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I. INTRODUCTION

The Medicare program has two separate trust funds, the Hospital
Insurance Trust Fund (HI) and the Supplementary Medical Insurance
Trust Fund (SMI). HI, otherwise known as Medicare Part A, helps pay
for hospital, home health services following hospital stays, skilled
nursing facility, and hospice care for the aged and disabled. SMI
consists of Medicare Part B and Part D. Part B helps pay for physician,
outpatient hospital, home health, and other services for the aged and
disabled who have voluntarily enrolled. Part D provides subsidized
access to drug insurance coverage on a voluntary basis for all
beneficiaries and premium and cost-sharing subsidies for low-income
enrollees. Medicare also has a Part C, which serves as an alternative
to traditional Part A and Part B coverage. Under this option,
beneficiaries can choose to enroll in and receive care from private
Medicare Advantage and certain other health insurance plans.
Medicare Advantage and Program of All-Inclusive Care for the Elderly
(PACE) plans receive prospective, capitated payments for such
beneficiaries from the HI and SMI Part B trust fund accounts; the
other plans are paid from the accounts on the basis of their costs.

The Social Security Act established the Medicare Board of Trustees to
oversee the financial operations of the HI and SMI trust funds.! The
Board has six members. Four members serve by virtue of their
positions in the Federal Government: the Secretary of the Treasury,
who is the Managing Trustee; the Secretary of Labor; the Secretary of
Health and Human Services; and the Commissioner of Social Security.
Two other members are public representatives whom the President
appoints and the Senate confirms. These positions are currently
vacant. The Administrator of the Centers for Medicare & Medicaid
Services (CMS) serves as Secretary of the Board.

The Social Security Act requires that the Board, among other duties,
report annually to the Congress on the financial and actuarial status
of the HI and SMI trust funds. The 2017 report is the 52nd that the
Board has submitted.

The projections in this year’s report, with one exception related to
Part A, are based on current law; that is, they assume that laws on the
books will be implemented and adhered to with respect to scheduled
taxes, premium revenues, and payments to providers and health plans.
The one exception is that the projections disregard payment reductions

IThe Social Security Act established separate boards for HI and SMI. Both boards have
the same membership, so for convenience they are collectively referred to as the
Medicare Board of Trustees in this report.
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that would result from the projected depletion of the Medicare Hospital
Insurance trust fund. Under current law, payments would be reduced
to levels that could be covered by incoming tax and premium revenues
when the HI trust fund was depleted. If the projections reflected such
payment reductions, then any imbalances between payments and
revenues would be automatically eliminated, and the report would not
fulfill one of its critical functions, which is to inform policy makers and
the public about the size of any trust fund deficits that would need to
be resolved to avert program insolvency. To date, lawmakers have
never allowed the assets of the Medicare HI trust fund to become
depleted.

Projections of Medicare costs are highly uncertain, especially when
looking out more than several decades. One reason for uncertainty is
that scientific advances will make possible new interventions,
procedures, and therapies. Some conditions that are untreatable today
will be handled routinely in the future. Spurred by economic
incentives, the institutions through which care is delivered will evolve,
possibly becoming more efficient. While most health care technological
advances to date have tended to increase expenditures, the health care
landscape is shifting. No one knows whether future developments will,
on balance, increase or decrease costs.

While the physician payment updates and new incentives put in place
by the Medicare Access and CHIP Reauthorization Act of 2015
(MACRA) avoid the significant short-range physician payment issues
that would have resulted from the sustainable growth rate (SGR)
system approach, they nevertheless raise important long-range
concerns. In particular, additional payments of $500 million per year
for one group of physicians and 5-percent annual bonuses for another
group are scheduled to expire in 2025, resulting in a significant one-
time payment reduction for most physicians. In addition, the law
specifies the physician payment update amounts for all years in the
future, and these amounts do not vary based on underlying economic
conditions, nor are they expected to keep pace with the average rate of
physician cost increases. The specified rate updates could be an issue
in years when levels of inflation are high and would be problematic
when the cumulative gap between the price updates and physician
costs becomes large. The gap will continue to widen throughout the
projection, and the Trustees estimated that physician payment rates
under current law will be lower than they would have been under the
SGR formula by 2048. Absent a change in the delivery system or level
of update by subsequent legislation, access to Medicare-participating
physicians may become a significant issue in the long term under
current law.

2
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The Patient Protection and Affordable Care Act, as amended by the
Health Care and Education Reconciliation Act of 2010, introduced
large policy changes and additional projection uncertainty. This
legislation, referred to collectively as the Affordable Care Act or ACA,
contains roughly 165 provisions affecting the Medicare program by
reducing costs, increasing revenues, improving benefits, combating
fraud and abuse, and initiating a major program of research and
development to identify alternative provider payment mechanisms,
health care delivery systems, and other changes intended to improve
the quality of health care and reduce costs. The Board assumes that
the various cost-reduction measures—the most important of which are
the reductions in the annual payment rate updates for most categories
of Medicare providers by the growth in economy-wide private nonfarm
business multifactor productivity?—will occur as the ACA requires. In
order for this outcome to be achievable, health care providers would
have to realize productivity improvements at a faster rate than
experienced historically. However, if the health sector cannot
transition to more efficient models of care delivery and achieve
productivity increases commensurate with economy-wide productivity,
and if the provider reimbursement rates paid by commercial insurers
continue to be based on the same negotiated process used to date, then
the availability and quality of health care received by Medicare
beneficiaries would, under current law, fall over time compared to that
received by those with private health insurance.

Since 2008, U.S. national health expenditure (NHE) growth has been
below historical averages, despite having accelerated in 2014 mainly
due to insurance coverage expansions. There is some debate regarding
the extent to which the slower growth reflects (1) one-time effects such
as the recent economic downturn, (ii) positive reforms in the health
care sector that may carry forward to produce additional cost savings
in the years ahead, or (ii1) other factors. It is possible that U.S. health
care practices are in the process of becoming more efficient as providers
anticipate more modest reimbursement growth rates, in both the
public and private sectors, than experienced in recent decades. The
methodology for projecting Medicare finances assumes a substantial
long-term reduction in per capita health expenditure growth rates
relative to historical experience, to which the cost-reduction provisions
of the ACA and MACRA would add substantial further savings.

Notwithstanding recent favorable developments, current-law
projections indicate that Medicare still faces a substantial financial

2For convenience the term economy-wide private nonfarm business multifactor
productivity will henceforth be referred to as economy-wide productivity.
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shortfall that will need to be addressed with further legislation. Such
legislation should be enacted sooner rather than later to minimize the
impact on beneficiaries, providers, and taxpayers.

Figure 1.1 shows Medicare’s projected expenditures as a percentage of
the Gross Domestic Product (GDP) under two sets of assumptions:
current law and an illustrative alternative, described below.3

Figure I.1.—Medicare Expenditures as a Percentage
of the Gross Domestic Product under Current Law
and lllustrative Alternative Projections
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The current-law expenditure projections reflect the physicians’
payment levels expected under the MACRA payment rules and the
ACA-mandated reductions in other Medicare payment rates, but not
the payment reductions and/or delays that would result from the HI
trust fund depletion. In the year of asset depletion, which is projected

3At the request of the Trustees, the Office of the Actuary at CMS has prepared a set of
illustrative Medicare projections under a hypothetical modification to current law. A
summary of the projections under the illustrative alternative is contained in
appendix V.C of this report, and a more detailed discussion is available at
http://www.cms.gov/Research-Statistics-Data-and-Systems/Statistics-Trends-
and-Reports/ReportsTrustFunds/Downloads/2017TRAlternativeScenario.pdf. Readers
should not infer any endorsement of the policies represented by the illustrative
alternative by the Trustees, CMS, or the Office of the Actuary. Appendix V.C also
provides additional information on the uncertainties associated with productivity
adjustments to specific provider payment updates and the scheduled physician updates.

4
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to be 2029 in this report, HI revenues are projected to cover 88 percent
of program costs.

The illustrative alternative shown in the top line of figure 1.1 assumes
legislative changes that result in (i) physician payment updates that
transition from the average 0.6-percent update for 2026 to the rate of
growth in the Medicare Economic Index (MEI) of 2.2 percent for 2041
and later; (i1) no expiration of the 5-percent bonuses for physicians in
advanced alternative payment models (APMs) and of the $500-million
payments for physicians in the merit-based incentive payment system
(MIPS); (iii) a partial phase-out of the ACA reductions in Medicare
payment rates from 2020 through 2034; and (iv) an elimination of the
cost-reducing actions of the Independent Payment Advisory Board
(IPAB). The difference between the illustrative alternative and the
current-law projections demonstrates that the long-range costs could
be substantially higher than shown throughout much of the report if
the MACRA4 and ACA?S cost-reduction measures prove problematic and
new legislation scales them back.

As figure 1.1 shows, Medicare’s costs under current law rise from their
current level of 3.6 percent of GDP to 5.6 percent in 2041 and to
5.9 percent in 2091. Under the illustrative alternative, in which
adherence to the MACRA and ACA cost-reducing measures erodes,
projected costs would rise to 6.2 percent of GDP in 2041 and to
9.0 percent in 2091.

As the preceding discussion explains, and as the substantial
differences between current-law and illustrative alternative
projections demonstrate, Medicare’s actual future costs are highly
uncertain for reasons apart from the inherent challenges in projecting
health care cost growth over time. The Board recommends that readers
interpret the current-law estimates in the report as the outcomes that
would be experienced under the Trustees’ economic and demographic

4Under MACRA, a significant one-time payment reduction is scheduled for most
physicians in 2025. In addition, the law specifies physician payment rate updates of
0.75 percent or 0.25 percent annually thereafter for physicians in advanced APMs or
MIPS, respectively. These updates are notably lower than the projected physician cost
increases, which are assumed to average 2.2 percent per year in the long range.

5Under the ACA, Medicare’s annual payment rate updates for most categories of provider
services would be reduced below the increase in providers’ input prices by the growth in
economy-wide productivity (1.1 percent over the long range). In addition, the IPAB would
be charged with recommending cost savings as are necessary to hold overall per capita
Medicare growth to the average of the Consumer Price Index (CPI-U) and CPI-medical
care increases in 2015-2019 and to the rate of per capita GDP growth plus 1 percentage
point thereafter (subject to certain limits). Unless overridden by lawmakers, these
recommendations would be implemented automatically.



Overview

assumptions if the productivity adjustments and IPAB measures in the
ACA and the physician price updates in MACRA can be and are
sustained in the long range. Readers are encouraged to review
appendix V.C for further information on this important subject. Where
applicable, the Trustees note the key financial outcomes under the
illustrative alternative projections in addition to the current-law
projections.
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II. OVERVIEW
A. HIGHLIGHTS

The major findings of this report under the intermediate set of
assumptions appear below. The balance of the Overview and the
following Actuarial Analysis section describe these findings in more
detail.

In 2016

In 2016, Medicare covered 56.8 million people: 47.8 million aged 65
and older, and 9.0 million disabled. Over 32 percent of these
beneficiaries have chosen to enroll in Part C private health plans that
contract with Medicare to provide Part A and Part B health services.
Total expenditures in 2016 were $678.7 billion, and total income was
$710.2 billion, which consisted of $700.4 billion in non-interest income
and $9.8 billion in interest earnings. Assets held in special issue U.S.
Treasury securities increased by $31.5 billion to $294.7 billion.

Short-Range Results

The estimated depletion date for the HI trust fund is 2029, one year
later than in last year’s report. As in past years, the Trustees have
determined that the fund is not adequately financed over the next
10 years. HI expenditures are projected to be lower than last year’s
estimates, mostly due to lower inpatient hospital utilization
assumptions and lower-than-expected spending in 2016.

In 2016, HI income exceeded expenditures by $5.4 billion. The Trustees
project modest surpluses to continue in 2017 through 2022, with a
return to deficits thereafter until the trust fund becomes depleted in
2029. The assets were $199.1billion at the beginning of 2017,
representing about 67 percent of expenditures during the year, which
is below the Trustees’ minimum recommended level of 100 percent.
The HI trust fund has not met the Trustees’ formal test of short-range
financial adequacy since 2003 (as discussed in section III.B). Growth
in HI expenditures has averaged 2.1 percent annually over the last
5 years, compared with non-interest income growth of 5.9 percent.
Over the next 5 years, projected annual growth rates for expenditures
and non-interest income are 5.7 percent and 5.8 percent, respectively.

The SMI trust fund is expected to be adequately financed over the next
10 years and beyond because premium income and general revenue
income for Parts B and D are reset each year to cover expected costs
and ensure a reserve for Part B contingencies. A hold-harmless
provision in the law restricted Part B premium increases for most
beneficiaries in 2017 to an average increase of about $4.00 per month.

7
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However, for the 30 percent of beneficiaries to whom the provision does
not apply, the 2017 Part B monthly premium rate increased
substantially from $121.80 to $134.00. (See sections II.F and III.C for
further details.)

Part B and Part D costs have averaged annual growth of 5.4 percent
and 8.3 percent, respectively, over the last 5 years, as compared to
growth of 3.7 percent for GDP. Under current law, the Trustees project
an average annual Part B growth rate of 7.8 percent over the next
5 years; for Part D, the estimated average annual increase in
expenditures for these 5 years is 6.4 percent. The projected average
annual rate of growth for the U.S. economy is 5.2 percent during this
period, significantly slower than for Part B and Part D.

A finding of excess general revenue Medicare funding (defined as a
determination that occurs when the difference between Medicare’s
total outlays and its dedicated financing sources® exceeds 45 percent of
outlays) is projected for fiscal year 2023. Therefore, the Trustees are
issuing a determination of projected excess general revenue Medicare
funding in this report. Such determinations were previously made in
each of the 2006 through 2013 reports.

Long-Range Results

For the 75-year projection period, the HI actuarial deficit has
decreased to 0.64 percent of taxable payroll from 0.73 percent of
taxable payroll in last year’s report. (Under the illustrative alternative
projections, the HI actuarial deficit would be 1.76 percent of taxable
payroll, compared to 1.85 percent in last year’s report.) The
0.09 percent of payroll decrease in the actuarial deficit was primarily
due to lower spending in 2016 and lower projected utilization of
inpatient hospital services than were previously estimated.

Part B outlays were 1.6 percent of GDP in 2016, and the Board projects
that they will grow to about 2.6 percent by 2091 under current law.
The long-range projections as a percent of GDP are slightly higher than
those in last year’s report. (Part B costs in 2091 would be 4.2 percent
under the illustrative alternative scenario.)

The Board estimates that Part D outlays will increase from 0.5 percent
of GDP in 2016 to about 1.2 percent by 2091. These long-range outlay
projections, as a percent of GDP, are slightly lower than those shown
in last year’s report.

6Dedicated financing sources consist of HI payroll taxes, HI share of income taxes on
Social Security benefits, Part D State transfers, Part B drug fees, and beneficiary
premiums.

8
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Transfers from the general fund finance about three-quarters of SMI
costs and are central to the automatic financial balance of the fund’s
two accounts. Such transfers represent a large and growing
requirement for the Federal budget. SMI general revenues currently
equal 1.7 percent of GDP and would increase to an estimated
2.7 percent in 2091.

Conclusion

Total Medicare expenditures were $679 billion in 2016. The Board
projects that expenditures will increase in future years at a faster pace
than either aggregate workers’ earnings or the economy overall and
that, as a percentage of GDP, they will increase from 3.6 percent in
2016 to 5.9 percent by 2091 (based on the Trustees’ intermediate set of
assumptions). If the reduced price increases for physicians and other
health services under Medicare are not sustained and do not take full
effect in the long range as in the illustrative alternative projection,
then Medicare spending would instead represent roughly 9.0 percent
of GDP in 2091. Growth under any of these scenarios, if realized, would
substantially increase the strain on the nation’s workers, the economy,
Medicare beneficiaries, and the Federal budget.

The Trustees project that HI tax income and other dedicated revenues
will fall short of HI expenditures in most future years. The HI trust
fund does not meet either the Trustees’ test of short-range financial
adequacy or their test of long-range close actuarial balance.

The Part B and Part D accounts in the SMI trust fund are expected to
be adequately financed because premium income and general revenue
income are reset each year to cover expected costs. Such financing,
however, would have to increase faster than the economy to cover
expected expenditure growth.

The financial projections in this report indicate a need for substantial
steps to address Medicare’s remaining financial challenges.
Consideration of further reforms should occur in the near future. The
sooner solutions are enacted, the more flexible and gradual they can
be. Moreover, the early introduction of reforms increases the time
available for affected individuals and organizations—including health
care providers, beneficiaries, and taxpayers—to adjust their
expectations and behavior. The Trustees recommend that Congress
and the executive branch work closely together with a sense of urgency
to address the depletion of the HI trust fund and the projected growth
in HI (Part A) and SMI (Parts B and D) expenditures.
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B. MEDICARE DATA FOR CALENDAR YEAR 2016

HI (Part A) and SMI (Parts B and D) have separate trust funds, sources
of revenue, and categories of expenditures. Table I.B1 presents
Medicare data for calendar year 2016, in total and for each part of the
program. For fee-for-service Medicare, the largest category of Part A
expenditures is inpatient hospital services, while the largest Part B
expenditure category is physician services. Payments to private health
plans for providing Part A and Part B services currently represent
roughly 33 percent of total A and B benefit outlays.

Table I1.B1.—Medicare Data for Calendar Year 2016

SMI
HI or Part A Part B Part D Total
Assets at end of 2015 (billions) $193.8 $68.2 $1.3 $263.2
Total income $290.8 $313.2 $106.2 $710.2
Payroll taxes 2535 — — 253.5
Interest 7.7 2.1 0.0 9.8
Taxation of benefits 23.0 — — 23.0
Premiums 3.3 72.1 13.8 89.1
General revenue 1.2 235.6 82.4 319.2
Transfers from States — — 10.0 10.0
Other 2.1 34 — 5.5
Total expenditures $285.4 $293.4 $100.0 $678.7
Benefits 280.5 289.5 99.5 669.5
Hospital 141.3 49.6 — 191.0
Skilled nursing facility 29.1 — — 29.1
Home health care 7.1 11.5 — 18.5
Physician fee schedule services — 69.9 — 69.9
Private health plans (Part C) 85.2 103.4 — 188.6
Prescription drugs — — 99.5 99.5
Other 17.8 55.0 — 72.8
Administrative expenses 4.9 3.9 0.5 $9.2
Net change in assets $5.4 $19.8 $6.3 $31.5
Assets at end of 2016 $199.1 $88.0 $7.6 $294.7
Enrollment (millions)
Aged 47.5 43.9 36.1 47.8
Disabled 9.0 8.2 7.1 9.0
Total 56.5 52.1 43.2 56.8
Average benéefit per enrollee $4,968 $5,558 $2,304 $12,829

Note: Totals do not necessarily equal the sums of rounded components.

For HI, the primary source of financing is the payroll tax on covered
earnings. Employers and employees each pay 1.45 percent of a
worker’s wages, while self-employed workers pay 2.9 percent of their
net earnings. Starting in 2013, high-income workers pay an additional
0.9-percent tax on their earnings above an unindexed threshold
($200,000 for single taxpayers and $250,000 for married couples).
Other HI revenue sources include a portion of the Federal income taxes
that Social Security recipients with incomes above certain unindexed
thresholds pay on their benefits, as well as interest paid from the
general fund on the U.S. Treasury securities held in the HI trust fund.

10
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For SMI, transfers from the general fund of the Treasury represent the
largest source of income and covered about 81 percent of program costs
in 2016.7 Also, beneficiaries pay monthly premiums for Parts B and D
that finance a portion of the total cost. As with HI, the U.S. Treasury
securities held in the SMI trust fund earn interest paid from the
general fund.

"Transfers from the general fund were higher than usual in 2016 due to the provisions
of the Bipartisan Budget Act of 2015 (BBA), as explained in more detail in section II1.C
of this report.

11
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C. MEDICARE ASSUMPTIONS

Future Medicare expenditures will depend on a number of factors,
including the size and composition of the population eligible for
benefits, changes in the volume and intensity of services, and increases
in the price per service. Future HI trust fund income will depend on
the size of the covered work force and the level of workers’ earnings,
and future SMI trust fund income will depend on projected program
costs. These factors will depend in turn upon future birth rates, death
rates, labor force participation rates, wage increases, and many other
economic and demographic factors affecting Medicare. To illustrate the
uncertainty and sensitivity inherent in estimates of future Medicare
trust fund operations, the Board has prepared current-law projections
under a low-cost and a high-cost set of economic and demographic
assumptions as well as under an intermediate set. In addition, the
Trustees asked the CMS Office of the Actuary to develop the
illustrative alternative projections to demonstrate the potential effect
on the Medicare financial status if certain current-law features are not
fully implemented in the future.

Table II.C1 summarizes the key assumptions used in this report. Many
of the demographic and economic variables that determine Medicare
costs and income are common to the Old-Age, Survivors, and Disability
Insurance (OASDI) program, and the OASDI annual report explains
these variables in detail. These variables include changes in the
Consumer Price Index (CPI) and wages, real interest rates, fertility
rates, mortality rates, and net immigration levels. (Real indicates that
the effects of inflation have been removed.) The assumptions vary, in
most cases, from year to year during the first 5 to 30 years before
reaching the ultimate values® assumed for the remainder of the 75-year
projection period.

8The assumptions do not include economic cycles beyond the first 10 years.

12
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Table II.C1.—Key Assumptions, 2041-2091

Intermediate Low-Cost High-Cost
Economic:
Annual percentage change in:
Gross Domestic Product (GDP) per capital.... 3.9 5.0 2.7
Average wage in covered employment 3.8 5.0 2.6

Private nonfarm business multifactor productivity? ... 11 — —

Consumer Price Index (CPI) .... 2.6 3.2 2.0
Real-wage differential (percent)... 1.2 1.8 0.6
Real interest rate (PErcent) ........ccccevceereereeneeneeiennienns 2.7 3.2 2.2

Demographic:
Total fertility rate (children per woman)............cccceeeeenes 2.00 2.20 1.80
Annual percentage reduction in total

age-sex adjusted death rates... 0.72 0.41 1.03

Net annual immigration 1,245,000 1,570,000 955,000
Health cost growth:
Annual percentage change in per beneficiary

Medicare expenditures (excluding demographic

impacts)!

HI (Part A) 3.7 3 3

SMI Part B 3.6 3 3

SMI Part D 45 3 3

Total Medicare.... 3.7 8 8

1The assumed ultimate increases in per capita GDP and per beneficiary Medicare expenditures can also
be expressed in real terms, adjusted to remove the impact of assumed inflation. When adjusted by the
chain-weighted GDP price index, assumed real per capita GDP growth under the intermediate
assumptions is 1.6 percent, and real per beneficiary Medicare cost growth is 1.5 percent, 1.3 percent, and
2.3 percent for Parts A, B, and D, respectively.

2Private nonfarm business multifactor productivity is published by the Bureau of Labor Statistics and is
used as the economy-wide private nonfarm business multifactor productivity to adjust certain provider
payment updates.

3See section 111.B3 for further explanation of the Part A alternative (low-cost and high-cost) assumptions.
Long-range alternative projections are not prepared for Parts B and D.

Other assumptions are specific to Medicare. As with all of the
assumptions underlying the financial projections, the Trustees review
the Medicare-specific assumptions annually and update them based on
the latest available data and analysis of trends. In addition, the
assumptions and projection methodology are subject to periodic review
by independent panels of expert actuaries and economists. The most
recent completed review occurred with the 2010-2011 Technical
Review Panel on the Medicare Trustees Report.?

Section IV.D describes the methodology used to derive the long-range
cost growth assumptions, which are based on the “factors contributing
to growth” model and are developed for the following four categories of
provider services:

9The Panel’s final report is available at http:/aspe.hhs.gov/health/reports/2013/
MedicareTech/TechnicalPanelReport2010-2011.pdf. The Secretary of Health and
Human Services announced the reestablishment of the Technical Review Panel on the
Medicare Trustees Report in the February 19, 2016 Federal Register.

13


http://aspe.hhs.gov/health/reports/2013/MedicareTech/TechnicalPanelReport2010-2011.pdf
http://aspe.hhs.gov/health/reports/2013/MedicareTech/TechnicalPanelReport2010-2011.pdf

Overview

@)

(ii)

(iii)

@v)

All HI, and some SMI Part B, services that are updated annually
by provider input price increases less the increase in economy-wide
productivity.

HI services are inpatient hospital, skilled nursing facility, home
health, and hospice. The primary Part B services affected are
outpatient hospital, home health, and dialysis. Under the
Trustees’ intermediate economic assumptions, the year-by-year
per capita increases for these provider services start at 3.9 percent
in 2041, or GDP plus 0.0 percent, declining gradually to
3.5 percent in 2091, or GDP minus 0.3 percent. 10

Physician services

Payment rate updates are 0.75 percent per year for those
physicians assumed to be participating in advanced alternative
payment models (APMs) and 0.25 percent for those assumed to be
participating in the merit-based incentive payment system
(MIPS). The year-by-year per capita growth rates for physician
payments are assumed to be 3.6 percent in 2041, or GDP minus
0.3 percent, declining to 2.8 percent in 2091, or GDP minus
1.0 percent.

Certain SMI Part B services that are updated annually by the CPI
increase less the increase in productivity.

Such services include durable medical equipment,!l care at
ambulatory surgical centers, ambulance services, and medical
supplies. The Trustees assume the per beneficiary year-by-year
rates to be 3.1 percent in 2041, or GDP minus 0.8 percent,
declining to 2.7 percent in 2091, or GDP minus 1.1 percent.

All other Medicare services, for which payments are established
based on market processes, such as prescription drugs provided
through Part D and the remaining Part B services.

These Part B outlays constitute an estimated 16 percent of total
Part B expenditures in 2026 and consist mostly of payments for
laboratory tests, physician-administered drugs, and small facility
services. Medicare payments to Part D plans are based on a

10These growth rate assumptions are described relative to the per capita increase in GDP
and characterized simply as GDP plus X percent.

11Certain durable medical equipment (DME) is subject to competitive bidding, and the
price is assumed to grow by the CPI increase less the increase in productivity, the same
update specified for DME not subject to bidding.
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competitive-bidding process and are not affected by the
productivity adjustments. Similarly, payments for the other
Part B services are based on market factors.2 The long-range per
beneficiary cost growth rate for Part D and these Part B services
is assumed to equal the increase in per capita national health
expenditures as determined from the “factors contributing to
growth” model. The corresponding year-by-year per capita growth
rates for these services are 4.8 percent in 2041, or GDP plus
0.9 percent, declining to 4.3 percent by 2091, or GDP plus
0.5 percent.

After combining the rates of growth from the four long-range
assumptions, the weighted average growth rate per beneficiary for
Part B is 3.6 percent over the period 2041 through 2091, or GDP minus
0.3 percent, on average. When Parts A, B, and D are combined, the
weighted average growth rate for Medicare is 3.7 percent, or GDP
minus 0.2 percent, over this same period. Both rates are shown in
table I1.C1.

As in the past, the Trustees establish detailed growth rate assumptions
for the initial 10 years (2017 through 2026) by individual type of
service (for example, inpatient hospital care and physician services).
These assumptions reflect recent trends and the impact of all
provisions of the Bipartisan Budget Act of 2015, the Medicare Access
and CHIP Reauthorization Act of 2015, the Affordable Care Act, the
Budget Control Act, and other applicable statutory provisions. For
each of Parts A, B, and D, the assumed growth rates for years 11
through 25 of the projection period (adjusted to reflect discontinuities
in yearly payment policies) are set by interpolating between the rate
at the end of the short-range projection period and the rate at the start
of the last 50 years of the long-range period described above.

The basis for the Medicare cost growth rate assumptions, described
above, has been chosen primarily to incorporate the productivity
adjustments and the physician payment structure in a relatively
simple, straightforward manner and with the assumption that these
elements of current law will operate in all future years as specified.
The Trustees use this approach in part due to the uncertainty
associated with these provisions and in part due to the difficulty of
modeling such consequences as access to care, health status, and
utilization if these provisions of current law do not operate as

12For example, physician-administered Part B drugs are reimbursed at the level of the
average sales price in the market plus 6 percent.
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intended.!® They have incorporated the effects of changes in payment
mechanisms, delivery systems, and other aspects of health care that
have been implemented recently, including modest savings from
accountable care organizations. However, they have not modeled the
possible effects of future changes that could arise in response to the
payment limitations and the ACA-directed research activities, nor
have they considered the potential effects of sustained slower payment
increases on provider participation, beneficiary access to care, quality
of services, and other factors.!4

Consistent with the practice in recent reports, the Trustees asked the
Office of the Actuary to develop the illustrative alternative projections.
This information 1is presented in appendix V.C. An actuarial
memorandum on the illustrative alternative is available on the CMS
website.1® For the long range, the illustrative alternative projection
assumes that (i) the economy-wide productivity adjustments would be
gradually phased out during 2020 to 2034 and replaced with
adjustments based on estimated health-specific provider productivity
gains of 0.4 percent annually, (i1) average physician payment updates
would transition from 0.6 percent in 2026 to 2.2 percent for 2041 and
later, (iii) the 5-percent bonuses for physicians in advanced APMs and
the $500-million payments for physicians in MIPS do not expire, and
(iv) the cost-reducing actions of the Independent Payment Advisory
Board are eliminated. The year-by-year growth rate assumptions for
HI and SMI Part B under the illustrative alternative projections are
approximately 4.8 percent in 2041, or GDP plus 0.9 percent, declining
to 4.3 percent by 2091, or GDP plus 0.5 percent. On average over this
period, the growth rate of per beneficiary expenditures for these
services is equal to the growth rate for per capita national health
expenditures, as described previously for Part D and other Medicare
services for which price updates are based on market processes.

For the HI high-cost assumptions, the assumed annual increase in the
ratio of aggregate costs to taxable payroll (the cost rate) during the
initial 25-year period is 2 percentage points greater than under the
intermediate assumptions. Under the low-cost assumptions, the
assumed annual rate of increase in the cost rate for the initial period

13For a detailed discussion of uncertainty, see appendix V.C.

14The 2010-2011 Medicare Technical Review Panel considered these issues at some
length. Their final report contains an extensive discussion of alternative long-term
scenarios with different possible behavioral reactions by providers and with varying
implications for the financial viability of providers and the availability and quality of
health care services for beneficiaries.

15See http://www.cms.gov/Research-Statistics-Data-and-Systems/Statistics-Trends-and-
Reports/ReportsTrustFunds/Downloads/2017TRAlternativeScenario.pdf.
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1s 2 percentage points less than under the intermediate assumptions.
After 25 years, the Trustees assume that the 2-percentage-point
differentials will decline gradually to zero in 2066, after which the
growth in cost rates is the same under all three sets of assumptions.
The low-cost and high-cost projections shown in this report provide an
indication of how Medicare expenditures could vary in the future as a
result of different economic, demographic, and health care trends.1¢

While it is possible that actual economic, demographic, and health cost-
growth experience will fall within the range defined by the three
alternative sets of assumptions, there can be no assurances that it will
do so in light of the wide variations in these factors over past decades.
In general, readers can place a greater degree of confidence in the
assumptions and estimates for the earlier years than for the later
years. Nonetheless, even for the earlier years, the estimates are only
an indication of the expected trends and the general ranges of future
Medicare experience. Also, as a result of the uncertain long-range
adequacy of physician payments and payments affected by the
statutory productivity adjustments, actual future Medicare
expenditures could exceed the intermediate projections shown in this
report, possibly by quite large amounts. Reference to key results under
the illustrative alternative projection demonstrates this potential
understatement.

16Due to the automatic financing provisions for Parts B and D, the Trustees expect that
the SMI trust fund will be adequately financed in all future years and so have not
conducted a long-range analysis using high-cost and low-cost assumptions.
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D. FINANCIAL OUTLOOK FOR THE MEDICARE PROGRAM

This report evaluates the financial status of the HI and SMI trust
funds. For HI, the Trustees apply formal tests of financial status for
both the short range and the long range; for SMI, the Trustees assess
the ability of the trust fund to meet incurred costs over the period for
which financing has been set.

HI and SMI are financed in very different ways. Within SMI, current
law provides for the annual determination of Part B and PartD
beneficiary premiums and general revenue financing to cover expected
costs for the following year. In contrast, HI is subject to substantially
greater variation in asset growth, since employee and employer tax
rates under current law do not change or adjust to meet expenditures
except through new legislation.

Despite the significant differences in benefit provisions and financing,
the two components of Medicare are closely related. HI and SMI
operate in an interdependent health care system. Most Medicare
beneficiaries are enrolled in HI and SMI Parts B and D, and many
receive services from all three. Accordingly, efforts to improve and
reform either component must necessarily have repercussions for the
other component. In view of the anticipated growth in Medicare
expenditures, it is also important to consider the distribution among
the various sources of revenues for financing Medicare and the manner
in which this distribution will change over time.

This section reviews the projected total expenditures for the Medicare
program, along with the primary sources of financing. Figure II1.D1
shows projected costs as a percentage of GDP. Medicare expenditures
represented 3.6 percent of GDP in 2016. Under current law, costs
increase to 5.6 percent of GDP by 2041, largely due to the rapid growth
in the number of beneficiaries, and then to 5.9 percent of GDP in 2091,
with growth in health care cost per beneficiary becoming the larger
factor later in the valuation period, particularly for Part D costs, which
are not affected by legislated price reductions. (If the payment update
constraints were phased down as in the illustrative alternative
projections, then Medicare expenditures would reach an estimated
9.0 percent of GDP in 2091.)
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Figure Il.D1.—Medicare Expenditures as a Percentage
of the Gross Domestic Product
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Table II.D1 shows five components of Medicare expenditure growth
over three valuation periods: (i) growth of overall prices as measured
by the CPI; (i) growth of Medicare prices relative to the CPI;
(111) growth in the number of beneficiaries; (iv) change in the age and
gender composition of the beneficiaries; and (v) change in the volume
and intensity of services. The growth of Medicare prices for Part A and
for Part B is projected to be below the CPI during each of the three
valuation periods, with the exception of the period 2017-2026 for
Part A. The 2-percent sequester of payments to Medicare providers
ends in 2025, which increases price growth for the 2017-2026 period.
As discussed in section IV.D, prices for all of Part A and some of Part B
are constrained by the payment updates specified by the ACA, and
Part B prices are further constrained by the physician updates
specified by MACRA. Part D prices are projected to grow faster than
the CPI and to be more in line with the price growth assumed for the
overall health sector. For all parts of Medicare, growth in the number
of beneficiaries is highest over the next 10 years, as the baby boom
generation continues to enter Medicare, and slows continually
thereafter.
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Table Il.D1.—Components of Increase in Medicare Incurred Expenditures by Part
[In percent]
Average annual percentage change

Prices
Medicare Beneficiary
Valuation relative to Overall Number of age/gender Volume and Total
period CPI CPI Medicare beneficiaries mix intensity increase
Part A:
2017-2026 2.6% 0.1% 2.7% 2.8% -0.2% 0.9% 6.5%
2027-2041 2.6 -0.3 23 12 0.7 13 5.6
2042-2091 2.6 -0.3 2.3 0.6 0.1 13 4.4
Part B:
2017-2026 2.6 -0.9 17 2.7 0.1 33 8.0
2027-2041 2.6 -0.7 19 11 0.2 25 5.8
2042-2091 2.6 -0.6 2.0 0.6 0.0 16 4.3
Part D:
2017-2026 2.6 0.3 2.9 2.9 0.1 15 7.7
2027-2041 2.6 0.4 3.0 11 0.0 17 6.0
2042-2091 2.6 0.4 3.0 0.6 0.0 1.4 5.1

Notes: 1. Price reflects annual updates, multifactor productivity reductions, and any other reductions
required by law or regulation.
2. Volume and intensity is the residual after the other four factors shown in the table (CPI, excess
Medicare price, number of beneficiaries, and beneficiary age/gender mix) are removed.
3. Totals do not necessarily equal the sums of rounded components.

Most beneficiaries have the option to enroll in private health insurance
plans that contract with Medicare to provide Part A and Part B medical
services. The share of Medicare beneficiaries in such plans has risen
rapidly in recent years; it reached 32.4 percent in 2016 from
12.8 percent in 2004. Plan costs for the standard benefit package can
be significantly lower or higher than the corresponding cost for
beneficiaries in the traditional or fee-for-service Medicare program.
Prior to the ACA, private plans were generally paid a higher average
amount, and they used the additional payments to reduce enrollee cost-
sharing requirements, provide extra benefits, and/or reduce Part B and
Part D premiums. These enhancements were valuable to enrollees but
also resulted in higher Medicare costs overall and higher premiums for
all Part B beneficiaries, not just those enrolled in Medicare Advantage
plans. The ACA requires a phase-in from 2012 through 2017 of
payments to plans that are based on benchmarks that range from 95
to 115 percent of local fee-for-service Medicare costs, with bonus
amounts payable for plans meeting high quality-of-care standards.?
As was the case last year, the Trustees project that the overall
participation rate for private health plans will continue to increase—
from almost 34 percent in 2017 to about 36 percent in 2023 and
thereafter.

Figure I1.D2 shows the past and projected amounts of Medicare
revenues under current law excluding interest income, which will not

17Prior to the ACA, the benchmark range was generally 100 to 140 percent of fee-for-
service costs.
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be a significant part of program financing in the long range as trust
fund assets decline. The figure compares total Medicare expenditures
to Medicare non-interest income—from HI payroll taxes, HI income
from the taxation of Social Security benefits, HI and SMI premiums,
SMI Part D State transfers for certain Medicaid beneficiaries, fees
under the ACA on manufacturers and importers of brand-name
prescription drugs (allocated to Part B), and HI and SMI general
revenues. For 2017, the Trustees expect total Medicare expenditures
to exceed non-interest revenue, but by only a very small margin, and
modest surpluses are projected to continue for 2018 through 2020.
Deficits are expected to return in 2021 and to remain for the balance
of the projection, as expenditures grow faster than revenue.

Figure Il.D2.—Medicare Sources of Non-Interest Income and Expenditures
as a Percentage of the Gross Domestic Product
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As shown in figure I1.D2, for most of the historical period, payroll tax
revenues increased steadily as a percentage of GDP due to increases in
the HI payroll tax rate and in the limit on taxable earnings, the latter
of which lawmakers eliminated in 1994. Under the ACA, beginning in
2013 the HI trust fund receives an additional 0.9-percent tax on
earnings in excess of a threshold amount.!8 The Trustees project that,

18The ACA also specifies that individuals with incomes greater than $200,000 per year
and couples above $250,000 pay an additional Medicare contribution of 3.8 percent on
some or all of their non-work income (such as investment earnings). However, the
revenues from this tax are not allocated to the Medicare trust funds.
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as a result of this provision, payroll taxes will grow slightly faster than
GDP.19 HI revenue from income taxes on Social Security benefits will
gradually increase as a share of GDP as the share of benefits subject
to such taxes increases.

The Trustees expect growth in SMI Part B and Part D premiums and
general fund transfers to continue to outpace GDP growth and HI
payroll tax growth in the future. This phenomenon occurs primarily
because SMI revenue increases at the same rate as expenditures,
whereas HI revenue does not. Accordingly, as the HI sources of revenue
become increasingly inadequate to cover HI costs, SMI revenues will
represent a growing share of total Medicare revenues. Beginning in
2009, as HI payroll tax receipts declined due to the recession and
general revenue transfers increased, the latter income source became
the largest single source of income to the Medicare program as a whole.
General revenue transfers to the Part B account increased significantly
in 2016, as required by the Bipartisan Budget Act of 2015 to
compensate for premium revenue that was not received in 2016 due to
the hold-harmless provision, which limited the Part B premium
increase for a majority of beneficiaries. After decreasing from 2016 to
2017, general revenues will gradually increase as a share of Medicare
financing from 2017 through 2029 and grow to about 48 percent by
2030, stabilizing thereafter. Growth in general revenue financing as a
share of GDP adds significantly to the Federal budget pressures. SMI
premiums will also grow in proportion to general revenue transfers,
placing a growing burden on beneficiaries. For high-income enrollees,
SMI premiums began to increase more rapidly in 2011 and will
continue to do so as a result of ACA provisions that increase Part D
premiums and freeze the income thresholds used to determine Part B
and Part D income-related premiums for 2011-2019. MACRA contains
further provisions that affect the income-related premium thresholds
and that will result in more premium income to Part B and Part D.

The interrelationship between the Medicare program and the Federal
budget is an important topic—one that will become increasingly

19Although the Trustees expect total worker compensation to grow at the same rate as
GDP, wages and salaries would increase more slowly and fringe benefits (health
insurance costs in particular) more rapidly. Thus, taxable earnings would gradually
decline as a percentage of GDP. Absent any change to the tax rate scheduled under
current law, HI payroll tax revenue would similarly decrease as a percentage of GDP
(since fringe benefits are not subject to this tax). Over time, however, a growing
proportion of workers will exceed the fixed earnings thresholds specified in the ACA
($200,000 and $250,000) and will become subject to the additional 0.9-percent HI payroll
tax. The net effect of these factors is an increasing trend in payroll taxes as a percentage
of GDP. See section V.C7 of the 2017 OASDI Trustees Report for more detailed
information on the projection of income from taxation of Social Security benefits.
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critical over time as the general revenue requirements for SMI
continue to grow. Transfers from the general fund are the major source
of financing for the SMI trust fund and are central to the automatic
financial balance of the fund’s two accounts, while representing a large
and growing requirement for the Federal budget. SMI general
revenues currently equal 1.5 percent of GDP and will increase to an
estimated 2.7 percent in 2091 under current law. Moreover, in the
absence of legislation to address the financial imbalance, interest
earnings on trust fund assets and redemption of those assets will cover
the difference between HI dedicated revenues and expenditures until
2029.20 Both of these financial resources for the HI trust fund require
cash transfers from the general fund of the Treasury, representing a
draw on other Federal resources. In 2028, these transactions would
require general fund transfers equal to 0.2 percent of GDP. Appendix F
describes the interrelationship between the Federal budget and the
Medicare and Social Security trust funds; it illustrates the programs’
long-range financial outlook from both a trust fund perspective and a
budget perspective.

Federal law requires the Board of Trustees to test whether the
difference between program outlays and dedicated financing sources?!
exceeds 45 percent of Medicare outlays under current law. If this level
is attained within the first 7 fiscal years of the projection, the law
requires the Trustees to issue a determination of projected excess
general revenue Medicare funding. The Trustees made such
determinations in the 2006 through 2013 reports. For this year’s
report, the difference between program outlays and dedicated revenues
is expected to exceed 45 percent in fiscal year 2023, and therefore the
Trustees are issuing this determination. (Section V.B contains
additional details on these tests.)

The ACA requires the Independent Payment Advisory Board (IPAB) to
submit proposals to the President the year following a determination
that the projected rate of growth in Medicare spending per beneficiary
exceeds a target growth rate. Since 2013, the Chief Actuary at CMS
has been required to determine the projected and target growth rates.
If the Chief Actuary makes a determination that the projected
Medicare per capita growth rate exceeds the per capita target growth
rate in the implementation year, the Chief Actuary is required to

20After asset depletion in 2029, as described in section II.E, no provision exists to use
general revenues or any other means to cover the HI deficit.

21The dedicated financing sources are HI payroll taxes, the HI share of income taxes on
Social Security benefits, Part B receipts from the new fees on manufacturers and
importers of brand-name prescription drugs, Part D State transfers, and beneficiary
premiums. These sources are the first four layers depicted in figure I11.D2.
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establish a savings target for that year. As in prior years, the 2017
determination is that the target growth rate has not been exceeded.
(Section V.B contains further details on the targets and projected
growth rates.)

This section has summarized the total financial obligation posed by
Medicare and the manner in which it is financed. However, the HI and
SMI components of Medicare have separate and distinct trust funds,
each with its own sources of revenues and mandated expenditures.
Accordingly, it is necessary to assess the financial status of each
Medicare trust fund separately. Sections II.LE and II.F present such
assessments for the HI trust fund and the SMI trust fund, respectively.
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E. FINANCIAL STATUS OF THE HI TRUST FUND
1. 10-Year Actuarial Estimates (2017-2026)

Expenditures from the HI trust fund exceeded income each year from
2008 through 2015. In 2016, however, there was a fund surplus
amounting to $5.4 billion. As a result of low spending growth for HI
services and the assumed continuation of the economic recovery, the
Trustees project that HI income (which includes payments from the
general fund) will exceed expenditures by about $10.8 billion in 2017
and that trust fund surpluses will continue for the next 5 years.
Deficits are projected to return beginning in 2023 and to persist for the
remainder of the projection period. Beginning in 2023, payment of
expenditures in full and on time will require redemption of trust fund
assets until the trust fund’s depletion in 2029.

Table II.LE1 presents the projected operations of the HI trust fund
under the intermediate assumptions for the next decade. At the
beginning of 2017, HI assets represented 67 percent of annual
expenditures. This ratio has declined from 150 percent since 2007. The
Board has recommended an asset level at least equal to annual
expenditures, to serve as an adequate contingency reserve in the event
of adverse economic or other conditions.

The Trustees apply an explicit test of short-range financial adequacy,
described in section ITI.B2 of this report. Based on the 10-year
projection shown in table II.E1, the HI trust fund does not meet this
test because estimated assets are below 100 percent of annual
expenditures and are not projected to attain this level under the
intermediate assumptions. This outlook indicates the need for prompt
legislative action to achieve financial adequacy for the HI trust fund
throughout the short-range period.
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Table Il.E1.—Estimated Operations of the HI Trust Fund
under Intermediate Assumptions, Calendar Years 2016-2026
[Dollar amounts in billions]

Total Change in Ratio of assets to
Calendar year Total income!  expenditures fund Fund at year end expenditures?
2016° $290.8 $285.4 $5.4 $199.1 68%
2017 306.0 295.2 10.8 209.9 67
2018 324.0 307.3 16.7 226.6 68
2019 343.6 3275 16.1 242.7 69
2020 364.2 351.0 13.2 255.9 69
2021 385.1 376.4 8.7 264.5 68
2022 405.3 404.1 1.2 265.8 65
2023 424.9 432.8 -8.0 257.8 61
2024 445.5 461.1 -15.7 242.1 56
2025 466.6 487.9 -21.2 220.9 50
2026 488.4 529.9 -41.5 179.4 42

LIincludes interest income.
2Ratio of assets in the fund at the beginning of the year to expenditures during the year.
3Figures for 2016 represent actual experience.

Note: Totals do not necessarily equal the sums of rounded components.

The short-range financial outlook for the HI trust fund has improved
as compared to the projections in last year’s annual report. This result
is largely due to lower utilization assumptions for inpatient hospital
services, which were primarily based on lower-than-expected
utilization in 2016.

Under the intermediate assumptions, the assets of the HI trust fund
would remain steady for a few years and then rapidly decrease as a
percentage of annual expenditures throughout the rest of the short-
range projection period, as illustrated in figure II.LE1. After 2021 the
ratio starts to decline quickly until the fund is depleted in 2029,
one year later than the date projected last year. If assets were depleted,
Medicare could pay health plans and providers of Part A services only
to the extent allowed by ongoing tax revenues—and these revenues
would be inadequate to fully cover costs. Beneficiary access to health
care services would rapidly be curtailed. To date, Congress has never
allowed the HI trust fund to become depleted.
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Figure Il.LE1.—HI Trust Fund Balance at Beginning of Year as a Percentage
of Annual Expenditures
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There is substantial uncertainty in the economic, demographic, and
health care projection factors for HI trust fund expenditures and
revenues. Accordingly, the date of HI trust fund depletion could differ
substantially in either direction from the 2029 intermediate estimate.
As shown in greater detail in section III.B, trust fund assets would
increase throughout the entire projection period under the low-cost
assumptions. Under the high-cost assumptions, however, asset
depletion would occur in 2023.

2. 75-Year Actuarial Estimates (2017-2091)

Each year, the Board prepares 75-year estimates of the financial and
actuarial status of the HI trust fund. Although financial outcomes are
inherently uncertain, particularly over periods as long as 75 years,
such estimates are helpful for assessing the trust fund’s long-term
financial condition.

Due to the difficulty in comparing dollar values for different periods
without some type of relative scale, the Trustees show income and
expenditure amounts relative to the earnings in covered employment
that are taxable under HI (referred to as taxable payroll). The ratio of
HI income (including payroll taxes, income from taxation of Social
Security benefits, premiums, general revenue transfers for uninsured
beneficiaries, and monies from fraud and abuse control activities, but
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excluding interest income) to taxable payroll is called the income rate,
and the ratio of expenditures to taxable payroll is the cost rate.2?

The standard HI payroll tax rate is scheduled to remain constant at
2.90 percent (for employees and employers, combined). In addition,
starting in 2013, high-income workers pay an additional 0.9 percent of
their earnings above $200,000 (for single workers) or $250,000 (for
married couples filing joint income tax returns). Since these income
thresholds are not indexed, over time an increasing proportion of
workers and their earnings will become subject to the additional HI tax
rate. (By the end of the long-range projection period, an estimated
79 percent of workers would be subject to this tax.) Thus, HI payroll
tax revenues will increase steadily as a percentage of taxable payroll.
HI income from taxation of Social Security benefits will also increase
faster than taxable payroll because the income thresholds determining
taxable benefits are not indexed for price inflation.

The cost rate declined for each of 2014 through 2016 and is projected
to continue to decline through 2018, largely due to (i) expenditure
growth that was constrained in part by low utilization and low
payment updates and (i1) a rebound of taxable payroll growth from
2007-2009 recession levels. After 2018 the cost rate is projected to rise
primarily due to retirements of those in the baby boom generation and
partly due to a projected return to modest health services cost growth.
This cost rate increase is moderated by the accumulating effect of the
productivity adjustments to provider price updates, which are
estimated to reduce annual HI per capita cost growth by an average of
0.8 percent through 2026 and 1.1 percent thereafter. After 25, 50, and
75 years, for example, the prices paid to HI providers under current
law would be 21 percent, 40 percent, and 55 percent lower,
respectively, than prices absent the productivity reductions.

Figure II.LE2 shows projected income and cost rates under the
intermediate assumptions. As indicated, estimated HI expenditures
continued to exceed non-interest income for 2016. The income rate is
then expected to exceed the cost rate through 2020, after which the cost
rate will exceed the income rate for all future years. (The projected
excess of costs over non-interest income from 2021 to 2029 is covered
by interest earnings and the redemption of trust fund assets. Both of
these sources of trust fund financing require transfers from the general
fund of the Treasury.)

22The Trustees estimate these costs on an incurred basis.
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The HI cost rate increases more rapidly than the income rate through
about 2046. The projected annual deficits expressed as a share of
taxable payroll increase from a negligible percentage in 2021 to a high
of 0.93 percent in 2046 and then gradually decrease to 0.60 percent by
the end of the projection period. The convergence of growth rates for
income and costs reflects the continuing effects of the slower payment
rate updates under the ACA, assumed decelerating growth in the
volume and intensity of services, and the increasing portion of earnings
that are subjected to the additional 0.9-percent payroll tax. The
percentage of expenditures covered by non-interest income is projected
to decrease from 88 percent in 2029 to 81 percent in 2041 and then to
increase to about 88 percent again by the end of the projection period.
(Under the illustrative alternative, the expenditures covered by non-
interest income are projected to decline from 85 percent in 2029 to
72 percent in 2041 and then to decrease to about 54 percent by the end
of the projection period.)

Figure Il.E2.—Long-Range HI Non-Interest Income and Cost as a Percentage
of Taxable Payroll, Intermediate Assumptions
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It 1s possible to summarize the year-by-year cost rates and income
rates shown in figure II.LE2 into single values?3 representing, in effect,
the average value over a given period. Based on the intermediate
assumptions, the Trustees project an HI actuarial deficit of
0.64 percent of taxable payroll for the 75-year period under current
law, which represents the difference between the summarized income

23See section II1.B for details on the summarized income and cost rates.
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rate of 3.92 percent and the corresponding cost rate of 4.56 percent.
Based on this measure, the HI trust fund fails the Trustees’ test for
long-range financial balance, as it has for many years. (Under the
illustrative alternative projections, the long-range HI deficit would be
1.76 percent of payroll.)

The following two examples illustrate the magnitude of the changes
needed to eliminate the deficit. For the HI trust fund to remain solvent
throughout the 75-year projection period, (i) the standard 2.90-percent
payroll tax could be immediately increased by the amount of the
actuarial deficit to 3.54 percent, or (ii) expenditures could be reduced
immediately by 14 percent.2425 More realistically, the tax and/or
benefit changes could occur gradually but would require ultimate
adjustments that would be higher than adjustments that were done
immediately. Lawmakers have many options to address the long-range
financial imbalance.

The projected HI cost rates shown in this report are lower than those
from the 2016 report for all years largely due to lower utilization
assumptions for inpatient hospital services, which were primarily
based on lower-than-expected utilization in 2016.

2¢Under the illustrative alternative projection, the corresponding immediate changes
would be (i) an increase from 2.90 percent to 4.66 percent in the standard tax rate or
(ii) a decrease in expenditure levels of 31 percent.

25Under the two examples for addressing the long-range financial imbalance, tax income
would initially be substantially greater than expenditures, and trust fund assets would
accumulate rapidly. Subsequently, however, tax income would be inadequate, and assets
would be drawn down to cover the difference. This example illustrates that if lawmakers
designed legislative solutions to eliminate only the 75-year actuarial deficit, without
consideration of such year-by-year patterns, then a substantial financial imbalance could
still remain at the end of the period, and the long-range sustainability of the program
could still be in doubt.
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F. FINANCIAL STATUS OF THE SMI TRUST FUND

SMI differs fundamentally from HI in regard to the nature of its
financing and the method by which its financial status is evaluated.
SMI comprises two parts, Part B and Part D, each with its own
separate account within the SMI trust fund. The Trustees must
determine the financial status of the SMI trust fund by evaluating the
financial status of each account separately, since there is no provision
in the law for transferring assets or income between the Part B and
Part D accounts. The nature of the financing for both parts of SMI is
similar in that the law establishes a mechanism by which income from
the Part B premium and the Part D premium, and the corresponding
transfers from general revenues for each part, are sufficient to cover
the following year’s estimated expenditures. Accordingly, each account
within SMI is automatically in financial balance under current law.
This result contrasts with OASDI and HI, for which financing
established many years earlier may prove significantly higher or lower
than subsequent actual costs. Moreover, Part B and Part D are
voluntary (whereas OASDI and HI are generally compulsory), and
payroll taxes are not the source of income for these programs. The

financial assessment described in this section differs in important
ways from that for OASDI or HI.

1. 10-Year Actuarial Estimates (2017-2026)

Table II.F1 shows the estimated operations of the Part B account, the
Part D account, and the total SMI trust fund under the intermediate
assumptions during calendar years 2016 through 2026. For Part B,
expenditures grew at an average annual rate of 5.4 percent over the
past 5 years, exceeding GDP growth by 1.7 percentage points annually,
on average. Estimated Part B cost increases average about 7.8 percent
for the 5-year period 2017 to 2021, faster than the GDP growth rate of
5.1 percent for the same 5-year period.
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Table Il.F1.—Estimated Operations of the SMI Trust Fund
under Intermediate Assumptions, Calendar Years 2016-2026
[Dollar amounts in billions]

Calendar year Total income! Total expenditures  Change in fund Fund at year end

Part B account:
20162 $313.28 $293.4 $19.8 $88.0
2017 302.8 312.8 -9.9 78.0
2018 353.7 333.5 20.2 98.2
2019 372.9 363.9 9.0 107.2
2020 413.8° 394.0 19.8 127.0
2021 419.5° 427.5 -8.1 119.0
2022 469.8 462.2 7.6 126.5
2023 509.2 498.8 10.4 136.9
2024 551.3 541.1 10.1 147.1
2025 593.1 578.0 15.1 162.2
2026 673.9% 638.1 35.7 197.9

Part D account:
20162 106.28 100.0 6.3 7.6
2017 98.7 99.2 -0.5 7.1
2018 103.4 102.8 0.6 7.7
2019 116.6 115.8 0.8 8.5
2020 127.18 126.4 0.7 9.3
2021 136.8° 136.0 0.8 10.0
2022 147.3 146.5 0.8 10.8
2023 158.0 157.2 0.8 11.6
2024 170.0 169.2 0.9 12.4
2025 181.2 180.3 0.9 13.3
2026 195.18 194.1 1.0 14.3

Total SMI:
20162 419.43 393.3 26.1 95.6
2017 401.5 412.0 -10.4 85.1
2018 457.0 436.2 20.8 105.9
2019 489.5 479.7 9.8 115.7
2020 540.93 520.3 20.6 136.3
2021 556.23 563.6 -7.3 129.0
2022 617.1 608.7 8.4 137.3
2023 667.3 656.0 11.2 148.5
2024 721.3 710.3 11.0 159.5
2025 774.3 758.3 15.9 175.5
2026 869.0° 832.2 36.7 212.2

YIncludes interest income.

2Figures for 2016 represent actual experience.

3Section 708 of the Social Security Act modifies the provisions for the payment of Social Security benefits
when the regularly designated day falls on a Saturday, Sunday, or legal public holiday. Payment of those
benefits normally due January 3, 2016 actually occurred on December 31, 2015. Consequently, the Part B
and Part D premiums withheld from these benefits and the associated Part B general revenue
contributions were added to the respective Part B (about $7.5 billion) or Part D (about $0.2 billion) account
on December 31, 2015. Similarly, the payment date for those benefits normally due January 3, 2021 will
be December 31, 2020, and the payment date for those benefits normally due January 3, 2027 will be
December 31, 2026. Accordingly an estimated $14.1 billion will be added to the Part B account, and an
estimated $0.3 billion will be added to the Part D account, on December 31, 2020; and an estimated
$22.8 billion will be added to the Part B account, and an estimated $0.5 billion will be added to the Part D
account, on December 31, 2026.

Due to the nature of Part B financing, Part B income growth is
normally quite close to expenditure growth. The financing for 2016,
including a transfer from the general fund of the Treasury provided for
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by the Bipartisan Budget Act of 2015 (BBA), restored the assets held
in the Part B account to the customary range by the end of 2016.26

The 2017 monthly Part B premium rate is $134.00, which is $12.20
higher than the 2016 monthly premium of $121.80. For determining
an individual’s monthly premium rate, there is a hold-harmless
provision in the law that limits the dollar increase in the premium to
the dollar increase in an individual’s Social Security benefit. This
provision applies to most beneficiaries who have their premiums
deducted from their Social Security benefits, or roughly 70 percent of
Part B enrollees in 2016 and 2017.27 Because the cost-of-living
adjustment (COLA) for Social Security benefits was 0.0 percent for
2016, premiums did not increase from the 2015 level of $104.90 for
those beneficiaries to whom the provision applies. For 2017, the COLA
was 0.3 percent, which limits the Part B premium increase for
beneficiaries who are held harmless to an average of about $4.00.
Because roughly 70 percent of beneficiaries have their premium
increase limited, the remaining minority of beneficiaries must pay (or
have paid on their behalf) a higher-than-normal premium to offset the
financial effects of this premium restriction. In order to limit the
premium increase for those not held harmless, the financing for 2017
was set to target a contingency reserve below the minimally adequate
level. As a result, Part B assets are projected to decrease in 2017. For
2018 and later, financing rates and assets are expected to be increased
to restore and maintain an adequate contingency reserve.

The projected short-range Part B expenditures shown in table II.F1 are
slightly higher than the corresponding amounts in the 2016 Trustees
Report. Among the reasons is slightly higher-than-expected actual
spending in 2016 for outpatient hospital services and physician-
administered drugs.

The Medicare prescription drug benefit began full operation in 2006.
For the 10-year period 2017 to 2026, the Trustees project that income

26The traditional measure used to evaluate the status of the Part B account of the SMI
trust fund is defined as the ratio of the excess of Part B assets over Part B liabilities to
the next year’s Part B incurred expenditures. The customary range for this ratio is 15 to
20 percent, and the minimally financially adequate level is 14 percent; the CMS Office
of the Actuary developed these amounts based on private health insurance standards
and past studies indicating that this asset reserve level is sufficient to protect against
adverse events.

27About 30 percent of Part B enrollees are not eligible for the hold-harmless provision.
This group consists of new enrollees during the year, enrollees who do not receive Social
Security benefit checks, enrollees with high incomes who are subject to the income-
related premium adjustment, and dual Medicare-Medicaid beneficiaries (whose
premiums are paid by State Medicaid programs).
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and expenditures for the Part D account will grow at an average
annual rate of 6.9 percent, due to expected further increases in
enrollment and growth in per capita drug costs. As with Part B, income
and outgo would remain in balance as a result of the annual
adjustment of premium and general revenue income to cover costs. The
appropriation for Part D general revenues has generally been set such
that amounts can be transferred to the Part D account on an as-needed
basis; under this process, there is no need to maintain a contingency
reserve. In September 2015, a new policy was implemented to transfer
amounts from the Treasury into the account 5 business days before the
benefit payments to the plans. As a result, the Part D account includes
a more substantial balance at the end of most months to reflect this
policy.

After 2015, the projected Part D costs shown in table II.LF1 and
elsewhere in this report are lower than those in the 2016 report. The
difference is primarily attributable to significantly higher drug
manufacturer rebates and lower utilization of hepatitis C drugs.

The primary test of financial adequacy for Parts B and D pertains to
the level of the financing established for a given period (normally,
through the end of the current calendar year). The financing for each
part of SMI is considered satisfactory if it is sufficient to fund all
services, including benefits and administrative expenses, provided
through a given period. In addition, to protect against the possibility
that cost increases under either part of SMI will be higher than
expected, the accounts of the trust fund would normally need assets
adequate to cover a reasonable degree of variation between actual and
projected costs. For Part B, the Trustees estimate that the financing
established through 