


What Are Key Dates in Long-Range OASI, DI, and HI Financing?
When costs exceed tax income (shown in Chart C), use of trust fund
assets occurs in stages. For HI the process begins in 2004, when interest
earnings will have to be used to help pay benefits. Beginning in 2010
assets will have to be redeemed each year until the trust fund is exhausted
in 2019. At that time, tax income is estimated to be sufficient to pay 81
percent of HI costs—and by 2078 only 26 percent. OASDI first needs to
utilize interest in 2018 and to begin redeeming assets in 2028. OASDI
assets are projected to be exhausted in 2042, when tax income would
cover 73 percent of costs—and by 2078 only 68 percent. The key dates
regarding cash flows are shown below.

KEY DATES FOR THE TRUST FUNDS

OASI DI OASDI HI

First year outgo exceeds income

excluding interest. . ................ 2018 2008 2018 2004
First year outgo exceeds income

including interest .. ................ 2029 2017 2028 2010
Year trust fund assets are exhausted. . . . .. 2044 2029 2042 2019

How Do the Sources of Medicare Financing Change? As Medicare
costs grow over time, general revenues and beneficiary premiums will
play a larger role in financing the program. Chart D shows expenditures
and current-law non-interest revenue sources for HI and SMI combined as
a percentage of GDP. The total expenditure line is the same as shown in
Chart B and shows Medicare costs rising to 13.8 percent of GDP by 2078.
Revenues from taxes are expected to remain just over 1.4 percent of GDP,
while general fund revenue contributions are projected to rise from

0.9 percent in 2004 to 6.2 percent in 2078, and beneficiary premiums
from 0.3 to 1.9 percent of GDP. Thus, revenues from taxes will fall sub-
stantially as a share of total non-interest Medicare income (from 55 per-
cent to 15 percent) while general fund revenues will rise (from 34 to

63 percent), as will premiums (from 11 percent to 19 percent). The gap
between total non-interest income and expenditures steadily widens due
to growing annual HI deficits, which reach 4 percent of GDP by 2078.
The new Medicare law requires a determination in future reports of
whether the difference between total outlays and earmarked revenues (the
first four layers in Chart D) exceed 45 percent of total Medicare outlays
within the first 7 years. This threshold is now expected to be reached in
2012.



Chart D-Medicare Expenditures and Non-Interest Income by Source
as a Percent of GDP
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Why is Reform to Improve the Medicare and Social Security Finan-
cial Imbalance Needed? Public concern about the financial status of
Medicare and Social Security tends to focus exclusively on the HI and
OASDI Trust Fund exhaustion dates when benefits scheduled under cur-
rent law can no longer be paid in full. But there are more immediate and
fundamental reasons why Medicare and Social Security financing reform
is needed: namely, the two programs together will place rapidly mounting
draws on Federal general fund revenues long before trust fund exhaus-
tion, and their financing in the long term is far more problematic than sug-
gested by the 75-year actuarial deficits for HI and OASDI.

The rapidly mounting financial shortfall in these programs is illustrated in
Chart E. It shows, as a percentage of GDP, the gap between annual HI and
OASDI tax income and the cost of scheduled benefits, plus the 75-percent
general fund revenue contributions to SMI’s Part B and Part D. The initial
negative amounts for OASDI in 2004 and for more than a decade thereaf-
ter represent net revenues to the Treasury that result in the issuance of
Treasury bonds to the trust funds in years of annual cash flow surpluses.
Conversely, the positive amounts for OASDI and HI initially represent
payments the Treasury must make to the funds to supplement tax income
to help pay benefits in the years leading up to exhaustion of these trust
funds, then their widening financing gap thereafter.

The Social Security tax income surplus in 2004 is projected to be more
than offset by the shortfall in tax and premium income for Medicare,



resulting in a small overall cash shortfall that must be covered by transfers
from general fund revenues. This combined shortfall is projected to grow
each year—such that by 2018 net revenue flows from the general fund to
the trust funds will total $577 billion, or 2.6 percent of GDP. Since neither
the interest paid on the Treasury bonds held in the HI and OASDI Trust
Funds, nor their redemption, provides any net new income to the Trea-
sury, the full amount of the required Treasury payments to these trust
funds must be financed by increased taxation, increased Federal borrow-
ing and debt, and/or a reduction in other government expenditures. Thus,
these payments—along with the 75-percent general fund revenue contri-
butions to SMI—will add greatly to pressures on Federal general fund
revenues much sooner than is generally appreciated.

Chart E-OASDI and HI Income Shortfall to Pay Scheduled Benefits,
and the 75-Percent General Fund Revenue Contribution to SMI
(Percentage of GDP)
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It is also evident from Chart E that currently projected benefit costs for
Medicare and Social Security pose a far more serious long-term financing
problem than is generally understood. There is a big increase in the short-
fall of dedicated payroll tax and premium income in the 2010 to 2030
period as the “baby-boom” generation reaches retirement age, but this
shortfall continues to grow rapidly after that point due to expected faster-
than-GDP growth in health care costs and to the increasing life expect-
ancy of beneficiaries. In 2003, the combined annual cost of HI, SMI and
OASDI was about 7 percent of GDP, or two-fifths of total Federal reve-
nues. It is projected to more than double to 15 percent of GDP by 2040
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and then to rise further to 20 percent of GDP in 2078, at which time it
would exceed total Federal revenues at their historic share of 19 percent
of GDP. We do not believe such a long-term rate of growth for the two
programs can be sustained.

In summary, the projections for Medicare and Social Security under cur-
rent law manifest mounting draws on Federal general fund revenues,
exhaustion of trust funds beginning in 15 years (for HI) that would not
permit full payment of currently scheduled benefits, and unsustainable
long-term growth in costs. The sooner these problems are addressed, the
more varied and less disruptive will be their solutions.
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A MESSAGE FROM THE PUBLIC TRUSTEES

These are the fourth annual Trustees Reports in which we have partici-
pated since beginning our terms as Public Trustees in late 2000. As Pub-
lic Trustees we strive to work in a nonpartisan way to ensure the integrity
of the process by which these reports are prepared and the credibility of
the information they contain. Despite the inherent uncertainty of the
numerous assumptions that must be made, we believe the projections in
these reports provide the most reliable indication available of the finan-
cial outlook under current law for Medicare and Social Security.

2003 Experience and Outlook

This year's reports show little change in OASDI’s projected financial sta-
tus from last year’s, as the program continues to face serious financial
shortfalls. The sizeable annual tax income surpluses the Social Security
funds have experienced in recent years continued in 2003, with non-inter-
est (tax) income exceeding outgo in the combined Social Security
(OASDI) Trust Fund by $68 billion. But these surpluses are projected in
these reports to peak in 2008. They will then begin a decline that will
accelerate as the baby-boom generation retires and turn into rapidly
growing annual tax income deficits beginning in 2018. The result is the
exhaustion of OASDI fund reserves in 2042, at which time annual tax rev-
enues will be sufficient to pay only 73 percent of scheduled benefits. In
just 20 years, OASDI will go from providing annual surplus revenue to
the Treasury equal to 7 percent of Federal income taxes to requiring a
transfer from the Treasury—to redeem the bonds that comprise the trust
fund reserves—equal to more than 6 percent of Federal income taxes
(projected at their historical share of GDP).

In contrast to Social Security, the projected financial status of Medicare
has taken a major turn for the worse since last year’s reports. As a result,
the financing problems facing Medicare are now projected to occur
sooner and to eventually be much larger and more difficult to solve than
those of Saocial Security. There has been a significant deterioration in the
financial outlook for Medicare Part A Hospital Insurance (HI) in both the
near and longer term due to lower projected payroll tax income, higher
projected expenditures for inpatient hospital care, and increased expendi-
tures resulting from the major Medicare legislation enacted late last year.
Although tax income exceeded outgo by $6 billion in the HI Trust Fund in
2003, its annual expenditures are expected to exceed non-interest income
beginning this year, and tax income deficits will grow each year—as soon
will the necessary cash payments from the Treasury to redeem the bonds



