on or sfter October i,
1983, the HI program begen paying almost all participating hospitals a
prospectively-determined swount for providing cevered services to
beneficiaries, With the exception of certain expenses reimbursed on a
reagonable cost basis, as defined by law, the payment rate for each
admission depends upon the DRO to which the admission belongs.

The law contemplates that the annual incrense in the payment rate for
each admission will be related to a hospital input price index, which
measures the indrease in prices for goods und services purchased hy
hospitals for use in providing care to hospital inpatients. In other
literature, the hospital inpat price index ix also called the hospital
market basket. For fiscal year 1999, the prospective payment rates have
already been determined. The projections vontained in thig report are
based on the assumpton that for fiscal years 2000-2002, the prospective
payment rates will be increased by the increase in the hospital input
price index, less the percentages gpecified by Public Law 1058-33, the
Balanced Budget Act of 1887, For figcal years 2003 and later, carrent
statute mandates that the arnusl ingrease in the payment rate per
admission equal the annual increase in the hogpital input price index.

-
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Increases in aggregate payments for inpatient hospital care covered

under the HI program can be analyzed in five hroad categories:

' ) Labor factore—the increase in the hospital input price index
which is atinibutable o incresses in hospital workers' bourly
sarnings {including fringe benefita);

{2} Nuon-labor factors—the increanse in the hospital input price
index which is attributable to factors other than hospital
workers’ hourly sarnings, such ag 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
of legisiation} to yield the prospective payment update factor;

{4} Volume ef services—the inerease in total output of units of
service {as meagured by hospital admissions covered by the

HI program}; and

{5} Other aspurces—a residual category, reflecting all other
factors affecting bhospital cost increases {such as intensity
increases).

Table I1.F1 shows the estimated values of the principal components of
the increases for historical perods for which data are available and the
projecied trends used in the estimates, The following discussions apply
to projections under the intermediate assumptions, unless otherwise
indicated,
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Increnges in bospital workers' hourly eamings 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 andg the hospiial
hourly earnings used in the hospital input price index.® Bince the
baginning of the HI program, the differential between the hospital
workers” hourly earnings and bourly earnings in the general economy
has fluctuated widely., Sines 1984, this differential bas averaged about
0.3 percent. During the initial years of the progpective payment
system, it appears that hospital hourly sarnings were depressed relative
to those in the general economy &8 hospitnls adapted ta the prospective
payment system. This differential is assumed o fluctuate, leveling off
6 zero for most of the projection period.

Nomn-iabor cost increases can similarly be analyzed in terws of a known,
economy-wide price measure (the CPI} and a differential between the
CPI and hospital-specific prices. This latter factor is called the hospital
prive input inlensity increase, and reflects price increases for non-labor
goode and services that hospitals purchage whicth do net parallel
increases in the CPL. Although the price input intensity level has
fluctuated erratically in the past, this differentia! has averaged about
-0.4 percent during 1984-1997. Over the short term, bospital price input
intensity is assumed to fluctusie, leveling off to zero for most of the
prajection period, .

The final input price index is calculated as n weighted average of the
labor and non-labor factors described ahove. The weights reflect the
relative use of each factor by hospitals feurrently sbout 60 percent labor
and 40 percent non-labor),

For years prior to the beginning of the prospective payment system, the
unit input intensity aliowance hag been set at 1 percent for illustrative
purpeses, with historival increases in excess of 1 pereent allocated o
other sources. For years ofter the beginning of the prospective payment
system, the unit input intensity allowance is the allowance provided for
by law in the prospective payment update facior; that is, the unit input
intengity allowance is the amount added onto {or more commonly
subtracted from} the input price index to yield the update factor. (It
sbould be noted that the update factors are generally prescribed on a
fiscal year basis, while table I1L.F1 is on a eanlendar vear basis.

“in establishing the hospital input price index, e "proxy” messure of hoapital hourly
earnings ig used to estimate actun) earnings.
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Calculations have therefore boen performed o estimate the unit input
iotensity aliowance on a calendar year basis.)

For fiscal years 1098-2002, the allowances are prescribed in the
Balanesd Budget Act of 1897, Beginning in fiscal yeay 2003, the law
provides that future increases in payments to participating hospitals for
covered admissions will egual the increase in the hospital input price
index. Thus, the unit input intensity allowance, #s indicated in teble
ILF1, is assumed to equal zero for the rest of the years in the first
2B-year projection perivd,

Increases in paymenis for inpatient hospital services algo reflect
increases in upits (volume) of service as measured by increases in
. inpatient hospital admissions covered under the HI program. Increases
in admissions are attributsble both to increasss in fee-for-service
enrollment under the HI program and to increases in sdmission
incidence {admissions per beneficiary), as shown in tabie ILF1, The
historical and projected inergases in enroliment reflect the more rapid
increase in the popuilation aged 65 and over than in the total population
. of the United States, and the coverage of certain disabled benefiviaries
and persona with end-stage renal disense. Increases in the enrollment
ars expected to continue, reflecting a continuation of demographic shif}
into categories of the pepuletion which are sligible for HI protection.
There is, however, an offsetting effect 88 more beneficiarios choose
managed care plans, Thig effect is shown in the managed care ghift
effect column. In additien, increases in the average age of beneficiaries
iead 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 hespital eare.

Since the beginning of the prospective pavment system, increases in
inpatient hospital payments from other sources are primarily due to
three factors: (1) the changes in DRG coding ae huspitals continue to
adjust to the prospective payment system; (2) the trend toward tresting
less complicated {and thus, less expensive) cases in sutpationt settings,

resulting in an increase in the average prospective payment per’

admissien; and (3) legisiation affecting the payment rates. The effects
of several budget reconciliation acte, sequesters as required by the
Grama-Budman-Hellings Act, and other legislutive effects are reflected
in ather sources, a8 appropriate. The assumed incresse in this factor for
fiscal years 1898 through 2023 is 0.5 percent, attributable to an assumed
continuation of the current trend toward tresting less complieated cases
in outpatient settings and continued c¢hanges in DRG coding.
Additionally, part of the incrense from other sources can be attributed

m *
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{5 the increase in payments for ceriain costs not inciuded in the DRG
pavment; these costs are genvrally increasing at » rate slower than the
input price index, Other possible sources of both relative increases and
decrenses in payments inclode {1) a shift to more or less expensive
admissions (DRGs) due to changes in the demugraphic characteristics
of the covered population; (2) changes in medical practics patterns; and
{3 adjustments in the relative payment lavels for various DRGs or
addition/deletion of DRGs in response to changes in technology. As
experience under the prospective payment system continues o develop
and is further analyzed, it may be posgible to setablish a more
predictable trend for this component, -

The increasses in the input price index {less any intensity allowance

" gpecified in the law), units of servics, and other scurces are compounded
to calculate the oversll increase in payments for Inpatient hospital
gervices. These overall increases are shown in the lagt column of table
LR

¢, Fee-for-Service Poyments for Skilied Nurving Facility
{SNF}, Home Hexlth Agency (HHA), and Hospice Services

thistorical experience with the number of days of care eovered in SNFs
under the HI program has been characierired 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 enforcoment of
reguiations separating skilled nursing care from custedial care, and
primerily reflected the determination that Medicare was not lable for
payment rather than reduced usage of services. The 1972 amendments
gxiended benefits {0 persons who require skilied rehabilitative services
regardless of their need for skilled nursing services (the former
preveguiaite for benehts). This change and subsequent relnted changes
in repulations have resulted in significant increases in the number of
services eovered by the program. Changes made in 1888 to coverage
guidelines for SNF services nnd expansions and changes due to the
Medicare Catastrophic Coverage Act of 1988, effective January 1, 1989,
resulted in large increages in utilization of SNF services. A reduction in
utilization eccurred in 1990-1991, consistent with the provisions of the
Medicare Catastrophic Coverage Repeal Act of 1989, From 1991 to 1998
jarge, but gradually deereasing, increases in SNF utilization occurred.
Projections reflect a continued decline in these increases, eventuslly
reaching modest increases in covered days based on prowth and aging
of the population,
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Increases in the averags coat per day” in SNFs under the program are
caused principally by increusing payroll coste for nurses and other
required skilled labor. For 1991 ibmugh 1096, large rates of incrense in
gost per day oceurred due to nursing home reform regulations. For 1997
and 1998, this 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 ineresses in genersl
earnings throughout the projection period. Adjustments are included to
reflect the implementation of the new prospective payment system for
BNFu, as reguired hy the Balanced Budget Act of 1997, Increases in
refmbursement per day reflect the changes in beneficiary cost sharing
amounts, including those changes resulting from the catastrophic
coverage and catastrophic coverage repeal legislation.

The resulting increases in fee-for-service expenditures for SNF services
are shown in table HLF2.

Tatds .52 —fealationship Betwesn Incraases in Hi Progrem Expendiures and
intreasns In Tuxsbis Payroll®
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*Coat is defined to be the total of program reimbursement and beneficiary cost sharing.

A8



Actuarial Methodology

"Parcant e i pase KRtCAIE OVar Dravituy YL

*This oolamn may diter sighitiy from the fast oolane of tabie 1P 1, dnee labla H.FY rwiudes o persony
gligidie for Hi pretection whiie Bl tabla azcludes roningimt pareors. -

Costs atiribuianie K insured banaticianas only, on art Incured basis. Banefils and adeinistretive cosis for
nonirswed persors are axpbclad fo b financed through penarat revenue trenslore andg prermium payrnanis,
rethar then throwgh payroll taxss.

*Inchude e zoaly kit hospice can,

Hinciuian coxls of Foer Review Omanizatioas,

Pameet st i e s ol progrem SXpenditume i fuadie paveoll, This is equivelent 1o the Gifferemial
patwean e Intreass in proprem sotls and the indoase in b payroll

*Under the intarmdinle assumplions.

Program experience with HHA payments hag shown a generally upward
trend. The number of visits had incrensed sharply from 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 increases in the
number of visits oceurred: Growth slowed dramatically in 1996 and
1997, in part as & result of intensified efforts to identify fraudulent
activities in this area. The growth in e benefit is further slowed by the
enactment of the Balanced Budget Act. This legislation introduced
interim per-beneficiary cost linnits, at lovels resulling in substantially
lower nggregate payments, which will be used until a prospective
pavment system is implemented in fizcal yeur 2001, Modest inereanes,
based on growth and aging of the population, are projected thercafter.
In addition, beginning in 1998 the majority of the HHA services are
transferred from the HI program to the SMI program, but with a portion
of the cost of the stransferred services met through the HI {rust fund
during & Syear transitional period. The HHA estimates shown in this
report reprosent the iotal cost to the Hi program from (1} Hl.covered
HHA services, plus {2} the trangitional payments to the SMI trust fund
for the applicable portion of SMI HHA casts, as specified by the
Balaneed Budget Act. Reimbursement per visit is assumed te increase
at a slightly higher rate than increases in general earninge, but
adjustments to reflect legislation limiting HHA reimbursement per visit
are included where appropriate. The resuliing increases in fee-for-
service expenditures for HHA services are shown in table 1LF2,

- Coverage of cartain hospice care for terminally il benefidarien resulted

from the enactment of the Tax Equity and Fiscal Responuibility Act of
1982; guch paymarnts are very small relative fo total program benefit
payiments hut bave grown rapidly in most years. This growth rate hes
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 daily payment rates and
annual payment caps, and assuzme modest growth in the number of
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covered days. Increanses in hospice payments are not shown separstely
in table I1.¥2 due to their extremely small contribution to the weightad
average incrense for all HI types of service, but are included in the

Average.
d. Managed UCare Costs

Program sxperience with managed care peyments bag shovn an upward
trend. Per capita amountys bave grown following the sasse trend as fee-
for-service per capita growth, based on the formula in the law to
ealoulate 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 amounts, which
increase st rates hased on the per capita growth for all of Medicare, less
specified adjustments in 19498 to 2002,

The major resson for the large growth in HI managed care expenditures
has been the increase in managed care enroilment. These increases in
enrollment were quite large in the enrly 1880 but slowed in the late
18BU’s. Since then large growth has heen eccurring. The projection of
these enrollment increases assumes high growth in the next fow years
as additionsl Medicare+Choics managed care pluns become nvailable
and the enrcliment process becomes more straightforward and then
mere modest increases based on growth in Medicare total enroliment
afler that.

e. Administrative Expenses

The enat of administering the Hl program has remained relatively small,
in comparison with benefit amounts, throughout the history of the
program. The ratic of administrative expenses o bepefit paymeonts has
generally fallen within the range of 1 to 3 percent. The short-range
projection of administrative cost is based on estimates of worklosds and
approved budgets for intermediaries and HCFA. In the longrasige,
ndministrative cost increases are based on assumed inecresses in
workioads, primarily dus to growth and aging of the population, and on
assumed unit cost increases of slightly less than the increases in average
haurly earnings shown in table {1.F1.

8. Financing Analysis Methodology

in order to analyze costs and to evaluate the finsncing of a program
supported hy payroll taxes, program costs must be comspared on a
year-by-year basis with the taxahls payroll which provides most of the
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gource of income for these cogts, Since the vast majority of total
program costs are related to insured beneficiaries and since general
revenue approprintions and premium payments are expected W support
the uninsured segments, the remainder of this report will focus on the
financing for insured beneficiaries only,

a. Taxable Payroll

Taxable payroll increnses occur as a result of increnses in average
covered earnings and increases in the number of covered workers. The
taxable payroll projection ueed in this report is based on economic
assumptions consistent with those used in the OASDI report. The
projected incroases in taxable payroll for this report under the
intermediate assumptions are shown in table I1.F2,

b. Relationship Between Program Cozts and Tuxable Payroil

The single most meaningful measure of program cost increages, with
reference to the financing of the system, is the relationship between
program cost increases and taxable payroll increnses. If program coats
increase more rapidly than taxable payrell, either increasing income
rates or reducing program costs (or some sombination thereof) will be
reguired t finance the system in the future, Table ILF2 shows the
projected intreasas in progrim ¢osts relative to taxable payroll over the
first 25-year projection period. These relative increasss are initially
negative in the short term, due to the home health beneflit being shifted
aut of the HI program and the other savings provisions in the Balaseed
Budgoet Act of 1997, Thereafter they increase to the range o/ 0.8t0 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 sssumption, as the
post-World War {1 baby boom population becowmes aligible for benefits.

The result of these relative growth rates is initially n reduction in the
cost of the HI program as & percentage of taxable payroll, fellowed by a
steady increasse in the year-by-year ration of program expenditures to
taxable payroll, as shown in table ILF3. Under the low cost alternntive,
inereases in program expenditures follow a similar pattern relative o
increases in taxable payroll, but at a somewhat lower rate, which
bevomes slightly lower than the rate for taxable payrell by 2010; the rate
then increases, reaching about 0.8 percent more per year than taxable
payroll by 2020. 8imilarly, the high cest alternative follows a
comparable pattern but 6t a somewhat higher rate than under the
intermediate assumptions, gradually becoming nbout 2.6 percent more
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than tazable payroll by 2010, and then increasing to about 4.0 percent
more than taxsble payrell by 2020,

Table U FiSummary of Alternative Projuctiona tor the 1 Program
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4. Projections Under Alternative Assumptions

Since the beginning of the progrars, aggregate inpatient hogpital costs
for Medicare beneficiaries have increased substantially faster than
increases in average earnings and prices in the general economy. Table
ILF1 shows the estimated experience of the Hl program for 1984 to
1987, Az mentioned earher, the HI program now makes most payments
to hospitals on o prospective banis. The prospective payment system hus
made the outlays of the Hl program potentially less vulnerable to
excepsive rates of growth in the hospital industry. However, there is

still considersble uncertainty in projecting HI expenditures, for
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inpatient hospital services as well as the other covered types of services,
due to the uncertainty of the underlying economic sssumptions and
utilization incresses. In addition, there is unecertainty in projecting Kl
exponditures due to the possibility of future legislation affecting unit
payment levels, particularly for inpationt hospital services. Current law
i3’ agsumed throughout the estimates shown in this repert, but
legislation affecting the payment lovels to hospitals for the past 13 vears
and the next 4 years has béen enacted, and future legislation is
probeble,

In view of the uncertainty of future cost trends, projected-costs for the
HI program have been prepared under three alternative sets of
agsumptions. A summary of the assumptions and results is shown in
table ILF3, ‘The set of assumptiona labeled “Intermediate” forms the
basis for the detailed discussion of huspital cost trends and resulting -
program costs presented throughout this report, 1 represents
intermediste cost increase assumptions, compared with the lower cost
and higher cost alternatives. Inereases in the economic factors (dverage
hourly sarnings and CP1) for the three alternatives are consigtent with |
those underlying the OASDI mpcrt . ‘

As noted enrlier, the single mast meaningﬁﬂ measure of HI program cost
increases, with reference to the financing of the system, s the
relationship between pregram cost increases and - iaxable payroll
increases: The extent te which program cost {neresses exeeed incroases
in taxable payroll will determine hew steeply income rates must be
inecreased or program costs curiailed fo finance the system over time,

H

By the end of the first 25-year projection peried, program costs are
projected to incrense abuut 2.8 percent faster per vear than increases in
taxahie payrell for the intermediate assumption, as discussed in section
ILF3. Program costs heyond the first 25-vear projection period are
based on the assumption that costs per unit of service increase at the
same rate ag average hourly sarnings. Program expenditures, which
ware about &2 pereent of taxable payroll in 1998, increage to about 4.3
percernt by the year 2023 and to alwmost 7 percent by the year 2073 under
the intermediate assupeptisns, Hente, if all of the pw;iéeticn
assumptions are reahized over time, the HI ineome rates provided in
current law {8.26 percent of taxable paymii} will be grossly inadequate
to supperd the cost of the program.

During the first 28.vear projection period, the low cost and high cost
niternatives contain assumptions which result in program costs
increasing, relative to tswable payroll incresses, approximately 2
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percentage points less rapidly and 2 percentage points more rapidly, .

vespectively, than the resulta under the intermediate assumptions.
Costs beyond the first 25-year projection period assume the 2 percentage
point differential gradually decreases until the year 2048 when program
cost increases reiative te taxable payroll are approximately the same ag
under the intermediate sasumptions.  Under the low cost alternative,
program expenditures would be about 3.G percent of taxable payroll in
the vear 2023, increasing to about 8.7 percent of taxable payroll by 2073
Under the high cost aliernative, grogram expenditures in the year 2023

would incroase to about 8.4 percent of tazable payroll, and to about 13.2

percent of taxable payroll in the year 2073,

»
o

G. LONG-RANGE SENSITIVITY ANALYSIS

2 #
This section presents estimeies which illustrate the sensitivity of the
long-range cost rate and actuarial balance of the HI prograsm to changes
in selectedindividual assumptions. The estiraates based on the three
alternative sets of assumptions (i.e., intermediate, low cost, and high
cost} ilhustrate the effects of varying all of the principal assumptions
gimuitaneously in onder to portray a generally more optimistic or

pessimistic future, in terms of the projected financial status of the HI'

program. In the sensitivity anslysis presented in this section, the
intermediate get of assumptions is used ag the reference point, and one
assumption at & time is varied within that allernative,”  Similar
variationa in‘the selected asgsurnptions within the other allernstives
would result in similar varintions in the long-range sstimates.

Each table that follows shows the efferis of changing a particular
asgumpiion on the Hl sununarized income rates, summarized cost rates,
and actuarisl balsnces'{ns defined earlier in this report} for 25-yesr,
H-year, and 75-year valuation periods. Because the income rate varies
anly slightly with changes in sssumptions, it % not considered in the
discussion of the tables. The change in each of the sctuarial balances is
approximately equal to the change in the corresponding 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, L. ‘. . .

1. Real-Wage Differential
Table 11.G3 shows the estimated HI income rates, cost rates, and
actuarial balances on the basis of the intermediate agsemptions with
various asswoptions shout the real.wage differential.  These
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Sensitivity Analysia

agsurmptions are that the ulitmate real-wage differential will be
0.4-percentage-point (ss assumed for the high cost alternative),
(.9-percentage-point, {as assumed for the intermediate assumptions),
and 14-percentage-pointa (as assumed for the low cost alternative). In
each case, the ulEmate annual increase in the CPl 1s assumed to be 3.3
percent (as assumed for the intermediate sssumptions}, yvielding
ultimate percentage Increases in average annual wages in covered
employment of 3.7, 4.2, and 4.7 percent under the three illustrations,

respectively. : -

o+ i

Past increases in resl emrnings have exhibited substantial variation.

*During 1951-1970, real sarnings grew by an average of 2.2 percent per

vear, During the last quarter century, however, the average annual
increase in real earnings has amounted to only 0.6 percent. The
possibility of continuing poor performance in real wage growth is &
matter of some concern te analysts and policy makers. Thus, the
sensitivity of HI costs {o fature real wage growth is important. As
shown in table IL.G1, projected HI costs are, in fact, fairly sensitive to
the assumed growth rates in real wages. For the TB-year period
1804-2073, the summarized cost rate decreases from 4.94 percent (far a
real-wage differential of (. 4.percentage-point} to 4.49 percent {for u
differential of 1 4-percentage-pointa). The HI actuarial balatice over this
perisd shows g corresponding improvement for faster rates of growth in
real wages. C

Tabia HG1Eotlmsted M tﬁéama figlas, Cosl Reten, and Acliuarsisi Balances, Bassd
on rtsrmediste Estimates With Yacicua Real-Wage Aasumptions

[As 8 peestame of axnble payraf
Yaluation period SR AR
Bumeasized intome rale: .
PE-gaur 10993003 iz jcRed) AN
S-pasr, 1959-2048 L8 323 X3
Foyman 19992073 k¥ 3 ’ e 3.24
Hurarrarizod cost rabe:
25waar 19982523 3G 355 a5z
5Q-pnat 1998-2048 ’ 4 AT 4.3 415
Thoyatr V2073 4,54 4,71 449
Actuadal haiarss, >
25-vosr 16552021 .48 £.A0 0,32
Syaar 1599.000 .82 1,08 4154
T epEn, 1RER-2003 108 ~1.4% =186

‘%MW@M@Q&M&%M WiPsEe wrkes SOrooriac INCTRRGG 5 sy wapms in Loverad
samploymenl. The secsnd vahue i3 tha assumed Gitrnate sanual percertags incease it e CPL. T
#ilfaranch Dtvasan thes v viluas % the resi-suge titemninl, -
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Actuarigl Analysia

The HI cost rate decreases with increasing real-wage differentials,
* because the higher real-wage levels increase the taxable payroll to a

greater extent than they increase HI program benefits. In particular, .

each 0.5-percentage-point increase in the assumed real-wage differential
increases the long-range Hi actuarial balance on average by about 0.20
parcent of taxable payroll.” : .

2, Consumer Prico Index

Table 11032 shows the estimated HI income rates, cost rates, and
actuarial balances on the bamis of the intermediato alternative with
various assumptions about the rate of increave for the CPL - These

assumptions are that the ultimate anual increase in the CPI will be 2.3
percent (as assumsad for the low cost alternative}, 3.3 percent (s

agsumed for the intermediste assumptions), and 4.3 percent (as
assumed for the high cost aiternative). In each case, the uliimate
real-wage differential ip asswmed to be 0.9 percent (as assumed for the
intermediate assumptions), vielding ultimate percontage increases in
average annual wages in covered employment of 3.2, 4.2, and 5.2 percent
under the three ijlustrations. ,

‘Fable 11,02, Entimatad Wi Inegme Rites, Cont fetey, and Actusrial Baleness, Bassd
o Itermadiate Estimaten Wi Varlous CPLéncranse Assumptiona |
- [A3 & pascaniage of taxabie payroli]

s TS DEOSOIAGG INCTEHGH ¥ wages-CPI

Yohunion posd 2023 ASG3 S5.0-4.4
Surewnirized InCome rala; .

28-yar. 10992023 ., 32 15

K-ysur 19532048 o] e} 84

TS-yaar 19952073 ’ ki) 326 324
Bummarized sost mie:

A5.yar 18E.200L : 381 ¥ 's) 358

SG-year: 19552048 . 432 4.3 K27

Thyssr 19992070 ) 473 471 4,67
Aghuariad baianoe,

e 1999-2C_i23 5 . L340 348 038

E0wesr: 19992088 408 108 .08
__75-year, 9800072 142 148 R ]

“The first vakas in 9805 pair iz the assumed: Wiimet annual permeniss iaeass i Aversoe wages i Laverad
grployment. The secand value is 1he assuimed Wimity snnugl parcaniaye nersise in the OFF

*rhis senaitivity ie dampensd) somewhat because, a8 noted previcusty in this report, after
the fyat 25 vears medical care unit cosis are saaumed 1o increase at the garus rate as
average hourly earnings. As a result, aesumed fagter rent wage growth canser projected
taxahle payroll te increase more rapidiv than projected coats, but nnly for the Srat 28 yeura.
Therenlter, payroll and conts ars both projected to increase at nhout the same rate. The
eamad ative change between payroll and eosts continues bot does not insrease further,
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Sensitivity Analysis

For all three periods, the cost rate decreases slightly with greater
assumed rates of increase in the CPL. Over the 75-yemr projection
period, for example, the cost rate decrenses from 4.73 percent (for CPI
increases of 2.3 percent) to 4.87 percent {for CPl increases of 4.3
percent). The relative insensitivity of projecied HI cont rotes to different
levels of general inflation oweurs because inflation is assumed to affect
both the taxable payroll of workera and medical care oomntn about
equally.? In practice, differing rates of inflation could cecur between the
economy in general and the medical-care soctor. 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
of each 1.8-percentage-point increaso in the rate of change assumed for
the CPI is nn increase in the long-range actuarial balance of about 0.02
percent ef taxable payrell, on average.

3. Real-Interest Rate ,
Table 11.G3 shown the estimated HI income rates, cest rates, and
actuarial balances under the intermediate alternative with various
assumptions about the annual real-intereat rate for special public-debt
obligations issuable io the trust fund. These agsumptions are that the
ultimate annual real-interest rate will be 2.2 pervend {as assumed for the
high cost alternative), 3.8 percent (as assumed for the intermediate
assumpiions), and 3.7 percent (as assumed for the low cost alternative).
In sach ease, the ultimate annual inerease in the CPI is assumed to be
3.3 percent (as assumed for the intermediate asgumptions), resulting in
ultimate annual wields of 5.5, 8.3, and 7.0 percest under the three
ilhustrations. .

*The zfight senaitivity shown reqults primarily from the lact that the fscal year 1598
savment rates for hospitals have aleesdy been set. I the 1595 payments were sliowed {6
be affected by GP{ shanges, there would be no projected effest due to CP1 changee.
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Actuarial Analysis

Tabie .G —Estimated Hi income Retes, Cost Hates, mnd Astusris! Balances, Basag
on intermedisle Estimetes With Verlous Resldrfferast Assummions

[As & prros:ias of txabie gyl
Ytustion sedkx!
Bumrearized incorme mis:
25 mpr 1096-2023 3@ 32 3z
Hlyuar 1965-2048 2.3 2 3=
Thyanr 19652073 A2 A28 3.25
Bummadissd sovt rats: . .
2E-ywar 195200 83 R E] kI
Edyear 599248 438 L ¥<: I 4.23
Yi-yean 10092073 4,88 L ¥ 41 4,58
Atuarial balance: .
25.yaur 19902023 £.42 T 440 37
Slpear; 1999-2048 A17 -1.08 =1.00
Th-yopr 15982074 P 2145 133 ¢

For all periods, the cost raie decreases with inereasing resl-interest
rates, Over 1888.2073 for example, the pummarized HI cost rate would

decline from 4.86 percent {for an witimate real-interest rate of 2.2 -

percent) to 4.58 percent (for an ultimate real-interest rate of 3.7
percent). Thus, each 1.0-percentage-point increase in the assumed
reai-interest rate increases the ong-range actusrial balance on sverage
by about 0,17 percent of taxable payroll. The fact that the actuarial
balance of the HI program is sensitive to the interest assumption is not
' an indieation of the actual vole that interest plays in the Bnancing of the
Hi program. In actuality, interest finances very little of the cont of the
Hi program. The sensitivity of the actuarial halance to the interest
asgumption is implicit in the present-value method used to calculate the
actuarial halence (as described in more detail in section IILA)

4. Health Care Cost Factors
Table I1.G4 shiows the estimated HI ineome rates, cost rates, and
actuarial balances on the basis of the intermediate set of aggumptions
with two variations en the relative annual growth rate in the agpregate
cost of providing covered health care serviees to Hi beneficiaries, These
assumptions are that the ultimate annual growth rate in such costa,
relative te the grewth in taxabie payroll, will be 1 porcent slower than
the intermediate aggumption, the same aa the intermediate assumption,
and 1 percent faster than the intermediate agsumption. in each cass,
the taxable payroll will be the same as assumed for the intermediate
assumptions,

[,



Sensitivity Analysis

As poted previcusly, factors such a8 wage increases and price incressce
may sitnultancously affect both H! tax income and the costs incurred by
hospitals and other providers of medical care to HI beneficiaries. {The
sensitivity of the program’s finanwal sfatus t these factors is evainated
in sectiognn I1.GG1 and H.G2.) Other factors, such ag the uttlization of
serviees hy beneficianes or the relative complexity of the services
provided, ean affect provider costs without affecting HY tax income. The
sengitivity analysis shown in table ILG4 illustrates the financial affect
of any combination of such factors that results in aggregate provider
cogts increpsing by 1 percentage point faster or slower than the
intermediate assumptions, relative te growth in taxable payroli under
the intermediste assumptions.

Table IL.GA—Eatimmad Hi Incoms Hates, Doat Rates, and Acluarlai Baiances, Based
on irtermediote Exiirraites With Yerioue Hoalth Cure ot Groweh Rats Assumptions
iAa a parcertage of xahla paymli]

Buwrsarizeg inoom rats:
2E-panr; 1899.2023 AR an .21
S0amear 19592048 b ] rin A7
F5-pan 19982073 K- 28 A28
Summanzsd wost rais:
25 yomr (9952023 a1 158G 433
Slkomar (95X 335 431 5482
Thyear 19932019 3.36 4R 8.68
Agsaial batance:
25-yenr 1909- 2023 G08 414G .82
SC-your 15902048 4,15 RE: 233
_Tvoar 18992073 4,38 =145 383

As illustrated in table 11.G4, the financial status of the HI program is
extremely gensitive to the relative growth rates for heaith care service
oogte versus taxsble payroil.” Feor the 78-year period, the cost rate
increases from 3.36 percent {for an annual vost/payroll growth rate of 1
percentage point less than the intermediste assumptions) to 6.88
percent {for an annual cost/payroll grewth rate of 1 percentoge point
more than the intermodiate assumptiong). Each 1.0-percentage-point
increase in the gssumed sost/payroll relative growth rate decreases the

*n contrast 1o the sitastinn deseribed S the real-wapge difforential (see fotantes 8}, the
sensitivity ansiveis ehown here reflects the continuing efecta of relatively faster or slower
growth in medien care costs Hhrauphout the entire T5-venr period. As 2 resuit, the
senpiivity shown here for miscelianeoun health vare cost foctors ju substantislly greater
than shown for the resbwage differantial.
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long-range actuarial balance on average by ahout 1.76 percent of taxable
payroil,
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11, APPENDICES

A ACTUARIAL BALANCE UNDER THE MODIFIED
' AVERAGE.COST METHOD

In rection [LE, the summarized itncome rates, cost rates, and actuarial
balances are presented based on the actuarial pregent values of future
income, costs, and taxable pavrolly. Sueb methods are widely used in
actunrial, economic, and fnandal anelyses. In effect, the present value
calenlation applies successively loss weight to the projected values as the
projection interval lengthens. This technique refiects the faet that the
vahue of the dollar changes over tirne—in particulsr, a dollar available
today can esro interest over tizne and 18 therefore more valuable than
the same dellar available in some 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 current law income rates andfor 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 a5 the end of the projection
pariod. 1f such a policy were followed, a large funid 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 by the present-value method
is significantly affected by the level of nssumed future interest rates (as
_ illustratod in section I1.G)L The higher the assumsed rato of interest, the
iewer the weight that is appiied 4o the more distant, high-cost years of
the projection. {Equivalently, the greater the amount of interest that
would be earned if & large fund were aecumulated.) In practice,
however, unless a large fund is accumulated, interest carnings will play
a relatively small rol2 in the financing of the HI program. The
sensitivity of the actuarial balance to assumed interest rates is not
rendily apparent from & casunl inspection of the sctuarial deficit ag
mensured by the present-value methoed.

An alternative to the present-velue methad, called the modified
average-cost method, was used prier to 1988  evaluaie the actuanial
status of the program. Under this method, the nstusrial balance ia
defined as the difference between the arithmetic means of the annual
vost rates (as defined in pection ILE)Y and the aanual ineome rates,
Thur, under this method, the cost rates and income rates for each year
are given egual weighta when swmmarized into a single meaaure. The
annugl cost rates include an amount to maintain the trust fund at a
desirod target level, if the fund would otherwise drop below that level at
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any point within the projection peried. In addition, the actuarial
balances caleulated under the moedified 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 annusj income rate incresses needed
to maintain the trust fund at the target level over each year of the
projection peried, taking into axcount the beginning trust fund balance
and the interest earnings of the trust fund. The implied funding pattern
under the medified average-cost method is that the current law trust
fund ratics would be maintained until the trust fund ratio falle below
the target amount {100 percent of the following yenr's estimated
expenditures). Afler that, the inceme rate would be increased cach year
_to cover the cosat of the program and t¢ maintain the trust fund at the
target level. This measure of the actuanal balance 18 relstively
insengitive to the assumed future interest rates, in keeping with the
minor rele that interest plays in the financing of & program on a
cwrrent-eosi, or pay-as-you-go, basis.

The 75-year actuarial balance using the modified average-cost method,
urnider the Trustees’ intermediste assumptions, is «1.84 percent of
taxable payroll as compared to -1.46 pervent based on the present-value
methed. Based on either measure, the sctuarial deficit represents
between 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 using either measure. Table IILAI compares the
summarized Hi projections based on the modified sverage-cost method
to those based on the present-value method, as used elsewhere in this
report.

PR G
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Allgrnative Method

Tabie AT —Astuarint Batances of the Hi Program, Under Theee Sets of
Assiamnptions: Modifisd Avarage-Cost Muthod vereus Prasant-Valus Mathod

. itsmnediaia Abaralive
_@ssumplions LawLost HighLost
Valustion Perikds: Modited Averspe-Cost Method
25 yoara: 1989 302% . - . .
Summaitzed incoma raie 1.05% 0% 211%
Summanzed cost rste' 352 X273 448
Actuerial balincs® -0.43 o8 -1.35
GGy, YROO-F04E:
Summarized incoms mle N 318 414 323
Bumwrsrivat cost ratg’ 549 - 7.07
Ackusrisd balance’® ’ 128 999 -3.84
7E yosrs: 19992072 ' .
Supemerarkisdd e rata 224 317 ’ * 354
Summianzed aost mia* £.08 an g72
Adtuarial balance® 184 £.06 538
Valuation Perots: ‘ " Prasanbvalue Method
25 ypateg: 1BBEI0 ) .
Burprsrieed income rets® R ¥ 3 218 3.23
Brarenaslead conl rmis’ 380 F4: 4.48
Asyundal balines® . L.40 G -1.28
£ yoam 15392048 . )
Sunmarized incorme mie® 323 348 3.5
Summanzed cogt mis® L& 3 352 B.AS
Actusnai balance’ 108 . 047 318
75 yonre: 19882073 .
Siamradind incoma mis? A28 3.20 bode
, Surmanzad cost wig! 47 AL 747
_.. Autuntinl hatance’ 148 2.19 -4.16
‘Exporeitans for benel paymanis snd adiinistmelive costs far insunsd benaliciunas, on snincurmsd hasis,
2ABMBROL BE 8 D o6 of taxabin pavedl, compiad on ihe modfisd avemspe-cast basis, includng the

oyt of mpintititing the rust hand 31 ¢ loval of WP of ihe iotiowdng years estimated sxpendituras, snd
inehading an ofinat o cost dui 1 e beginning trust fund belancs. ., ’

iffprerce botwaan e summanizad neome mie Sod e summanzed cost e,

Heorw retes Fchads becinnig bust fund balances,

*Exprnditures lor banelll payrassts and sdminist=ive cosie for inspmd benaticlarias, on an incurmd begis,
sxpragsed as o percantage of taxabla payrel compuisd on the prasant-vaks besis, riuding the oost of
ottaioing o rust lund batance at the erxd of the period aquat to 100% of the (ioWng year's astmaled
sxpartitums,

Nots: Totnls do no! nacessadtly il I mans of reunded components.,
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Appendices
B, LONG-RANGE ESTIMATES OF MEDICARE INCURRED
DISBURSEMENTS AS A PERCENTAGE OF GROSS
DOMESTIC PRODUCT

Expressing Modicare incurred disbursements ap a percentage of the
gross domestic product (GDP} gives & relative measure of the size of the
Medicare program compared to the general economy. The projection of
this measure affords the public ap idea of the relative financial
resources that will be necossary to pay for Medicare services,

Table ITL.B] shows catimated incurved disbursemenis for the HI and

SMI programs under the intermediate assumptions expressed sa a
percentage of GDP, for selected years over the period 1998-2073. These
incurred disbursements sssume no change in cwrrent law for any
specific program legislation or for any comprehensive health care
reform. The 76-year prejection period fully allows for tbe presentation
of future contingencies that reasonably may be expected to occur, auch
as the wnpact of & large inerease in enrclices which ceeurs after the torn
of the century. This large incresse in enroliees occurs because the
relatively large number of persons born during the period between the
end of World War IT and the mid-1960’s (known as the baby boem} will
reach retirement age and begin to recelve benefits,

Takle Bi.B1.~Hi and 5M inscurred Disburssmants sa 2 Parcent of Grogs Domantic
Produet

1998 1.80 g1k ) 253
ipem v 1.56 095 248
2000 1.5 105 28t
xos 158 15t 27%
s 188 159 .04
2018 177 150 A48
000 186 1.87 3.52
= 2.2 223 4.43
2006 244 2.43 . BBR
pcal 3 282 2.53 5.16
2040 273 . YL 525
2045 R 249 58
2050 260 . Rag 5.28
2058 28 247 5.5
2060 -1 7 254 542
i 29% 288 5.55
X7 28z 255 £62

ENshursernssts 319 ha sum of haneli peymenis and adnitisistive sxpenaes.,
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Pereeniage of GDP

For Hi, program costs beyond the first 25-year projection pericd are
based on the sssumption that costs per unit of service will increase at
the same rate as average hourly earnings. The associated aggregate
disbursements are then represented as e percentage of GDP. For SMI,
increases in the costs per enrollee dunng the ipitial 25-year penod are
ngsumed to graduslly decline in the last 12 years to the same rate as
GDP per capita and ¢hen to continue af the same rate as GDP per capita
in the last 50 years.

Based on these assumptiona, incurred Medicare disbursementa na o
percent of GNP are projected to increase rapidly from 2.53 percent in
1988 & 5.15 percent in 2035 and then to incresse gradually to 5.67
percent in 2070. After 2035, while Medicare disbursements as n pereent
of GDP increase more slowly, the HI percentage grows steadily while
the SM! pereentage decrenses shght}y through 2{150 and then increagen
again through 2070. . :
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Appendices
C. MEDICARE COST SHARING AND PREMIUM AMOUNTS

HI beneficianies who use covered services may he aubject to deductible
and coinsurance requiremients. A benefidary is respensible for an
inpatient houpital deductible amount, whichb is deducted from the
amount payable by the HI program to the hespital, for inpatient hospital
sarvices furnished in a spell of iliness. Whexn a beneficiary receives such
services for more than 60 days duzing a spell of ilness, ke or she i
responsible for a seingurance amount equal to one-fourth of the
inpatient hospital deductible, for such of days 81.80 in the hospital,
After 90 dayx in a spell of illness each individual has 60 lifetime reserve
days of covernge. The coinsurance amount for these days is squal to
one-half of the inpatient hospital deductible. A beneficlary is
respensible for a coinsurance amocunt equal to one-sighth of the
inpatient hoapital deductible for sach of days 21140 of skilled nursing
facility services furnished during a spell of iliness. .

Most persons nge 65 and older and many disabled individuals under age
85 are insured for Medicare Hospital Ingurance benefits without
payment of any premium. The Social Security Act provides that certain
aged and disabled persons who are not insured mey voluntarily enroll,
subject to the payment of & wonthly premium. In addition, since 1994,
voluntary enrollees may qualify for a reduced premium if they have at
least 30 quarters of covered employment.

Under SMI, alf enrolloes are subject to a monthly premiurm, Most SMY
services sre subject to an annual deductible and coinsurance. The
annual deductible and the cotnsurance perceniage (percent of casty that
the enrailee must pay) are set by statute, The coinsurance percentage
has remained of 28 percent since the inception of the program,

Table 111.C1 shows the historical levels of HY and SMI deductibles, HI
coinsurance, and HI and SMI premiums, as well as projected values for
future years based on the intermediste set of assumptlions uveed in
estimating the operations of the trust funds. Certain anomalies in these
values regulted from specifie program features in partioular years {(e.g.,
the effect of the Medicare Catastrophie Coverage Act of 1888 on 1989
values), The amounts of the HI and 8MI premiums and the Hi
dedustibles and coinsurance are required to be anrounced in the Federal
Register in September of each year for the upcoming vear. The values
listed in the table for fulure years are estimnates, and actual amounis are
likely to be somewhat different as experience emerges. .
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Coat Skaring and FPremiums

Table .C1.—Madicars Sost Sharlng ang Pramium Amourds
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“Arraaty khown gre #ferive lor calanger years.

FAmen sy showet Yo S9ET- 402 A Tor the 12-enort: pariods anding Juns 30; amounts sivwss for 1683 am
For the parkad by 3. 1882 dumugh December 31, 1585, emaunts shown i 1584 enet later s for calendar
yoars,

*apsmates i e 10D vaiue et O e Medicars Catzstophic Coverspe Act of 1068, MosT of e
provdzions 0 the ALt e repeaindg the INKwInG yer,

The Federzl Hegister notice announcing the HI deductible and
esingurance amounts for 1998 included an estimate of the aggregate cost
to HI beneficiaries for the changes in the deductible angd ceinsurance
amounts from 1998 2o 1999, Atthat Hme, it was estimated that in 1888
there will be sbout 8.4 million inpatient deductibles paid at §768 each,
about 2.3 millien inpatient days subject to coinsurance at $192 per day
{for hospital days 61 through 30}, about 1.1 million lifetime reserve days
subject to coinaurance st $384 per day, and about 34.4 million extended
care days subject o coinsurance at $98 per day. Similarly, it was
estimated that in 1898 there were sbout 8.6 millicn 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 mallion hifetime reserve days
subject to esinsurance st $382 per day, and about 32.3 million extended
care days subject to coinsurance at $85.56 per day. Therefore, the total
increase in cost to beneficiaries was estimated to be about $100 millien
{rounded to the nearest $10 million}, due to {1} the increase in the
inpatient deductible and coinsurance amounts and (2) the change in the
number of deductibles and daily coingurance ampunts paid.
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D. GLOSSARY

Actunrial balance. The difference between the summarized income
rate and the summarized cost rate over a given valuation period.

Actuarial deficit. A nogative actuarial balance.

Administrative espenses. Expenses incurred by the Departmuent of
HHS and the Department of the Treasury in administering the HI
program and the provisions of the Internal Revenue Code relating to the
collection of contributiona. Such administrative expenses, which are
paid from the HI trust fund, include expenditures for irdermediaries @
determine ¢oats of and make payments to providers as well as selaries
and expenses of the HCFA.

Advisory Council on Social Security. Prior to the enactment of the
Socal Secority Independence and Program Improvements Act of 1984
{Publiz Law 103-286} on August 15, 1984, the Soecial Becurity Act
required the appointment of an Advisory Councl every 4 years to study
and review the financial status of the OASD! and Medicare programs.
The most resent Advisory Couneil was appointed on June 8, 1554; and
its report on the financiad status of the OASDI program was submitted
ont January 6, 1997, Under the provigions of Public Law 103-296, this
ig the last Advisory Councl to be appointed.

Aged enrcllee. An individual, age 85 or over, who is enrolled in the HI
program.

Assets. Tremsury noies and bonds guaranteed by the federal
government and cash held by the trust funda for investment purposes.

Assumptions. Values relating to future trends in certain koy factors
which affect the balance in the frust funds. Demographic assumptions
include fertility, mortality, net immigration, marriage, divoree,
retirement patterns, disability incidence and termination rates, and
changes in the labor force.  Ecopomic asmumptions include
unemployment, average esrnings. inflation, interest rates, and
produetivity. Three sets of economic aasumptions are presented in the
Trustees Report:
(13} The low cost alternative, with relatively rapid economic
growth, low inflation, and faverable (from the standpoint of
program financing) demographic conditions;
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{2) The intermediate assumptions represent the Trusteca’ best
estimates of likely future economic and demographic
conditions; and

(3) The high cost siternative, with slow economic growth, more
rapid inflation, and Rnancially disadvantageous demographic
sonditions.

See also “Hospital assumptions.”

T Average market vield. A oomputation whizh i3 made on ali
marketable interpst-bearing obligations of the United States. It is
computed on the bagig of market quotations as of the end of the calendar
month immaediately preceding the date of such issue.

Baby boom. The pericd 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 hiam-ica} year.

Beneﬁemry A person anrolled in the HI program. See algo “A.ged
enrsilee” and “Disabled anrollee.”

Benetit payments. The amounts disbursed for covered services aflor
ihe deductible ard comnsurance mmounts have been deducted.

Benefit period. An alternate name for “spell of illness.”

Bouard of Trustess. A Board established by the Social Security Adt o
oversee the financial operations of the Fedaral Hogpital Insurance Trust
Fund, The Board is composed of gix mambers, four of whom serve
auvtomatically by virtue of their positions in the federal government: the
Secretary of the Treasury, who is the Managing Trustee, the Becretary
of Labor, the Seeretary of Health and Human Services, and the
Commassioner of Sacial Security. The osther two members are appointed
by the President and confirmed by the Senate to serve as public
representatives. Stephen G. Kellisen and Marilyn Moon began serving
4-year terms on July 20, 1895, The Commissioner of Bocial Becurity
became g member of the Board effective Mareh 31, 1985, under Public
Law 143.288, approved August 15, 1984, The Administrator of the
HCFA serves ag Secretary of the Board of Truatees.

Bond. A certificate of ownersbip of & gpecified portion of a debt due by
the federal government to holders, bearing a fixed rate of interest.
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Callable. Bubject to redempiion upon notice, such as a bond.

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

Casb basis, The cogts of the service at the point payment was made
rather than when the service was performed. :

Certificate of indebtedness. A short-term certificate of ownership of
12 months or less of a epecified portion of a debt due by the federal
government to individual holders, bearing a fixed rate of interest.

Coinsurance. Seo "Hospital coingurance” and "SNF colnsurance.”

Conpumer Price 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 CPI relate to the Congumer Price Index for Urban
Wage Earners and Clericat Workers {CP’I»«

Contribution base. See “Maximum tax baze.®
Contributions. See “Fayroll taxes.”

Cost rate. The ralis of the cost {(or oubgo, expenditures, or
disbursements) of the program on an incurred bagis during a given year
to the taxable payroll for the year, In this context, the outgo is defined
to exclude henefit paymenis and administrative costa for ceriain
uninsured persors, for whom payments are reimbursed from the general
fund of the Treasury, and for veluntary enroliees, who pey a premium
in order to be enrolled. ]

¥

Covered earmings. Earnings m employment ewered by the HI

-program.

Covered employment. All employment and seli-employment
ereditable for Soecial Security purposes. Almost every -kind of

employment and self-empleyment is covered under the program. In a

few emplayment situations, for example, religious orders under a vow
of puverty, foreign affiliates of American employers, or State snd locnl
governments, coverage must be elecied by the employer. However,
sffective July 1981, coverage ia mandatory for State and local emaployees
wheo are not participating in a public employee retirement system. All
new Btate and local employees have been covered sinee April 1888, In

#1
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& few zituations, for example, ministers or self-etnploved members of -
certain religicus groups, workers can opt out of coverage. Covered
employment for HI includes all federal employses (whereas covered
employment for OASDI includes sowe, but not all, federal employees). .,

Covered services, Services for which HI pays, as defined and limited’
by statute. Cowered services are provided by hospitals (inpatient cars},
skilled nursing facilities, home health agencies, and hospices.

Covered worker. A person who has earnings creditable for Social - -
‘ Security purposes on the basis of services for wages in covered
employment andfor on the basis of income from covered
self-employrent, The number of HI covered workers is slightly larger
than the number of OASDI covered workers because of different
coverage status for federal employment. Ses “Covered employment.”

Deduectible. See “Inpatient bospital deductible.”
Deemed wage credit. See “Non-contributory or deemed wage eredits.”
Demographic assumptions. See "Assumptions.” , '

Diagnosis-relnted groups (DRGs), A dassification system that |
groups patients according to diagnosis, type of treatment, age, and other
relevant eriteria. Under the prospective payment system, hospitals are
paid o 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 t¢ engage in
substantial gainful activity by reason of any medically determinable
physical or mental impairment that can be expected o result in death
or to last for = continuous peried of not less than 12 months, Special
rules apply for workers age 55 or older whase diaability is based on
hlindness. The law generally requives that a person be disabled
continuously for 5 months before he or she ecan qualify for a
disahled-worker cash benefit. An additional 24 months is necegsary to
qualify for benefits under Medicare. " .

Disahility Ingurance (PD. See “Old-Age, Survivors, and Disability
Insurance (QASDI.

Disabled enraliee. An individual under age 65 who has been entitied
to disability benefits under Title II of the Bocial Security Act or the
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Railroad Retirement systern for ut least 2 years and whe is enrelled in
the }{I program, )

DRG Coding. The DRG categories used by hospitals on discharge
billing. Bee alzso “Disgnosis-related groups (DRGs)”

Earnings. Unless otherwise qualified, all wages from employment and
net earnings from self-employment, wbether or not taxahis or covered.

Economic sssamptions, See “Assumptions.”

Extended care services. In the eon’eext of this report, an alternate
name for “skilled nursing facility sorvices.” .

Federal Insurance Contributions Act (FICA). Provision autherizing

taxes on the wages of emploved pereona to provide for the OASDI and

HI programs. The tax is paid in equal amounts hy covered workers and .
their emplovers.

Financinl interchange. Provisions of the Railroad Retirement Act
providing for transfers batween the trust fuads and the Social Security
Equivalent Benefit Account of the Rallroad Retirervent program in order
to place each trust fund in the same position as if railroad empiayment
ohad always been covered under Social Secuvity.

" Fiscal year. The accountnng year of the United States Government.
Since 1978, each fiscal year has begun Qctober 1 of the pricr ealendar
yeur and ended the following September 30. For example, fiscal vear
1898 bagan October 1, 1998 and will end September 30, 1999,

Fixed capital asscts. The net worth of facilities and other resources.

General fund of the Treasury. Funds hald by the Treasury of the
United States, other than revenue collected for u specifie trust fund
{such as HI) and maintained in a separate account for that purpose. The
majority of this fund 1s derived from individual and business income
taxes. .
General revenue. Ingame 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 reverme, -
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Gmmmmﬁudman;ﬂoﬁinga Act. The Balanced Budget and Emergency

Deficit Countrol Act of 1985,

Gross Domestic Product (GDP}. The total doliar value of all goeds
and services produved in a year in the United States, regardiess of who
supplies the labor or property.

High cost slternative. See “Assumptions.”

Home health ngency (HHA). A public agency or private organization
which is primarily engaged in providing skilled nursing services, sther
therapeutic serviees, such as physical, occupational, or apeech therapy,
and home henlth side services, in the home.,

Hospice. A provider of care for the terminally ill; delivered services
penerelly include home health care, nurging care, phvsician gervices,
medmai supplies, and ghart-term inpatient hospital care,

Hoapital assumpt&m&. These include differentinls hatween hospzmiv

ishor and non-labor indices compared to genersl economy labor and
non-labor indices, rates of admdsgion incdence, the trend teward
treating less somplicated cases in outpatient settings, sand cantinued
improvement in JRA coding, ete. -

Hospital coinsurance. For the 6lst through 80th day of
hoapitalization -in a benefit period, a daily amount for which the
beneficiary is respongible, equal to one-fourth of the inpatient hospital
deductible; for lifetime reserve davs,'a daily amount {or which the
beneficiary ig responeible, sgual to one-half of the inpatient bospital
deductible (see “Lifatime roscrve days”).

Hospita! input price index. An alternate name for “hospital market
basket.” ' .

Hospital Ingorance (HI), The Medicare propram which covers
specified inpatient hospital services, posthospital skilled nursing care,
home health services, and hospice care for agod and disabled individuals
who meet the eligibility requirements. Also known as Medicare Part A.

Hospita! market hasket, The cost of the mix of goods and services
{including personnel costs but excluding ponoperating costal comprising
routine, ancillary, and special care uni inpatient hospital services.

-
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Income rate. The ;at.io of income from tax revenues on sn incwred
basis (payroil tax contributions and income from the taxation of OASD]
benefits} to the HI taxable payroll for the vear.

Incurred basis. The coste based on when the service wag performed
rather than when the payment was made,

Inpatient hospital deductible, As amount of money which is
deducted from the amount payable by Medicare Part A for inpatient
hoapital services furnished to a bezxeﬁmary during a apell of ilness.

lnpatlenz htxspltal gervices. ’I‘hese services include bed azsci hoard,
nursing services, diagnostic or therapeutic services, and medical ar
surgical services,

Interest, s& payment for the use of money during a speuﬁed period.

Interfund bormwmg The borrowing of assets by & trust fgznd (OASI
DI, HI or SMI) from ancther of the trust funds when one of the funds i
in danger of exhaugtion. Imterfund borrowing was authorized only
during 1982-1987.

Intermediary. A private or public arganization, under contract to the ‘
HCFA, to determine costs of and make payments to providers for Hl and
certain SMI gervices.

Intermediate assumptions. Seo “Assumptions.”

Lifetime reserve days. Under Hi, there are 60 lifetime reserve days
par heneficiary which the beneficiary may opt to use when regular
inpatient hospital benefits are exhausted. The beneficiary pays one-half
of the inpatient bospital deductible for each tifetime reserve day used,

Lang-range. The next T8 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 cost or risk
depending on the type of contract they have with Medicare. Bee also
“Medicare+Chaice”,
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Market basket. See “Hospital market basket.” .

Maximum tax base. Annual dollar amount above which eazﬁngs in
employment covered vnder the HI program are not tgxable. Begnmng
in 1094, the maximum tax base is eliminated under HI.

Maximum i'.axnble amount of annusal earuings. See “Maximum tay
bago.” ‘

Medicare. A uvationwide, federally administered henlth insurance
program authorized in 1965 to cover the cost of hospitahization, medical
zare, and some related services for most people sver age 65, In 1972
coverage was extended to perople receiving Social Security Disability
Ingurance payments for 2 vears, and peopie with ESRD. Medicare
congigta of two separate but coordinated programe--Part A (Hospital
Insurance, HI) and Part B (Supplementary Medical Insurance, SMI),
Almost all persors aged 65 and over or disabled entitled to HI are
eligible te enroll i the SMI program on a voluntary basis by paying a
monthly premium. Health insurance protection 18 available to Medicare
- beneficiaries without regard to income,

Medicare+Choice. An expanded set of options for the delivery of
health care pnder Medicare established by the Balanced Budget Act of
1997, Most Medicare beneficiaries ¢an choose to receive benefits
through the original fee-for-service program or through ene of the
following Medicare+Choice plans: (1) coordinated care plans (such as
health maintenance srganizations, provider sponsored organizations,
and preferred provider organizationa); (2) Medieal Savings Account
(MSAVHigh Deductible plans {threugh a demonatration availahle te up
o 390,000 beneficiaries); or (3} private fes-for-service plans,

Military service wage eredits. Credits recognizing that military
personnel receive other cagh paymentis and wages in kind {such as food
and shelter) in addition to their bagic pay. Noncontritaitory wage credita
of $180 are provided for each month of active military service from
Beptember 18, 1840, through December 31, 1956. For years afler 1856, .
the basic pay of military personnel is covered under the Social Security
progrius on & contributory hasie. Noneontributory wage credits of $300

£

for each calendar quarter in which = persen receives pay for military .

servise from January 1857 through December 1677 aro granted in
. addition to contributory credits for basic pay. Deemed wage credits of
$100 are granted for sach $300 of military wages in years after 1877,
{The maximum ¢redits allowed in any calendar year are $1,200.) {See
also “Quinquennial military service determinations and adjustments.”)
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Modified average-cost method. Under this system of caloulsting
pummary measurer, the actunrial balance in defined as the difference
betwaen the arithmetic mesns of the annual cost rates and the annual
income rates, with an adjustment included to account for the offsets o
cost that are due 0 (1) the starting trust fund balance and {2} intereat
earned on the trust fund, .

Noncontributory or decmed wage credits, Wages and wagegin ind
that were not subject to the HI tax but that are deemsed as having been.
This is done for the purpeses of {1} determining HI program eligibility
for individuals whe might not be eligible for HI coverage without
payment of premium were it not for the deemed wage credits and (2}
caleulating reimbursement due the H trust fund from the general fund
of the Treasury. The firgt purpose applies in the case of providing
coverage to persons during the transitional pericds when the HI
program began and when it was expanded to cover feders! employees;
both purposes apply in the cages of military service wage credits (Bee
“Military service wage credits” and “Quinquennial military service
detertninations and adjustments”) and deemed wage credits granted for
the internment of persons of Japanese ancestry during World War 11,

Old-Age, Survivors, and Disphility Invurance (OASDI}. The Social
Security programs which pay for (I} monthly cash benefits to
retired-worker (old-age} beneficiaries and their spouses and children
and to survivors of desegsed insured workers (OASI) and (2) monthly
eash benefits to disabled-worker beneficiaries and their spouses and

children and for providing rebsbilitation services to the disabled (D).

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 entitied 1o voluntary enrollment in the
Medicare HI program. These individuals are those who are age 65 and
older who are uninsured for social secunty or raiiread retirement and
do not otherwise meet the renuirements for entitloment to Part A, In
sddition, disabled individuals whe have exhausied other entitlement are
qualified. These individuals are those not now entitled but who have
heen entitled under rectisn 226(b) of the Act, continue to have the
digabling impairment upon which-their gnlitlement was based, and
whote entitlement ended solely because the individuals had earnings
that exceeded the substantiod gainful activity amount (a8 defined in
section 223d)4) of the Act).

Part B. The Medicare Supplementary Medical Insurance program.

-
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Participating hospitalg. Those hospitals whe participate. in the
Medicare program. ) .

Pav-as-youwgo financing. A financing scheme where taxes are
scheduled to produce just as much income as required to pay curvent
berefits, with trust fund sssets built up only to the extent needed to
prevent exhaugtion of the fund by randem fluctuations.

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

Peer Review Organization (PRO). A group of practicing physicians
and other health care professionals, paid by the federal povernment, to
review the care given ta Medicare patients, ‘

Present value. The present value of & future stream of paymenta is the
lomp-sum amount that, if invested foday, together with interest
earnings would be j1st encugh to meet each of the paymenta ag they fell
‘due. Atthe time of the last payment, the invegted fund would be exactly
2610, , ~ C

Projection exror. Degree of variation between estimated and actual
amouris. ‘

Prospective Payment Assessment Commission (ProPAC) A
eemsssinaton established by the Social Security Amendmenta of 188% {s
review and recommend the appropriate percentage changes which
should be effected for payments for inpatient hospital discharges each
fiscal year beginning with fiscal year 1986, Furthermaore, the ProPAC
is expected o study and make recommendations regarding existing
reimbursement palicy for ¢ach fiscal year,

Progpective payment system (PPS). A method of reimbursement for
hospitals which was implemented effective with hospital cost reporting
penods beginning on or after Ostober 1, 1983, Under this svstem,
Medicare payment is made at a predetermined, specific rate for ¢ach

_discharge. All discharges are classified according to a lst of
diagnosis-related groups (DRGs),

Provider. Any organization, institution, or individual whe providea -
health care sérvices to Medicare beneficaries. Hospilals {Inpatient
services}, skilled nursing facilities, bome health agencies, and hospices
are the providers of services covered under Medicare Part A,

s
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Proxy. An index of known values that likely approximates an index for
which values are unavailable. The proxy is used as a “stand-in” for the
unavailable index.

Quinguennial military service determination and adjustments.
Prior to the Social Security Amendments of 1883, quinquensial
determinations (i.e., estimates made once every 5 yeara) were made of
the cogts ariging from the granting of deemed wage credits for military
gervice prior fo 1957; ennual reimbursements wero made from the
general fund of the Treasury to the HI trust fund for these costs. The
Social Security Amendwments of 1883 provided for (1) a lump-sum
transfer in 1983 for (g} the costs arising from the pre-1857 wage credits
and {b} amounts equivalent to the HI taxes that would have been paid
an the deemed wage credits for military service for 1966 through 1983,
inclusive, if such credits had been counted ag covered earnings; (2)
quinguennial adjustments to the pre-1657 portion of the 1883 lump-sum
transfer; {3} general fund transfers eguivalent to HI taxes on militasy,
deemed wage credits for 1984 and later to be credited to the fund on
July 1 of ench year: and (4) sdjustments ng decmed necossary to any
previously transferred amounts representing HI taxes on military
desmed wage credits. '

Railrond Retirement. A federal insurance program sitailar to Soeial
Security designed for workers in the railroad industry. The provisions
of the Railroad Retirement Act provide for a system of coordination and
financial interchange bebween the Railroad Retiremsnt prograze and the
Bocial Security program.

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

Reasonabls cost basis. The calculation to determine the rensonable
cost incurred by individual providers when furnishing covered services
te heneficiaries. The reasonable cost is based on the actual cost of
providing such services, including direct ond indirect conts of providers,
and sxcluding any coats which are unnecessary in the efficient delivery
of sorvices covered by a health iasurance program.

Self-employment. Operation of a trade or business by an individual or
by & partnerahip in which an individual is a member,
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Self-Employment Contributions Act (SECA). Provision authoriziag
taxes on the net invome of most seifemployed persans to provide for the
OASDI and HI programs. .

Sequester. The reduction of funds ¢ be used for benefits or
adminietrative conta from a foderal aceount based on the requirements
specified in the Gramm-Rudman-Hellings Act,

t

Short-range. The aext 10 years. .

Skilled nursing facility (8NF). An institution which 1 primarily
engaged in providing skiled nursing care and related services for
residents whe require medical - or nursing care, or engaged in
rehabilitation of injured, disabled, or eick perscns. =

SNF coinsurance. For the 21st through 100th day of exiended care
services in & benefit period, # daily amount for which the beneficiary ia
responsible, equal to 178 of the inpatient hospital deductible. :

Social Security Act. Public Law 74-271, enactad August 14, 1935, with
subsequent amendments. The Social Security Act consists of 20 titles, of
which four have been repealed, The HI and SMI programs are
authorized by Title XVIII of the Social Security Act.

Special public-debt obligation. Seccurities of the United Statss
Covernment issired exclusively to the OASI, DI, HI, and SMI trust funds
and other federal trust funds. Section 1817(c} of the Bocial Security Act
provides that the public-debt ebligations issued for purchase by the HI
trust fund shall have maturitien fixed with due regard for the needs of
the funds. The usual practice in the past has been to spread the
holdings of special issucs, as of each June 30, so that the amounts
msturing in ench of the next 18 years are approximately equal. Special
public-debt obligatione are redeemable at par at any time.

Spell of illness. A pericd of consecutive daye beginning with the first
day on which a beneficiary is furnished inpatient hogpital or extended
care services and ending with the close of the first period of 60
consecutive days thereafter in Which the beneficiary is in neither
hospital or skilied nursing facility.

Summarized cost rate. The ratie of the present value of sxpenditures

to the present value of the taxable payroll for the years in a given
period. In this context, the expenditures sre on an incurred basis and
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exclude costs for certain uninsured persons, for whom payments are
reimhurged from the general fund of the Treasury, and for veluntary
enroliees, who pay a premium in order (o be enrolled. The summarized
cost rate includes the cont of reaching and maintaining s “target” trust
fund fevel, or contingency fund ratio. Because a frust fuind level of about
one year's expenditures ig considered to be an adequate reserve for
unfereseen contingencivs, the targeted contingency fund ratio used in
determining summarized cost rates is 100 percent of annual
expenditures. Accordingly, the sumumarized cost rate is equal ta the ratic
of {a) the sum of the present value of the outge during the period plus
the present value of the targeted ending trust fund level plus the
beginning trust fund lovel, to (b} the present value of the taxshie payroll
during the period.

Summarized income rate, The ratio of (8) tho present value of the tax
revenues inourred during a given period (from both payroll taxes and
taxation of QASDI benefits) te (b) the present value of the taxable
payrell for the years in the period,

Supplementary Medical Insurance (SM), The Medicare program
which pays for & portion of the costs of physician’s services, outpatient
hospital services, and other related medical and health services for
voluritarily enrolled aged and disehled individuals. Alse known an -
Medicare Part B, .

Tax rate. The perceniage of taxnble earnings, up to the maximum tax
tiese, that is paid for the HI tax. Currently, the percentages are 1.48 for
emplovees and employers, each. The sell.employed pay 2.9 percent.

Taxable earnings. Taxeble wages and/or self-employment income
undar the prevailing aonual maxipum taxable lmit,

Taxable payroll, A weighted average of taxable wages and taxahle
self-employment income. When multiplied by the combined employee-
employer tax rate, it yields the total amount of taxes incurred by
ewmployees, amployers, and the seif-employed for work during the period.

Taxable self-employment income. Net earnings from selfl
empleyment, generally above $400 and below the annual maximum .
taxable smount for a calendar or other taxable year, less any taxable
wages in the same {axable year.

Taxable wages. Wages paid lor services rendered in covered
employment up to the annual maximum taxahle amount.
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Taxation of benefits. Beginning in 1994, up to 85 percent of an
individual's or a couple’s OASD! benefits is potentially subject to federal
income taxation under certain circumstances. The revenue derived from
taxation of benefita in excess of 50 pereent, up to 85 percent, is allocated
{0 the HI trust fund.

Taxer. Sos “Payroll taxes.”

Fest of Long-Range Close Actuarial Balance, Summanzed income
rates and cost rates are saleudated for each of 86 valuation periads
within the full 75-year lang-runge projection period under the
intermediate assumptions. The first of these perieds consigts of the next

10 years. Each sutcseding period 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 66 time periods, the actuarial balance is not loss
than zers or is negative by, at most, a specified percentage of the
summarized cost rate for the same time perisd, The percentage allowed
for & negative actuarial balance is B percent for the full 75.year period
and is reduced uniformly for shorter perieds, approaching zero as the
duration of the time periods approaches the first 10 years, The criterion
for meeting the test is lesd stringent for the longer perisds it recognition
of the greater uncertainty associated with estimates for more distant
years.

Tent of Short-Range Financial Adequacy, The conditions required
to meet this test are ag follows: If the trust fund ratic for a fund exceeds
100 percent st the beginning of the projection peried, then it must be
projected fo remain at or shave 100 peresat throughout the 10-year
projection period; alternatively, if the fund ratio is initially Jess than 100
percent, it must be projected to reach a level of at least 100 percent
within 5 yeara (and not be depletad at any timo during thig peried) and
then remain at or above 100 percent throughout the remainder of the
10-year period. This testis applied to truat fund profections made under
the intermediate assumptions.

Trust fund. Beparate acconnts in the United States Treasury mandated
by Congresa whose assets may only be used for & specified purpose. For
the HI trust fund, monies not withdrawn for current benefit payments
and administrative expenses are invested in interest-bearing federal
securities, ag required by law; the interest earned is alse deposited in
the trust fund.
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Gloseary

Trust fund ratio. A short-range measure of the adeguacy of the trust
fund level; defined an the assets at the beginning of the year expresﬁed
a3 a perventage of the cuigo dtmng the year,

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

Valuation period. A period of years which is considered as s unit for
purposes of calculating the status of a trust und,

Voluntary esroliee, Certain individuals aged €5 or nlder or disahied,
who &re not stherwise entitled to Medicare who opt to ohtain coverage
under Part A by paying a monthly premium.

Year of exhaustion. The first year in which » trust fund is unabie to
pay benefits wheo due because the assets of the fund are exhaosted.
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Appendices

E. STATEMENT OF ACTUARIAL GPINION

It is my epinion that (1) the techniques and methodology used herein to
evaluate the financial status of the Federal Houapital Insuranee Trust
Fund are based upon sound principles of actuarial practice and are
genorally accepted within the actuarial profession; and {2} tho

" asguxoptions used and the resulting actuarial estimates are, in the
agpregate, reasonable for the purpose of evaluating the financial status
of the trust fund, taking inte consideration the exper}mce and
expectations of the program,

Although the sssumptions used are reagonsble, mueh of the available
evidence suggesta that they may not be optimal. ldeally, there should
be a Sfv-Hfty chante thet actual trust fund gperations will tum out to
be better or worse than the intermediaie projection. In my estimation,
however, the kelhood of n more adverse result {than the intermediate
projection) exceeds the likelibood of & more favorable result. Similarly,
an outcome more adverse than the high cost projection appears more
probabie than one that is better than the low cost projection.

The future cost of the Hospital Inserance program is very uncertsin and
reasonable people can disngree concerning the most probable economice
and demographie trends. For these reasons, projections are shown in
this repert under three different sets of sssumptions intended %o
Hustrate a brond range of possible sutcomes. Readers are cautioned not
to foeus solely on just ore set of assurmptions but rather to recognize that
any result within the range shawn can reasonabiy be expected 0 oceur.

As noted in thig repert, invaeme to the Hospital Insurance trust fund is
projected to fall sbort of expenditures under z broad range of
asgumptions. Thus, regardlesa of the specific assumptions used, the
need for prompt attention to the fund’s financial imbalance is apparent,
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Member, American Academy of Aciuaries
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