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I. OVERVIEW

A. SUMMARY
1. Operations of the Hospital Insurance Program

The hospital insurance (HI) program pays for inpatient hospital care and
other related care for those age 65 and over, and for the long-term disabled.
In calendar year 1993, HI covered about 32 million aged and about 4 million
disablcd enrollees at a cost of $94.4 billion. Of this amount, $93.5 billion was
for benefit payments and $0.9 billion, 1 percent of total disbursements, was for
administrative cxpcnses.

The HI program is financed primarily by payroll taxes, with the taxes paid by
current workers and their employers uscd mainly 1o pay benefits for current
bencficiarics. Incomc not currently nceded to pay benefits and related
cxpenses is held in the HI trust fund. The assets of the fund may not be used
for any other purposc. Whilc in the fund, the asscts arc invested in certain
intcrest-bearing  obligations of the United States Government.  These
obligations arc backed by the full faith and credit of the U.S. Government.

The payroll taxcs of 138 million workers and their cmployers amounting to
$84.1 billion, or 85.7 percent of total income to the fund, were collected
during calcndar year 1993, Intcrest income from investments held by the trust
fund amountced to 10.8 percent of total income. The remaining 3.5 percent of
calendar ycar 1993 incomc consisted mostly of a transfer from the railroad
retirement program, a transfer from the Supplementary Medical Insurance
(SM1) catastrophic coverage rescrve fund, transfers to and from the general
fund of the Trcasury, and premiums paid by voluntary enrollces.

The HI contribution ratcs applicable to taxable carnings are 1.45 percent for
employces and employer cach and 290 percent for self-employed. The
maximum taxablc amount of annual carnings for 1993 was $135,000. After
1993, thc maximum taxablc annual carnings amount is eliminated.

The adequacy of the HI program’s scheduled financing to support program
costs in the futurc is cxamined under three alternative sets of assumptions:
low cost, intermediate, and high cost. The intermediate set of assumptions
represcnts the Trustees’ best cstimate of the cxpected future economic and
demographic trends that will affect the financial status of the program. The
low cost alternative is a morc oplimistic set of assumptions from the
standpoint of HI financing and the high cost altcrnative is a more pessimistic
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sct of assumptions. The trust fund ratio, dcfincd as the ratio of assets at the
beginning of the year to disburscments during the year, was 131 percent in
1993 and thcen under the intermediate assumptions is projected to decline
stecadily until the fund is completely exhausted in 2001. Under the low cost
assumptions, the trust fund ratio is projccled to decline until the fund is
completcly exhausted in 2004. Under the high cost assumptions, the trust
fund ratio is projected to decreasc rapidly until the fund is exhausted in 2000.
These projections clcarly demonstrate that the HI program is severely out of
financial balancc using a range of plausiblc cconomic and dcmographic
assumptions.

Tablc 1.C4 in this rcport summarizes the estimated opcrations of the HI trust
fund that have just been described under the three alternative sets of
assumptions. As can be scen from this table, the Trustees’ short-range test
of financial adcquacy, which is described in the "Expected Operations and
Status of the Trust Fund” (scction L.C), is not met. In addition, the trust fund
is projected to become insolvent within the next 6 to 10 years under all three
scts of assumptions.

The adcquacy of the current law financing schedulc for the HI program on a
long-range basis is mcasurcd by comparing on a ycar-by-year basis the income
rates (from payroll taxcs and income from taxation of OASDI bencfits) with
the corresponding incurred costs of the program, expressed as percentages of
taxablc payroll. Howcver, the financial status of the program is often
summarized, over a specific projection period, by a single measure known as
the actuarial balance. The actuarial balance using the present-value method
is defincd to be the difference of the sum of the present values of the income
rates for the valuation period over the sum of the present value of the cost
rates (insurcd, incurred costs cxpressed as a percentage of taxable payroll) of
the program for the same period, divided by the sum of the present values of
the effective taxable payroll for the valuation period. The "Actuarial Status
of the Trust Fund" (scction I.D) describes the method used to calculate
summarized cost ratcs, income rates, and actuarial balances. The HI trust
fund docs not meet the Trustees’ long-range test of financial adequacy, as
discussed in scction 1.D, under any of the three scts of assumptions.

Tablc 1.A1 presents a comparison of the projected cxperience contained in the
1993 and 1994 rcports. As this table indicatcs, the projections in the 1994
report show that the fund will be depleted later than projected in the 1993
report under all three sets of assumptions. Thc major reason for this
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diffcrence is the legislation cnacted since the 1993 report, as described in the
technical scction. Scction 1D discusses in more detail the reasons for the
change in the actuarial balancc. Compared (o last year’s report, under the
Trustces’ inlcrmediate assumptions, the datc of cxhaustion will be 2 years
later and the 75-ycar actuarial balance will improve by 0.97 percent of taxable
payroll.

Table I.A1. - STATUS OF THE HI TRUST FUND

Year in which lhe 75-year actuarial balance
trus! fund Is exhausted of the Hi program
as _published in the as published in the
Sets of
assumptions 1993 report 1994 report 1993 report 1994 report

Intermediate 1999 2001 5.11% -4.14%
Low cost 2000 2004 -2.04 - 1.3
High cost 1998 2000 -10.61 -9.26

2. Conclusion of the Board of Trustees

Undcr the Trustces’ intermediatc assumptions, the present financing schedule
for the HI program is sufficicnt to cnsurc thc payment of benefits only over
the next 7 years. Also, the HI trust fund docs not mcct the Trustees’ short-
term test of financial solvency. Undcr the high cost alternative, the fund is
projected to be cxhausted in 2000, approximatcly 6 years from the present.
Undcr the low cost alternative, the trust fund is projected to be exhausted in
2004.

Currcntly about four covered workers support cach HI enrollee. This ratio
will begin to decline rapidly carly in the next century. By the middle of that
century, only about two covered workcers will support each enrollee. Not only
arc the anticipated rescrves and financing of the HI program inadequate to
offsct this demographic change, but under all the assumptions, the trust fund
is projected to become exhausted cven before the major demographic shift
begins to occur. As noted above, cxhaustion of the fund is projected to occur
around the turn of the century under all three scts of assumptions.
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The Trustees notc that some steps have been taken to reduce the rate of
growth in payments to hospitals, including thc implecmentation of prospective
payment and diagnosis-rclatcd groups. Initial experience under the
prospcclive payment systcm for hospitals suggests that this payment
mcchanism may be an cffective means of constraining the growth in hospital
payments and improving the cfficicncy of the hospital industry. Nonetheless,
projccted costs for the HI program far excced projected revenucs over the 75-
year long-rangc pcriod. As a rcsult, the HI program is severely out of
financial balancc and is unsustainable in its present form,

Even though the long-range status of the HI program has improved somewhat
sincc last ycar’s report, it has dctcriorated over recent years as measured by
the actuarial balanccs. In addition, thc HI trust fund fails to meet the short-
rangc test of financial adcquacy and is projected (o expericnce increasing
annual dcficits in futurc ycars, beginning in calendar ycar 1996. In vicw of the
poor financial condition of the HI trust fund and the failurc of the fund to
mcct the short-range test of financial adequacy, the Board of Trustees is again
alerting the Congress of the unfavorable financial status of the HI trust fund.

The cost of the HI program is projccted to increasc from 1.5 percent of Gross
Domestic Product (GDP) in CY 1993 to 4.9 percent of GDP in CY 2065.
This rapid growth is attributablc primarily to (1) increascs in hospital
admissions, (2) incrcascs in rcported casc mix, and (3) changes in
demographics. With the magnitude of the projected actuarial deficit in the HI
program and thc high probability that thc HI trust fund will be exhausted
around thc turn of the century, the Trustces urge the Congress to take
additional actions dcsigned to control HI program costs through specific
program lcgislation and as a part of enacling comprehensive health care
rcform. The Trustees belicve that prompt, cffective, and decisive action is
nccessary.

B. THE BOARD OF TRUSTEES

The Fedcral Hospital Insurance Trust Fund, established on July 30, 1965, is
held by the Board of Trustees under the authority of section 1817(b) of the
Social Sccurity Act, as amended. The Board is composed of five members,
three of whom serve in an ¢x officio capacity: the Secretary of the Treasury,
the Secretary of Labor, and the Sccretary of Health and Human Services.
The Prcsident nominated and the Scnate confirmed Stanford G. Ross and
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Board of Trustees

David M. Walker to be the other two members, who serve as representatives
of the public. Mr. Ross and Mr. Walker arc scrving 4-ycar terms that began
on QOctober 2, 1990.

By law, the Scerctary of the Treasury is designated as the Board Chairperson
and Managing Trustce, and the Administrator of the Health Care Financing
Administration is dcsignated as Scerctary of the Board. The Board of
Trustees reports to the Congress cach year on the opcrations and status of the
trust fund, in compliance with section 1817(b)(2) of the Social Security Act.
This annual rcport, for 1994, is thc 29th such rcport.

C. EXPECTED OPERATIONS AND STATUS OF THE TRUST FUND

Table 1.C1 shows the cxpected opcerations of the trust fund during fiscal years
1994 10 1996, together with the past cxperience of the program. The estimates
shown in this tablc arc bascd on the intermediate set of assumptions, The
assumptions underlying the intcrmediate projcctions are presented in the
technical scction.

Income reccived through the financial interchange between the railroad
rctirement account and the trust fund undcr the provisions of the Railroad
Retircment Act is cstimated on the samc basis as income from HI
contributions. Estimatcs of the corresponding outgo are included in the
disbursement itcms,

Estimatcd income to the trust fund which is appropriated from general
revenuc to rcimbursc the program for the cost of coverage of noninsured
persons is thc samc as thc cstimates of disbursements incurred for such
persons, nct of corrections for differences between costs and amounts
transferrcd for previous ycars. Premium income for other noninsured persons
who may cnroll in the HI program on a voluntary basis is estimated based on
projccted premium rates calculated according to statute and estimated average
cnrollment.

The transfers from gencral revenuc for military wage credits are based on
provisions of the Social Sccurity Amendments of 1983 (Public Law 98-21), as
described in the technical scction.
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The investment of new asscts received during fiscal years 1994-96 is assumed
to be in the form of special public-debt obligations bearing interest rates
ranging from 5.625 pcreent to 6 percent, payable scmiannually. The average
elfcctive annual ratc of intcrest on the asscts held by the HI trust fund on
Scptember 30, 1993, was 8.6 pcreent.

Disbursements [or benefits arc projected to incrcase in fiscal ycars 1994-96,
primarily as a rcsult of the incrcasc in hospital payment rates and hospital
admissions undcr the program. The cxpenditurcs for benefit payments shown
in Table L.C1 will diffcr from those shown in the President’s proposed 1995
Fedcral Budget. Thesc cstimates arc bascd on more recent demographic and
cconomic projcctions, and they do not reflect the implementation of proposed
changcs in regulations which werc included in the budget. The expenditures
for benefit payments shown in this scction arc based on the assumption that
for fiscal ycars 1995 and later, the prospective payment rates will be increased
in accordancc with Public Law 103-66, thc Omnibus Budget Reconciliation
Act of 1993; for fiscal ycar 1994, the prospective payment rates have already
been determined in accordance with the same statute.

The actual opcrations of thc HI program arc organizcd, in general, on a
calendar ycar basis. Earnings subjcct to taxation and the applicable tax rates
arc cstablished by calendar ycar, as arc the inpaticnt hospital deductible and
other cost-sharing amounts. The projected opcrations of the trust fund on a
calendar ycar basis arc shown in Table 1.C2, according to the same
assumptions as uscd in Table LC1. The ratios of assets in the trust fund at
the beginning of cach calendar year to total disburscments during that year
are shown in Tablc 1.C3 for past ycars and as projected, under the same
assumptions, through 1996.
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TABLE 1.C3. - RATIO OF ASSETS IN THE FUND AT THE BEGINNING OF THE YEAR
TO DISBURSEMENTS DURING THE YEAR FOR THE HI TRUST FUND

(In percent)

Calendar Year Ratlo

Historical Data:
1967 28%
1968 25
1969 43
1970 47
1971 54
1972 47
1973 40
1974 69
1975 79
1976 77
1977 66
1978 57
1979 54
1980 52
1981 45
1982 52
1983 20
1984 29
1985 32
1986 41
1987 79
1988 101
1989 115
1990 128
1991 136
1992 136
1993 131

Estimates’ :

1994 119
1995 110
1996 102

under the Intermediate assumptions.

Since futurc cconomic, demographic, and health care usage and cost
cxpericnce may differ considerably from the intermediate assumptions on
which the cost cstimates were bascd, projections have also been prepared on
the basis of two diffcrent scts of assumptions labeled "Low Cost” and "High
Cost." The assumptions uscd in preparing projections under the low cost and
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high cost altcrnativcs, as well as under the intcrmediate assumptions, are
discusscd in the technical section.

The three scts of assumptions were sclected in order to indicate the general
range in which the cost of the program rcasonably might be expected to fall.
The low cost and high cost altcrnatives provide for a fairly wide range of
possible cxpericnee.  Actual cxpericnce may be cxpected to fall within the
range, but no assurancc can be madc that this will be the case, particularly in
light of thc widc variations in cxpcriencc that have occurred since the
beginning of the program.

The cstimated opcerations of the HI trust fund during calendar years 1993-
2004, on a cash basis for all program incomc and disbursements, are
summarized in Tablc 1.C4 for all threc alternatives until the trust fund is
cxhausted. The trust fund ratio, defincd as the ratio of assets at the beginning
of the year to disburscments during the year, was 131 percent in 1993 and
then under the intermediate assumptions is projected to decline steadily until
the fund is complctely cxhausted in 2001. Under the low cost alternative, the
trust fund ratio is projected to decline until the fund is exhausted in 2004,
Under the high cost altcrnative, the trust fund ratio is projected (o decrease
rapidly until the fund is cxhausted in 2000. Thesc projections do not reflect
any reduction in disburscments duc to proposcd changes in legislation or
regulation which werc included in the 1995 Federal Budget but which have not
been cnacted or implemented.
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TABLE 1.C4. -- ESTIMATED OPERATIONS OF THE HI TRUST FUND DURING
CALENDAR YEARS 1993-2004, UNDER THREE SETS OF ASSUMPTIONS
(Dollar amounts in billions)

Ratio of assels
Calendar Total Total Net Increase Fund at 1o disbursements’
Year Income disbursements in fund end of year {percent)

INTERMEDIATE: -

19932 $98.2 $94.4 $3.8 $127.8 131
1994 107.5 107.2 0.3 128.1 119
1895 119.0 116.6 24 1305 110
1996 124.1 127.7 -36 126.9 102
1997 129.4 138.8 9.4 17,5 9
1998 1347 151.3 16.6 100.9 78
1999 139.9 165.2 253 75.6 61
2000 1453 180.5 -35.2 404 42
2001 150.7 197.2 -46.4 ) 20
LOW COST:
19932 $98.2 $94.4 $3.8 $127.8 131
1994 108.2 107.0 1.2 129.0 19
1995 1198 1155 44 1334 12
1996 1272 - 125.5 1.7 1351 106
1997 134.0 135.2 1.2 134.0 100
1998 1411 145.8 47 129.3 92
1999 148.1 157.3 9.2 120.1 82
2000 155.3 169.4 -14.1 106.0 7
2001 162.5 182.1 19.6 86.4 58
2002 169.4 195.2 25.8 60.6 44
2003 176.6 208.9 -32.2 28.4 29
2004 183.7 223.1 -39.4 (@ 13
HIGH COST:
19932 $98.2 $94.4 $3.8 $127.8 131
1994 107.2 107.2 0.0 127.8 119
1995 118.2 17.4 +0.8 1286 109
1996 1225 1311 -8.6 119.9 98
1997 1295 146.4 -16.9 103.0 82
1998 132.5 161.1 -28.6 74.4 64
1999 136.6 178.7 -42.0 324 42
2000 1426 200.3 -57.8 (5) 16

'Ratio of assets In the fund al the beginning of the year to disbursements during the year.
2Figures for 1993 represent aclual experience.

37rust tund depleted in calendar year 2001.

4Trust fund depleted in calendar year 2004.

5Trust tund depleted in calendar year 2000.

NOTE: Totals do nol necessarily equal the sums of rounded components,
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In order to mect the test of financial adcquacy in the short-range projection
period, the ratio of cstimated asscts in the trust fund at the beginning of the
year Lo estimated disbursements during that ycar must cither (a) be at least
100 pereent throughout the 10-year projection period, or (b) reach a level of
100 percent within 5 ycars and remain at or above 100 percent throughout the
remainder of the 10-ycar period. In addition, the fund’s estimated assets at
the beginning of cach month of the 10-ycar period must be sufficient to cover
that month’s cstimatcd disburscments. This test is applied to the estimates
undcr the intcrmediate assumptions for the period 1994-2003. Failure of the
trust fund to mcct this test is an indication that the solvency of the program
over the next 10 years is in question and that action is nceded to improve the
short-range financial adcquacy of the program. As can be seen from Table
I.C4, this short-range tcst is not met. Undcer the intcrmediate assumptions,
the trust fund ratio falls bclow the 100-percent level in 3 years and is
cxhausted in 7 years.

Figure 1 shows historical trust fund ratios for reccnt ycars and projected ratios
undcr the three scts of assumptions. Figure 2 shows cnd-of-year trust fund
balances for rccent historical ycars and for projected years under the three
scts of assumptions. On both figures, the labels “1," "II" and "III" indicate
projections under the low cost, intcrmediate, and high cost alternatives,
respectively.
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Figure 1. SHORT-TERM HI TRUST FUND RATIOS
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Figure 2. HI TRUST FUND BALANCE, END-OF-YEAR (in $ Blllions)
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D. ACTUARIAL STATUS OF THE TRUST FUND

In the previous section (1.C), entitled "Expected Operations and Status of the
Trust Fund®, the cxpected operations of the HI program over the short-term
period were presented. In this scction, the actuarial status of the trust fund,
or the adcquacy of the scheduled financing to support program costs well into
thc futurc, is cxamincd undcr all three altcrnative assumptions. The
assumptions uscd in prcparing projcctions are summarized in the technical
scction,

The adequacy of the current law financing schedule for the HI program on a
long-rangc basis is mcasurcd by comparing on a ycar-by-year basis the income
ratcs (from payroll taxcs and incomc from taxation of OASDI bencfits) with
the corrcsponding incurrcd costs of the program, cxpressed as percentages of
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taxable payroll. If thcse two itcms are cxactly equal in each year of the
projection period and all projection assumptions arc rcalized, revenues will be
sufficient to provide for program costs. In practice, however, tax rate
schedules, which make up most of the income rate, generally are designed
with rate changes occurring only at intervals of several years, rather than with
continual ycarly increascs to match cxactly with projected cost increases. To
the extent that small diffcrences between the yearly costs of the program and
the corrcsponding income rates occur for short periods of time and are offset
by subscquent differences in the reverse direction, the financing objectives can
be met by maintaining an appropriate contingency reserve. In projecting costs
undcr the program, only incurred cxpenditurcs (bencefits and administrative
costs) attributable to insured bencficiarics arc considered, since benefits and
administrative costs for noninsurcd persons are cxpected to be financed
through genceral revenue transfers and premium payments rather than through
payroll taxes.

The historical costs of the HI program, cxpressed as percentages of taxable
payroll, arc shown in Tablc 1.D1. The ratio of expcnditures to taxable payroll
has incrcascd from 0.94 percent in 1967 to 3.25 pereent in 1993, reflecting
both the higher rate of incrcase in program costs than in earnings subject to
HI taxcs and the cxtension of HI benefits to disabled and end-stage renal
discase bencficiarics. The projected costs of the program under the
intcrmcdiatc assumptions, cxpresscd as percentages of taxable payroll, and the
income rates under current law for sclected ycars over the 75-year period
1994-2068, arc shown in Tablc 1.D2. Furthcr increases in the ratio of
cxpenditures o taxable payroll under the intecrmcediate assumptions result
from the projection that the cost of the HI program will continue to increase
at a highcr ratc than taxable carnings, as discussed later in this section. It can
be scen from the sclected years shown in Table 1.D2 that, on a year-by-year
basis, thc income ratcs under current law arc insufficicnt by a large margin to
support the projected costs of the current program. As a result, the program
is scverely out of financial balancc and prompt actions will need to be taken
to incrcasc revenues and/or reduce expenditures.

18
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TABLE I.D1. - COST OF THE HIi PROGRAM, EXPRESSED AS A PERCENT OF
TAXABLE PAYROLL

Calendar Expendiiures
year under the program'
1967 0.94%
1968 1.04
1969 1.12
1970 1.20
1971 1.32
1972 1.30
1973 133
1974 1.42
1975 1.69
1976 1.83
1977 1.95
1978 2.01
1979 1.99
1980 2.20
1981 2.39
1982 2.65
1983 2672
1984 2.64
1985 2.63
1986 2.55
1987 245
1988 2.42
1989 2.66
1990 2.7
1991 2.75
1992 3.03
1993 3.25

TEstimated costs afiributable to insured beneficiaries only, on an incurred basls. Benefits and
administrative costs for noninsured persons are expected to be financed through general revenue
transfers and premium payments, rather than through payroll taxes. Gratuitous credits for miiitary
service after 1956 are inctuded in taxabile payroll.

2peemed credits for military service before 1984 were atiributed to the year In which such service
had occurred. i all such credits had been altributed in 1983, expenditures under the program In
1983 would have been lower by 0.18 percent of taxable payroll.
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TABLE 1.D2. - COST AND INCOME RATES OF THE HI PROGRAM, EXPRESSED AS A
PERCENT OF TAXABLE PAYROLL '

Expenditures
Calendar under the Income

Year program2 Rates Difference®
1994 3.23% 3.02% -0.21%
1995 3.32 3.02 -0.30
2000 3.92 3.03 -0.89
2005 4.52 3.05 -1.47
2010 5.03 3.08 -1.95
2015 5.80 3.13 : -2.67
2020 6.63 3.19 -3.44
2025 7.56 3.24 -4.32
2030 8.46 3.28 -5.18
2035 9.15 3.31 -5.84
2040 9.55 3.32 -6.23
2045 9.80 3.33 6.47
2050 9.99 3.34 -6.65
2055 10.24 3.36 -6.88
2060 10.57 3.38 -7.19
2065 10.96 3.39 -7.57
2068 11.20 3.40 -7.80

Under the Intermediate assumptions.

2Estimated cosls aftributable to insured beneficiaries only, on an incurred basis, under the
Intermediate assumptions. Benefits and administrative costs for noninsured persons are expected lo
be financed through general revenue transfers and premium payments, rather than through payroll
taxes. Gratuitous credits for military service after 1956 are included In taxable payroll.

3pifference between the income rates and program expenditures.

While the year-by-ycar comparisons discussed are nccessary to measure the
adequacy of the financing of the HI program, the financial status of the
program is oftcn summarized, over a specific projection period, by a single
mcasure known as the actuarial balancc. The actuarial balance of the HI
program is defined to be the difference between the summarized income rate
for the valuation period and the summarized cost rate (insurcd, incurred costs
cxpressed as a percentage of taxable payroll) of the program for the same
period. The present-valuc method is uscd to calculate summarized cost rates,
incomc ratcs, and actuarial balances in this rcport, unless otherwisc indicated.
This approach is thc samc as that used in the OASDI rcport. Under the
present-value mcthod, the summarized income rates, cost rates, and actuarial
balance arc bascd upon the present values of future income on an incurred
basis, futurc insurcd costs on an incurrcd basis, and future taxable payroll.
The present values arc calculated by discounting the future annual amounts,
at the assumed ratces of interest credited to the HI trust fund, to the beginning

20
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of the valuation period. The summarized income and cost rates over the
projcction period arc then obtaincd by dividing the present value of the
taxable payroll into the present valucs of income and cost, respectively. The
differcnce between the summarized income ratc and cost rate over the long-
rangc projcction period, after an adjustment to take into account the fund
balancc at thc valuation datc and any target trust fund at the cnd of the
valuation pcriod, is computed to obtain the actuarial balance. In keeping with
a dccision by the Board of Trustceces that it is advisable to maintain a balance
in the trust fund cqual to a minimum of onc ycar’s expenditures, the target
trust fund balancc is cqual to the following ycar’s cstimated costs at the end
of the 75-year projection period. It should be noted that projecting an end-of-
period target trust fund balancc docs not nccessarily insure that the trust fund
will maintain such a balancc on a ycar-by-ycar basis.

Calculating the fund balance undcr the prescnt-valuc method is a convenient,
gencrally accepted way of summarizing actuarial status. The actuarial balance
computcd under the present-valuc mcthod can be interpretcd as the
immecdialc, level, and permancnt percentage that must be added to the current
law incomc ratcs and/or subtractcd from thc currcnt law cost rates
throughout the cntire valuation period in order for the financing to support
program costs and provide for the targeted trust fund balance at the end of
the projection period. The income ratc incrcasc according to this method is
4.14 pcrceent of taxable payroll. However, if incomc rates or cost rates were
not changed until the year the trust fund falls below the 100-percent level
rccommended by the Board of Trustces, the level of the increase would have
to be 4.34 pereent of taxable payroll under the intcrmediate assumptions. If
no changes were made until the year the trust fund will be exhausted, the
actuarial dcficit would be 4.59 percent of taxable payroll. The OASDI report
also cmploys the present-valuc method of summarizing the long-term financial
status of the Social Sccurity program. An altcrnative way of calculating
actuarial status under thc modificd avcrage-cost mcthod is presented in
scction IILA. The HI Trust Fund also fails the tcst of long-range financial
adcquacy using this mcthod.

The actuarial balances under all three alternative scts of assumptions, for the
first 25-ycar pcriod, the first 50-ycar period, the cntire 75-year period 1994-
2068, and for cach 25-ycar subpcriod, arc shown in Table 1.D3. The
summarizcd income ratc for the entirc 75-ycar period under the intcrmediate
assumptions is 3.21 pereent. The summarized cost of the program under the
intcrmcdiate assumptions, for the cntire 75-ycar period, is 7.35 percent of
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taxable payroll. As a result, the HI program fails to meet the Trustees’ long-
rangc test of linancial adcquacy, which is described in the OASDI report and
the Glossary of this rcport, undcr any of the three scts of assumptions.

TABLE 1.D3. -- ACTUARIAL BALANCES OF THE HI PROGRAM, UNDER THREE SETS

OF ASSUMPTIONS
Intermediate Alternative
Assumptions Low Cost High Cost
Projection periods:
1994-2018:
Summarized income rate 3.07% 3.05% J3.09%
Summarized cost rate’ 4.68 3.70 5.99
Actuarial balance? -1.61 -0.65 -2.90
1994-2043:
Summarized iIncome rate 3.16 3.11 3.21
Summarized cost rate' 6.34 413 10.14
Actuarial balance? -3.18 -1.02 -6.93
1994-2068:
Summarized income rate 321 ‘ 3.14 3.29
Summarized cost rate’ 7.35 4.46 12.55
Acluarial balance® -4.14 -1.32 -9.26
25-year subperiods:
1994-2018:
Summarized income rate 3.07% 3.05% 3.09%
Summarized cost rate® 461 an 5.81
Actuarial balance? -1.54 -0.66 272
2019-2043:
Summarized income rate 3.27 319 3.35
Summarized cost rate® 8.33 4.67 15.06
Acluaria) balance? -5.06 -1.48 4171
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TABLE 1.D3. -- ACTUARIAL BALANCES OF THE HI PROGRAM, UNDER THREE SETS

OF ASSUMPTIONS
Intermediate Alternative
Assumptions Low Cost High Cost
2044-2068:
Summarized income rate 3.36 3.23 3.55
Summarized cost rate® 10.34 5.36 20.05
Actuarial balance? 6.98 213 -16.50

'Expondnures for benefit payments and administrative costs for insured beneficiarles, on an
incurred basis, expressed as a percentage of taxable payroll, computed on the present-value basls,
Including the cost of attaining a trust fund balance at the end of the period equal to 100% of the
following year's estimated expenditures, and including an offset to cost due to the beginning trust
fund balance.

2pitference between the summarized income rate and the summarized cost rate.

Expenditures for benefit paymenis and administrative costs for insured beneficiarles, on an
incurred basls, expressed as a percentage of taxable payroll, computed on the present-value basis.
Includes nelther the trust fund balance at the beginning of the perlod nor the cost of attaining a non-
zero trust fund balance at the end of the period.

The divergence in outcomes among the three altcrnatives is reflected both in
the estimated opcerations of the trust fund on a cash basis (as discusscd in
scction 1.C) and in the 75-ycar summarizcd costs. The variations in the
undcrlying assumptions, as shown in thc technical section, can be
charactcrized as (1) modcrate in terms of magnitude of the differences on a
ycar-by-ycar basis and (2) persistent over the duration of the projection
period. During the first 25-ycar projection period, under the intcrmediate
assumptions, program cxpcnditurcs are projccted to increasc faster than
taxablc payroll, at a ratc which gradually declincs to about 2 percent more per
ycar than taxablc payroll by 2010. Howcver, program cxpcnditures are
expected to grow at a rate of about 3 percent more than taxable payroll for
the intermediate cstimatce in 2018, the last year of the first 25-year projection
period. This is just after the major demographic shift, as described below,
begins. Under the low cost altcrnative, program cxpenditurcs are also
projected to increasc faster than taxable payroll, but at a somewhat lower rate,
which gradually declines to about 0.5 percent more per year than taxable
payroll by 2010; the rate then increascs, rcaching about 1.0 percent more per
ycar than taxable payroll in 2018. Similarly, thc high cost alternative follows
a pattern whereby program cxpenditurcs initially increasc faster than taxable
payroll and at a somcwhat highcr ratc than under the intcrmediate
assumptions, gradually declining to about 4 percent more than taxable payroll
by 2010, and then increasing to about 5 perecent more than taxable payroll in
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2018. Past cxpcricnee has indicated that conditions producing results as
adversc as those under the high cost alternative can occur. In vicw of this and
because of the wide range of possible expericneg, it is important that a
balance be maintained in the HI trust fund as a rescrve for contingencics.

A valuation period of 75 ycars is nceded to present fully the future
contingencics that rcasonably may be cxpected to occur, such as the impact
of the large shift in the demographic composition of the population which
occurs after the turn of the century. As Table 1.D2 indicates, estimated
cxpenditurcs under the program, cxpressed as percentages of taxable payroll,
incrcasc rapidly during the sccond 25 years of the projcction period. This
rapid increasc in costs occurs becausc the relatively large number of persons
born during the period between the end of World War I and the early 1960°s
(known as the "baby boom") will rcach rctircment age and begin to receive
bencfits, whilc the rclatively smaller number of persons born during later
ycars will comprise the labor force. During the last 25 years of the projection
period, the projected increascs in cxpenditurcs under the program stabilize.

Costs beyond the initial 25-year projection period for the intcrmediate
cstimate arc bascd upon the assumption that costs per unit of service will
incrcasc at the same rate as that of average hourly carnings. Thus, changes
in the last fifty years of the projcction period primarily reflect the impact of
the changing demographic composition of the population. Costs beyond the
initial 25-ycar projection period for low cost and high cost alternatives begin
by assuming that program cost incrcascs, rclative to taxable payroll increases,
arc approximatcly 2 percent less rapid and 2 percent morc rapid, respectively,
than thc rcsults under the intermediatc assumptions. The 2 percent
diffcrentials gradually decrcase until the ycar 2043 when program cost
increases, relative to taxable payroll, arc approximatcly the same as under the
intcrmcdiate assumptions.

Figurc 3 shows the ycar-by-ycar costs as a percent of taxable payroll for each
of the thrce scts of assumptions, as well as the income rates. The income
ratcs arc shown only for the intermediatc assumptions in order to simplify the
graphical presentation and because the variation in the income rates by
alternative is very small. The long-range summarized income rates for the low
cost and high cost altcrnatives, for the 75-year valuation period, differ by only
0.15 percent of taxable payroll. By 2068, the annual income rates under the
low cost and high cost altcrnatives diffcr by only about 0.4 percent of taxable
payroll. Only small fluctuations arc projccted in the income rate, as the rate
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of incomc from taxation of OASDI bencfits varics only slightly for each
alternative. Figurc 3 illustrates the magnitude of the projected financial
imbalance in the HI program by displaying the divergence of the program
costs and income ratcs under cach sct of assumptions. On the figure, the
labels "L" "I1," and "HI" indicatc projections under the low cost, intcrmediate,
and high cost altcrnatives, respectively.,

Figure 3. ESTIMATED HI COSTS AND INCOME RATES AS PERCENT OF TAXABLE
PAYROLL

Historical ! Estimated:

Income Rate
1 | Cost Rate

0% T | T | T | T | T | T ] =T | T | T | T ] T T
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The 75-ycar actuarial balance of the HI program, under the intermediate
assumptions, is cstimated (o be -4.14, as shown in Tablc 1.D3. The actuarial
balance under the intermediate assumptions as reported in the 1993 Annual
Report was -5.11. The major rcasons for the change in the 75-year actuarial
balance arc summarized in Table 1.D4. In more detail, these changes are:
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Changes in valuation period: Changing the valuation period from
1993-2067 to 1994-2068 adds a very large deficit year to the
calculation of the actuarial balance. The effect on the actuarial
balancc is -0.13.

Legislation: Changes duc to legislation described in the technical
scction result in a +1.31 change in the actuarial balance. The
primary legislative items contributing to this improvement are the
climination of the contribution basc and the addition of income
from taxation of ccrtain QASDI bencfits.

Economic and demographic assumptions: Changes in the economic
and demographic assumptions described in the technical scction
result in a -0.02 change in the actuarial balance. Most economic
assumptions arc less favorable.

Updating the projection base: The cost as a percent of payroll for
1993 was morc than cstimated in the 1993 rcport. The net effect
of this change on (he actuarial balancc is -0.10.

Hospital assumptions: Changes in the hospital assumptions
described in the technical scction result in a -0.09 change in the
actuarial balance. The primary factor contributing to this change
is the higher DRG coding assumcd for 1994.

TABLE [.D4. — CHANGE IN THE 75-YEAR ACTUARIAL BALANCE SINCE THE 1993

REPORT
1. Actuarial balance, inlermedlate assumplions, 1993 report -5.11%
2. Changes:
a. Valualion period -0.13
b. Base estimate 0.10
c. Legislalion +1.31
d. Economic and demographic assumptions -0.02
e. Hospilal assumplions -0.09
f. Net effect, above changes +0.97
3. Actuarial balance, Inlermediate assumptions, 1994 report -4.14

E. CONCLUSION

The balance in the Federal Hospital Insurance Trust Fund at the beginning
of 1994 was 119 pcreent of estimated outgo for calendar year 1994, above the
minimum 100 percent level recommended by the Board of Trustees.
Howecver, the tax rates specificd in the law arc only sufficient, along with other
income, intcrest carnings, and asscts in the fund, to support program
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expenditures only over the next 7 ycars, under the Trustees’ intermediate
assumptlions. Also, the trust fund docs not mect the short-range test of
financial adcquacy, which was described in a previous section of this report.
Undcr all of the three scts of assumptions, the HI trust fund is projected to
become cxhausted within the next 6 to 10 years. Any significant adverse
deviation from these projections could result in the inability of the fund to
mcct its obligations cven sooncr than projected.

Over the 75-ycar projection period, the income rate necessary to provide for
bencfits and administrative cxpenscs far cxcceds the income rate in the law
in all ycars. The actuarial balance, as defined in the previous section (that is,
including the cost of attaining a trust fund balance at the end of the period
cqual to 100% of the following ycar’s cstimated expenditures, and including
an offsct to cost duc to the beginning trust fund balance), is -1.61 for the first
25-ycar projcction period, -3.18 for the first 50-ycar projection period, and
-4.14 over the cntire 75-year projection period, under the intermediate
assumptions. The actuarial balanccs for the 25-ycar subperiods, as defined in
the previous scction (that is, including ncither the trust fund balance at the
beginning of the period nor the cost of attaining a non-zero trust fund balance
at the cnd of the subperiod), arc -1.54, -5.06, and -6.98 for the first, second,
and third 25-ycar subpcriods, respectively, under the intermediate estimate
assumptions. The trust fund docs not mect the Trustecs’ long-range test of
financial adcquacy, which is dcfined in the OASDI report and the Glossary of
this report, under any of the three scts of assumptions. In order to bring the
HI program into actuarial balancc cven for the first 25-year projection period
under the intermediate assumptions, cither outlays will have to be reduced by
34 percent or income increasced by 52 percent (or some combination thereof).

Currcntly about four covered workers support cach HI enrollce. This ratio
will begin to decline rapidly carly in the next century. By the middle of that
century, only about two covered workers will support each enrollee. As the
post-World War 11 "baby boomers" become cligible for benefits, the annual
ratc of incrcase in program cosls as a percentage of taxable payroll rises
substantially, from about 2 percent in 2010 to 3 percent in 2015 under the
intermediate assumptions. Not only arc the anticipated reserves and financing
of the HI program inadcquatc to offsct this demographic change, but under
all the assumptions thc HI trust fund is projected to become exhausted even
before the major demographic shift begins to occur. Exhaustion is projected
to occur around the turn of the century, in 2001 under the intcrmediate
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assumptions, and could occur as carly as 2000 if the high cost assumptions are
realized.

The Trustces notc that some steps have been taken to reduce the rate of
growth in payments to hospitals, including the implecmentation of prospcctive
payment and diagnosis-rclatcd groups.  Initial cxpericnce under the
prospective  payment systcm for hospitals suggests that this payment
mcchanism may be an cffective mcans of constraining the growth in hospital
payments and improving the cfficicncy of the hospital industry. Nonetheless,
projccted costs for the HI program far cxcced projected revenues over the 75-
year long-rangce period. As a result, the HI program is severcly out of
financial balancc and the Trustees believe that Congress must take timely
action to fundamecntally reform the HI program and control related program
costs.

Even though the long-range status of the HI program has improved somewhat
sincc last ycar’s report, it has deteriorated over recent years as measured by
the actuarial balances. In addition, the HI trust fund fails to mect the short-
range test of financial adequacy and is projected to expericnce increasing
annual dcficits in futurce years, beginning in calendar year 1996. In view of the
poor financial condition of the HI trust fund and the failurc of the fund to
mcelt the short-range test of financial adequacy, the Board of Trustees is again
alerting the Congrcess of the unfavorable financial status of the HI trust fund.

The cost of the HI program is projected to increasc from 1.5 percent of GDP
in CY 1993 to 4.9 percent of GDP in CY 2065. This rapid growth is
attributable primarily to (1) incrcascs in hospital admissions, (2) increases in
reported case mix, and (3) changes in demographics. With the magnitude of
the projected actuarial deficit in the HI program and the high probability that
the HI trust fund will be cxhausted around the turn of the century, the
Trustees urge the Congress to take additional actions designed to control HI
program costs through spccific program legislation and as a part of enacting
comprchensive hcalth carc reform. The Trustees belicve that prompt,
effcctive, and decisive action is necessary.

Next Page
Next Page



I1. TECHNICAL SECTION

A. SOCIAL SECURITY AMENDMENTS SINCE THE 1993 REPORT

Since the 1993 Annual Report was transmitted to Congress on April 6, 1993,
thc Omnibus Budget Rcconciliation Act of 1993 (Public Law 103-66) was
cnacted on August 10, 1993. A scction of this law affected the HI program.
The more important changes, from a financial standpoint, arc briefly described

bclow:
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The limit on wages and sclf-employment income subject to the
HI contribution ratc is rcpealed, effcctive January 1, 1994,

The maximum pereentage of QASDI bencfits that arc subject to
Fedceral income taxation under ccrtain circumstances is increased,
{from 50 pereent to 85 percent, for taxable years beginning in 1994
and later. The revenucs resulting from this incrcasc will be
transferred to the HI trust fund.

For paymcnts to hospitals rcimbursed under the prospective
payment systcm (PPS), the update factors for discharges occurring
during fiscal ycar 1994 arc thc markct basket percentage increase
minus 2.5 pereentage points for urban hospitals and the market
basket percentage incrcasc minus 1.0 percentage point for rural
hospitals. For fiscal ycar 1995, the updatc factor for urban hospitals
under PPS will be the market basket percentage increasc minus 2.5
percentage points; for rural hospitals under PPS, the update factor
will be, as it was under prior law, the incrcase necessary to equalize
the rural and "other urban" standardizcd amounts (where "other
urban” indicatcs urban arcas with populations of less than 1 million
people). For fiscal ycars 1996 and 1997, the update factors for all
hospitals under PPS will be the market basket percentage increase
minus 2.0 pcrcentage points and the market basket percentage
incrcasc minus 0.5 percentage points, respectively. In subsequent
yecars, the updatc factor for all hospitals under PPS will be the
market baskct percentage increase.

The update factors for the hospital-specific rates applicable to sole
community hospitals and Medicare-dcpendent small rural hospitals
arc thc market basket percentage increase minus 2.3 percentage
points and thc markct basket percentage increase minus 2.2
pereentage points, for fiscal years 1994 and 1995, respectively. For
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fiscal ycar 1996 and aftcr, the annual update is cqual to the update
factors for all hospitals. Thc cffcctive date of all updatces for these
hospitals is moved to October 1 of cach ycar; it had previously been
the first day of the hospital’s accounting year.

The update factors for PPS-cxempt hospitals will be, in general, the
market basket pereentage increcasc minus 1.0 percentage points, for
cach of fiscal ycars 1994 10 1997; however, the 1.0 percentage point
reduction may be decrcased for a hospital, subject to certain criteria
being met. For fiscal ycars 1998 and after, the update factor for
PPS-cxempt hospitals will be the market basket percentage increase.

There will be no change in the cost limits on per diem routine
scrvice costs for skilled nursing facilitics, for cost reporting periods
beginning in fiscal ycars 1994 and 1995. The update to the cost
limits is dclayed from October 1, 1992 to October 1, 1995. Return
on cquity payments arc climinated for proprietary skilled nursing
facilitics.

The updatc factors for hospice carc for fiscal years 1994 through
1997 arc thc markct baskct percentage incrcase minus 2.0, 1.5, 1.5,
and 0.5 percentage points, respectively. In subsequent years, the
updatc factors will be the market basket percentage increase.

The period of time that Mcdicare is secondary payor for disabled
beneficiarics has been extended, with a change in expiration date
from Scptember 30, 1995 to September 30, 1998. The secondary
payor provision for cnd-stage rcnal discasc (ESRD) bencficiaries
that incrcased the period of time for which Medicare is sccondary
payor, from the first 12 months of an individual’s entitlement on the
basis of ESRD to the first 18 months, was duc to expire on January
1, 1996; this cxpiration datc has been extended to October 1, 1998.
In addition, Medicare is now secondary payor for all beneficiaries
with ESRD, not only thosc cntitled to Medicare solely on the basis
of ESRD. ’

The cost-of-living updates for graduate medical education
rcimburscment arc climinated for cost reporting periods beginning
in fiscal ycars 1994 and 1995, cxcept for residents in primary care
or obstctrics and gynccology. Thc initial residency period is now



Social Security Amendments

dcfined as the period required for board cligibility; it was previously
dcfined as period required for board cligibility plus one year.

(8) The per-visit cost limits for home hcalth scrvices will not be updated
or adjusted, for cost reporting periods beginning on or after July 1,
1994 and before July 1, 1996. In addition, the previously-required
adjustment for administrative and gencral costs of hospital-based
home hcalth agencics has been climinated, for cost report periods
beginning after fiscal ycar 1993.

(%) A reduced HI premium is now available to certain individuals aged
65 and over who arc not otherwisc entitled to HI benefits. This
change is rclatively insignificant to the financial status of the HI
program, but is included here since it is a mandated change to the
HI program’s ratcs, in which readcrs arc often interested. More
information on this changc can be found in Appendix D.

Dctailcd information rcgarding thesc changes and other less significant
changces can be found in documcnts preparcd by and for the Congress. The
cstimatcs found in this report reflect the anticipated cffects of these changes.

B. NATURE OF THE TRUST FUND

The Fedceral Hospital Insurance Trust Fund was cstablished on July 30, 1965,
as a separatc account in the United States Treasury.  All the financial
opcerations of the HI program arc handled through this fund.

The primary source of income to the trust fund is amounts appropriated to it
under permancnt authority on the basis of contributions paid by workers, their
cmploycrs, and individuals with sclf-cmployment income, in work covered by
thc HI program. Bcginning January 1, 1987, thcsc appropriated amounts
includc contributions paid by, or on behalf of, workers employed by State and
local governments and their cmploycrs, with respect to work covered by the
program through Statc agrcements. (Prior to 1987, such contributions were
deposited dircctly into the trust fund.) The coverage of the HI program
includes workers covercd under the old-age, survivors, and disability insurance
(OASDI) program, thosc covered under the railroad retirement program, and
certain Federal, Statc, and local cmployecs not otherwise covered under the
OASDI program.
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All employces and their employers in employment covered by the program are
required to pay contributions on the wages of individual workers, including
cash tips. All covered sclf-cmployed persons arc required to pay contributions
on thcir sclf-cmployment income.

In general, for calendar years prior to 1994, an individual’s contributions were
computcd on annual wages or scll-cmployment income, or both wages and
sclf-employment income combined, up to a specified maximum annual
amount, with the contributions being determinced first on the wages and then
on any sclf-cmployment incomc up to the maximum annual amount. An
employce who paid contributions on wages in excess of the annual maximum
amount (becausc of ecmployment with two or morc cmployers) was cligible for
a rcfund of the cxcess employce contributions. The amount of contributions
subjcct to refund for any period was a charge against the trust fund. The
maximum amount of carnings on which contributions were payable in a year
is called the contribution base. The contribution basc has been eliminated
cffective January 1, 1994,

The HI contribution rates applicable to taxable carnings in each of the
calendar years 1966 and later arc shown in Table 11.B1. For 1995 and later,
the contribution ratcs shown arc the rates scheduled in the provisions of
present law. The contribution bascs arc also shown. For 1975 to 1978, the
contribution bascs were dctcrmined under the automatic-adjustment
provisions in scction 230 of the Social Sccurity Act. The bases for 1979 to
1981 werc specificd in the law, as amended in 1977, For 1982 to 1990 and for
1992 and 1993, thc automatic-adjustment provisions werc again applicable.
For calendar ycar 1991, the contribution basc was specified in the law, as
amcnded in 1990. The Omnibus Reconciliation Act of 1993 eliminated the
contribution bascs for calendar ycars 1994 and later; therefore, for those
years, all carnings in covered employment are subject to the contribution rate.
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TABLE i1.B1. -- CONTRIBUTION RATES AND MAXIMUM TAXABLE AMOUNT OF
ANNUAL EARNINGS

Contribution rate
(Percent of laxable eamnings)

Maximum taxable

Calendar amount of Employees and Self-

years annual earnings employers, each employed
Past expeatience:

1966 $6,600 0.35 0.35
1967 6,600 0.50 0.50

1968-71 7.800 0.60 0.60
1972 9,000 0.60 0.60
1973 10,800 1.00 1.00
1974 13,200 0.90 0.90
1975 14,100 0.90 0.90
1976 15,300 0.90 0.90
1977 16,500 0.90 0.90
1978 17,700 1.00 1.00
1979 22,9800 1.05 1.05
1980 25,900 1.05 1.05
1981 29,700 1.30 1.30
1982 32,400 1.30 1.30
1983 35,700 1.30 1.30
1984 37,800 1.30 2.60
1985 39,600 1.35 2.70
1986 42,000 1.45 2.90
1987 43,800 1.45 2.90
1988 45,000 1.45 2.90
1989 48,000 1.45 2.90
1990 51,300 1.45 2.90
1991 125,000 1.45 2.90
1992 130,200 1.45 2,90
1993 135,000 1.45 2.90
1994 no limit 1.45 2,90

Changes scheduled in present law:
1995 & later no limit 1.45 2.90

All contributions arc collccted by the Internal Revenuce Service and deposited
in the genceral fund of the Treasury as intcrnal revenue collections. The
contributions rceeived arc automatically appropriated, on an estimated basis,
to the trust fund. The cxact amount of contributions received is not known
initially sincc HI contributions, QASDI contributions, and individual income
taxcs arc not scparalcly identificd in collection reports reccived by the
Trcasury Dcpartment. Periodic adjustments arc subscquently made to the
extent that the cstimates are found to differ from the amounts of contributions
actually payablce on the basis of reported carnings.
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Prior to May 1983 and after Junc 1984, the estimated internal revenue
collections were transferred to the trust funds immediately upon receipt. For
May 1983 through Junc 1984, cstimated total collcctions for each month were
credited to the trust funds on the first day of thc month. As the actual
collections were reccived during the month, they were deposited in the general
fund of the Treasury and remained there. The trust funds paid interest to the
general fund to rcimbursce it for the intcrest lost because of this provision.

Sincc 1984, up to onc-half of an individual’s or couple’s OASDI bencfits has
been subject to Federal income taxation under certain circumstances, and the
proceeds from this taxation have been allocated to the OASI and DI trust
funds. Bceginning in 1994, the maximum pcrcentage of OASDI benefits so
taxcd is increased under certain circumstances, from 50 percent to 85 percent,
and the revenuc attributable to this increascd portion of bencfits subject to
taxation is allocated to the HI trust fund.

Anothcr substantial source of trust fund incomc is interest credited from
investments in government sccuritics held by the fund. The investment
procedurcs of the fund arc described later in this scetion.

The income and expenditurcs of the trust fund are also affected by the
provisions of the Railroad Retirement Act which provide for a system of
coordination and financial interchange between the railroad retirement
program and the HI program.

Scctions 217(g) and 229(b) of the Social Sccurity Act, prior to modification by
thc Social Sccurity Amendments of 1983, authorized annual reimbursement
from the gencral fund of the Treasury to the HI trust fund for costs arising
from the granting of decmed wage credits for military service prior to 1957,
according to quinquennial determinations made by the Secretary of Health
and Human Scrviccs. Thesc scctions, as modificd by the Social Security
Amcndments of 1983, provided for a lump sum transfer in 1983 for costs
arising from such wagc credits. In addition, the lump sum transfer included
combined cmployer-employce HI taxcs on the noncontributory wage credits
for military scrvice after 1965 and beforc 1984. After 1983, HI taxes on
military wagc credits arc credited to the fund on July 1 of cach year. The
Social Sccurity Amendments of 1983 also provided for (1) quinquennial
adjustments to the lump sum amount transferred in 1983 for costs arising
from pre-1957 deemed wage credits and (2) adjustments as deemced nccessary
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to any previously transferred amounts representing HI  taxes on
noncontributory wage credits.

Scction 231 of the Social Sccurity Act authorizes rcimbursement from the
general fund of the Treasury to the HI trust fund for any costs arising from
the granting of decmed wage credits to individuals who were interned during
World War II at a place within the United States opcrated by the Federal
Government for the internment of persons of Japancse ancestry.

Two scetions of the statute authorize HI benefits for uninsurcd persons aged
65 and over. Scction 103 of the Social Sccurity Amendments of 1965 provided
transitional cntitlcment to HI bencfits to thosc who were 65 before 1968 or
who attaincd age 65 after 1967 and had at Icast threc quarters of covered
cmployment. This cntitlement docs not apply for those who reach 65 after
1973. Scction 278 of the Tax Equity and Fiscal Responsibility Act of 1982
addcd similar transitional cntitlement for those federal employees who would
retirc before having a chance to carn sufficient quarters of Medicare-qualificd
federal ecmployment. This provision allows those who were employed by the
Federal Government during and before January, 1983, to have the necessary
quartcers of federal cmployment counted toward their Medicare entitlement.
Such payments arc madc initially from the HI trust fund, with reimburscment
from the general fund of the Trecasury for the costs, including administrative
cxpenscs, of the payments. The reimbursements so made are on a provisional
basis and arc subjcct to adjustment, with appropriatc interest allowances, as
the actual cxpericnce develops and is analyzed.

Section 1818 of the Social Sccurity Act provides that certain persons not
cligible for HI protcction cither on an insurcd basis or on the uninsured basis
dcscribed in the previous paragraph may obtain protection by enrolling in the
program and paying a monthly prcmium,

Section 201(i) of the Social Sccurity Act authorizes the Managing Trustee to
accept and deposit in the trust fund unconditional money gifts or bequests
madc for the bencfit of the fund or any activity financed through the fund.

Expenditurces for bencefit payments and administrative expenses under the HI
program arc paid from the trust fund. All expenses incurred by the
Dcpartment of Health and Human Scrvices and by the Treasury Department
in carrying out thc provisions of titlec XVIII of the Social Security Act
pertaining to the HI program and of the Internal Revenue Code relating to
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the collection of contributions arc charged to the trust fund. The Secretary
of Hcalth and Human Scrvices certifics benefit payments to the Managing
Trustce, who makes the payments from the trust fund in accordance
thercwith.

Prior to fiscal ycar 1984, hospitals, at their option, were permitted to combine
their billing for both hospital and physician componcnts of radiology and
pathology scrvices rendcered to hospital inpaticnts by hospital-based physicians,
Where hospitals clected this billing procedure, payments were made initially
from the HI trust fund. The reimbursements so made were on a provisional
basis and arc subjcct to adjustment, with appropriate interest allowance.

The Social Sccurity Amendments of 1967 and 1972 authorize the Secretary of
Hcalth and Human Scrvices to develop and conduct a broad range of
cxperiments and demonstration projects designed to determine various
mcthods of incrcasing cfficicncy and cconomy in providing health care
scrvices, while maintaining the quality of such scrvices, under the HI and
supplcmentary medical insurance (SMI) programs. A sizable portion of the
costs of such cxperiments and demonstration projects is paid from the HI and
SMI trust funds.

Congress has authorized cxpenditures from the trust funds for construction,
rental and lcasc, or purchasc contracts of officc buildings and related facilities
for usc in conncction with the administration of thc HI program. Both the
capital costs of construction financed dircetly through the trust funds and the
rental and Icase, or purchasc contract costs of acquiring facilities are included
in trust fund cxpenditures. In 1972-75, construction of several large facilities
was authorized under purchasc contract authority, wherein initial capital costs
were borne by the private sector. Under this method of facilities acquisition,
trust fund cxpenditurcs for use and ultimate Government ownership of a
facility arc madc over periods of from 10 to 30 years. Whatever the manner
of acquisition, the net worth of facilitics and other fixed capital assets is not
carricd in the statcment of the asscts of the trust fund presented in this
report. This is becausc the value of fixed capital asscts does not represent
funds availablc for bencfit or administrative expenditurces and, therefore, is not
vicwed as being a consideration in asscssing the actuarial status of the funds.

That portion of the trust fund which, in the judgment of the Managing

Trustec, is not requircd to mcet current cxpenditurcs for benefits and
administration, is invested, on a daily basis, in interest-bearing obligations of
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the U.S. Government (including special public-debt obligations described
below), in obligations guarantced as to both principal and interest by the
United States, or in certain fcderally sponsored agency obligations that are
designated in the laws authorizing their issuance as lawful investments for
trust funds under the control and authority of the United States or any officer
of the United States. These obligations may be acquired on original issue at
the issuc price or by purchasc of outstanding obligations at their market price.

The Social Sccurity Act authorizes the issuance of special public-debt
obligations for purchasc cxclusively by the trust fund. The law requires that
such spccial public-debt obligations shall bear interest at a rate based on the
average markel yicld (computed on the basis of market quotations as of the
cnd of the calendar month next preceding the date of such issue) on all
markctablc intcrest-bearing obligations of the United States forming a part of
the public debt which are not duc or callable until after the expiration of 4
years from the end of such month. These special issue securities are
rcdeemable at par valuc at all times, and so arc not subjcct to the uncertainty
of price fluctuations as intcrest rates change.

From Dccecmber 29, 1981, until January 1, 1988, the Social Security Act
authorized borrowing among thc OASI, DI, and HI trust funds when
neccssary "to best meet the need for financing the benefit payments” from the
three funds. Interfund loans under the borrowing authority were made to the
OASI trust fund from the DI and HI trust funds in 1982, and were fully
rcpaid by May 1986. In this rcport, the asscts of the HI trust fund at the end
of 1982 through 1985, inclusive, do not include the amounts owed to the trust
fund. This procedurc is followed becausc the borrowed amounts were
availablc to the borrowing fund for thc paymcent of benefits or other
obligations, whilc such amounts werc not rcadily available to the lending fund.
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C. SUMMARY OF THE OPERATIONS OF THE TRUST FUND, FISCAL
YEAR 1993

A statcment of the revenuc and disburscments of the Federal Hospital
Insurance Trust Fund in fiscal ycar 1993, and of the assets of the fund at the
beginning and c¢nd of the fiscal year, is presented in Table 11.C1.

The total asscts of the trust fund amounted to $120,633 million on September
30, 1992. During fiscal ycar 1993, total revenuc amounted to $97,101 million,
and total disburscments were $91,604 million. The assets of the trust fund
thus incrcascd $5,497 million during the year to a total of $126,131 million on
Scptember 30, 1993,

TABLE II.C1. -- STATEMENT OF OPERATIONS OF THE HI TRUST FUND DURING
FISCAL YEAR 1993

(in thousands of dollars)

Total assets of the trust fund, beginningofperiod .. ... ... ... .............. $120,633,106
Revenue:
Appropriation of employmenttaxes . ............ ... ... . i $83,161,263
Refunds of employmenttaxes . .......... ... ... ... i, -13,050
Deposits arising from State agreements . ... ............. ... ... .. ... -1,574
Intereston investments .. ............ ... . .. . i 10,642,222
Premiums collected from voluntary participants .. ....................... 622,498
Transfer from railroad retirementaccount . .. ... ............... ... ...... 355,700
Transitional uninsured coverage .................... ... ... .. 367,000
Military service credits of 1993 . . .. .. ... . ... .. e 80,818
Retmbursement, program management general fund . .................... 117,862
Interest on relmbursements, SSA' ... ... .. 18,837
Interest on reimbursements, Rallroad Retirement . . ...................... 44,800
Transfer from SMI catastrophic coverage reserve fund .. .................. 1,804,517
Other . ... e 501
TOMA FOVENUE . . . . . ittt et ettt e e $97,101,394

Disbursements:

Benefit payments ... ... ..... ...t e $90,738,311
Administrative expenses:
Treasury administrative expenses . ......................covvieun.. 53,947
Salarles and expenses, SSAZ ... ... ... .. ... 384,162
Salarles and expenses, HCFAS 402,004
Salarles and expenses, Officeof Secrelary . .. ........................ 18,282
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TABLE IL.C1. — STATEMENT OF OPERATIONS OF THE HI TRUST FUND DURING
FISCAL YEAR 1993

(in thousands of dofiars})

Payment Assessment Commitlee . . . ........... ... ... ... ..., 3,726
Policy and Research . ... .. ... ... .. ..ttt 3,472
Tolal disbursements . . ... ... ... . . e $91,603,903
Total assels of the trust fund, end of period .. ............. .. ... ... ........ $126,130,598

A positive figure represents a transfer of the HI trust fund from the other trust funds. A negalive
tlgure represents a transfer from the HI trust fund to the other trust funds.

For facllities, goods, and services provided by the Social Security Administration (SSA).

Includes administrative expenses of the intermediaries.

NOTE: Toftals do not necessarily equal the sums of rounded components.

Included in total revenue during fiscal year 1993 was $83,161 million
representing contributions appropriated to the trust fund. As an offset, $13
million was transferred from the trust fund into the Treasury as repayment for
the cstimated amount of contributions subject to refund to employees who
worked for morc than onc cmployer during the course of a ycar and paid
contributions on wagcs in cxcess of the statulory maximum earnings base, and
$2 million was transfcrred from the trust fund to State and local governments
for overpayments from previous State agreements for coverage of State and
local government employces.

Nect contributions amounted to $83,147 million, representing an increase of 2.7
percent over the amount of $80,978 million for the preceding 12-month
period. This growth in contribution income resulted primarily from (1) the
highcr level of carnings in covered employment and (2) the two increases in
thc maximum annual amount of carnings taxable from $125,000 to $130,200
and from $130,200 to $135,000 that becamc cffective January 1, 1992, and
January 1, 1993, respectively.

Scction 11.B referred to provisions under which the HI trust fund is to be
rcimbursed from the gencral fund of the Treasury for costs of paying benefits
under this program on bchall of ccrtain uninsurcd persons. The
rcimburscment in fiscal ycar 1993 amounted to $367 million ($328 million for
thc non-federal uninsurcd and $39 million for the federal uninsured),
consisting of $362 million for benefit payments and $5 million for
administrative cxpenscs.
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Scction 11.B referred to provisions of the Social Sceurity Act under which
certain persons not otherwisc eligible for HI protcction may obtain such
protection by cnrolling in the program and paying a monthly premium.
Prcmiums collected from such voluntary participants in fiscal year 1993
amounted to about $622 million.

In accordance with the provisions of thc Railroad Retirement Act which
coordinatc the railroad retircment and the HI programs and which govern the
financial intcrchange arising from the allocation of costs betwecen the two
systems, thc Railroad Rctircment Board and the Sccretary of Health and
Human Scrvices determincd that a transfer of about $356 million in principal
and $25 million in intcrest from the railroad rctircment program’s Social
Sccurity Equivalent Bencfit Account to the HI trust fund would place this
fund in the samce position, as of Scptember 30, 1992, in which it would have
been if railroad cmployment bad always been covered under the Social
Sccurity Act. This amount, togcther with intercst to the date of transfer
amounting to about $20 million, was transfcrrcd to the trust fund in June
1993.

In accordance with provisions for thc appropriation to the trust fund of HI
taxcs on noncontributory military wagc credits as discussed in section IL.B, the
trust fund was credited on July 1, 1993 with $81 million for calendar year 1993
taxcs on wagc credits.

In accordancc with Public Law 102-394, which was enacted on October 6,
1992, funds in thc SMI catastrophic coverage reserve fund werc transferred
to the HI trust fund, to compcnsate for the incrcascd cost to the HI fund in
1989 resulting from the Medicarc Catastrophic Coverage Act of 1988. On
March 31, 1993, $1.8 billion was transfcrred to the HI trust fund.

The remaining $10,679 million of revenuc consisted almost cntirely of intcrest
credited from the investments held by the trust fund.

Of the $91,604 million in total disbursemcnts, $90,738 million represented
benefits paid dircctly from the trust fund for hcalth scrvices covered under
title XVIIl of the Social Sccurity Act. Benclit payments increased 12.3
pereent in fiscal ycar 1993 over the corresponding amount of $80,784 million
paid during the prcceding 12 months.



Summary of the Operations

The rcmaining $866 million of disburscments was for net administrative
cxpenscs. Administrative cxpenscs arc allocated and charged directly to each
of the four trust funds--OASI, DI, HI, and SMI--on the basis of provisional
estimatcs. Similarly, the expenscs of administering other programs of the
Hcalth Carc Financing Administration arc also allocated and charged directly
to the gencral fund of the Trecasury on a provisional basis. Periodically, as
actual cxpericnce develops and is analyzed, adjustments to the allocations of
administrativc cxpenscs and costs of construction for prior periods are eflected
by intcrlund transfcrs, including transfcrs betwecn the HI and SMI trust funds
and thc program management gencral fund account, with appropriate interest
allowances.

Table I1.C2 comparcs the actual cxpericnee in fiscal year 1993 with the
cstimates prescented in the 1992 and 1993 annual rcports. Scction II.B
referred to the appropriation of contributions to the trust funds on an
cstimated basis, with subscquent periodic adjustments to account for
dilfcrences from the amounts of contributions actually payablc on the basis of
rcportcd carnings. In interpreting the figurcs in Table 11.C2, it should be
notcd that the "actual” amount of contributions in fiscal ycar 1993 rcflects the
aforcmentioncd type of adjustments to contributions for prior fiscal years. On
the other hand, the “actual” amount of contributions for fiscal year 1993 does
not reflect adjustments to contributions for fiscal ycar 1993 that were to be
madec after Scptember 30, 1993.

TABLE [1.C2. - COMPARISON OF ACTUAL AND ESTIMATED OPERATIONS OF THE
HI TRUST FUND, FISCAL YEAR 1993
(Dotlar amounts In miltions)

Comparison of actual experience with estimates
for fiscal year 1993 published in--

1993 report 1992 report
Actual as Actual as
Aclual Estimated percentage Estimated percentage
tem amount amount' of estimate amount’ of estimate
Net contributions $83,147 $82,657 101 $84,859 98
Benefit payments $90,738 $90,118 101 $83,242 109

Tunder the intermediate assumptions, which were called *Alternative 11.”

The asscts of the HI trust fund at the cnd of fiscal ycar 1992 totaled $120,633
million, consisting of $120,647 million in the form of obligations of the U.S.
Government obligations and, as an offsct, an cxtension of credit of $13 million
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against sccuritics to be redecemed. The assets of the HI trust fund at the end
of fiscal ycar 1993 totalcd $126,131 million, consisting of $126,078 million in
the form of U.S. Government obligations and an undisbursed balance of $52
million. Table 11.C3 shows the total assets of the fund and their distribution
at the end of fiscal ycars 1992 and 1993,

TABLE 11.C3. -- ASSETS OF THE HI TRUST FUND, BY TYPE, AT THE END OF FISCAL
YEARS 1992 AND 1993’

Investments In public-debt obligations sold only
to the trust funds (special issues):

Certificates of indebtedness:

Seplember 30, 1992

September 30, 1993

55/8-percent, 1994 . .. ... ............ e $1,160,387,000.00
65/8percent, 1993 ... ... ... ......... $846,655,000.00 ————-
Bonds:
6 1/4-percent, 1995-2008 . ............. e 13,269,693,000.00
7 3/8-percent, 1994-2007 .. .. ... ....... 19,468,420,000.00 18,600,459,000.00
8 1/8-percent, 1994-2006 .............. 18,132,248,000.00 17,230,975,000.00
83/8-percent, 1993 . . ................ 580,357,000.00
8 3/8-percent, 1994-2001 ... ........... 10,440,005,000.00 9,380,981,000.00
85/8-percent, 1993 .. ................ 686,250,00000 @ e
8 5/8-percent, 1994-2002 . .. ........... 8,685,404,000.00 8,572,945,000.00
83/4-percent, 1993 . .. ............... 2,309,049,000.00 @ e
8 3/4-percent, 1994-2005 . . . ... ........ 35,538,365,000.00 35,538,365,000.00
91/4-percent, 1993 ... ... ... ....... 1,034541,00000 000 e
9 1/4-percent, 1994-2003 . ............. 13,540,817,000.00 13,540,817,000.00
93/4-percent, 1993 . ................. 130,210,00000 =
9 3/4-percent, 1994-1995 . .. .. ......... 1,109,880,000.00 1,109,880,000.00
10 3/8-percent, 1998-2000 . . ............ 2,131,610,000.00 2,131,610,000.00
103/4-percent, 1998 . . . ... ... ........ 588,410,000.00 588,410,000.00
13 -percent, 1993 . . ... .. ... ... ..., 197,606,000.00 e
13 -percent, 1994-1996 .. ............ 1,572,488,000.00 1,572,488,000.00
131/4-percent, 1993 .. .. .............. 272,853,00000 @@
13 1/4-percent, 1994-1997 . . . ... ........ 2,268,688,000.00 2,268,688,000.00
13 3/4-percent, 1998-1999 . . . .. ... ....... 1,112,678,000.00 1.112,678,000.00
TJolal investments . ..................... $120,646,534,000.00 $126,078,376,000.00
Undisbursed balance® . ... ............... -13,427,565.71 52,221,829.52
Totalassels .......................... $120,633,106,434.29 $126,130,597,829.52

'Certificates of Indebtedness and bonds are carried at par value, which is the same as book value.
2Negallve figures represent extension of credit against securities to be redeemed within the

following few days.
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New sceuritics at a total par valuc of $107,766 million were acquired during
the fiscal ycar through the investment of revenuc and the reinvestment of
funds made available from thce redemption of sccuritics. The par value of
sccuritics redecmed during the fiscal ycar was $102,334 million. Thus, the net
incrcasc in the par valuc of the investments held by the fund during fiscal year
1993 amounted to $5,432 million.

The cffective annual rate of intcrest carned by the asscts of the HI trust fund
during the 12 months ending on Junc 30, 1993, was 9.01 percent. (This period
is uscd becausc intcrest on special issucs is paid scmiannually on June 30 and
Deccmber 31.) The interest ratc on public-debt obligations issued for
purchasc by thc trust fund in Junc 1993 was 6.25 percent, payable
scmiannually.

D. ACTUARIAL METHODOLOGY AND PRINCIPAL ASSUMPTIONS
FOR THE HOSPITAL INSURANCE COST ESTIMATES

This scction describes the basic methodology and assumptions uscd in the
cstimates for the HI program under the intermediate assumptions. In
addition, scnsitivity tcsting of program costs under two alternative scts of
assumptions is prcsented.

1. Assumptions

Both the cconomic and demographic assumptions undcrlying the projections
shown in this report arc consistent with those in the 1994 Annual Report of
thc Board of Trustces of the Federal Old-Age and Survivors Insurance and
Disability Insurancc (OASDI) Trust Funds. Thesc assumptions arc described
in more dctail in that rcport.

2. Program Cost Projection Methodology

The principal steps involved in projecting the future costs of the HI program
arc (1) cstablishing thc present cost of scrvices provided to beneficiaries, by
type of service, to scrve as a projection basc; (2) projecling increases in
paymcent amounts for inpaticnt hospital services under the program; (3)
projecting increascs in payment amounts for SNF, HHA, and hospice services
covered under the program; and (4) projecting increases in administrative
costs. The major cmphasis is dirccled toward cxpenditures for inpatient
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hospital scrvices, which account for approximatcly 80 percent of total benefits.
a. Projection Base

In order to establish a suitable basc 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 bc madc. To do this, payments to providers must be attributed to dates
of scrvice, rather than to payment dates. In addition, the nonrecurring cffects
of any changes in regulations, legislation, or administration of the program
and of any items affecting only the timing and flow of payments to providers
must be climinatcd. As a result, the rates of incrcasce in the incurred cost of
the program differ from the increases in cash disbursement shown in Tables
I.C1 and 1.C2.

For thosc cxpenscs still reimbursed on a rcasonable cost basis, the costs for
covered scrvices arc determined on the basis of provider cost reports.
Paymcnts to a provider initially arc madc on an intcrim basis; to adjust
intcrim payments to the level of retroactively determined costs, a series of
payments or recoverics is cffected through the coursc of cost settlement with
the provider. The net amounts paid to date to providers in the form of cost
scttlements arc known; however, the incomplete data available do not permit
a prccisc determination of the cxact amounts incurred during a specific period
of time. Duc to the time required to obtain cost reports from providers, to
verify these reports, and to perform audits (where appropriate), final
scttlements have lagged behind the liability for such payments of recoveries
by as much as scveral years for some providers., Hence, the final cost of
scrvices rcimburscd on a reasonable cost basis has not been completely
determined for the most recent years of the program, and some degree of
unccrtainty recmains cven for carlicr ycars.

Even for inpaticnt hospital opcrating payments paid for on the basis of
diagnosis-rclated groups (DRGs), most payments arc initially made on an
intcrim basis, and final paymcnts arc dctcrmincd on the basis of bills
containing dclailed diagnostic information which arc later submitted by the
hospital.

Additional problems arc posed by changes in Icgislation or regulation, or in

administrative or reimburscment policy, which havc a substantial effect on
cithcr the amount or incidence of payment. The extent and timing of the
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incorporation of such changgs into inlcrim payment rates and cost settlement
amounts cannot be determined precisely.

The process of allocating the various types of payments made under the
program Lo the proper incurred period--using incomplete data and estimates
of thc impact of administrative actions--presents difficult problems, the
solutions to which can be only approximatc. Undcr the circumstances, the
best that can be cxpected is that the actual incurred cost of the program for
a recent period can be cstimated within a few percent.  This increases the
projection crror dircctly, by incorporating any crror in estimating the base
year into all futurc ycars.

b. Payments for Inpatient Hospital Costs

Beginning with hospilal accounting ycars slarting on or after October 1, 1983,
thc HI program began paying almost all participating hospitals a prospectively-
determincd amount for providing covered scrvices to beneficiaries. With the
cxception of certain cxpenses reimburscd on a rcasonable cost basis, as
dcfincd by law, the payment rate for cach admission depends upon the DRG
to which the admission bclongs.

The law contemplates that the annual increasc in the payment rate for each
admission will be rclated to a hospital input price index, which measures the
increasc in prices for goods and scrvices purchased by hospitals for use in
providing carc to hospital inpaticnts. In other litcrature, the hospital input
pricc index is also called the hospital market basket percentage increase. For
fiscal ycars through 1994, the prospective payment ratcs have already been
determined. The projections contained in this rcport are based on the
assumpltion that for fiscal ycars 1995 through 1997, the prospective payment
ratcs will be increased in accordance with Public Law 103-66, the Omnibus
Budget Reconciliation Act of 1993, and thesc legislated annual payment rate
incrcascs arc indced functions of the annual hospital input price indices. For
fiscal ycars 1998 and latcr, current statutc mandates that the annual increase
in the paymcnt rate per admission cqual the annual hospital input price index.

Incrcascs in aggregatce payments for inpaticnt hospital care covered under the
HI program can be analyzcd into four broad catcgorics:
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Labor lactors--the increase in the hospital input price index which
is attributable to incrcascs in hospital workers’ hourly carnings;

Non-labor factors--the increcase in the hospital input price index
which is attributable to factors other than hospital workers” hourly
carnings, such as thc costs of cnergy, food, and supplics;

Unit input intcnsity allowance--the incrcase in inpatient hospital
payments per admission which arc in cxcess of those attributable to
increascs in the hospital input pricc index; and

Volumc of scrvices--the increasc in total output of units of service
(as mcasurcd by hospital admissions covered by the HI program).

It has been possible to isolate some of these clements and to identify their
roles in previous hospital payment incrcascs. Table 11.D1 shows the estimated
valucs of the principal componcents of the increascs for historical periods for
which data arc availablc and the projected trends uscd in the estimates. The
following discussions apply to projcctions under the intermediate assumptions,
unless otherwise indicated.
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Incrcascs in hospital workers’ hourly carnings can be analyzed and projected
in terms of the assumed incrcascs in hourly carnings in employment in the
general cconomy and the difference between hourly carnings increases in the
general cconomy and the proxy for hospital hourly earnings used in the
hospital input pricc indcx. Sincc the beginning of the HI program, the
differcntial between the proxy for hospital workers’ hourly earnings and hourly
carnings in thc gencral cconomy has fluctuated widcly. Since 1983, this
diffcrential has averaged about -0.1 pereent. During the initial years of the
prospective paymcent systcm, it appcars that hospital hourly earnings were
depresscd relative to those in the genceral economy as hospitals adapted to the
prospcctive payment system. This differcntial is assumed to fluctuate, leveling
off at 0.4 pcreent over the short term, declining to zero just after the end of
the first 25-ycar projection period.

Incrcascs in hospital pricc input intcnsity, which arc primarily the result of
pricc increascs for non-labor goods and scrvices that hospitals purchase which
do not parallcl incrcascs in the Consumer Price Index (CPI), are measured
as the difference between the non-labor componcnt of the hospital input price
index and the CPI. Although the level has fluctuated crratically in the past,
this diffcrential has averaged about -0.4 percent during 1983-1992, Over the
short term, hospital pricc input intensity is assumed to fluctuate, leveling off
to zcro for most of the projection period.

For years prior to the beginning of the prospective payment system, the unit
input intensity allowance has been sct at 1 percent for illustrative purposes,
with historical incrcascs in cxcess of 1 pereent allocated to other sources. For
years after the beginning of the prospective payment system, the unit input
intcnsity allowance is the allowance provided for in the prospective payment
updatc factor; that is, the unit input intcnsity allowance is the amount added
onto (or subtracted from) the input price index to yield the update factor. (It
should be noted that the update factors arc generally prescribed on a fiscal
year basis, whilc Table I1.LD1 is on a calendar ycar basis. Calculations have
thercefore been performed to cstimate the unit input intensity allowance on a
calcndar year basis.) For fiscal ycars 1991-1997, the allowances shown are
prescribed in Public Law 103-66. (Again, calculations were performed to
show thc unit input intensity allowance on a calendar year basis.) Beginning
in fiscal ycar 1998, thc law provides that futurc incrcascs in payments to
participating hospitals for covercd admissions will cqual the increase in the
hospital input pricc indcx. Thus, the unit input intensity allowance, as
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indicated in Table 11.D1, is assumed to equal zero for the rest of the years in
the first 25-ycar projection period.

Since the beginning of the prospective payment systcm, increases in inpatient
hospital payments from othcr sourccs arc primarily due to three factors: (1)
the improvement in DRG coding as hospitals continue to adjust to the
prospcctive payment system; (2) the trend toward treating less complicated
(and thus, lcss expensive) cascs in outpaticnt scttings, resulting in an increase
in the average prospective payment per admission; and (3) Iegislation affecting
thc payment rates. The cffects of scveral budget reconciliation acts,
scquesters as required by the Gramm-Rudman-Hollings Act, and other
Icgislative cffcets arc reflected in other sources, as appropriate. Some of the
cxpansions in hospital payments duc to the Mcdicarc Catastrophic Covcrage
Act of 1988, and thc subscquent reductions in hospital payments due to the
Mecdicare Catastrophic Coverage Repeal Act of 1989, are reflected in other
sources for 1989 to 1991. A 3 percent incrcasc for fiscal ycar 1994, a 2
percent incrcase for fiscal ycars 1995 through 2005 and a 1 percent increase
for fiscal ycars 2006 through 2018 reflccted in other sources are attributable
to a continuation of thc current trend toward trcating less complicated cases
in outpaticnt scitings and continucd improvement in DRG coding.
Additionally, part of the incrcasc from other sourccs can be attributed to the
incrcasc in payments for certain costs not included in the DRG payment;
these costs arc gencrally increasing at a rate faster than the input price index.
Possiblc other sources of both relative increcases and decreases in payments
include (1) a shift to morc or less cxpensive admissions (DRGs) due to
changes in the demographic charactcristics of the covered population; (2)
changes in mcdical practicc patterns; and (3) adjustments in the relative
paymcnt levels for various DRGs or addition/dcletion of DRGs in response
to changes in tcchnology. As cxpericnce under the prospective payment
system continucs to develop and is further analyzed, it may be possible to
cstablish a predictable trend for this componcent.

Other factors which contributc to incrcascs in payments for inpatient hospital
scrvices include incrcascs in units (volume) of service as measured by
incrcascs in inpaticnt hospital admissions covered under the HI program.
Incrcascs in admissions arc attributable both to incrcases in enrollment under
thc HI program and to incrcascs in admission incidence (admissions per
bencficiary). The historical and projected incrcascs in enrollment reflect the
morc rapid incrcasc in the population aged 65 and over than in the total
population of the United States, and the coverage of certain disabled
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benceliciarics and persons with cnd-stage renal discase. Incrcases in the
cnrollment arc cxpected to continue, reflecting a continuation of the
demographic shift into catcgorics of the population which are eligible for HI
protection. In addition, incrcascs in the average age of bencficiaries lead to
highcr levels of admission incidence.  Admission incidence Ievels are also
often affccted by changes in the laws and rcgulations that define and guide the
HI program’s covcrage of inpaticnt hospital care.

c. Skilled Nursing Facility (SNF), Hone Health Agency (HHA), and
Hospice Costs

Historical expericnce with the number of days of carc covered in SNFs under
thc HI program has been characterized by wide swings. The number of
covered days dropped very sharply in 1970 and continued to decline through
1972. This was the result of strict cnforcement of regulations separating
skilled nursing carc from. custodial carc. Becausc of the small fraction of
nursing home carc covercd under the program, this reduction primarily
rcllected the determination that Mcdicarc was not liable for payment rather
than rcduced usage of scrvices. The 1972 amendments cxtended bencfits to
persons who rcquirc skilled rchabilitative scrvices regardless of their nced for
skilled nursing services (the former prercquisitc for benefits). This change
and subscquent related changes in regulations have resulted in significant
increascs in the number of scrvices covered by the program. More recently,
changes madc in 1988 to coverage guidelines for SNF services and cxpansions
and changcs duc 1o the Mcedicare Catastrophic Coverage Act of 1988, clfective
January 1, 1989, resulted in large increcascs in utilization of SNF services. For
1990, the cstimates contained in this report reflect a reduction in utilization
consistent with the SNF transition provisions of thc Medicare Catastrophic
Coverage Repecal Act of 1989; for 1991, the complete repeal of the
catastrophic cxpansions and changes are reflected. In 1991 to 1993, large
increases in SNF utilization occurrcd. Incrcascs arc projected to slow down
in thc ncar future, resulting in modest incrcascs in covered days, based on
growth and aging of thc population.

Incrcascs in the average cost per day (where cost is defined to be the total of
program rcimburscment and bencliciary cost sharing) in skilled nursing
facilities under the program are causcd principally by increasing payroll costs
for nurscs and other required skilled labor. For 1991 through 1993, extremely
large rates of incrcasc in cost per day occurred due to nursing home reform
regulations. Projccted rates of increasc in cost per day are assumed to be
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slightly lower than incrcascs in gencral carnings throughout the projection
period, but adjustments to reflect regulations limiting SNF cost per day are
included where appropriate. Incrcascs in reimburscment per day reflect the
changgcs in bencficiary cost sharing amounts, including those changes resulting
from the catastrophic covcrage and catastrophic coverage repeal legislation,

The resulting incrcascs in expenditurcs for SNF scrvices arc shown in Table
11.D2.

TABLE 1.D2. -- RELATIONSHIP BETWEEN INCREASES IN HI PROGRAM
EXPENDITURES AND INCREASES IN TAXABLE PAYROLL '

(Percent)

Hi Hit Ratio of

Skilled Home admin-  program Hi expendi-

Calendar Inpatient  nursin: health  Weighted istralive expendi- taxable tures to

year hospllal2'3 facill agencya averagea"‘ costsd®  turesdS payroll payrollse

1994 9.2% 6.5% 25.9% 11.0% 48.0% 11.4% 121% -0.6%
1995 8.0 59 183 9.3 7.2 9.2 6.2 29
2000 99 6.5 741 9.3 6.3 9.3 5.7 3.4
2005 89 6.4 6.7 8.5 6.1 8.5 59 25
2010 8.2 6.3 6.5 7.9 6.1 79 57 21
2015 8.8 6.5 6.6 84 6.6 8.4 5.4 29
2018 89 71 7.2 8.3 6.7 8.2 52 29

parcent Increase In year indicated over previous year, under the intermediate assumplions.
2This column may differ slightly from the last column of Table I1.D1, since Table 1.D1 Includes all
persons eligible for H! protection while this table excludes noninsured persons.
3Costs attributable 1o insured beneficiaries only, on an incurred basis. Benefits and administrative
costs for noninsured persons are expected to be financed through general revenue transfers and
premlum payments, rather than through payroll taxes.
“4Includes cosls for hospice care.
Sincludes costs of Peer Review Organizations.
Spercent Increase In the ratio of program expenditures to laxable payroll. This is equivalent to the
differential between the increase in program costs and the Increase in taxable payroll.

Program cxpericnce with HHA payments has shown a gencrally upward trend.
The number of visits had incrcascd sharply from year to ycar, but some
decrcascs, albeit small in magnitude rclative to past increases, were
cxpericnced in the mid-1980°s; these were followed by modest increases.
Recently, however, extremely large increases in the number of visits have
occurred, and this trend is projected to gradually decline through 1996,
Modcst increascs, bascd on growth and aging of the population, are projected
thercalter. Reimburscment per visit is assumed to increase at a slightly lower
ratc than incrcascs in gencral carnings, but adjustments to reflect regulations
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limiting HHA rcimburscment per visit arc included where appropriate. The
resulting incrcascs in cxpenditurcs for HHA scrvices are shown in Table
I1.D2.

Covcrage of ccrtain hospice carc for tcrminally ill beneficiaries is a relatively
ncw program benefit, resulting from the cnactment of the Tax Equily and
Fiscal Responsibility Act of 1982, and payments for hospice care are very
small rclative to total program benelit payments. Detailed hospice data are,
at this time, scant, but incrcascs in hospicc benclit payments are estimated
bascd on daily paymcnt ratcs and annual payment caps, as mandated by law
and rcgulation, and modcst growth in the number of covered days. Increases
in hospicc paymcnts arc not shown scparatcly in Table IL.D2 due to their
cxtremcly small contribution to the weighted average increase for all HI types
of scrvice, but arc included in the average.

d. Administrative Expenses

The costs of administering the HI program have remained relatively small, in
comparison with benelit amounts, throughout the history of the program. The
ratio of administrativc cxpenscs Lo bencefit payments has generally fallen within
the rangc of 1 to 3 percent. The short-range projcction of administrative cost
is bascd on cstimatcs of workloads and approved budgets for intermediaries
and thc Hcalth Carc Financing Administration. In the long range,
administrative cost incrcascs arc bascd on assumcd increases in workloads,
primarily duc to growth and aging of thc population, and on assumecd unit cost
increascs of slightly Icss than the increascs in average hourly earnings shown
in Tablc 11.D1.

3. Financing Analysis Methodology

In order to analyzc costs and to cvaluatc the financing of a program supported
by payroll taxes, program costs must be comparcd on a year-by-year basis with
the taxable payroll which provides most of the source of income for these
costs. Sincc the vast majority of total program costs are related to insured
bencliciaries and since general revenuc appropriations and premium payments
arc cxpected o support the uninsurcd segments, the remainder of this report
will focus on the financing for insurcd bencficiarics.
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a. Taxable Payroll

Taxablc payroll incrcascs can be scparated into a part due to increases in
covercd carnings and a part duc to incrcases in thc number of covered
workers. The taxable payroll projection used in this report is based on
cconomic assumptions consistent with thosc used in the OASDI report.
Increases in taxable payroll assumed for this rcport are shown in Table 11.D2,

b. Relationship Beiween Program Costs and Taxable Payroll

The singlc most mcaningful mcasurc of program cost incrcases, with reference
to the financing of the system, is the rclationship between program cost
incrcascs and taxable payroll incrcases. If program costs increase more
rapidly than taxablc payroll, cithcr incrcasing incomc rates or reducing
program costs (or some combination thereof) will be required to finance the
system in the future. Table 11.D2 shows the resulting increases in program
costs rclative to taxable payroll over the first 25-year projcction period. These
rclative increcases reduce gradually to a level of about 2 percent per year by
2010, but incrcase to a level of about 3 percent per year by 2018 for the
intermediate assumption, just aftcr the post-World War II "baby boom"
population starts becoming cligible for benefits. The result of these increases
is a continued increase in the year-by-year ratios of program expenditures to
taxable payroll, as shown in Tablc 11.D3.

TABLE 11.D3. -- SUMMARY OF ALTERNATIVE PROJECTIONS FOR THE Hi PROGRAM

{Percent)
Increases in aggregate Changes in the relationship
Hi inpatient hospital paymenls1 between expenditures and payroll1
Average Program Ratio of Expenditures as a
Calendar  hourly Other expendi- Taxable expenditures percent of
year eamings CPI factors® TotaP® tures>*5 payrofl to payroll  faxable payroll:""'5
Intermediate:
1994 3.0% 27% 61% 92% 11.4% 121% 0.6% 3.23%
1995 5.0 3.2 3.4 79 9.2 6.2 29 3.32
2000 49 3.9 5.1 99 9.3 5.7 3.4 3.92
2005 5.2 4.0 3.9 89 8.5 5.9 25 452
2010 52 4.0 3.2 8.2 7.9 57 241 5.03
2015 52 4.0 38 88 84 54 29 5.80
2018 5.2 4.0 3.9 8.9 8.2 5.2 2.9 6.32
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TABLE 11.03. -~ SUMMARY OF ALTERNATIVE PROJECTIONS FOR THE HI PROGRAM

(Percent)
Increases In aggregate Changes in the relationship
HI Inpatient hospital payments'  between expenditures and payrol’
Average Program Ratlo of Expenditures as a

Calendar  hourly Other expendi- Taxable expenditures percent of

year  eamings CPI factors? Total®  tures®®5S payroll  to payroll taxable payron®43
Low Cost:

1994 33% 24% 57% 8.8% 11.2% 13.0% -1.6% 3.20%

1995 53 28 22 6.7 83 71 1.1 3.23

2000 4.6 3.0 37 79 7.7 5.8 1.8 3.50

2005 4.7 3.0 24 6.6 6.5 56 0.9 3.74

2010 46 3.0 1.5 57 5.8 53 0.5 3.84

2015 46 3.0 22 6.4 6.3 5.0 1.2 4.08

2018 46 30 23 6.5 6.0 49 1.0 4.23
High Cost:

1994 29% 34% 6.0% 93% 11.6% 11.8% -0.2% 3.24%

1995 42 4.0 4.7 9.0 10.2 43 57 3.43

2000 5.8 50 71 130 121 71 47 4.35

2005 5.8 5.0 56 114 10.6 6.2 42 545

2010 59 50 48 107 10.1 6.1 3.8 6.59

2015 59 50 54 113 10.8 57 48 8.30

2018 59 50 55 114 10.7 5.6 4.9 9.56

1percent Increase in the year indicated over the previous year.
Other factors Include hospital hourly eamings, hosplital price Input Intensity, unit Inpul intensily
allowance units of service as measured by admissions, and other sources.
30n an incurred basis.
4Includes expenditures attributable 10 Insured beneficiarles only.
Includes costs of Peer Review Organizations.

4. Sensitivity Testing of Costs Under Alternative Assumptions

Sincc the beginning of the program, aggregate inpaticnt hospital costs for
Medicarc bencficiarics have incrcased substantially faster than increases in
average carnings and prices in the general cconomy. Table I1LD1 shows the
estimated expericnce of the HI program for 1983 to 1992. As mentioned
carlicr, thc HI program now makcs payments to most participating hospitals
on a prospcctive basis (with the exception of certain expenses). The
prospective payment system has made the outlays of the HI program
potcntially less vulncrable to cxcessive rates of growth in the hospital industry.
Howcver, there is some unccrtainty in projecting HI expenditures, for
inpaticnt hospital scrvices as well as the other covercd types of services, due
to thc unccrtainty of the underlying cconomic assumptions and utilization
increascs. In addition, there is uncertainty in projecting HI expenditures due
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to the possibility of futurc legislation affccting unit payment lcvels, particularly
for inpaticnt hospital scrvices. Current law is assumed throughout the
cstimatcs shown in this rcport, but lcgislation affccting the payment levels to
hospitals has been cnacted ncarly annually for about the past 10 years, and
futurc Icgislation is probable.

In vicw of thc uncertainty of future cost trends, projccted costs for the HI
program havc been prepared under three alternative scts of assumptions, A
summary of thc assumptions and rcsults is shown in Table I1.D3. The set of
assumptions labeled "Intermediatc” forms the basis for the detailed discussion
of hospital cost trends and resulting program costs presented throughout this
report, It represents intermediale cost increasc assumptions, compared with
the lowcr cost and higher cost alternatives. Incrcascs in the economic factors
(average hourly carnings and CPI) for the three alternatives are consistent
with thosc undcrlying the OASDI rcport.

As noted carlicr, the singlc most mcaningful mcasurc of HI program cost
incrcascs, with rclerence to the financing of the system, is the relationship
between program cost increascs and taxable payroll increcases. The extent to
which program cost incrcascs cxcced incrcascs in taxable payroll will
dctermine how stecply income ratcs must be incrcascd or program costs
curtailed to finance the system over time.

By the cnd of the first 25-ycar projcction period, program costs are projected
to incrcasc about 3 percent faster per ycar than incrcases in taxable payroll
for the intcrmediatc assumption, as discussed in the "Financing Analysis
Mcthodology" scction. Program costs beyond the first 25-year projection
period arc based on the assumption that costs per unit of service increase at
the samc ratc as average hourly carnings incrcasc. Program expenditures,
which werc about 3 pereent of taxable payroll in 1993, increase to a level of
about 6 pcrecent by the year 2018 and to over 11 percent by the year 2068
under the intermcediate assumptions. Hence, if all of the projection
assumptions arc rcalized over time, the HI income ratcs provided in current
law (3.2 percent of taxable payroll) will be grossly inadequate to support the
cost of the program.

During the first 25-ycar projcction period, the low cost and high cost
altcrnatives contain assumptions which result in program costs increasing,
relative to taxablc payroll incrcascs, approximately 2 percent less rapidly and
2 pereent morc rapidly, respectively, than the results under the intermediate
assumptions. Costs beyond the first 25-year projection period assume the 2
percent differential gradually decrcases until the ycar 2043 when program cost
incrcascs rclative (o taxable payroll are approximatcly the same as under the
intcrmediatc assumptions. Undcr the low cost alternative, program costs
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incrcasc about 1.1 pecrcent morc per ycar than incrcases in taxable payroll
during the first 25-ycar projcction period. Program cxpenditures under this
alternative would be about 4.2 percent of taxable payroll in the year 2018,
increasing to about 5.8 percent of taxable payroll by 2068. The summarized
program cost ratc for the 75-ycar projcction period is about 4.5 percent of
taxablc payroll and the summarized incomc ratc is about 3.1 percent of
taxablc payroll; hence, HI income rates provided in current law will be
inadcquatc cven under the low cost alternative.  Under the high cost
altcrnative, program costs incrcasc about 4.4 percent more rapidly per year
than incrcascs in laxablc payroll during the first 25-year projcction period.
The result of this differential is a level of program cxpenditurcs in the year
2018 which is about 9.6 percent of taxable payroll, increasing to about 21.7
percent of taxable payroll in the ycar 2068. The summarized program cost
ratc for the 75-ycar projcction period is about 12.5 pereent of taxable payroll.
The summarized income ratce is about 3.3 pereent of taxable payroll.

E. LONG-RANGE SENSITIVITY ANALYSIS

This scction presents estimates which illustrate the sensitivity of the long-range
actuarial balancc of the HI program to changes in selected individual
assumptions. Thc cstimatcs bascd on the threce alternative sets of assumptions
illustratc the cffccts of varying all of the principal assumptions simultaneously
in order to portray a gencrally morc optimistic or pessimistic future, in terms
of the financial status of thc HI program. In the sensitivity analysis presented
in this scction, the intcrmediate alternative is used as the reference point, and
onc assumption at a time is varied within that altcrnative. Similar variations
in the sclected assumptions within the other alternatives would result in
similar variations in the long-range cstimatcs.

Each table that follows shows the cffects of changing a particular assumption
on thc HI summarizcd income ratcs, summarized cost rates, and actuarial
balances (as defined carlicr in this report) for 25-ycar, 50-year, and 75-year
valuation periods. Bcecausc the income rate varics only slightly with changes
in assumptions, it is not considcred in the discussion of the tables. The
changc in cach of the actuarial balanccs is approximatcly equal to the change
in the corresponding cost ratc, but in the opposite direction.

1. Real-Wage Differential
Table ILLE1 shows thc cstimated HI income rates, cost rates, and actuarial
balances, on the basis of the intermediate assumptions with various

assumptions about the rcal-wagc differential. Thesc assumptions are that the
ultimate rcal-wage diffcrential will be 0.5 percentage point (as assumed for the
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high cost alternative), 1.0 pereentage point (as assumed for the intermediate
assumptions), and 1.5 pcreentage points (as assumed for the low cost
altcrnative). In cach casc, the ultimatc annual incrcase in the CPI is assumed
to bc 4.0 percent (as assumcd for the intermcediate assumptions), yielding
ultimate percentage increascs in average annval wages in covered employment
of 4.5, 5.0, and 5.5 percent under the high cost, intcrmediate, and low cost
alternatives, respectively.

For the 25-ycar period, the cost rate decrcascs from 4.85 percent (for a real-
wagc differential of 0.5 percentage point) to 4.54 percent (for a differential of
1.5 pereentage points). For the 50-ycar period, it decreascs from 6.65 to 6.06
percent, and for the 75-ycar period it decrcascs from 7.80 to 6.92 percent.
The actuarial balance incrcascs from -1.77 to -1.48 percent for the 25-year
period, from -3.47 to -2.92 percent for the 50-ycar period, and from -4.57 to
-3.73 percent for the 75-ycar period.

TABLE II.E1. -- ESTIMATED HI INCOME RATES, COST RATES, AND ACTUARIAL
BALANCES, BASED ON INTERMEDIATE ESTIMATES WITH VARIOUS REAL-WAGE
ASSUMPTIONS
(As a percentage of laxable payroll)

Ultimate percentage increase in wnges-CPl1

Valuation Period 4540 5.0-4.0 5.5-4.0
Summarized Income rate:

25-year: 1994-2018 3.08 3.07 3.06

50-year: 1994-2043 3.18 3.16 3.14

75-year: 1994-2068 3.23 3.21 3.19
Summarized cosl rate:

25-year: 1994-2018 4.85 4.68 4.54

50-year: 1994-2043 6.65 6.34 6.06

75-year: 1994-2068 7.80 7.35 6.92
Actuarial balance:

25-year: 1994-2018 -1.77 -1.61 -1.48

50-year. 1994-2043 -3.47 -3.18 -2.92

75-year. 1994-2068 -4.57 -4.14 -3.73

'The first value in each pair Is the assumed ultimale annual percentage increase In average wages
In covered employment. The second value Is the assumed ultimate annual percentage increase in
the Consumer Price Index. The difference between the two values Is the real-wage differential.

The cost ratc decrcases with increasing rcal-wage differentials, because the
higher rcal-wage Icvels increasc the taxable payroll to a greater extent than
they incrcasc the benefits. Under the current financial status of the HI trust
fund, cach 0.5-pcrcentage-point increase in the assumed rcal-wage differential
incrcascs the long-range actuarial balancc by about 0.42 percent of taxable
payroll.
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2. Consumer Price Index

Tablc I.LE2 shows the cstimatcd HI income ratces, cost ratcs, and actuarial
balanccs, on the basis of the intermediate alternative with various assumptions
about the ratc of increcasc for the Consumer Pricc Index (CPI). These
assumplions arc that thc ultimatc annual incrcasc in the CPI will be 3.0
percent (as assumed for the low cost alternative), 4.0 percent (as assumed for
the intcrmediate assumptions), and 5.0 percent (as assumed for the high cost
altcrnative). In cach casc, the ultimate rcal-wage diffcrential is assumed to
bc 1.0 pereentage point (as assumcd for the intcrmediate assumptions),
yiclding ultimatc perccntage incrcascs in average annual wages in covered
cmployment of 4.0, 5.0, and 6.0 pereent under the low cost, intermediate, and
high cost alternatives, respectively.

TABLE 11.E2. -- ESTIMATED HI INCOME RATES, COST RATES, AND ACTUARIAL
BALANCES, BASED ON INTERMEDIATE ESTIMATES WITH VARIOUS CPI-INCREASE
ASSUMPTIONS
(As a percentage of taxable payroll)

Ultimate percentage increase in wages-CPl1

Valuation Period 4.0-3.0 5.0-4.0 6.0-5.0
Summarized Income rate:

25-year: 1994-2018 3.07 3.07 3.06

50-year: 1994-2043 3.16 3.16 3.14

75-year: 1994-2068 321 3.21 3.19
Summarized cost rate:

25-year: 1994-2018 47 4.68 4.63

50-year: 1994-2043 6.39 6.34 6.25

75-year: 1994-2068 7.42 7.35 7.24
Actuarial balance:

25-year: 1994-2018 -1.64 -1.61 -1.57

50-yoar: 1994-2043 -3.23 -3.18 -3.114

75-year: 1994-2068 -4.21 -4.14 -4.05

The first value in each pair Is the assumed ullimate annual percentage increase in average wages
In covered employment. The second value is the assumed ultimate annual percentage Increase in
the Consumer Price Index.

For all three periods, the cost rate decrcascs with greater assumed rates of
increasc in the CPL. For the 25-ycar period, the cost rate decreases from 4.71
percent (for CPI increases of 3.0 percent) to 4.63 percent (for CPI increases
of 5.0 pereent). For the 50-ycar period, it decrcascs from 6.39 to 6.25 percent,
and for the 75-ycar period it decrcascs from 7.42 to 7.24 percent. The
actuarial balancc increascs from -1.64 (o -1.57 percent for the 25-year period,
from -3.23 to -3.11 percent for the 50-ycar period, and from -4.21 to -4.05
percent for the 75-year period.
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The paticrns described above result primarily from the fact that the fiscal year
1994 payment ratcs for hospitals have alrcady been sct. If the 1994 payments
were allowed to be cffected by CPI changes, there would be no change due
to CPI changes. Sincc thesc payments have been set, the effect of each
1.0-percentage-point increasc in the rate of change assumcd for the CPI is an
incrcasc in the long- range actuarial balance of about 0.08 percent of taxable
payroll.

3. Real-Interest Rate

Tablc 11.LE3 shows the cstimated HI income ratcs, cost rates, and actuarial
balanccs, on the basis of the intcrmcdiate altcrnative with various assumptions
about the annual nominal rcal-interest rate for special public-debt obligations
issuablc to the trust fund, which arc compoundcd semiannually. These
assumptions arc that the ultimatc annual rcal-intcrest rate will be 1.5 percent
(as assumed for the high cost altcrnative), 2.3 percent (as assumed for the
intcrmcdiatc assumptions), and 3.0 perccent (as assumed for the low cost
altcrnative). In cach casc, the ultimate annual increasc in the CPI is assumed
to be 4.0 percent (as assumecd for the intermcdiatc assumptions), resulting in
ultimatc annual yiclds of 5.6, 6.4, and 7.1 percent under thc high cost,
intermediate, and low cost altcrnatives, respectively.

TABLE I1.E3. -- ESTIMATED HI INCOME RATES, COST RATES, AND ACTUARIAL
BALANCES, BASED ON INTERMEDIATE ESTIMATES WITH VARIOUS REAL-
INTEREST ASSUMPTIONS
{As a percentage of taxable payroll)

Ultimale annual real-interest rate

Valuation Period 1.5 percent 2.3 percent 3.0 percent
Summatrized Income rate:

25-year: 1994-2018 3.07 3.07 3.06

50-year: 1994-2043 3.17 3.16 3.15

75-year. 1994-2068 3.23 3.21 3.19
Summarized cost rate:

25-year. 1994-2018 4.75 4.68 4.61

50-year: 1994-2043 6.58 6.34 6.10

75-year: 1994-2068 7.78 7.35 6.95
Actuarial balance:

25-year: 1994-2018 -1.68 -1.61 -1.55

50-year: 1994-2043 -3.41 -3.18 -2.95

75-year: 1994-2068 -4.53 -4.14 -3.76

For thc 25-ycar period, the cost rate decrcascs with incrcasing rcal-interest
ratcs from 4.75 percent (for an ultimatce real-intercst ratc of 1.5 percent) to
4.61 pcrcent (for an ultimatc rcal-intcrest ratc of 3.0 percent). For the 50-
yecar period, it decrcascs from 6.58 to 6.10 percent, and for the 75-year period
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it decreases from 7.76 to 6.95 percent. The actuarial balance increases from
-1.68 to -1.55 percent for the 25-year period, from -3.41 to -2.95 percent for
the 50-ycar period, and from -4.53 to -3.76 percent for the 75-year period.
Each 1.0-percentage point increase in the assumed real-interest rate increases
the long-range actuarial balance by about 0.50 percent of taxable payroll. The
fact that the actuarial balance of the HI program is sensitive to the interest
assumption is not an indication of the actual rolc that interest plays in the
financing of the HI program. In actuality, interest finances very little of the
cost of the HI program. The sensitivity of the actuarial balance to the interest
assumption is implicit in the present-value method used to calculate the
actuarial balance,

Next Page
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111. APPENDICES

A. ACTUARIAL BALANCE UNDER ALTERNATIVE ASSUMPTIONS
AND METHODS

In scction [.D, thc summarizcd income ratcs, cost ratcs, and actuarial balances
arc presented under the prescnt-value mcthod.  The actuarial balance
computcd under the present-valuc method represents the immediate, level,
and pcrmancnt percentage that must be added to the current law income rates
and/or subtracted from the current law cost ratcs throughout the entire
valuation pcriod in order for the financing to support program costs and
providce for the targeted trust fund balance at the end of the projection period.
Such an immcdiatec and pcrmancnt income ratc incrcase (or cost reduction)
would, initially, accumulatc a substantial trust fund. Such a large trust fund
would rcsult in substantial intcrest credits, significantly exceeding those that
would bc carncd under current law financing.

Thus, under the present-valuc method, hypothetical interest credits would
financc a significant portion of the cost of thc HI program. This heavy
reliance on hypothetical intcrest credits is of particular concern because
cventually the government will have to find a rcal source of revenuc to cover
the interest credited to the trust fund.

The income ratc incrcasc according to the present-value method is 4.14
percent of taxable payroll. In this appendix, the same summary measures are
prescnted for the HI program, but under the modificd average-cost method,
and the modificd average-cost methodology is described.

Under the modificd average-cost method, which was used prior to 1988 to
cvaluatc the actuarial status of thc program, the actuarial balance is defined
as the diffcrence between the arithmetic means of the annual cost rates (as
dcfined in scction 1.D) and thc annual incomc ratcs. Thus, under this
mcthod, the cost rates and income ratces for cach ycar are given equal weights
when summarized into a singlc mcasure. The annual cost rates include an
amount Lo maintain the trust fund at a desircd target level, if the fund would
otherwisc drop below that Ievel. In addition, the actuarial balances calculated
undcr the modificd average-cost method reflect the starting trust fund balance
and thc actual interest carned on the trust fund before it is exhausted.

The actuarial balance using thc modificd average-cost method can thus be
charactcrized as bcing mathcematically cquivalent to the average annual
income ratc increascs needed to maintain the trust fund at the target level
over the 75-year projection period, taking into account the beginning trust
fund balance and the interest carnings of the trust fund. The implied funding
paticrn undcr the modified average-cost method is that the current law trust
fund ratios arc maintaincd until the trust fund ratio falls below the target
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amount (100 percent of the following ycar’s cstimated expenditures, in this
year’s rcport). Afiter that, the income ratc is incrcased each year to cover the
cost of the program and to maintain the trust fund at the target level. The
actuarial balancc using this mcthod undcr the Trustees’ intermediate
assumptions is -4.59 (as comparcd to thc -4.14 under the present-value
mcthod).

The rcsults in Tablc HLA1 also include thc impact of an alternative
intcrmcdiatc assumption for rcal carnings. During the last quarter century,
the avcrage annual increasc in rcal carnings has amounted to 0.1 percent.
The cstimates in this appendix assume an annual real earnings increase of 0.1
percent for the next 10 ycars (consistent with the experience of the last
quartcr century) changing gradually to 0.5 percent over the next 25 years and
rcmaining lcvel at 0.5 percent for the remainder of the 75-year period.

The results of calculating the actuarial balance using the modified average-cost
mcthod and the altcrnate rcal carnings incrcascs are presented in Table
I1LA1. Othcr assumptions uscd to calculatc the results are the same as those
presented throughout this report.

TABLE lll.A1. - ACTUARIAL BALANCES OF THE HI PROGRAM, UNDER
ALTERNATIVE SETS OF ASSUMPTIONS (MODIFIED AVERAGE-COST METHOD)

Intermediate Alternative
Assumptions Low Cost High Cost
1994-2018:
Summarized Income rate' 3.08% 3.06% 3.10%
Summarized cost_rate? 493 387 6.39
Actuarial balance® -1.85 -0.81 -3.29
1994-2043;
Summarized income rate’ 3.20 3.15 3.25
Summarized cost _rate? 7.18 453 11.85
Actuarial balance® 3.98 1.38 -8.60
1994-2068:
Summarized income rate! 328 321 3.38
Summarized cost_rate? 8.81 511 15.70
Actuarial batance® -5.53 -1.90 12.32

Tunder present taw.

2Expendllures for benefit payments and administrative costs for insured beneficlaries, on an
incurred basis, expressed as a perceniage of {axable payroil, computed with aitemate real eamings
increases on the modified average-cost basis, Including the cost of maintalning the trust fund at a
levet of 100% of the following year's estimated expenditures, and including an offset to cost due to
the beginning trust fund balance.

Ipifference between the summarized income rale and the summarized cost rate.
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B. MEDICARE INCURRED DISBURSEMENTS AS A PERCENT OF
GROSS DOMESTIC PRODUCT FROM CALENDAR YEAR 1993 TO 2068

Mcdicarc incurrcd disburscments as a percentage of GDP gives a relative
measurc of the size of the Mcdicarc program (o the general economy. For
these purposces, incurred disburscments arc the sum of the incurred benefit
and administrative cxpenses. The projection of this relative measure of
disburscments affords the public an idca of the relative financial resources
that will be nccessary to pay for Mcdicare scrvices.

Tablc IH.A1 shows cstimated incurred disburscments for the HI and SMI
programs under the intecrmediale assumptions cxpresscd as a percentage of
GDP, for sclected years over the period CY 1993-2068. (The percentages for
SMI1 arc identical to the valucs in Table 1.C4.) These incurred disbursements
assumc no change in current law for any spccific program legislation or for
any comprchensive health carc reform. The 75-ycar projection period fully
allows for the presentation of future contingencics that reasonably may be
cxpected to occur, such as the impact of a large increase in cnrollees which
occurs after the turn of the century, This large increasc in enrollees occurs
because the relatively large number of persons born during the period
between the end of World War 11 and the carly 1960’s (known as the "baby
boom") will rcach retircment age and begin o reccive benefits.

Table Iil.B1. - HOSPITAL AND SUPPLEMENTARY MEDICAL INSURANCE INCURRED
DISBURSEMENTS AS A PERCENT OF GROSS DOMESTIC PRODUCT'

Disbursements as a percent of GDP

Calendar year HI SMI Total
1993 1.52 0.88 2.40
1994 1.60 0.93 2.53
1995 1.66 0.99 2.65
2000 1.95 1.31 3.26
2005 2.24 1.77 4.01
2010 2.48 2.37 485
2015 2.84 2.91 5.75
2020 3.22 3.27 6.49
2025 3.64 3.67 7.31
2030 4.04 4.01 8.05
2035 4.33 417 8.50
2040 4.47 416 8.63
2045 4.55 410 8.65
2050 459 4.05 8.64
2055 4.66 4,09 8.75
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Table IlI.B1. - HOSPITAL AND SUPPLEMENTARY MEDICAL INSURANCE INCURRED
DISBURSEMENTS AS A PERCENT OF GROSS DOMESTIC PRODUCT'

Disbursements as a percent of GDP

Calendar year HI SMI Total
2060 4.77 4.21 8.98
2065 4.90 433 9.23
2068 4.98 437 9.35

' Disbursements are the sum of benefit payments and administrative expenses.

For HI, program costs bcyond the first 25-ycar projection period are based on
thc assumption that costs per unit of scrvice will incrcasc at the same rate as
avcragce hourly carnings incrcasc. The associated aggregate disbursements are
then represented as a pereentage of GDP. For SMI, increases in the costs per
cnrollcc during the initial 25-ycar period arc assumed to gradually decline in
the last 12 ycars to the samc ratc as GDP per capita and then continue at the
samc ratc as GDP per capila in the last 50 ycars. Given the historical
cxpericnce of SMI costs per cnrollce increasing faster than GDP per capita,
thc assumption of the increascs in costs per cnrollce declining to the same
rate as GDP per capila may be considered optimistic because changes in the
last 50 ycars of the cstimation period reflect only the impact of the changing
demographic composition of the population.

Bascd on thesc assumptions, incurred Medicarc disbursements as a percent
of GDP arc assumecd to incrcasc rapidly from 2.40 pcreent in CY 1993 to 8.56
percent in CY 2036 and then increasce gradually to 9.35 percent in CY 2068.
After CY 2036, while Mcdicarc disbursements as a percent of GDP incrcase
morc slowly, thc HI percentage grows sicadily while the SMI percentage
dccreascs slightly to CY 2051 and then increascs again to CY 2068.
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C. ANNOUNCEMENT OF THE MEDICARE PART A (HOSPITAL
INSURANCE) INPATIENT HOSPITAL DEDUCTIBLE AND HOSPITAL
AND EXTENDED CARE SERVICES COINSURANCE AMOUNTS, FOR

CALENDAR YEAR 1994’

SUMMARY:  This noticc announces the inpaticnt hospital deductible and
the hospital and cxtended care services coinsurance amounts
for scrvices furnished in calendar year 1994 under
Mcdicarc’s hospital insurancc program (Medicare Part A).
The Mcdicare statute specifies the formulae to be used to
dctermine these amounts,

The inpaticnt hospital deductible will be $696. The daily
coinsurancc amounts will be: (a) $174 for the 61st through
90th days of hospitalization in a benefit period; (b) $348 for
lifctime rescrve days; and (c) $87 for the 21st through 100th
days of cxtended carce scrvices in a skilled nursing facility in
a benefit period.

Effcctive Datc: January 1, 1994.

SUPPLEMENTARY INFORMATION:

1. Background

Scction 1813 of the Social Sccurity Act (thc Act) provides for an inpatient
hospital deductiblc to be subtracted from the amount payable by Medicare for
inpaticnt hospital scrvices furnished to a beneficiary. It also provides for
ccrtain ‘coinsurance amounts to be subtracted from the amounts payable by
Medicarc for inpaticnt hospital and extended care services. Section 1813(b)(2)
of the Act requircs the Sccrctary to detcrmine and publish between
Scptember 1 and Scptember 15 of cvery year thc amount of the inpatient

! Extracted from the notice cntitled "Mcdicare Program; Inpatient Hospital Deductible and
Hospital and Eixtcnded Care Scrvices Coinsurance Amounts for 1994," which was published in
the Federal Register on November 2, 1993 (Vol. 58, no. 210, pp. 58553-58555).
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hospital deductiblc and the hospital and cxtended care scrvices coinsurance
amounts applicablc for scrvices furnished in the following calendar year.

2, Computing the Inpatient Hospital Deductibie for 1994

Scction 1813(b) of the Act prescribes the method for computing the amount
of the inpaticnt hospital deductible. The inpaticnt hospital deductible is an
amount cqual to the inpaticnt hospital dcductible for the preceding calendar
ycar, changed by the Sccrctary’s best cstimatc of the payment-weighted
avcragc of thc applicablc percentage incrcascs (as defined in section
1886(b)(3)(B) of thc Act). This cstimalc is uscd for updating the payment
rates to hospitals for dischargcs in the fiscal ycar (FY) that begins on October
1 of the samc preceding calendar year and adjusted to reflect real case mix.
The adjustment to reflect real casc mix is determined on the basis of the most
reeent casc mix data available. The amount dctcrmined under the formula is
roundcd to the ncarcst multiplc of $4 (or, if midway between two multiples
of $4, to the ncxt highcr multiplc of $4).

For FY 1994, scction 1886(b)(3)(B)(i)(IX) of thc Act, as amended by section
13501 of thc Omnibus Budgct Reconciliation Act of 1993 (Public Law 103-66,
cnactcd on August 10, 1993), provides that the applicable percentage increase
for urban prospcctive payment system hospitals is the market basket
perecentage increase minus 2.5 percent, and the applicable percentage increase
for rural prospcective payment system hospitals is thc market basket percentage
incrcasc minus 1.0 pcreent. Scction 1886(b)(3)(B)(ii)(V) of the Act, as added
by section 13502 of Public Law 103-66, provides that for FY 1994, the
othcrwisc applicablc ratc-of-incrcasc perccntages (the market basket
percentage incrcasc) for hospitals that arc excluded from the prospective
payment systcm arc rcduccd by the lesser of 1 percentage point or the
percentage point difference between 10 percent and the percentage by which
the hospital’s allowablc opcrating costs of inpaticnt hospital services for cost
reporling periods beginning in FY 1990 cxcceds the hospital’s target amount.
Hospitals or distinct part hospital units with FY 1990 operating costs
excceding target amounts by 10 percent or morce receive the market basket
index percentage. The market basket percentage increases for FY 1994 are
4.3 percent for prospective payment system hospitals and 4.3 percent for
hospitals cxcluded from the prospective payment systcm, as announced in the
Federal Register on Scptcmber 1, 1993 (58 FR 46270). Therefore, the
percentage incrcascs for Mcdicare prospective payment rates arc 1.8 percent
for urban hospitals and 3.3 percent for rural hospitals. The average payment
percentage incrcase for hospitals excluded from the prospective payment
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systcm is 3.71 percent, computed as required by scction 13502 of Public Law
103-66. Thus, wcighting thesc percentages in accordance with payment
volume, the Sceretary’s best estimale of the payment-weighted average of the
incrcascs in the payment rates for FY 1994 is 2.04 percent.

To develop the adjustment for rcal casc mix, an average casc mix was first
calculated for cach hospital that reflects the rclative costliness of that
hospital’s mix of cases comparcd to that of othcer hospitals. We then
computed the incrcase in average casc mix for hospitals paid under the
Mecdicare prospective payment systiem in FY 1993 compared to FY 1992,
(Hospitals cxcluded from the prospective payment system were excluded from
this calculation sincc their payments arc bascd on rcasonable costs and are
affccted only by rcal incrcascs in casc mix.) We uscd bills from prospective
payment hospitals reccived in HCFA as of the end of July 1993. These bills
represent a total of about 8 million discharges for FY 1993 and provide the
most rccent case mix data available at this time. Based on these bills, the
incrcasc in average casc mix in FY 1993 is 046 percent. Based on past
cxpericnce, we expect overall case mix to incrcase beyond 1 percent as the
ycar progresses and more FY 1993 data beccomes available.

Scction 1813 of thc Act rcquires that the inpaticnt hospital deductible be
increascd only by that portion of the casc mix incrcase that is determined to
be rcal. We cstimate that the increasc in real case mix is about 1 percent.
Since rcal casc mix has been increasing at about 1 percent per year over the
last fcw ycars, we cxpect that this trend will continue. Consequently, we will
conlinuc to usc our cstimate of 1 percent for the rcal case mix incrcase.

Thus, the cstimate of the payment-weightcd average of the applicable
pereentage increascs uscd for updating the payment rates is 2.04 percent, and
the rcal casc mix adjustment factor for the deductible is 1 percent. Therefore,
undcr the statutory formula, the inpaticnt hospital deductible for services
furnishced in calendar year 1994 is $696. This deductible amount is determined
by multiplying $676 (thc inpaticnt hospital deductible for 1993) by the
payment ratc incrcasc of 1.0204 multiplicd by the increasc in rcal case mix of
1.01 which cquals $696.69 and is roundcd to $696.
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3. Computing the Inpatient Hospital and Extended Care Services
Coinsurance Amounts for 1994

The coinsurancc amounts provided for in section 1813 of the Act are defined
as fixed percentages of the inpaticnt hospital deductible for services furnished
in the samc calcndar ycar. Thus, the incrcasc in the deductible generates
incrcascs in the coinsurance amounts. For inpaticnt hospital and cxtended
carc scrvices furnished in 1994, in accordance with the fixed percentages
dcfincd in the law, the daily coinsurance for the 61st through 90th days of
hospitalization in a bencfit period will be $174 (1/4 of the inpaticnt hospital
deductible); the daily coinsurance for lifctime rescrve days will be $348 (1/2
of the inpaticnt hospital deductible); and the daily coinsurance for the 21st
through 100th days of cxtended care scrvices in a skilled nursing facility in a
bencfit period will be $87 (1/8 of the inpaticnt hospital deductible).

4. Cost to Beneficiaries

We cstimatc that in 1994 there will be about 8.8 million deductibles paid at
$696 cach, about 3.3 million days subject to coinsurancc at $174 per day (for
hospital days 61 through 90), about 1.4 million lifctime reserve days subject
to coinsurancc at $348 per day, and about 18 million cxtended care days
subjcct to coinsurancc at $87 per day. Similarly, we estimate that in 1993
there will be about 8.5 million deductibles paid at $676 each, about 3.2 million
days subjcct to coinsurance at $169 per day (for hospital days 61 through 90),
about 1.3 million lifctime reserve days subject to coinsurance at $338 per day,
and about 17 million extended carc days subject to coinsurance at $84.50 per
day. Thercfore, the cstimated total increasc in cost to beneficiaries is about
$590 million (roundcd to the ncarcst $10 million), duc to (1) the increase in
the deductible and coinsurance amounts and (2) the change in the number of
deductibles and daily coinsurance amounts paid.

5. Regulatory Impact Statement

This noticc merely announces amounts requircd by Icgislation. This notice is
not a proposcd rulc or a final rulc issucd aftcr a proposal and does not alter
any rcgulation or policy. Thercforc, we have determined, and the Secretary
certifics, that no analyscs arc requircd under Exccutive Order 12866, the
Rcgulatory Flexibility Act (5 U.S.C. 601 through 612), or section 1102(b) of
the Act.
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Datcd: Scptcmber 2, 1993.

Bruce C. Vladcck,
Administrator,
Hcalth Care Financing Administration

Approved: Scptember 26, 1993,

Donna E. Shalala,
Sccretary
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D. ANNOUNCEMENT OF THE MEDICARE FART A (HOSPITAL
INSURANCE) MONTHLY PREMIUM RATE FOR THE UNINSURED
AGED AND FOR CERTAIN DISABLED INDIVIDUALS WHO HAVE

EXHAUSTED OTHER ENTITLEMENT, FOR CALENDAR YEAR 1994

SUMMARY:  This noticc announccs the hospital insurance premium for
: calcndar ycar 1994 undcr Mcdicarc’s hospital insurance
program (Part A) for thc uninsurcd aged and for certain
disabled individuals who have cxhausted other cntitlement.
Thc monthly Mcdicare Part A premium for the 12 months
beginning January 1, 1994 for these individuals is $245. The
rcduced premium for certain other individuals as described
in this noticc is $184. Scction 1818(d) of the Social Security
Act specifics the mcthod to be uscd to determine these
amounts.

Effcctive Datc: January 1, 1994,

SUPPLEMENTARY INFORMATION:
1. Background

Scction 1818 of the Social Sccurity Act (thc Act) provides for voluntary
cnrollment in the Mcdicarc hospital insurancc program (Mcdicare Part A),
subjcct to payment of a monthly precmium, of ccrtain persons who are age 65
and oldcr, uninsurcd for social sccurity or railroad rctircment benefits and do
not otherwisc mcct the requircments for entitlement to Medicare Part A.
(Pcrsons insurcd under the Social Sceurity or Railroad Retirement Acts need
not pay prcmiums for hospital insurancc.)

Section 1818(d) of thc Act requircs the Scerctary to estimate, on an average
per capita basis, thc amount to bc paid from the Federal Hospital Insurance
Trust Fund for scrvices performcd and for rclated administrative costs
incurrcd in the following ycar with respect to individuals age 65 and over who

'Eixtracted from the notice centitled *Mcdicare Program; Part A Premium for 1994 for the
Uninsured Aged and for Certain Disabled Individuals Who 11ave Exhausted Other Entitlcment,”
which was published in the Federal Register on November 2, 1993 (Vol. 58, No. 210, pp. 58555-
58556).
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will be cntitled to bencfits under Mcdicarc Part A. The Scerctary must then,
during Scptember of cach ycar, determine the monthly actuarial ratc (the per
capita amount cstimatcd above divided by 12) and publish the dollar amount
to be applicable for thc monthly premium in the succceding year. If the
precmium is not a multiple of $1, thc premium is rounded to the nearest
multiplc of $1 (or, il it is a multiple of 50 cents but not of $1, it is rounded to
the next highest $1). The 1993 premium under this mcthod was $221 and was
clfcctive January 1993, (Scc 57 FR 56918; Dccember 1, 1992.)

Scction 1818(d)(2) of the Act requircs the Scerctary to determine and publish,
during Scptember of cach calendar year, the amount of thec monthly premium
for the lollowing calendar ycar [or persons who voluntarily enroll in Medicare
Part A.

Scction 1818A of the Act provides lor voluntary cnrollment in Mcdicarc Part
A, subjcct to payment of a monthly precmium, of ccrtain disabled individuals
who have cxhausted other entitlement. Thesc individuals arc those not now
cntitled but who have been entitled under scction 226(b) of the Act, continue
to have the disabling impairment upon which their cntitlement was based, and
whosc cntitlement endced solely because they had carnings that cxcecded the
substantial gainful activity amount (as dcfincd in scction 223(d)(4) of the Act).

Scction 1818A(d)(2) of the Act specifics that the premium detcrmined under
scction 1818(d)(2) of the Act for the aged will also apply to ccrtain disabled
individuals as described above.

Scction 13508 of thc Omnibus Budgct Reconciliation Act of 1993 (OBRA
1993)(Public Law 103-66, cnacted on August 10, 1993) amcnded section
1818(d) of the Act to providce, beginning in calendar ycar 1994, for a reduction
in thc monthly premium amount for certain voluntary cnrollces. The
reduction applics for individuals who arc not cligible for social security or
railroad rctircment benefits but who:

(1) Had at Icast 30 quartcrs of covcrage under title 11 of the Act;

(2) Were marricd and had been marricd for the previous 1-year period
to an individual who had at Icast 30 quartcrs of coverage;
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(3) Had bcen married (o an individual for at lcast 1 ycar at the time of
the individual’s dcath and the individual had at least 30 quartets of
coverage; or

(4)  Arc divorced from an individual who at the time of the divorce had
at Icast 30 quartcrs of coverage and the marriage lasted at least 10
ycars.

For calendar ycar 1994, scction 1818(d)(4)(A), as addcd by section 13508 of
OBRA 1993 spccilics that thc monthly premium that these individuals will pay
for calcndar ycar 1994 will be cqual to thc monthly premium for aged
voluntary cnrollces reduced by 25 pereent.

2. Premium Amount for 1994

Under the authority of scctions 1818(d)(2) and 1818A(d)(2) of the Act (42
U.S.C. 1395i-2(d)(2) and 1395i-2a(d)(2)), the Scerctary has dctermined that
thc monthly Mcdicarc Part A hospital insurancc prcmium for the uninsured
aged and for ccrtain disablcd individuals who have exhausted other
entiticment for the 12 months beginning January 1, 1994 is $245.

The monthly premium for thosc individuals cntitled to a 25 percent reduction
in the monthly prcmium for the 12-month pcriod beginning January 1, 1994
is $184.

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

As discussed in scction 1 of this noticc, the monthly Medicare Part A
premium for 1994 is cqual to the cstimatcd monthly actuarial rate for 1994
roundcd to the ncarcst multiple of $1. The monthly actuarial rate is defined
to be onc-twelfth of thc avcrage per capita amount that the Secretary
estimatcs will be paid from the Federal Hospital Insurance Trust Fund for
scrvices performed and related administrative costs incurred in 1993 for
individuals age 65 and over who will be entitled to bencfits under the hospital
insurancc program. Thus, thc number of individuals age 65 and over who will
be cntitled to hospital insurance bencfits and the costs incurred on behalf of
thesc beneficiarics must be projected to determine the premium rate.

The principal steps involved in projecting the future costs of the hospital
insurancc program arc (a) cstablishing the present cost of services provided
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to bencficiarics, by type of service, to scrve as a projection base; (b) projecting
incrcascs in payment amounts for cach of the various service typcs; and (c)
projecting incrcascs in administrative costs. Establishing historical Medicare
Part A cnrollment and projecting future enrollment, by type of bencficiary, is
part of this proccss.

Wc have completed all of the above steps, basing our projections for 1994 on
(a) currcnt historical data and (b) projcction assumptions under current law
from thc Midscession Review of the President’s Fiscal Ycar 1994 Budget,
incorporating the provisions of OBRA 1993. It is cstimated that in calendar
ycar 1994, 31.557 million people age 65 and over will be entitled to Mcedicare
Part A bencfits (without premium payment), and that these individuals will,
in 1994, incur $92.843 billion of bencfits for scrvices performed and related
administrative costs. Thus, the cstimated monthly average per capita amount
is $245.17 and the monthly premium is $245. The monthly premium for those
individuals cligible to pay this prcmium rcduccd by 25 percent is $184,

4. Costs to Beneficlaries

The 1994 Mcdicarc Part A precmium is about 11 percent higher than the $221
monthly prcmium amount for the 12-month period beginning January i, 1993.

We cstimate that there will be, in calendar ycar 1994, approximatcly 225,000
cnrollecs who will voluntarily cnroll in Medicarc Part A by paying the full
premium and who do not otherwisc mcct the requircments for cntitlement.
An additional 5,000 cnrollces will be paying the reduced premium. The
cstimatcd ovcrall effect of the changes in the premium will be a cost to these
voluntary enrollees of about $60 million.

5. Regulatory Impact Statement

This noticc mercly announces amounts required by Iegislation. This notice is
not a proposcd rulc or a final rulc issucd after a proposal, and docs not alter
any rcgulation or policy. Thercfore, we have determined, and the Sceretary
certifics, that no analyscs arc required under Exccutive Order 12866, the
Rcgulatory Flexibility Act (5 U.S.C. 601 through 612) or section 1102(b) of the
Act.
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Dated: Scptember 17, 1993,

Brucc Vladeck,
Administrator,
Hcalth Carc Financing Administration

Approved: October 17, 1993,

Donna E. Shalala,
Sccrctary
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E. GLOSSARY

Actuarial balance. Thc diffcrence between the summarized income rate and
thc summarized cost ratc over a given valuation period.

Actuarial deficit. A ncgalivc actuarial balancc.

Administrative expenses. Expenscs incurrcd by the Department of HHS and
thc Department of the Treasury in administering the HI program and the
provisions of thc Intcrnal Revenue Code relating to the collection of
contributions. Such administrativc cxpcnscs, which arc paid from the HI trust
fund, include cxpenditurcs for intermediarics to determine costs of and make
paymcnts to providers as well as salarics and cxpenscs of the HCFA.

Adyvisory Council on Social Security. Under the Social Sccurity Act, an
Advisory Council is appointed cvery 4 years to study and review the financial
status of thc OASDI and Mcdicarc programs. Thc most rccent Advisory
Council was appointed in 1989 and issucd its rcports in 1991. The next
Adpvisory Council is scheduled 1o be named in 1994,

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

Annual balance. The differcnce between the income rate and the cost rate
in a given ycar.

Assets. Trcasury notes and bonds guaranteed by the Federal government and
cash hcld by the trust fund.

Assumptions. Valucs rclating to futurc trends in certain key factors which
affcct the balance in the trust funds. Dcmographic assumptions include
fertility, mortality, nct immigration, marriage, divorce, retircment patterns,
disability incidence and termination rates, and changes in the labor force.
Economic assumptions include uncmployment, average earnings, inflation,
intcrest rates, and productivity. Three sets of cconomic assumptions are
presented in the Trustces Report:
(1) The low cost altcrnative, with relatively rapid cconomic growth, low
inflation, and favorablc (from the standpoint of program financing)
demographic conditions;
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(2) The intcrmediale assumptions represent the Trustees® best esti-
malcs of likcly futurc cconomic and decmographic conditions; and
(3) The high cost alternative, with slow cconomic growth, more rapid
inflation, and financially disadvantagcous demographic conditions.

Sce also "Hospital assumptions.”

Automatic adjustment provisions. The provisions of scction 230 of the Social
Sccurity Act that arc uscd cach ycar (cxccpt when overruled by law) to
incrcasc the annual contribution basc.

Average market yield. A compulation which is madc on all marketable
intcrest-bearing obligations of the United States. It is computed on the basis
of market quotations as of thc end of the calendar month next preceding the
datc of such issuc.

Baby boom. Thc pcriod from the end of World War 11 through the mid-1960s
markcd by unusually high birth ralcs.

Base estimate. Thc updatcd cstimatc of the most rceent historical year.

Beneficiary. A pcrson cnrolled in the HI program. Scc also "Aged enrollee”
and "Disabled cnrollce.”

Benefit payments. Thc amounts disbursed for covered services after the
dcductiblc and coinsurancc amounts have been deducted.

Benefit period. An altcrnatec name for "spell of illncss."

Board of Trustees. A Board cstablishcd by the Social Security Act to oversee
the financial opcrations of thc Fedcral Hospital Insurance Trust Fund. The
Board is composcd of five members, three of whom serve automatically by
virtuc of their positions in the Fedcral government: the Secrctary of the
Treasury, the Scerctary of Labor, and the Scerctary of Health and Human
Scrvices. The other two members arc appointed by the President as public
representalives: Stanford GG. Ross and David M. Walker are currently serving
four-ycar tcrms that bcgan on October 2, 1990. Thce Administrator of the
HCFA scrves as Scercetary of the Board of Trustcecs.

Bond. A ccrtificatc of owncrship of a spccificd portion of a debt duc by the
Fedceral government to holders, bearing a fixed rate of interest.
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Callable. Subjcct to redemption upon notice, such as a bond.

Case mix index. The avcrage DRG rclative weight for all the Medicare
admissions.

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

Certificate of indebtedness. A short-tcrm certificate of ownership of 12
months or l¢ss of a specificd portion of a debt duc by the Federal government
to individual holdcrs, bearing a fixed rate of interest.

Coinsurance. Scc “Hospital coinsurance” and "SNF coinsurance.”

Consumer Price Index (CPI). A mcasurc of thc avcrage change in prices
over timce in a fixed group of goods and scrvices. In this report, all references
to the CPI rclate to the Consumer Price Index for Urban Wage Earners and
Clerical Workers (CPI-W).

Contribution base.  Annual dollar amount abovc which carnings in
cmployment covered under the HI program arc not taxable. Beginning in
1994, (he contribution basc is climinatcd under HI.

Contribution rate. Thc pereentage of taxable carnings, up to the contribution
basc, that is paid for thc HI tax. Currcntly, the percentages are 1.45 for
cmployces and cmployers, cach. The sclf-cmploycd pay 2.9 percent.

Contributions. Scc "Nct contributions.”

Cost rate. Thc ratio of the cost (or outgo, cxpenditurcs, or disbursements)
of the program on an incurrcd basis during a given ycar (o the taxable payroll
for the yecar. In this context, the outgo is defined to exclude bencfit payments,
and administrative costs for certain uninsurcd persons, for whom payments are
rcimburscd from the gencral fund of the Treasury, and for voluntary enrollees,
who pay a premium in order to be cnrolled.

Covered earnings. Earnings in cmployment covercd by the HI program.
Covered employment. All cmployment and sclf-cmployment creditable for
Social Sccurity purposcs. Almost cvery kind of employment and

sclf-cmployment is covered under the program. In a few employment
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situations, for cxample, rcligious orders under a vow of poverty, foreign
affiliatcs of Amcrican cmployers, or Statc and local govcrnments, coverage
must be clected by the employer. However, cffective July 1991, coverage is
mandatory for Statc and local cmployces who arc not participating in a public
cmployce rctircment systcm.  All new State and local employecs have been
covered since April 1986. In a few situations, for cxample, ministcrs or
sclf-cmploycd members of ccrtain religious groups, workers can opt out of
coverage. Covered cmployment for HI includes all Federal employees
(whcrcas covered employment for OASDI includes some, but not all, Federal
cmployccs).

Covered services. Scrvices for which HI pays, as dcfined and limited by
statutc, Covered scrvices arc provided by hospitals (inpaticnt care), skilled
nursing facilitics, homc hcalth agencics, and hospiccs.

Covered worker. A pcrson who has carnings creditable for Social Security
purposcs on the basis of scrvices for wagcs in covered cmployment and/or on
the basis of incomc from covered sclf-cmployment. The number of HI
covered workers is slightly larger than the numbcer of OASDI covered workers
becausc of different coverage status for Federal cmployment. Sce "Covered
cmployment.”

Deductible. Scc "Inpaticnt hospital deductiblc.”
Deemed wage credit. Scc "Non-contributory or decmed wage credits.”
Demographic assumptions. Scc "Assumplions.”

Diagnosis-related groups (DRGs). A classification systcm that groups
paticnts according to diagnosis, type of trcatment, age, and other rclevant
critcria. Undcr the prospective payment system, hospitals are paid a set fee
for trcating paticnts in a singlc DRG catcgory, rcgardlcess of the actual cost
of care for thc individual.

Disability. For Social Sccurity purposcs, the inability to engagc in substantial
gainful activity by rcason of any mcdically dctcrminablc physical or mental
impairment that can be cxpected to result in death or to last for a continuous
period of not lcss than 12 months. Special rules apply for workers age 55 or
oldcr whosc disability is bascd on blindncss. The law generally requires that
a person be disabled continuously for 5 months before he or she can qualify
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for a disabled-worker cash bencfit. An additional 24 months is necessary to
qualify for benefits under Medicarc.

Disability Insurance (DI). Scc "Old-Agc, Survivors, and Disability Insurance
(OASDI)."

Disabled enrollee. An individual under agc 65 who has been entitled to
disability benefits undcer Title 11 of the Social Sccurity Act or the railroad
rctircment system for at Icast 2 ycars and who is cnrolled in the HI program.

DRG Coding. Thc DRG catcgorics used by hospitals on discharge billing,
Scc also "Diagnosis-relatcd groups (DRGs)."

Earnings. Unlcss othcrwisc qualificd, all wages from employment and net
carnings from sclf-cmploymcent, whether or not taxable or covercd.

Economic assumptions. Scc "Assumptions.”
End-stage renai disease (ESRD). Permanent kidncy failure.

Excess wages. Wagcs in cxcess of the contribution basc on which a worker
initially pays taxcs (usually as a rcsult of working for more than one employer
during a ycar). Employce taxcs on cxcess wages arc refunded to affected
cmployccs, whilc the cmploycr taxes arc not refundced.

Extended care services. In thc context of this report, an altcrnate name for
"skillcd nursing facility scrvices.”

Federal Insurance Contributions Act (FICA). Provision authorizing taxes on
the wages of employed persons to provide for the OASDI and HI programs.
The tax is paid in cqual amounts by covcred workers and their employers.

Financial interchange. Provisions of thc Railroad Rctircment Act providing
for transfcrs between the trust funds and the Social Security Equivalent
Benefit Account of the Railroad Retircment program in order to place each
trust fund in thc same position as if railroad cmployment had always been
covered under Social Sceurity.

Flscal year (FY). Thc accounting ycar of thc United States Government.
Sincc 1976, cach fiscal ycar has begun October 1 of the prior calendar year
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and cnded the following Scptember 30. For cxample, fiscal ycar 1994 began
October 1, 1993 and will end Scptember 30, 1994,

Fixed capital assets. Thc nct worth of facilitics and other resources.

General fund of the Treasury. Funds hcld by the Trcasury of the United
Statcs, other than revenuc collected for a specific purpose (such as HI) and
maintaincd in a scparatc account for that purpose. The majority of this fund
is derived from individual and busincss income taxcs.

General revenue. Incomc to thc HI trust fund from the gencral fund of the
Trcasury. Only a very small pereentage of total HI trust fund income each
yecar is attributable to gencral revenuce.,

Gramm-Rudman-Hollings Act. The Balanced Budgcet and Emergency Deficit
Control Act of 1985.

Gross Domestic Product (GDP). The total dollar valuc of all goods and
scrvices produced in a year in the United Statcs, regardless of who supplies
the labor or property.

High cost alternative. Scc "Assumptions."

Home health agency (HHA). A public agency or privatc organization which
is primarily cngaged in providing skilled nursing scrviccs, other therapeutic
scrvices, such as physical, occupational, or spcech therapy, and home health
aidc scrviccs, in the home.

vHospice. A provider of carc for the terminally ill; delivered services generally
includc home hcalth carc, nursing carc, physician scrvices, medical supplies,
and short-tcrm inpaticnt hospital carc.

Hospital assumptions. Thesc include diffcrentials between hospital labor and
non-labor indiccs comparced to gencral economy labor and non-labor indices,
rates of admission incidence, the trend toward treating less complicated cases
in outpaticnt scttings, and continucd improvement in DRG coding, etc.

Hospital coinsurance. For thec 61st through 90th day of hospitalization in a
bencfit period, a daily amount for which the bencficiary is responsible, equal
to onc-fourth of the inpaticnt hospital deductible; for lifetime reserve days, a
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daily amount for which the beneficiary is responsible, equal to one-half of the
indpaticnt hospital deductible (scc "Lifctime reserve days”).

Hospital input price index. An altcrnatc name for "hospital market basket.”

Hospitai Insurance (HI). Thc Mcdicarc program which pays for specified
inpaticnt hospital scrvices, posthospital skilled nursing care, home health
scrvices, and hospice carc for aged and disabled individuals who meet the
cligibility requircments. Also known as Mcdicare Part A.

Hospital market basket. Thc cost of the mix of goods and services (including
personnel costs but cxcluding nonopcrating costs) comprising routine,
ancillary, and spccial carc unit inpaticnt hospital scrvices.

Incurred basis. Thc costs bascd on when the service was performed rather
than when the payment was made.

Inpatient hospital deductible. An amount of moncy which is deducted from
thc amount payablc by Mcdicarc Part A for inpatient hospital services
furnished to a bencficiary during a spcll of illness.

Inpatient hospital services. Thesc services include bed and board, nursing
scrvices, diagnostic or therapeutic scrvices, and medical or surgical services.

Interest. A payment for the usc of moncy during a specificd period.

Interfund borrowing. The borrowing of asscts by a trust fund (OASI, DI, HI
or SMI) from anothcer of the trust funds when onc of the funds is in danger
of cxhaustion.

Intermediary. A privalc or public organization, undcr contract to the HCFA,
to determinc costs of and make payments to providers for HI and certain SMI
scrvices.

Intermediate assumptions. Scc "Assumplions.”
Lifetime reserve days. Undcr HI, there arc 60 lifctime reserve days per
bencficiary which thc bencficiary may opt to usc when regular inpatient

hospital bencfits arc cxhaustcd. The bencficiary pays one-half of the inpatient
hospital deductible for cach lifetime reserve day used.
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Long-range. Thc ncxt 75 ycars.

Low cost alternative. Scc "Assumptions.”

Market basket. Scc "hospital market baskct.”

Maximum taxable amount of annual earnings. Scc "Contribution base."

Medicare. A nationwidc, fcdcrally administcred hcalth insurance program
authorized in 1965 to cover the cost of hospitalization, medical care, and some
rclated scrvices for most people over age 65. In 1972 coverage was extended
to pcoplc recciving Social Sccurity Disability Insurance payments for 2 years,
and pcople with ESRD. Mcdicarc consists of two separate but coordinated
programs -- Part A (Hospital Insurance, HI) and Part B (Supplementary
Mcdical Insurance, SMI). Almost all persons aged 65 and over or disabled
cntitled to HI arc cligiblc to cnroll in the SMI program on a voluntary basis
by paying a monthly premium. Hcalth insurancc protection is available to
Mcdicare beneficiarics without regard to income.

Military service wage credits. Credits rccognizing that military personnel
reccive other cash payments and wages in kind (such as food and shelter) in
addition to thcir basic pay. Noncontributory wage credits of $160 are
provided for cach month of active military scrvice from September 16, 1940,
through Dcecember 31, 1956. For years after 1956, the basic pay of military
personnel is covered under the Social Sceurity program on a contributory
basis. Noncontributory wage credits of $300 for cach calendar quarter in
which a person reccives pay for military service from January 1957 through
Dccember 1977 are granted in addition to contributory credits for basic pay.
Dcemed wage credits of $100 are granted for cach $300 of military wages in
ycars after 1977. (Thc maximum credits allowed in any calendar year are
$1,200.) (Scc also "Quinqucnnial military scrvice determinations and
adjustments.")

Modified average-cost method. Under this system of calculating summary
mcasures, the actuarial balance is defined as the difference between the
arithmctic mcans of the annual cost rates and the annual income rates, with
an adjustment included to account for the offscts to cost that are due to (1)
the starting trust fund balance and (2) interest carned on the trust fund.

Net contributions. The appropriation of cmployment taxes, less refunds of
cmployment taxcs, and deposits arising from Statc agreements.
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Non-contributory or deemed wage credits. Wagcs and wages in kind that
were not subjcct to the HI tax but that arc deemed as having been. This is
done for the purposcs of (1) determining HI program eligibility for individuals
who might not be cligiblc for HI coverage without payment of premium were
it not for the deemed wage credits and (2) calculating reimbursement due the
HI trust fund from the gencral fund of the Treasury. The first purpose
applics in the casc of providing coverage to persons during the transitional
periods when the HI program began and when it was expanded to cover
Fedceral cmployccs; both purposcs apply in the cascs of military service wage
credits (sce "Military scrvicc wage credits” and "Quinquennial military service
dcterminations and adjustments™) and decmed wage credits granted for the
internment of pcrsons of Japancse ancestry during World War 11.

Old-Age, Survivors, and Disability Insurance (OASDI). The Social Security
programs which pay for (1) monthly cash bencfits to retired-worker (old-age)
beneficiarics and their spouscs and children and to survivors of deceased
insurcd workers (OASI) and (2) monthly cash benefits to disabled-worker
beneficiarics and their spouscs and children and for providing rehabilitation
scrvices to the disabled (DI).

Part A. Thc Mcdicarc Hospital Insurancc program.

Part A premium. A monthly prcmium paid by individuals who wish for and
arc entitled to voluntary cnrollment in the Mcdicare HI program. These
individuals arc thosc who arc agc 65 and oldcr who are uninsured for social
sccurity or railroad rctircment and do not otherwise meet the requirements
for catiticment to Part A. In addition, disablcd individuals who have
cxhausted other cntitlement arce qualified. Thesc individuals are those not
now cntitled but who have becn cntitled under section 226(b) of the Act,
continuc to have the disabling impairment upon which their entitlcment was
bascd, and whosc cntitlement cnded solcly because the individuals had
carnings that cxceeded the substantial gainful activity amount (as defined in
scction 223(d)(4) of the Act).

Part B. The Mcdicare Supplementary Mcdical Insurance program.

Participating hospitals. Thosc hospitals who participate in the Medicare
program,

Pay-as-you-go financing. A financing schcmc where taxes are scheduled to
producc just as much incomc as rcquircd to pay currcnt benefits, with trust
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fund asscts built up only to the cxtent ncceded to prevent exhaustion of the
fund by random cconomic fluctuations.

Payroll taxes. Taxcs lcvied on the gross wagces of workers.

Peer Review Organization (PRO). A group of practicing physicians and other
hcalth carc professionals, paid by the fedcral government, to revicw the care
given to Mcdicarc paticnts.

Present value. Thc present valuc of a future strcam of payments is the
lump-sum amount that, if invcstced today, together with intcrest earnings would
be just enough to mcet each of thc payments as they fell due. At the time of
the last payment, the invested fund would be exactly zero.

Professional Standards Review Organization (PSRO). The predecessor of
the Pccr Review Organization,

Projection error. Dcgrce of variation between estimated and actual amounts.

Prospective Payment Assessment Commission (ProPAC). A commission
establishcd by thc Social Sccurity Amcndments of 1983 to review and
recommend the appropriate percentage changes which should be cffected for
payments for inpaticnt hospital discharges cach fiscal year beginning with
fiscal ycar 1986. Furthcrmore, thc ProPAC is cxpected to study and make
rccommcendations rcgarding cxisting rcimburscment policy for each fiscal year.

Prospective payment system (PPS). A mcthod of rcimbursement for hospitals
which was implcmented cffective with hospital cost reporting periods
beginning on or after October 1, 1983. Undcr this system, Medicare payment
is madc at a predctermincd, speciflic rate for cach discharge. All discharges
arc classificd according to a list of diagnosis-rclated groups (DRGs).

Provider. Any organization, institution, or individual who provides health care
scrvices to Mcdicarc benceficiarics. Hospitals (inpatient services), skilled
nursing facilitics, homc hcalth agencics, and hospices are the providers of
scrvices covercd under Mcdicarc Part A.

Proxy. An index of known valucs that likcly approximatcs an index for which
valucs arc unavailable. The proxy is uscd as a "stand-in" for the unavailable
index.
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Quinquennial military service determination and adjustments. Prior to the
Social Sccurity Amcndments of 1983, quinqucnnial determinations (i.e.,
estimatcs madc once every 5 years) were made of the costs arising from the
granting of dccmcd wage credits for military scrvice prior to 1957; annual
rcimburscmcents were made from the general fund of the Treasury to the HI
trust fund for thesc costs. The Social Sccurity Amendments of 1983 provided
for (1) a lump-sum transfer in 1983 for (a) the costs arising from the pre-1957
wage credits and (b) the HI taxcs on the decmed wage credits for military
scrvice for 1966 through 1983, inclusive; (2) quinqucnnial adjustments to the
prc-1957 portion of the 1983 lump-sum transfer; (3) HI taxes on military
deemed wage credits for 1984 and later to be credited to the fund on July 1
of cach ycar; and (4) adjustments as decmed nccessary to any previously
transfcrred amounts representing HI taxes on military decemed wage credits.

Railroad retirement. A fcdcral insurance program similar to Social Security
designed for workers in the railroad industry. The provisions of the Railroad
Retircment Act provide for a system of coordination and financial interchange
between the Railroad Retirecment program and the Social Security program.

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

Reasonable cost basis. Thc calculation to dctcrmine the reasonable cost
incurrcd by individual providers when furnishing covered scrvices to
beneficiarics. The rcasonable cost is bascd on the actual cost of providing
such services, including dircct and indirect costs of providers, and excluding
any costs which arc unnccessary in the cfficient delivery of services covered
by a hcalth insurance program.

Self-employment. Opcration of a tradc or busincss by an individual or by a
partncrship in which an individual is a member.

Self-Employment Contributlons Act (SECA). Provision authorizing taxes on
the net income of most sclf-cmployed persons to provide for the OASDI and
HI programs.

Sequester. Thc rcduction of funds to be uscd for benefits or administrative

costs from a Federal account bascd on the rcquirements specified in the
Gramm-Rudmann-Hollings Act.
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Short-range. Thc ncxt 10 ycars.

Skilled nursing facility (SNF). An institution which is primarily engaged in
providing skilled nursing carc and rclated scrvices for residents who require
mecdical or nursing carc, or cngaged in rchabilitation of injurcd, disabled, or
sick persons.

SNF coinsurance. For the 21st through 100th day of extended care services
in a bencefit period, a daily amount for which the beneficiary is responsible,
cqual to 1/8 of the inpaticnt hospital deductible,

Social Security Act. Public Law 74-271, cnactcd August 14, 1935, with
subscquent amendments. The Social Sceurity Act consists of 20 titles, of which
four have been repealed. The HI and SMI programs arc authorized by Title
XVIII of the Social Sccurity Act.

Special public-debt obligation. Sccuritics of the United States Government
issucd cxclusively to the OASI, DI, HI, and SMI trust funds and othcr Federal
trust funds. Scction 1817(c) of the Social Sccurity Act provides that the
public-dcbt obligations issucd for purchasc by the HI trust fund shall have
maturitics fixed with duc rcgard for the necds of the funds. The usual
practicc in the past has becn to sprcad the holdings of special issues, as of
cach Junc 30, so that thc amounts maturing in cach of the next 15 years are
approximatcly cqual. Spccial public-dcbt obligations are redeemable at par
at any time.

Spell of illness. A pcriod of consccutive days beginning with the first day on
which a bencficiary is furnished inpaticnt hospital or extended care services
and cnding with the closc of the first period of 60 consecutive days thereafter
in which the bencficiary is in ncither a hospital or skilled nursing facility.

Summarized cost rate. The ratio of the present value of expenditures to the
prescent valuc of the taxable payroll for the years in a given period. In this
context, the cxpenditures arc on an incurred basis and exclude costs for
certain uninsurcd persons, for whom payments arc rcimbursed from the
general fund of the Treasury, and for voluntary cnrollces, who pay a premium
in order to be cnrolled. The summarized cost rate includes the cost of
rcaching and maintaining a "target” trust fund level, or contingency fund ratio.
Bcecausc a trust fund level of about one ycar’s cxpenditures is considered to
be an adcquate rescrve for unforcscen contingencics, the targeted contingency
fund ratio uscd in determining summarized cost ratcs is 100 percent of annual
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cxpenditurcs. Accordingly, the summarized cost ratc is equal to the ratio of
(a) thc sum of the present value of the outgo during the period plus the
present valuc of the targeted cnding trust fund Icvel plus the beginning trust
fund level, to (b) the prescnt valuc of the taxable payroll during the period.

Summarized income rate. Thc ratio of (a) thc present value of the tax
revenucs incurrcd during a given period (from both payroll taxes and taxation
of OASDI benclits) to (b) the present valuc of the taxable payroll for the
years in the pcriod.

Supplementary Medical Insurance (SMI). Thec Mcdicare program which pays
for a portion of the costs of physician’s services, outpaticnt hospital scrvices,
and other rclatcd mcdical and health scrvices for voluntarily enrolled aged and
disablcd individuals. Also known as Medicare Part B,

Taxable earnings. Taxablc wages and/or sell-cmployment income under the
prevailing annual maximum taxablc limit.

Taxable payroll. A wcighted avcrage of taxable wages and taxable
sclf-cmployment  income. When  multiplicd by the combined
cmployce-cmployer tax ratc, it yiclds the total amount of taxes incurred by
cmployccs, cmploycrs, and the sclf-cmployed for work during the period.

Taxable self-employment income. Nct earnings from self-employment,
gencrally above $400 and below the annual maximum taxable amount for a
calendar or othcr taxablc ycar, lcss any taxablec wages in the same taxable
ycar.

Taxable wages. Wagcs paid for scrvices rendered in covered employment up
to the annual maximum taxablc amount. In somc cascs, wages must also be
above a specificd amount to be taxed and credited (for cxample, $50 or more
in a calendar quarter from onc cmployer for domestic employment, $100 or
more in a calendar ycar for cmployment in a nonprofit organization or for
scrvices not in the course of an cmployer’s tradc or business).

Taxation of benefits. Bcginning in 1994, up to 85 percent of an individual’s
or a couplc’s QOASDI bencfits arc potentially subject to Federal income
taxation under ccriain circumstances. The revenue derived from taxation of
bencfits in excess of S0 percent, up to 85 percen, is allocated to the HI trust
fund.
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Taxes. Scc "Contributions.”

Test of Actuariai Status. The overall test of actuarial status for the HI
program, which includcs a tcst of Short-Range Financial Adequacy, and a test
of Long-Rangc Closc Actuarial Balance.

Test of Long-Range Close Actuarial Balance. Summarized income rates and
cost ratcs arc calculated for cach of the 65 valuation periods in the full 75-
year long-range projcction period. The first of these periods consists of the
next 11 years. Each succeeding period becomes longer by 1 year, culminating
with the period consisting of the next 75 ycars. The long-range test is met if,
for cach of the 65 time periods, the actuarial balance is not less than zero or
is ncgative by, at most, a specificd pereentage of the summarized cost rate for
the samc time period. The pereentage allowed for a negative actuarial
balancc is 5 percent for the full 75-ycar period and is reduced uniformly for
shorter periods, approaching zcro as the duration of the time periods
approaches the first 10 ycars. The critcrion for meeting the test is less
stringent for the longer periods in recognition of the greater uncertainty
associatcd with cstimates for more distant years.

Test of Short-Range Financial Adequacy. The conditions required to meet
this test are as follows: If the trust fund ratio for a fund cxceeds 100 percent
at the beginning of the projection period, then it must be projected to remain
at or above 100 percent throughout the 10-ycar projection period;
altcrnatively, if the fund ratio is initially lcss than 100 percent, it must be
projected to rcach a level of at least 100 percent within 5 years (and not be
depleted at any time during this period) and then remain at or above 100
percent throughout the remainder of the 10-year period. This test is applied
to trust fund projcctions made undcer the intermediate estimate assumptions.

Trust fund. Scparatc accounts in the United States Trecasury mandated by
Congress whosc assctls may only be used for a specificd purpose. For the HI
trust fund, monics not withdrawn for currcnt benefit payments and
administrative cxpenses arc invested in interest-bearing Federal securities, as
rcquircd by law; the interest carned is also deposited in the trust fund.

Trust fund ratio. A short-rangc mcasure of the adequacy of the trust fund
level; defined as the asscts at the beginning of the year expressed as a
percentage of the outgo during the year.
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Unit input intensity allowance. The amount addcd to or subtracted from the
hospital input pricc indcx to yicld thc PPS updatc factor.

Valuation period. A pcriod of ycars which is considered as a unit for
purposcs of calculating thc status of a trust fund.

Voluntary enrollee. Ccrtain individuals aged 65 or older or disabled, who are
not othcrwisc cntitlcd to Mcdicarc who opt to obtain coverage under Part A
by paying a monthly premium.

Year of exhaustion. The first ycar in which a trust fund is unable to pay
benefits when due because the asscts of the fund arc exhausted.
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F. STATEMENT OF ACTUARIAL OPINION

It is my opinion that (1) thc mcthodology uscd herein is based upon sound
principles of actuarial practicc and (2) the assumptions uscd and the resulting
cost cstimatcs arc rcasonablc for cvaluating the actuarial and financial status
of thec Fedcral Hospital Insurance Trust Fund, taking into account the
cxpericnce and cxpcectations of the program.

In my opinion, it would bec preferable to usc thc modified average cost
mcthod rather than the present-valuc method to summarize the projections
of thc HI program. In addition, I have somc toncern regarding the real
carnings assumptions choscn by the Board of Trustecs in view of the real
carnings growth ratcs of the last 25 ycars. As a result, Appendix I11L.A has
been included in the report to provide supplecmental information which may
be of intcrest to readcers of the report.

ol 7y

Roland E. King

Fcllow of the Society of Actuaries

Mcmbcr of thc Amcrican Acadcmy of Actuaries
Chicf Actuary,

Hcalth Carc Financing Administration
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