A MESSAGE TO THE PUBLIC:

Each year the Trustees of the Social Security and Medicare trust funds
report on the current and projected financial status of the two programs.
This message summarizes our 2010 Annual Reports.

The outlook for Medicare has improved substantially because of program
changes made in the Patient Protection and Affordable Care Act as
amended by the Health Care and Education Reconciliation Act of 2010
(the “ Affordable Care Act” or ACA). Despite lower near-term revenues
resulting from the economic recession, the Hospital Insurance (HI) Trust
Fund is now expected to remain solvent until 2029, 12 years longer than
was projected last year, and the 75-year HI financial shortfall has been
reduced to 0.66 percent of taxable payroll from 3.88 percent in last year’s
report. Nearly all of thisimprovement in HI financesis due to the ACA.
The ACA is also expected to substantially reduce costs for the Medicare
Supplementary Medical Insurance (SMI) program; projected program
costs as a share of GDP over the next 75 years are down 23 percent rela-
tive to the costs projected for the 2009 report.

Much of the projected improvement in Medicare finances is due to a pro-
vision of the ACA that reduces payment updates for most Medicare goods
and services other than physicians' services and drugs by measured total
economy multifactor productivity growth, which is projected to increase
at a 1.1 percent annual rate on average. Thisprovision is premised on the
assumption that productivity growth in the health care sector can match
that in the economy overall, rather than lag behind as has been the case
in the past. Thisreport notes that achieving this objective for long periods
of time may prove difficult, and will probably require that payment and
health care delivery systems be made more efficient than they are cur-
rently. To facilitate this outcome, the ACA establishes a broad program of
research on innovative new delivery and payment models to improve the
quality and cost-effectiveness of health care for Medicare—and, by exten-
sion, for the nation as a whole. The improvement in Medicare’s finances
projected in this report highlights the importance of making every effort
to make sure that ACA is successfully implemented. If health care effi-
ciency cannot be substantially improved through productivity gains or
other measures, then over time the statutory Medicare payment rates
would become inadequate. In that situation, the payment update reduc-



tions might be suspended, in which case actual long-range costs would be
larger than those projected under current law.

While the financial outlook for Medicare in this year’s report is substan-
tially improved relative to last year, further reformswill be needed. It is
expected that the HI Trust Fund balance will fall below one year’s pro-
jected expenditure beginning in 2012, which means the test for short-
range financial adeguacy isnot met. And it is projected that SMI will con-
tinue to put increasing pressure on the federal budget and beneficiariesin
the years ahead, though to a much lesser extent than was projected last
year prior to the ACA. Over the next 75 years, SMI costs are expected to
average 3.3 percent of GDP, which is 1.4 percentage points higher than
the SMII cost share of GDP in 2009.

The financial outlook for Social Security islittle changed from last year.
The short term outlook is worsened by a deeper recession than was pro-
jected last year, but the overall 75-year outlook is neverthel ess somewhat
improved primarily because a provision of the ACA is expected to cause a
higher share of labor compensation to be paid in the form of wages that
are subject to the Social Security payroll tax than would occur in the
absence of the legidation. The Disability Insurance (DI) Trust Fund,
however, is now projected to become exhausted in 2018, two years earlier
than in last year s report. Thus, changes to improve the financial status of
the DI program are needed soon.

Social Security expenditures are expected to exceed tax receipts this year
for the first time since 1983. The projected deficit of $41 billion this year
(excluding interest income) is attributable to the recession and to an
expected $25 billion downward adjustment to 2010 income that corrects
for excess payroll tax revenue credited to the trust fundsin earlier years.
This deficit is expected to shrink substantially for 2011 and to return to
small surpluses for years 2012-2014 due to the improving economy. After
2014 deficits are expected to grow rapidly as the baby boom generation’s
retirement causes the number of beneficiariesto grow substantially more
rapidly than the number of covered workers. The annual deficits will be
made up by redeeming trust fund assets in amounts |ess than interest
earnings through 2024, and then by redeeming trust fund assets until
reserves are exhausted in 2037, at which point tax income would be suffi-
cient to pay about 75 percent of scheduled benefits through 2084. The



projected exhaustion date for the combined OAS and DI Trust Fundsis
unchanged from last year’s report.

The long-run financial challenges facing Social Security and those that
remain for Medicare should be addressed soon. If action is taken sooner
rather than later, more options will be available, and more time will be
available to phase in changes so that those affected have adegquate time to

prepare.
Medicare

The projected 75-year actuarial deficit in the Hospital Insurance (HI)
Trust Fund is 0.66 percent of taxable payroll, down substantially from
3.88 percent projected in last year’s report. The HI fund still fails the test
of short-range financial adequacy, as projected annual assets drop below
projected annual expenditures within 10 years—by 2012. The fund also
continues to fail the long range test of close actuarial balance. The pro-
jected date of HI Trust Fund exhaustion is 2029, 12 years later than in
last year's report, at which time dedicated revenues would be sufficient to
pay 85 percent of HI costs. The share of HI expenditures that can be
financed with HI dedicated revenues is projected to decline slowly to 76
percent in 2045 and then to rise slowly, reaching 89 percent in 2084. Over
75 years, HI's estimated actuarial imbalanceis 23 percent as large as
payroll taxes, and 16 percent as large as program outlays.

Part B of Supplementary Medical Insurance (SMI), which pays for doc-
tors billsand other outpatient expenses, and Part D, which pays for
access to prescription drug coverage, are both projected to remain ade-
guately financed into the indefinite future because current law automati-
cally provides financing each year to meet the next year’s expected costs.
However, the aging population will result in SMI costs growing rapidly
from 1.9 percent of GDP in 2009 to 3.5 percent of GDP in 2040; about
three-quarters of these costs will be financed from general revenues and
about one-quarter from premiums paid by beneficiaries. Relatively small
amounts of SMI financing are received from special payments by Sates
and from fees on manufacturers and importers of brand-name prescrip-
tion drugs.

Asoccurred in 2010, it is expected that about one quarter of Part B
enrollees will be subject to unusually large premium increases next year.



This occurs because premium rates are set so that total premiums finance
a specific share of Part B costs, and it is projected that the other three-
quarters of Part B enrollees will not be subject to a premium increase in
2011 dueto an expected zero Social Security benefit COLA in December
2010. A* hold-harmless’ provision of current law limits those individu-
als' premium increases to the increase in their Social Security benefits.

Social Security

The annual cost of Social Security benefits represented 4.8 percent of
GDP in 2009 and is projected to increase gradually to 6.1 percent of
GDP in 2035 and then decline to about 5.9 percent of GDP by 2050 and
remain at about that level. The projected 75-year actuarial deficit for the
combined Old-Age and Survivors Insurance and Disability Insurance
(OAS and DI) Trust Fundsis 1.92 percent of taxable payroll, down from
2.00 percent projected in last year’s report.

The 0.08 percentage point reduction in the actuarial deficit reflectsa 0.06
percentage point increase due to the change in the valuation date to 2010
and the inclusion of an additional year, 2084, in the projections, a 0.14
percentage point reduction due the ACA's effect on the share of labor
compensation that is subject to OASDI taxes, and other changes that net
to zero. Although the combined OASDI program passes the short-range
test of financial adequacy, the DI program does not; DI costs have
exceeded tax revenue since 2005, and trust fund exhaustion is projected
for 2018, two years earlier than was projected last year. In addition,
OASDI continuesto fail the long-range test of close actuarial balance.
Projected OASDI tax income will be sufficient to finance about 75 percent
of scheduled annual benefitsin 2037 through 2084 after the combined
OAS and DI Trust Funds are projected to be exhausted. Over 75 years,
Social Security's actuarial imbalance is 15 percent as large as payroll
taxes, and 12 percent as large as program outlays.

Conclusion

The ACA makes significant progress toward making Medicare financially
viable. But whileit is projected that the Medicare HI Trust Fund is ade-
guately financed until 2029, and the Social Security OAS and DI Trust
Funds are adequately financed until 2040 and 2018, respectively, the sig-
nificant longer termfinancial imbal ances of the programs still need to be



addressed. The sooner action is taken to address the long-run financial
imbalances, the more reform options will be available, and the more time
there will be to phasein changes so that those affected will have adequate
time to prepare.

By the Trustees:

Timothy F. Geithner, Hilda L. Solis,
Secretary of the Treasury;, Secretary of Labor,
and Managing Trustee and Trustee
Kathleen Sebelius, Michael J. Astrue,
Secretary of Health Commissioner of
and Human Services, Social Security,

and Trustee and Trustee






A SUMMARY OF THE 2010 ANNUAL SOCIAL SECURITY
AND MEDICARE TRUST FUND REPORTS

Who Arethe Trustees? There are six Trustees, four of whom serve by
virtue of their positionsin the Federal Government: the Secretary of the
Treasury, the Secretary of Labor, the Secretary of Health and Human Ser-
vices, and the Commissioner of Social Security. The other two Trustees
are public representatives appointed by the President, subject to confirma-
tion by the Senate. The two Public Trustee positions are currently vacant.

What Arethe Trust Funds? Congress established the trust fundsin the
U.S. Treasury to account for all program income and disbursements.
Social Security and Medicare taxes, premiums, and other income are
credited to the funds. Disbursements from the funds can be made only to
pay benefits and program administrative costs. All excess funds must be
invested in interest-bearing securities backed by the full faith and credit of
the United States.

The Department of the Treasury currently invests all program revenuesin
specia non-marketable securities of the U.S. Government on which a
market rate of interest is credited. The trust funds represent the accumu-
lated value, including interest, of al prior program annual surpluses and
deficits, and provide automatic authority to pay benefits.

There are four separate trust funds. For Social Security, the Old-Age and
Survivors Insurance (OASI) Trust Fund pays retirement and survivors
benefits, and the Disability Insurance (DI) Trust Fund pays disability ben-
efits. (The two trust funds are often considered on a combined basis des-
ignated OASDI.) For Medicare, the Hospital Insurance (HI) Trust Fund
pays for inpatient hospital and related care. The Supplementary Medical
Insurance (SMI) Trust Fund comprises two separate accounts: Part B,
which pays for physician and outpatient services, and Part D, which cov-
ers the prescription drug benefit.

What Werethe Trust Fund Resultsin 20097 In December 2009,

42.8 million people received OASI benefits, 9.7 million received DI ben-
efits, and 46.3 million were covered under Medicare. Trust fund opera-
tions, in billions of dollars, are shown below (totals may not add due to
rounding). The OASI and SMI Trust Funds showed net increasesin assets
in 2009; DI and HI Trust Fund assets declined.

OASI DI HI SMI
Assets(endof 2008) ............... $2,202.9 $215.8 $321.3 $60.3
Incomeduring2009................ 698.2 109.3 225.4 282.8
Outgoduring2009................. 564.3 121.5 2425 266.5
Netincreaseinassets........... 133.9 -12.2 -17.1 16.3
Assets(endof 2009) ............... 2,336.8 2035 304.2 76.6



How Hasthe Financial Outlook for Social Security and Medicare
Changed Since Last Year? Under the intermediate assumptions, the
combined OASDI Trust Funds have a projected 75-year actuarial deficit
equal to 1.92 percent of taxable payroll, 0.08 percentage point smaller
than last year’s estimate. The main reason for the smaller deficit isthe
anticipated effect on the rate of growth in the average wage level of the
Patient Protection and Affordable Care Act, as amended by the Health
Care and Education Reconciliation Act of 2010. Thislegidlation, referred
to more briefly in this summary as the Affordable Care Act (ACA), slows
the rate of decline in the share of employee compensation paid in wages
covered by Social Security after 2018 when an excise tax on high-cost,
employer-sponsored, health insurance plans begins, thereby increasing
projected growth in the average real wage. The OASI Trust Fund and the
combined OASI and DI Trust Funds are adequately financed over the next
10 years. Evaluated on its own, the DI Trust Fund does not meet the short-
range test for financial adequacy because its assets are projected to fall
below 100 percent of annual expenditures by the beginning of 2013, and
to become exhausted in 2018.

Medicare’'s HI Trust Fund has a projected 75-year actuarial deficit equal
to 0.66 percent of taxable payroll under the intermediate assumptions, a
large improvement from the 3.88 percent figure reported last year. That
changeis largely attributable to the ACA, which mandates areduction in
the growth in Medicare payment rates for most health service providers,
reduces payments to Medicare Advantage plans, and imposes higher HI
payroll taxes for high earners. Those factors slow the depletion of Hi
Trust Fund assets and delay the anticipated fund exhaustion date to 2029,
12 years later than reported last year. Even so, the HI Trust Fund fails the
short-range test of financial adequacy because its assets are projected to
fall to 94 percent of annual expenditures by the beginning of 2012. Itis
important to note that the substantially improved results for HI (and for
SMI Part B, below) depend in part on the long-range feasibility of the
lower increases in Medicare payment rates. Moreover, in the context of
today’s health care system, these adjustments would probably not be via-
bleindefinitely into the future. As aresult, the actual future costs for
Medicare are likely to exceed those shown by the current-law projections
in this year’s report.

The SMI Trust Fund is adequately financed under current law because of
the automatic financing established for Medicare Parts B and D. The
ACA’sreductions in the Medicare payment rates to most service provid-
ersresult in substantially lower projected costs for Part B than reported
last year. Note, however, that Part B costs are almost certainly understated
as aresult of incorporating substantial reductionsin physician fees during
the next several years that would be required under current law, but are
very unlikely to occur. The ACA is expected to have a much smaller net
effect on projected Part D costs. L ower-than-anticipated drug spending in
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2008 and 2009, and a lower projected rate of growth in Part D costs dur-
ing the next decade, are partially offset by the ACA's phasing out of the
benefit formula coverage gap (or “donut hol€™) during 2011-20. Part D
costs are projected to grow at an average rate of 9.4 percent annually over
the next decade. Despite the reductions in cost growth described in this
year’'sreport, the SMI Trust Fund will require large increasesin enrollee
premiums and general revenue funding over the long-range projection
period.

How Are Social Security and Medicare Financed? For OASDI and HI,
the major source of financing is payroll taxes on earnings that are paid by
employees and their employers. The self-employed are charged the equiv-
aent of the combined employer and employee tax rates. During 2009, an
estimated 156 million people had earnings covered by Socia Security and
paid payroll taxes; for Medicare the corresponding figure was 160 mil-
lion. The payroll tax rates are set by law and for OASDI apply to earnings
up to an annual maximum ($106,800 in 2010) that ordinarily increases
with the growth in the nationwide average wage. When the cost-of-living
adjustment (COLA) for December of any year is zero, which occurred in
December 2009 and is projected for December 2010, the maximum tax-
able amount of earningsis not increased for the following year. This con-
straint will lower OASDI tax incomein 2010 and 2011. In contrast, HI
taxes are paid on total earnings. The payroll tax rates (in percent) for 2010
are:

OAS| DI OASDI HI Total
Employees . ..... 5.30 0.90 620 145 7.65
Employers ... ... 5.30 0.90 6.20 1.45 7.65

Combined total . .. 10.60 1.80 1240 290 15.30

Starting in 2013, the ACA imposes an additional HI tax equal to 0.9 per-
cent of earnings over $200,000 for individual tax return filers, and on
earnings over $250,000 for joint return filers.

About 75 percent of SMI Part B and Part D expenditures are paid from
Federal general fund revenues, with most of the remaining costs covered
by monthly premiums charged to enrollees. Part B and Part D premium
amounts are based on methods defined in law and increase as the esti-
mated costs of those programs rise.

In 2010, the Part B standard monthly premium paid by about one-quarter
of enrolleesis $110.50. There is aso an income-related premium sur-
charge for Part B beneficiaries whose modified adjusted gross income
exceeds a specified threshold. In 2010, theinitial threshold is $85,000 for
individual tax return filers and $170,000 for joint return filers. Under the
ACA, the thresholds are not indexed to inflation during 2011-19; thereaf-
ter, the thresholds will be inflation-adjusted each year. Income-related
premiums range from $154.70 to $353.60 per month in 2010. Under a
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“hold-harmless’ provision, about three quarters of enrollees continue to
pay the 2009 premium rate of $96.40 due to the zero Socia Security
COLA.

In 2010, the Part D “base monthly premium” is $31.94. (Actual premium
amounts charged to Part D beneficiaries depend on the specific planin
which they are enrolled and are expected to average around $30 for stan-
dard coverage.) Part D aso receives payments from States that partially
compensate for the Federal assumption of Medicaid responsibilities for
prescription drug costs for individuals eligible for both Medicare and
Medicaid. In 2010, State payments are estimated to cover 7 percent of
Part D costs.

Income, by source, to each trust fund in 2009 is shown in the table below
(totals may not add due to rounding).

Source (in billions) OAS DI HI SMI
Payroll taxes ........... $570.4  $96.9 $190.9 —
General fund revenue . ... — — 19 $209.8
Interest earnings. . ....... 107.9 105 153 3.0
Beneficiary premiums. . . . — — 29 62.3
Taxes on benefits. ... .. .. 19.9 20 124 —
Other ................. * — 21 7.7
Total . ................. 698.2 1093 2254 2828

* Less than $50 million.

What Werethe Administrative Expensesin 2009? Administrative
expenses charged to the trust funds, expressed as a percentage of total
expenditures, were:

OASI DI HI SMI
Administrative expenses2009... 0.6 23 13 13

How Are Estimates of the Trust Funds Future Status M ade?
Short-range (10-year) and long-range (75-year) projections are reported
for all funds. Estimates are based on current law and assumptions about
factors that affect the income and outgo of each trust fund. Assumptions
include economic growth, wage growth, inflation, unemployment, fertil-
ity, immigration, mortality, disability incidence and termination, as well
as factors that affect the cost of hospital, medical, and prescription drug
services.

Because the future is inherently uncertain, three aternative sets of eco-
nomic, demographic, and programmatic assumptions are used to show a
range of possibilities. Theintermediate assumptions (alternative 1) reflect
the Trustees' best estimate of future experience. The low-cost alternative |
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is more optimistic for trust fund financing, and the high-cost alternative
I11 ismore pessimistic; they show trust fund projections for more and less
favorable conditions for trust fund financing than the best estimate. The
assumptions are reexamined each year in light of recent experience and
new information about future trends, and are revised aswarranted. In gen-
eral, greater confidence can be placed in the assumptions and estimates
for earlier projection years than for later years. The statistics presented in
this Summary are based on the intermediate assumptions.

What isthe Short-Range (2010-19) Outlook for the Trust Funds? For
the short range, the adequacy of the OASI, DI, and HI Trust Fundsis mea-
sured by comparing their assets at the beginning of a year to projected
costsfor that year (the “trust fund ratio”). A trust fund ratio of 100 percent
or more—that is, assets at least equal to projected costs for ayear—is
considered agood indicator of afund's short-term adequacy. That level of
projected assets for any year means that even if expenditures exceed
income, the trust fund reserves, combined with annual tax revenues,
would be sufficient to pay full benefitsfor several years, allowing timefor
legidlative action to restore financial adequacy.

Chart A-OASI, DI, and HI Trust Fund Ratios
[Assets as a percentage of annual expenditures]
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By this measure, the OASI Trust Fund is financially adequate throughout
the 2010-19 period, but the DI Trust Fund fails the short-range test
because its projected trust fund ratio fallsto 93 percent by the beginning
of 2013, followed by exhaustion of assetsin 2018. The HI Trust Fund also
does not meet the short-range test of financial adequacy; its projected
trust fund ratio falls to 94 percent by the beginning of 2012. In contrast
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with the 2017 fund exhaustion date reported last year, the ACA is
expected to result in much smaller HI deficits for the next several years,
followed by small annual surpluses through the remainder of the short-
range period, which postpones trust fund exhaustion to 2029. Chart A
shows the trust fund ratios through 2040, the expected year of OASI Trust
Fund exhaustion, under the intermediate assumptions.

For SMI Part B, aless stringent annua “ contingency reserve” asset test
applies because the major portion of the financing for that account is pro-
vided by beneficiary premiums and Federal general fund revenue pay-
ments automatically adjusted each year to meet expected costs. Part D is
similarly financed on an annual basis. Moreover, the operation of Part D
through private insurance plans, together with aflexible appropriation for
Federal costs, eliminates the need for a contingency reserve in that
account. Note, however, that estimated Part B costs are unrealistically low
for 2011 and beyond because the projections assume that current law will
substantially reduce physician payments per service beginning in Decem-
ber 2010. Multiple years of substantial physician fee reductions are very
unlikely to occur before legislative intervention, as evidenced by Con-
gress overriding scheduled reductions for 2003 through November 2010.
These understated physician payments affect projected costs for Part B,
total SMI, and total Medicare.

In addition, a“hold-harmless’ provision prevented premiums for most
Part B enrolleesfromincreasing in 2010 and is projected to do so againin
2011. Thisprovision limitsthe premium increase to the dollar amount of a
beneficiary’s cost-of-living adjustment (COLA). This year’s report proj-
ectsazero COLA for December 2010 and asmall COLA increase (1.2
percent) for December 2011. The hold-harmless provision would limit the
premium increases that could be charged to about three-quarters of Part B
enrollees. To prevent asset exhaustion and maintain an adequate contin-
gency reserve requires unusually large premium increases for Part B
enrollees who are not subject to the hold-harmless provision (new enroll-
ees each year and those who pay the income-related premium adjustment)
and for State Medicaid programs that pay the full premium for dual Medi-
care-Medicaid beneficiaries. Monthly premiums are estimated to be
$120.10 and $113.80 for 2011 and 2012, compared with $96.40 in 2009.
This method of addressing a revenue shortfall caused by the hold-harm-
less provision is the only one available under current law.

The following table shows the projected income and outgo, and the
change in the balance of each trust fund (except for SM1) over the next 10
years. SMI income and expenditures are shown in separate columns for
Parts B and D. Changes in the SMI Trust Fund are not shown because of
the automatic annual adjustments in program income to meet the follow-
ing year's projected expenditures.



ESTIMATED OPERATIONS OF TRUST FUNDS
[In billions—totals may not add due to rounding]

Income Expenditures Changein fund
SMI SMI
Year OASI DI HI B D OASI DI H B D OAS DI HI

2010 $686 $105 $218 $204 $61 $586 $128 $249 $220 $62 $100 -$23 -$32
2011 742 113 241 235 71 608 134 259 215 71 134 -21 -18
2012 790 118 254 264 78 638 141 271 226 78 151 -23 -17
2013 845 124 277 287 86 680 147 283 242 86 165 -23 -6
2014 902 131 297 312 93 728 153 296 260 93 174 -23 1

2015 959 137 316 364 103 780 160 305 276 102 179 -23 11
2016 1,019 144 337 333 113 836 167 321 293 112 183 -23 15
2017 1,078 150 357 395 124 897 174 338 314 123 181 -24 19
2018 1,137 a 378 436 136 962 182 358 338 136 175 a 20
2019 1,193 a 398 477 150 1,032 190 380 365 150 161 a 18

a The DI Trust Fund is projected to be exhausted in 2018 under the intermediate assumptions. Certain trust
fund operation values from 2018 forward are not meaningful under current law and are not shown in this
table.

What isthe Long-Range (2010-84) Outlook for Social Security and
M edicare Costs? An instructive way to view the projected cost of Social
Security and Medicare is to compare the cost of all scheduled benefits for
the two programs with the gross domestic product (GDP), the most fre-
guently used measure of the total output of the U.S. economy (Chart B).

Chart B—Social Security and Medicare Cost as a Percentage of GDP
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Costs for both programs rise steeply between 2015 and 2030 because the
number of people receiving benefits will increase rapidly as the large
baby-boom generation retires. During those years, cost growth for Medi-
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careis higher than for Social Security because of the rising cost of health
services, increasing utilization rates, and anticipated increases in the com-
plexity of services. Social Security’s projected annual cost increases to
about 6.1 percent of GDP in 2035, then declinesto 5.9 percent by 2050,
and remains between 5.9 and 6.0 percent through 2084. Under current
law, Medicare costsincrease to 5.5 percent of GDP in 2035, and to 6.4
percent in 2084.

It isimportant to understand that the projected costs for OASDI and HI
depicted in Chart B and elsewhere in this document reflect the full cost of
scheduled current-law benefits without regard to whether the benefits
would be fully payable. Current law precludes payment of any benefits
beyond the amount that can be financed by the trust funds. Therefore, the
amount of benefits that are payable in years after trust fund exhaustion is
lower than shown, as described later in this summary.

The long-range cost outlook for Medicare is much improved from last
year’s report due mainly to the ACA legislation. The 2009 report pro-
jected Medicare coststo increaseto 7.2 percent of GDP by 2035, reaching
11.4 percent by the end of the 75-year projection period (2083). The new
long-range projections assume that the ACA’s mandated reductionsin
health care cost growth are implemented over the full 75-year projection
period. To illustrate the potential understatement of Medicare cost projec-
tions under current law, if such implementation were not possible and
payment rate adjustments were gradually phased out during 2020-34, and
if Medicare payment rates to physicians were updated using the Medicare
Economic Index rather than declining by 30 percent under the current-law
formula, then projected Medicare costs would represent about 11.0 per-
cent of GDP in 2084.

In 2009, the combined cost of the Social Security and Medicare programs
equaled 8.4 percent of GDP. Socia Security’s cost amounted to 4.8 per-
cent of GDP in 2009 and is projected to increase to 6.0 percent of GDPin
2084. Medicare’s cost was smaller in 2009—3.5 percent of GDP— but is
projected to surpass the cost of Social Security in 2049. In 2084, the com-
bined cost of the programs would represent 12.4 percent of GDP, assum-
ing that all provisions of current law remain unchanged throughout this
period.

Both Socia Security and Medicare costs are projected to grow consider-
ably faster than the economy over the next three decades, but tax income
to the OASDI and HI Trust Funds will not. Tax income for Social Secu-
rity will increase from 4.6 percent of GDP in 2010 to 4.8 percent in 2040,
and then decrease to 4.6 percent by 2084. For the Medicare HI program,
projected tax income equal to 1.3 percent of GDP in 2010 is expected to
increase to 1.7 percent by 2040, and then to increase further to 1.8 percent
by 2084.



What isthe Outlook for OASDI and HI Costs Relative to Taxable
Earnings? Because the primary source of income for OASDI and HI is
the payroll tax, it is customary to compare the programs’ income and
costs expressed as percentages of taxable payroll (Chart C).

Chart C-Income and Cost Rates
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Both the OASDI and HI annual cost rates are projected to increase over
the long run from their 2009 levels (13.00 and 3.69 percent). For OASDI,
the income rate will increase little (from 13.07 percent in 2009 to 13.31
percent in 2084) because payroll tax rates are not scheduled to change.
Income from the other tax source, taxation of OASDI benefits, will
increase only gradually relative to taxable payroll as a greater proportion
of Social Security benefitsis subject to taxation in future years. The HI
incomerateis projected to increase gradually from 3.13in 2009t04.30in
2084 due to the ACA’'sincrease in payroll tax rates for high earners start-
ing in 2013. Individual tax return filers with earnings above $200,000,
and joint return filers with earnings above $250,000, will pay an addi-
tional 0.9 percent tax on earnings above the threshold. Because the thresh-
olds are not indexed, an increasing fraction of earnings will be subject to
the higher tax rate over time.

What isthe Long-Range Actuarial Balance of the OASI, DI, and HI
Trust Funds? Another way to view the outlook for payroll tax financed
trust fundsisinterms of their actuarial balances for the 75-year valuation
period. The actuarial balance of afund is essentially the difference
between annual income and costs, expressed as a percentage of taxable
payroll, summarized over the 75-year projection period. (Because SMI is
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brought into balance annually through premium increases and general
revenue transfers, actuarial balance is not an informative concept for that
program.)

The OASI, DI, and HI Trust Funds all have actuarial deficits under the
intermediate assumptions, as shown in the following table.

LONG-RANGE ACTUARIAL DEFICIT OF THE
OASI, DI, AND HI TRUST FUNDS
[As a percentage of taxable payroll]

OASI DI OASDI HI

Actuarial
Deficit.................. 1.62 0.30 1.92 0.66

The actuarial deficit can be interpreted as the percentage points that could
be either added to the current-law income rate or subtracted from the cost
rate for each of the next 75 yearsto bring the fundsinto actuarial balance.
Actuarial balanceis achieved if trust fund assets at the end of the period
are equa to thefollowing year’s expenditures. Note, however, that Social
Security’s generally increasing annual deficits projected for 2016 through
2084 indicate that a single tax rate increase for all years sufficient to
achieve actuarial balance would result in large annual surpluses early in
the period, followed by increasing deficitslater in the period. If the ACA's
mandated cost savings are realized, HI annual deficits begin to decrease
after 2045 and the trust fund is projected to have a long-range actuarial
deficit that is only one-sixth of the magnitude projected in last year's
Medicare Trustees Report. For illustration, if the lower payment updates
for HI were gradually phased out in 2020-34, the actuarial deficit would
be 1.91 percent of taxable payroll, substantially larger than projected
under current law, but still only half of the level shown in the 2009 report.

What AreKey Datesin Long-Range OASI, DI, and HI Financing?
When cost exceeds income excluding interest (Chart C), use of trust fund
assets occursin stages. For HI, non-interest income fell short of expendi-
turesin 2008 and again in 2009, when the HI fund used interest income
(%25 billion) and assets ($17 billion) to meet expenditures. Thisyear’s
report anticipates a large deficit for 2010, due mainly to the recession’s
negative effect on payroll tax revenues, followed by periods of declining
deficits (2011-14) and small surpluses (2015-19) astax revenuesincrease
with the economic recovery from the recession and the ACA'’s deficit-
reduction provisions take effect. In 2020, demographic change causes
projected annual deficitsto re-emerge and increase until 2045, after which
the cost rate exceeds the income rate by decreasing amounts through
2084. In 2020, under current law, interest income will again be required to
meet projected HI expenditures and beginning in 2022, drawdown of
assets will again be required each year until the trust fund is exhausted in
2029, after which tax income is estimated to be sufficient to pay 85 per-
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cent of HI costs, declining to 77 percent in 2050, and then increasing to 89
percent by 2084.

For OASDI, annual cost will exceed tax income in 2010 by an estimated
$41 billion, although the combined trust funds will continue to grow
because projected interest earnings of $118 billion will substantially
exceed $41 billion. This large cash-flow shortfall is mainly the result of
revenue adjustments in 2010 of $25 billion for prior years for which esti-
mated payroll tax allocations were too large. Annual cost is projected to
exceed tax income by $7 billion in 2011, followed by three years of small
surpluses before increasing annual shortfalls of tax income return perma-
nently in 2015. The report indicates that annual OASDI income, including
interest on trust fund assets, will exceed annual cost and trust fund assets
will increase every year until 2025. At that time it will be necessary to
begin drawing down trust fund assets to cover part of expenditures until
assets are exhausted in 2037. After trust fund exhaustion, continuing tax
income would be sufficient to pay 78 percent of scheduled benefitsin
2037 and 75 percent in 2084. Although the projected exhaustion date for
the DI Trust Fund is 2018, the value of the OASI Trust Fund would be
sufficient at that point to make assets available to pay full DI benefits, but
only with authorizing legislation.

The key dates regarding cash flows are shown in the following table.
KEY DATESFOR THE TRUST FUNDS

OAS DI OASDI HI

First year outgo exceeds income

excludinginteresta ................... 2018 2005 2015 2020
First year outgo exceeds income

includinginteresta. . .................. 2026 2009 2025 2022
Year trust fund assets are exhausted. . . . . . 2040 2018 2037 2029

aDates indicate the first year that a condition is projected to occur and to persist annually thereafter through
2084.

How Do the Sources of M edicare Financing Change? As Medicare
costs grow over time, general revenues and beneficiary premiums will
play alarger rolein financing the program. Chart D shows scheduled cost
and current law non-interest revenue sourcesfor Hl and SMI combined as
apercentage of GDP. The total cost lineis the same as displayed in Chart
B and shows Medicare cost rising to 6.4 percent of GDP by 2084. Reve-
nue from taxes would increase from 1.3 percent of GDPin 2010 to 1.8
percent in 2084 under current law, while general fund revenue contribu-
tions are projected to increase from 1.4 percent of GDPin 2010to0 3.1
percent in 2084, and beneficiary premiums from 0.4 to 1.0 percent of
GDP. Thus, the share of total non-interest Medicare income from payroll
taxes and the taxation of benefits would fall substantially (from 43 per-
cent to 30 percent) while general fund revenue would rise (from 43 to

51 percent), as would premiums (from 13 percent to 17 percent). These
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current-law funding relationships could change as a result of the need to
address the projected annual HI Trust Fund deficits. By 2084 the Medi-
care program is projected to require general revenue transfers equal to 3.1
percent of GDP. Moreover, the HI deficit represents a further 0.2 percent
of GDPin 2084, and there is no provision to finance this deficit under
current law through genera fund transfers or any other revenue source.

Chart D-Medicare Cost and Non-Interest Income by Source
asa Percent of GDP
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Chart D summarizes a much improved financial outlook for Medicare
from the one described in last year's report, largely dueto the ACA's
mandated reduction in the rate of growth in health care costs. The trans-
formation of the U.S. health care system that will be required to achieve
those efficiency gains adds a new element of uncertainty to the Trustees
projections. Even if the envisioned cost reductions are fully realized,
additional stepswill be required to address Medicare’s escalating cost.

The Medicare Modernization Act (2003) requires that the Board of Trust-
ees determine each year whether the annual difference between program
outlays and dedicated revenues (the bottom four layers of Chart D)
exceeds 45 percent of total Medicare outlays within the first seven years
of the 75-year projection period. In effect, the law sets athreshold condi-
tion that signals that atrust fund’s general revenue financing of Medicare
is becoming excessive. In that case, the annual Trustees Report includesa
determination of “excess general revenue Medicare funding.” When that
determination is made in two consecutive reports, a“Medicare funding
warning” istriggered. The warning directs the President to respond by
submitting proposed legislation within 15 days of the next budget submis-
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sion to address the problem, and for Congress to consider the proposal on
an expedited basis.

This year’s report projects the difference between outlays and dedicated
financing revenues to exceed 45 percent in 2010, prompting a determina-
tion of “excess general revenue Medicare funding” for the fifth consecu-
tive report. Another “Medicare funding warning” is triggered.

The 2010 Trustees Reports describe large long-term financial imbalances
for Social Security and Medicare, and demonstrate the need for timely
and effective action. The sooner that solutions are adopted, the more var-
ied and gradual they can be.
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Because the two Public Trustee positions are currently vacant, thereis no
Message from the Public Trustees for inclusion in the Summary of the
2010 Annual Reports.



