Federal Accounting Standards Advisory Board

December 29, 2006

Memorandum

To: Members of the Board

From: Eileen W. Parlow, Assistant Director
Through: Wendy M. Comes, Executive Director
Subj: Fiscal Sustainability Reporting- Tab C'

Attached for your review and comments is a draft briefing package for members of the
Fiscal Sustainability Task Force.

At the Board meeting, staff will provide an update of members who have accepted
invitations to participate. As of this writing, Joseph Antos, Jagadeesh Gokhale, Stephen
Goss and Allen Schick have agreed to participate as technical experts. We anticipate
adding one or two additional technical experts, as well as representatives from OMB,
GAO and CBO.

The goal of the task force is to recommend reporting requirements on fiscal
sustainability that would be informative and meaningful to financial statement users.
= The technical experts will recommend content for the report.
= A subsequent “financial statement users/communications” group will review the
recommendations of the technical experts and discuss reporting options that
would maximize the understandability of the information presented.

A meeting of the technical experts has been tentatively scheduled for March 9, 2007.

Please feel free to contact me at 202-512-7356 or by email at parlowe@fasab.gov to
discuss any comments or questions you may have.

! The staff prepares Board meeting materials to facilitate discussion of issues at the Board meeting. This material is
presented for discussion purposes only; it is not intended to reflect authoritative views of the FASAB or its staff. Official
positions of the FASAB are determined only after extensive due process and deliberations.
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Draft Briefing Package for Task Force Members

[Date]

[Name, title]

Dear |

Thank you for accepting the Board’s invitation to participate in a Task Force on Fiscal
Sustainability Reporting. Your participation will assist the Board in improving reporting

to the public about the long-term fiscal outlook of the U.S. Government.

This briefing package contains the following:

Lo TRE ISSUE ..ottt ettt e et e st e st e e sabeeesaneee e 3
2. Plan to Address the ISSUE ...........cocoiiiiiiiiiiiiiee e 4
3. Existing Reporting in the Financial Report of the U.S. Government (FR) ................. 5
4. Existing Reporting in (a) the Budget of the U.S. Government and (b) the Trustees

Reports for Social Security and Medicare...............ccooooiiieiiiiiiiiiniiiiceee e 9
5. Suggested Topics for Consideration by the Task Force...............ccccccoeoiiniiinninnne. 10

The first meeting will be held on March 9, 2007 from 9:00 A.M. to 12:00 noon in room
7B16 at 441 G Street, N.W., Washington, DC. (A second meeting may be convened, if
necessary.)

If you have any questions, concerns or comments, please contact Ms. Eileen Parlow,
Assistant Director and project manager, at 202-512-7357, e-mail ParlowE@fasab.gov or
myself at 202-512-7356, e-mail ComesW @fasab.gov

| look forward to working with you on this important issue.

Sincerely,

Wendy M. Comes
Executive Director

441 G Street NW, Mailstop 6K17V, Washington, DC 20548 «(202) 512-7350 efax 202 512-7366
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1. The Issue

The Federal Accounting Standards Advisory Board (FASAB) develops “generally
accepted accounting principles” (GAAP) for the federal government. (For more
information on the FASAB’s organization and mission, see
http://www.fasab.gov/aboutfasab.html )

The FASAB is considering what information would be most likely to enable readers of
federal financial reports to determine whether future budgetary resources will likely be
sufficient to sustain public services and to meet obligations as they come due.
Ultimately, this may enhance the public’s understanding of long-term fiscal issues.

Many believe that federal financial reports currently do not adequately address the
federal financial reporting objective, titled “stewardship,” presented below.

Federal financial reporting should assist report users in assessing the impact on the
country of the government’s operations and investments for the period and how, as
a result, the government’s and the nation’s financial condition has changed and may
change in the future. Federal financial reporting should provide information that
helps the reader to determine whether
a) the government’s financial position improved or deteriorated over the period,
b) future budgetary resources will likely be sufficient to sustain public services
and to meet obligations as they come due, and
c) government operations have contributed to the nation’s current and future
well-being. (Statement of Federal Financial Accounting Concepts
(SFFAC) 1, pars. 134-145, available at http://www.fasab.gov/codifica.html )

SFFAC 1 indicates that “financial condition” is a broader and more forward-looking
concept than that of “financial position” as reported via the balance sheet. Reporting on
financial condition requires information about the national economy and society, as well
as about the government itself. Indicators of financial position, measured on an accrual
basis, are the starting point for reporting on financial condition but must be
supplemented in a variety of ways. Many of the examples provided in SFFAC 1
suggest a projection of the economy as a whole to provide a context against which to
assess budget projections. (SFFAC 1, par. 144-145)

Although the annual Financial Report of the U.S. Government includes a Statement of
Social Insurance and extensive accompanying information, it may not adequately
address the financial condition of the government as a whole, particularly regarding
projected long-term fiscal imbalances. In its audit report on the Fiscal Year (FY) 2006
Financial Report of the U.S. Government, the Government Accountability Office (GAO)
noted the following:

The Nation’s Fiscal Imbalance

While we are unable to express an opinion on the U.S. government’s
consolidated financial statements, the following key items deserve emphasis in
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order to put the information contained in the financial statements and the
Management’s Discussion and Analysis section of the 2006 Financial Report of
the United States Government into context. Despite improvement in both the
fiscal year 2006 reported net operating cost and the cash-based budget deficit,
the U.S. government’s total reported liabilities, net social insurance
commitments, and other fiscal exposures continue to grow and now total
approximately $50 trillion, representing approximately four times the Nation’s
total output (GDP) in fiscal year 2006, up from about $20 trillion, or two times
GDP in fiscal year 2000. As this long-term fiscal imbalance continues to grow,
the retirement of the “baby boom” generation is closer to becoming a reality with
the first wave of boomers eligible for early retirement under Social Security in
2008. Given these and other factors, it seems clear that the nation’s current fiscal
path is unsustainable and that tough choices by the President and the Congress
are necessary in order to address the nation’s large and growing long-term fiscal
imbalance.?

The bipartisan Concord Coalition, in partnership with the Heritage Foundation, the
Brookings Institution, the AICPA, the AARP and other organizations, has been
conducting a “Fiscal Wake-Up Call Tour” in an attempt to inform the American public of
the nation’s long-term fiscal imbalances. (For further information, see
http://www.concordcoalition.org/about.html and “Tour Q&A” at
http://www.gao.gov/special.pubs/longterm/tourga.html )

Attached is a copy of a presentation given at a Fiscal Wake-Up Tour event by the
Comptroller General entitled Saving Our Future Requires Tough Choices Today,
(Denver, Colorado, November 28, 2006, GAO-07-269CG).

Attached for additional detail and background are:
e Opening Remarks at the [Congressional Budget Office] Director's Conference
on Long-Term Budget Challenges, December 8, 2006
e “Stewardship” from the FY 2007 Budget of the U.S. Government, “Analytical
Perspectives” section (The complete volume is available at
http://www.whitehouse.gov/omb/budget/fy2007/ )

In addition, enclosed is a bound copy of the 2006 Financial Report of the U.S.
Government.

[Note: Omitted from Board briefing material since it is provided separately.]
2. Plan to Address the Issue

The Board is requesting the recommendations of a task force with technical experts
relevant to the issues. A list of members is presented as Attachment 7. [To be provided
at the January Board meeting.]

2 Financial Report of the U.S. Government, 2006, Government Accountability Office Report,
page 152. This document is available at http://www.fms.treas.gov/fr/index.html
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A subsequent “financial statement users/communications experts” group will review the
recommendations of the technical experts and discuss reporting options that would
maximize the understandability of the information presented. This group will include
members of Congress, the media, and academia.

Note: Suggested topics for consideration by the Task Force members are in section 5
on page 10 of this document.

Next Steps

a) A roundtable meeting for the “Technical Experts” is scheduled for March 9, 2007 to
discuss the views of task force members on the technical issues and recommendations
that individual members wish to make. A second meeting may be convened, if
necessary.

b) After this meeting, FASAB staff will draft a white paper to convey the group’s views
and recommendations for the “Financial Statement Users/Communications Experts”
group. The technical experts will be asked to review the draft white paper to ensure that
their views and recommendations are adequately presented.

c) The Financial Statement Users/Communications Experts group will meet (tentatively
in late May 2007) to discuss communications options. The technical experts may also
opt to attend this meeting, if desired.

c) FASAB staff will write up the tentative recommendations and alternative proposals
resulting from the above. Members of both the technical and communications groups
will be asked to review and comment on this document (tentatively in late July 2007.

d) After review by task force members, FASAB staff will present recommendations to
the FASAB Board for consideration at the September 2007 Board meeting. The FASAB
Board will review the recommendations of the task force and will deliberate on whether
new reporting standards should be proposed. A resulting proposal would be
documented in an Exposure Draft and released for public comment.

3. Existing Reporting in the Financial Report of the U.S. Government (FR)

Existing Reporting Requirements for the Financial Report of the U.S. Government:
Overall Long-Term Fiscal Outlook

Current reporting requirements for the U.S. Government’s long-term fiscal outlook are
contained in paragraphs 3 and 6 of Statement of Federal Financial Accounting Standards
(SFFAS) 15, Management Discussion and Analysis, (MD&A) as follows:

[3] MD&A should include forward-looking information regarding the possible
future effects of the most important existing, currently-known demands, risks,
uncertainties, events, conditions and trends. MD&A may also include forward-
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looking information about the possible effects of anticipated future demands,
events, conditions, and trends.> Forward-looking information may comprise a
separate section of MD&A or may be incorporated with the sections listed above.
[6] MD&A should deal with the "vital few" matters; i.e., the most important
matters that will probably affect the judgments and decisions of people who rely
on the GPFFR as a source of information. (The specific topics mentioned in
Concepts for Management's Discussion and Analysis are examples of items that
might be relevant for MD&A of a given entity.) Matters to be discussed and
analyzed are those that management of the reporting entity believes it is
reasonable to assume could:
e lead to significant actions or proposals by top management of the
reporting unit;
e Dbe significant to the managing, budgeting, and oversight functions of
Congress and the Administration; or
¢ significantly affect the judgment of citizens about the efficiency and
effectiveness of their Federal Government.*

The FASAB elaborated on the above requirements in its companion concept
statement, Statement of Federal Financial Accounting Concepts 3, Management’s
Discussion and Analysis. Paragraphs 32 through 36 below explain the Board’s
expectations regarding future effects.

[32] Future Effects of Current Demands, Risks, Uncertainties, Events, Conditions
and Trends—The discussion of these current factors should go beyond a mere
description of existing conditions, such as demographic characteristics, claims,
deferred maintenance, commitments'® undertaken, and major unfunded liabilities,
to include a discussion of the possible future effect of those factors. (This
discussion of possible future effect of existing, currently-known factors is required
pursuant to the standards in Standards for Management’s Discussion and
Analysis.)

*The word "anticipated” is used in a broad, generic sense in this document. In this context the term may
encompass both "probable" losses arising from events that have occurred, which should be recognized on
the face of the basic or "principal" financial statements, as well as "reasonably possible" losses arising from
events that have occurred, which should be disclosed in notes to those statements. "Anticipated" may
include the effects of future events that are deemed probable, for which a financial forecast would be
appropriate. The term may also encompass hypothetical future trends or events that are not necessarily
deemed probable, for which financial projections may be appropriate. Such information about the possible
effects of anticipated future demands, events, conditions and trends, if presented, should include the term or
label "projected" or "projection," and the key hypothetical underlying assumptions should be explained. As
with other information presented in MD&A, no examination of this information by the auditor is now routinely
included within the scope of an audit of a federal entity's financial statements; however, preparers and
auditors may find useful background information in the AICPA's Statements on Standards for Attestation
Engagements Nos. 1 and 4, codified as section 200, "Financial Forecasts and Projections," of the AICPA's
Codification of Statements on Standards for Attestation Engagements.

* SFFAS 15, pars. 3 and 6.
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[33] Future Effects of Anticipated Future Events, Conditions, and Trends— To
the extent feasible and appropriate, the discussion should also encompass the
possible future effects of anticipated future events, conditions, and trends,
although this additional information is not required by the standards for MD&A.™
For example, MD&A might discuss the possible future effect of anticipated trends
in the cost of inputs that may significantly affect future output costs. Other
examples include the future effect of anticipated demographic trends, such as
declining mortality rates, and the future effects of potential changes in behavior
that may be caused by changes in Government programs. Such behavioral
changes can greatly affect the future cost of some Governmental programs. For
example, such effects can arise if subsidized insurance encourages the people
or entities most at risk to participate in insurance programs (“adverse selection”)
or encourages risky behavior (“moral hazard”).

[34] An anticipated condition such as a prospective demographic trend or
potential behavioral change may not, in itself, constitute a contingency or
assumed risk that must be recognized, disclosed, or reported pursuant to SFFAS
5. Likewise, it may not be something that must be discussed in MD&A pursuant
to the Standards for Management’s Discussion and Analysis. Even so, if there is
a reasonable prospect of a major effect on the reporting entity due to the
anticipated condition, then MD&A should include this information to the extent
feasible.

[35] Where appropriate, the description of possible future effects of both existing
and anticipated factors should include quantitative forecasts* or projections*.
Such forecasts or projections can show the implications of existing policies and
conditions in light of anticipated or reasonably possible future conditions. For
example, for MD&A of the Government-wide financial statements, long-term
projections of the deficit or surplus may be important indicators of financial
condition and sustainability. For insurance programs, this kind of projection—
which actuaries sometimes call “dynamic analysis"— would consider possible
interactions among current assets, reserves, policies in force, expected future
business or populations covered by the insurance, and potential behavioral
changes such as adverse selection and moral hazard, if appropriate. Some
programs are interrelated among themselves and/or with conditions in the private
sector. For example, flood insurance programs and disaster assistance programs
may be related to such an extent that analysis of programs individually would not
provide a good idea of their potential impact on the Government. To the extent
feasible, projections should consider the potential implications of such
relationships.

[36] The future implications of current or anticipated factors often can better be
expressed as a range of possible outcomes and associated probabilities than as
a single point estimate. Sometimes the implications may best be discussed in
nonfinancial as well as financial terms. Forward-looking information can be highly
useful, but management should avoid turning this part of MD&A into mere
“lobbying” for more budgetary authority.
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*The term “commitments” is used here in the customary sense, not as it is used
in budgetary accounting.

“Some projections that could involve consideration of anticipated factors would
be presented as required supplementary stewardship information pursuant to the
standards exposed for comment in FASAB’s exposure draft Accounting for Social
Insurance, February, 1998.

In addition to reporting on the long-term fiscal outlook, there are also reporting
requirements for long-term obligations for social insurance programs in SFFAS 17,
Accounting for Social Insurance. The standards require that:
= aliability be recognized when payments are due and payable to beneficiaries
or service providers and
= supplemental information be reported to facilitate the assessment of:
o the long-term sustainability of the program from both an entity and a
governmentwide perspective and
o (the ability of the program and the nation to raise resources from future
program participants to pay for benefits proposed to present
participants.
The required supplemental information includes:

o elong-range cashflow projections,

o elong-range projections of the ratio between the number of those paying
taxes earmarked for the program and the number of program
beneficiaries, and

o eactuarial present values of (i) future benefits for and (ii) contributions and
tax income from or on behalf of current and future program participants

The consolidated governmentwide financial report should include, as required
supplemental information (RSI), a summary of the entities' descriptions of their social
insurance programs. The description should include a discussion of the long-term
sustainability and financial conditions of the programs, illustrate and explain the trends
revealed in the data, and explain the relationship of the social insurance program(s) to
governmentwide financing, especially regarding the intra-governmental nature of trust
fund assets and government debt.’

Actual Reporting in the Financial Report of the U.S. Government

In FY 2006, the Discussion and Analysis section of the Financial Report of the
U.S. Government included a discussion of long-term spending trends for Social Security
and Medicare:

® SFFAS 17, pars. 9, 10 and 31 as amended by SFFAS 26, par. 5.
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Trustees Long-Range Outlook (2005-2080)

Social Security and Medicare costs increase steeply between 2010 and
2030 because the number of people receiving benefits will increase
rapidly as the large baby-boom generation retires. Thereafter, Social
Security costs grow slowly primarily due to projected increasing life
expectancy. Medicare costs continue to grow rapidly due to expected
increases in the use and cost of health care. The continued development
of new technology is expected to cause per capita health care
expenditures to continue to grow faster in the long term, than the economy
as a whole.

Comparison of projected Social Security and Medicare costs to gross
domestic product (GDP) is a commonly-used metric for fund analysis.
Medicare costs are projected to exceed Social Security's in 2024. Social
Security expenditures amounted to 4.3 percent of GDP in 2006 and is
projected to increase to 6.3 percent of GDP in 2080. Medicare's cost
amounted to 3.2 percent of GDP in 2006 and is projected to grow more
than threefold to 11.0 percent of GDP in 2080. Absent reform, Social
Security and Medicare together will more than double as a percentage of
the U.GS. economy, from nearly 6 percent in 2006 to over 17 percent by
2080.

The following section, “The Government’s Net Liabilities and Its Responsibilities” (pages
19-20) provides additional information.

In addition, Note 23, “Social Insurance,” and the Stewardship Information section
(pages 107-136) provide over 30 pages of detailed information on long-term projected
costs of Social Security, Medicare, and other social insurance programs.

Attachments:

o Statement of Social Insurance, FY 2006 (Full report available at:
http://www.fms.treas.gov/fr/index.html )

o Required Supplemental Information, FY 2006 Financial Report of the U.S.
Government (Full report available at: http://www.fms.treas.gov/fr/index.html )

4. Existing Reporting in (a) the Budget of the U.S. Government and (b) the
Trustees Reports for Social Security and Medicare

(a) Existing Reporting in the Budget of the U.S. Government

Chapter 13, “Stewardship,” of the U.S. Budget’s Analytical Perspectives, in particular,

Part I, “The Long-Term Budget Outlook,” provide detailed estimates of budget

projections for the U.S. Government as a whole. Part | of this chapter notes that:
The [U.S. Government] Financial Report also includes a statement of social
insurance that reviews a substantial body of information on the condition and

® Financial Report of the U.S. Government, 2006, page 18.
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sustainability of the Government’s social insurance programs. The Report,
however, does not extend that review to the condition or sustainability of the
Government as a whole, which is a main focus of this chapter, and it does not try to
relate the Government’s assets and liabilities to private wealth of broader economic
and social conditions.’
Note: although Chapter 13 of Analytical Perspectives provides information for the
government as a whole, it notes that “Because here are serious limitations on the
available data and the future is uncertain, this chapter’s findings should be interpreted
with caution; its conclusions are subject to future revision.”

Also, the Budget of the U.S. Government is published on a different timetable from the
annual financial statements. When the financial statements of the U.S. Government are
published in mid-December for the fiscal year ended the previous September 30" the
relevant chapter in the U.S. Budget’s Analytical Perspectives is somewhat outdated,
since it is generally issued the previous February.

(b) Existing Reporting in the Trustees Reports for Social Security and Medicare

The annual Trustees Reports for Social Security and Medicare provide hundreds of
pages of detailed reporting and estimates. Since 1983 the Trustees have published, in
addition to the regular full report, a summary document which contains a brief and
easier-to-understand summary of the highlights of the full report. During the 1980s and
in 1990, the summary was included as part of the larger report. Since 1991 the
summaries have been published as separate documents. Each year, the Office of the
Actuary publishes the current summary document on its website along with the longer,
full report.

The timing of the Trustees Reports are variable; they have been issued as early as
March and as late as May. The summary reports may be a valuable resource for
citation in potential financial statement reporting. A copy of the 2006 Summary Report
is attached.

Attachment:
o Status of the Social Security and Medicare Programs: A Summary of the 2006

Annual Reports- Social Security and Medicare Boards of Trustees (Full report
available at: http://www.ssa.gov/OACT/TR/))

5. Suggested Topics for Consideration by the Task Force
Technical Issues:
(a) Should fiscal sustainability reporting be a required part of the Management

Discussion and Analysis, a separate financial statement, or a note to the Statement
of Social Insurance?

’ Analytical Perspectives, Budget of the U.S. Government, Fiscal Year 2007, page 176.

10



Draft Briefing Package for Task Force Members

[Point to consider:

The GAO has recommended a separate financial statement on sustainability,
described in the “Government Accountability Office Comptroller General’s
Statement” on the FY 2006 Financial Report of the U.S. Government:

Although improvements have been made, additional financial reporting
enhancements are needed to effectively convey the long-term financial condition of
the U.S. government and annual changes therein. Specifically, the federal
government’s financial reporting should be expanded to disclose the reasons for
significant changes during the year in scheduled social insurance benefits and
funding. It should also include a Statement of Fiscal Sustainability—providing a
long-term look at the sustainability of social insurance in the context of all federal
programs.® The reporting on fiscal sustainability should include additional
information that will assist in understanding the sustainability of current social
insurance and other federal programs, including key measures of fiscal
sustainability and intergenerational equity,? projected annual cash flows, and
changes in fiscal sustainability during the reporting period. Further, earmarked
Social Security and Medicare taxes that have not yet been used to pay benefits
should be recorded as deferred earmarked revenue, resulting in an additional
liability for such social-insurance-related obligations.'® As of September 30, 20086,
such “unused” earmarked taxes related to social insurance totaled over $2 trillion.""]

(b) What information should be presented?
i.  Projected cash flows (deficits/surpluses)
i. Projected GDP
iii.  Summary measures of imbalances (fiscal gap)
iv.  Summary measures of intergenerational imbalance
v. Relationships between cash flows and GDP
vi.  Other measures providing context for government spending

(c) What time period should be presented for any projections?
(d) Should one or multiple projections be presented?

(e) Should existing reports be utilized when the financial reports are being prepared
(November)?

() What policy assumptions should be used (e.g., current law, current law
adjusted based on reasonable expectations, or the Administration’s Budget
Proposal)?

8The Statement of Fiscal Sustainability would show the relationship between the present value of
Erojected revenues and outlays for social insurance and for all other federal programs.

Intergenerational equity assesses the extent to which different age groups may be required to assume
financial burdens to sustain federal responsibilities.

'"“The FASAB recently issued the preliminary views document, Accounting for Social Insurance, Revised
SWashington, D.C.: Oct. 23, 2006), which discusses differing views on accounting for social insurance.

' Government Accountability Office Comptroller General’s Statement, page 27 of the Financial Report of
the U.S. Government, FY 2006.

11
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(g9  Which economic assumptions should be used?
i.  Should OMB projections be included as some part of the FR?
ii. How should differences between OMB and CBO projections be
handled?

(h)  How can the sensitivity of the projections to changes in assumptions be
succinctly explained to readers?

Communications Issues (in addition to (a) above):

(i) Should sustainability reporting be conceived as an element within the financial
statements that could also stand alone as a popular report?

)i Should selected “dashboard indicators” be recommended?
Examples include:
e Relationship to GDP
e Per capita amount to achieve actuarial balance
e Per current worker to achieve actuarial balance
e How selected indicators have improved or worsened during specified
reporting periods

Attachments and Links:

(1) Comptroller General’s presentation, Saving Our Future Requires Tough
Choices Today, Fiscal Wake-Up Tour at Denver City College, Denver,
Colorado, November 28, 2006, GAO-07-269CG . (Available at
http://www.gao.gov/cghome.htm )

(2) Opening Remarks at the [Congressional Budget Office] Director’s Conference
on Long-Term Budget Challenges, December 8, 2006 (Available at
http://www.cbo.gov/publications/past90days.cfm )

(3) “Stewardship” from the FY 2007 Budget of the U.S. Government, “Analytical
Perspectives” section (Available at
http://www.whitehouse.gov/omb/budget/fy2007/ )

(4) Statement of Social Insurance, FY 2006 (Available at
http://www.fms.treas.gov/fr/index.html )

(5) Required Supplemental Information, FY 2006 Financial Report of the U.S.
Government (Available at: http://www.fms.treas.gov/fr/index.html )

(6) Status of the Social Security and Medicare Programs: A Summary of the 2006
Annual Reports- Social Security and Medicare Boards of Trustees (at
http://www.ssa.gov/OACT/TRSUM/trsummary.html )

(7) List of Task Force members

Enclosure:
Financial Report of the U.S. Government (bound copy)

12
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Attachments

13



Attachment 1- CG Presentation

United States Government Accountability Office

glmg .
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Fiscal Wake-up Tour
Denver City College
Denver, CO
November 28, 2006

The Honorable David M. Walker
Comptroller General of the United States

GAO-07-269CG
14



Composition of Federal Spending

1966 1986 2006*

1%

Defense Social Security - Medicare & Medicaid
- Net interest - All other spending

*Preliminary.
Source: Office of Management and Budget and the Department of the Treasury.

Note: Numbers may not add to 100 percent due to rounding.

GAO0-07-269CG 15



Fiscal Year 2005 and 2006

Deficits and Net Operating Costs
== ————————

Fiscal Year 2005 Fiscal Year 2006
($ Billion)

On-Budget Deficit (494) (434)
Off-Budget Surplus® 175 186
Unified Deficit (318) (248)
Net Operating Cost (760) Not available

*Includes $173 billion in Social Security surpluses for fiscal year 2005 and $185 billion for fiscal year 2006; $2 billion in
Postal Service surpluses for fiscal year 2005 and $1 billion for fiscal year 2006.

Sources: The Office of Management and Budget and the Department of the Treasury.

GAO0-07-269CG 16



Estimated Fiscal Exposures
($ trillions)

2000 2006
« Explicit liabilities $6.9 $10.2

e Publicly held debt

» Military & civilian pensions & retiree health
e Other

e Commitments & contingencies

e E.g., PBGC, undelivered orders

* Implicit exposures

e Future Social Security benefits
e Future Medicare Part A benefits

e Future Medicare Part B benefits
e Future Medicare Part D benefits

$20.4 $49.9

Source: U.S. government’s consolidated financial statement, Social Security and Medicare Trustees reports and
Monthly Treasury Statement, September 30, 2006.

Note: 2006 estimates are preliminary. Estimates for Social Security and Medicare are at present value as of January 1 of
each year and all other data are as of September 30.

GAO-07-269CG 17 4



How Big is Our

Growing Fiscal Burden?
= ———————

Our total fiscal burden can be translated and compared as follows:

Total fiscal exposures $49.9 trillion

Total household net worth! $53.3 trillion
Burden/Net worth ratio 94 percent

Burden?
Per person $165,000
Per full-time worker $395,000
Per household $435,000
Median household income3 $46,326
Disposable personal income per capita4 $32,392

Notes: (1) Federal Reserve Board, Flow of Funds Accounts, Table B.100, 2006:Q2 (Sept. 19, 2006); (2) Burdens are calculated using estimated total U.S.
population as of 9/30/06, from the U.S. Census Bureau; full-time workers reported by the Bureau of Economic Analysis, in NIPA table 6.5D (Aug. 2, 2006); and
households reported by the U.S. Census Bureau, in Income, Poverty, and Health Insurance Coverage in the United States: 2005 (Aug. 2006); (3) U.S. Census
Bureau, Income, Poverty, and Health Insurance Coverage in the United States: 2005 (Aug. 2006); and (4) Bureau of Economic Analysis, Personal Income and
Qutlays: September 2006, table 2, 2006:Q3, (Oct. 30, 2006).

Sources: GAO analysis.

GAO-07-269CG 18 5




Composition of Spending as a Share of GDP

Under Baseline Extended (January 2001)

Percent of GDP

50

40

30 Revenue
20 o

2005 2015* 2030* 2040*
Fiscal year

B Net interest M Social Security M Medicare & Medicaid ™ All other spending

*All other spending is net of offsetting interest receipts.
Source: GAQO’s January 2001 analysis.

GAO0-07-269CG 19 6



Composition of Spending as a Share of GDP

Under Baseline Extended (August 2006)

S
Percent of GDP

50

40

30 Revenue

pd
20 D

10

2005 2015 2030 2040
Fiscal year
B Net interest M Social Security M Medicare & Medicaid ™ All other spending

Notes: In addition to the expiration of tax cuts, revenue as a share of GDP increases through 2016 due to (1) real
bracket creep, (2) more taxpayers becoming subject to the AMT, and (3) increased revenue from tax-deferred
retirement accounts. After 2016, revenue as a share of GDP is held constant.

Source: GAQO’s August 2006 analysis.
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Composition of Spending as a Share of GDP

(Assuming Discretionary Spending Grows with GDP After
2006 and All Expiring Tax Provisions are Extended)
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Source: GAOQO’s August 2006 analysis.
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Current Fiscal Policy Is Unsustainable

s e
* The “Status Quo” is Not an Option

» We face large and growing structural deficits largely due to known
demographic trends and rising health care costs.

e GAQ’s simulations show that balancing the budget in 2040 could
require actions as large as

 Cutting total federal spending by 60 percent or
* Raising federal taxes to 2 times today's level

e Faster Economic Growth Can Help, but It Cannot
Solve the Problem

e Closing the current long-term fiscal gap based on reasonable
assumptions would require real average annual economic growth
in the double digit range every year for the next 75 years.

e During the 1990s, the economy grew at an average 3.2 percent per
year.

e As a result, we cannot simply grow our way out of this problem.
Tough choices will be required.
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The Way Forward:

A Three-Pronged Approach
P

1. Strengthen Budget and Legislative Processes and
Controls

2. Improve Financial Reporting and Performance Metrics

3. Fundamental Reexamination & Transformation for the

215t Century (i.e., entitlement programs, other spending,
and tax policy)

Solutions Require Active Involvement from

both the Executive and Legislative Branches

GAO0-07-269CG 29 10



Key National Indicators

e WHAT: A portfolio of economic, social, and environmental outcome-
based measures that could be used to help assess the nation’s and
other governmental jurisdictions’ position and progress

e WHO: Many countries and several states, regions, and localities have
already undertaken related initiatives (e.g., Australia, New Zealand,
Canad?, United Kingdom, Oregon, Silicon Valley (California) and
Boston

* WHY: Development of such a portfolio of indicators could have a
number of possible benefits, including
e Serving as a framework for related strategic planning efforts
* Enhancing performance and accountability reporting

 Informing public policy decisions, including much needed baseline reviews of existing
government policies, programs, functions, and activities

* Facilitating public education and debate as well as an informed electorate

e WAY FORWARD: Consortium of key players housed by the National
Academies domestically and related efforts by the OECD and others
internationally
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Key National Indicators:

Where the World’s Sole Superpower Ranks

The United States may be the only superpower, but
compared to most other OECD countries on selected key
economic, social, and environmental indicators, on
average, the U.S. ranks

16 OUT OF 28

* Population/Migration * Energy * Environment e Quality of Life
e Macroeconomic . . : e Economic
Trends EELDEr ML Globalization
* Prices e Science & Tech. * Public Finance
25 1

Source: 2006 OECD Factbook
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Moving the Debate Forward

e The Sooner We Get Started, the Better

* The miracle of compounding is currently working against us

* | ess change would be needed, and there would be more
time to make adjustments

e Our demographic changes will serve to make reform more
difficult over time

e Need Public Education, Discussion, and Debate
* The role of government in the 21t Century
* Which programs and policies should be changed and how
 How government should be financed
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These Challenges Go Beyond
Numbers and Dollars—
It’s About

VALUES & PEOPLE



Attachment 1- CG Presentation

United States Government Accountability Office

glmg .
rJ utLture
l"€ MIFES

J'J/Jf fj

Fiscal Wake-up Tour
Denver City College
Denver, CO
November 28, 2006

The Honorable David M. Walker
Comptroller General of the United States

GAO-07-269CG
28



- On the Web

Web site: www.gao.gov/cghome.htm

- Contact

Paul Anderson, Managing Director, Public Affairs
AndersonP1 @gao.gov (202) 512-4800

U.S. Government Accountability Office

441 G Street NW, Room 7149

Washington, D.C. 20548

Bl Copyright

This is a work of the U.S. government and is not subject to
copyright protection in the United States. The published
product may be reproduced and distributed in its entirety
without further permission from GAO. However, because this
work may contain copyrighted images or other material,
permission from the copyright holder may be necessary if
you wish to reproduce this material separately.

GAO-07-269CG

29 16


http://www.gao.gov/cghome.htm
mailto:AndersonP1@gao.gov

Attachment 2- CBO Conference

CBO

Director’s Conferenceon
Budgeting and Accounting for
Long-Term Obligations

The ABCsof
Long-Term Budget Challenges

Opening Remarks

by
Donald B. Marron
Acting Director

December 8, 2006

©

CONGRESSIONAL BUDGET OFFICE
SECOND AND D STREETS, Sw.
WASHINGTON, D.C. 20515

30




Attachment 2- CBO Conference

31



Attachment 2- CBO Conference

Good morning. Welcome to the Congressional Budget Office’s (CBO’s) annual
Director’s Conference.

In previous years, these conferences have addressed issues such asimproving
revenue estimation and strengthening the budget process. Today’ s conference
focuses on the largest fiscal challenge facing the nation: the aging of the
population and the growing cost of federal health and retirement programs.

The basic challenge is well-known. If current trends continue and current policies
remain in place, federal spending will outstrip revenues in coming decades, even
if tax reductions enacted over the past few years expire, as scheduled, at the end
of 2010. Deficits will increase sharply, debt held by the public will grow faster
than the economy, and interest payments will soar, undermining the government’s
finances and weakening the economy.

In short, the nation’ sfiscal policy is on an unsustainable path, posing along-term
threat to the well-being of the American people and the country’s status in the
world.

The reasons for that dire outlook are familiar but warrant repeating. Over coming
decades, the aging of the U.S. population will slow the pace of economic growth
—and the growth of tax revenues—at the same time that a combination of the
aging population and rising health care costs will cause spending growth to
accelerate.

Economic growth will slow because as workers age, they become less likely to
participate in the labor market. Over the next decade alone, CBO estimates, that
demographic effect will trim about 0.5 percentage points off of the annual growth
of the labor force, and, as aresult, decrease the potential real growth rate of the
economy from the 3 percent that it has been, on average, since 1990 to 2.6 percent
over the next 10 years.

At the same time, the aging population will place increased demands on Social
Security. Spending for that program today amounts to about 4 percent of gross
domestic product (GDP). If current trends continue, however, that spending will
reach roughly 6 percent of GDP in 2030—and will continue to increase
thereafter.?

Medicare and Medicaid pose an even greater challenge. Those programs face the
same demographic pressures as does Socia Security. However, Medicare and

1 Congressional Budget Office, The Budget and Economic Outlook: An Update
(August 2006).
2. Congressional Budget Office, The Long-Term Budget Outlook (December 2005).
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Medicaid also face the pressures of rapidly rising health care costs. Over recent
decades, health care costs per beneficiary in those programs have grown an
average of 2 percentage pointsto 3 percentage points faster than per capita GDP
each year. Even if that extra growth slowsto just 1 percentage point, spending on
those programs will grow from roughly 4.6 percent of GDP today to more than 9
percent of GDP in 2030—and will continue to rise thereafter.

To put those figures in context, keep in mind that federal spending today is
slightly more than 20 percent of GDP. Socia Security, Medicare, and Medicaid
together amount to about 9 percent of GDP, slightly more than two-fifths of
federal spending. By 2030, however, spending on those programs is projected to
reach roughly 15 percent of GDP, equivalent to about three-quarters of current
federal spending levels. If that increase happened and total spending was held at
about today’ s level as a percentage of GDP, the rest of the budget would have to
be cut by more than half.

Spending on Social Security, Medicare, and Medicaid will thus exert pressures on
the federal budget that economic growth alone is unlikely to alleviate. Substantial
reductions in the projected growth of spending and perhaps a sizable increasein
taxes as a share of the economy will therefore be necessary to maintain fiscal
stability in coming decades.

The challenges themselves are well-known, yet there islittle evidence that they
have yet had much influence on policy decisions. The goal of today’ s conference,
therefore, is not only to document the challenges but, more importantly, to discuss
how they might become more prominent in the policy process. That discussion
has three components—the ABCs, if you will, of long-term budget challenges:
how to account for long-term federal obligations, how to budget for them, and
how to communicate about them.

Let me begin with the A, accounting.

The budget has long held the spotlight in discussions of fiscal policy. However,
the federal government also keeps another set of books. That second set of books
—the Financial Report of the United States Gover nment—reports fiscal
performance using financial accounting principles rather than budget accounting
principles.

In this case, there is nothing sinister in keeping two sets of books. The budget and
the financial report serve different purposes and therefore have different ways of
reporting the government’ s fiscal condition. Neither provides all relevant
information about federal finances.

3. Ibid.
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The key difference between the two reports is the method of accounting used in
each.* With afew exceptions, the budget uses cash accounting; it measures cash
flowsin and out of the U.S. Treasury and reports them in the year they occur. The
financial report, in contrast, uses accrual accounting; it recognizes expenses and
revenues when economic events occur, rather than when the resulting cash flows
take place.

The difference between cash and accrual accounting is particularly important
when outlays and underlying economic events happen at different pointsin time.
Retirement benefits for federal workers are a prime example. The budget reports
outlays when benefit payments are made to retired workers. The financial
statements, in contrast, record an operating expense for the estimated cost of those
benefits as workers earn them.

The Federa Accounting Standards Advisory Board (FASAB)—the organization
that establishes accounting standards for the federal government—is now
grappling with the question of how to apply accrual accounting principlesto
programs like Social Security and Medicare.®> As one of our speakers will discuss,
amgjority of the board members favor an approach that would treat alarge
portion of future Social Security and Medicare benefits as current liabilities and
that would recognize a large expense each year (measured in the hundreds of
billions or perhaps trillions of dollars) to reflect increases in those obligations
over time.

Thus, FASAB'’s efforts raise important questions about the appropriate accounting
treatment for social insurance programs. The increasing attention being paid to
FASAB and, more generally, to the financial report also raise a broader question
of whether and to what extent budget policy should be informed by the
accounting statements. (I should emphasize that FASAB standards apply only to
the financial statements and, contrary to some media coverage, have no direct
effect on the budget.)

That brings us to the B, budgeting.

As | noted, the budget is generally prepared on a cash basis. As aresult, the
impacts of long-term obligations appear in the budget in the yearsin which
outlays eventually occur. That approach can create problems if significant effects
occur beyond the standard five- or 10-year budget window.

Today, a 10-year window does include the beginning of the approaching fiscal
challenges. Asthe leading edge of the baby-boom generation beginsto retire and

4. For a detailed discussion of the similarities and differences between the budget and the
financial reports, see Congressional Budget Office, Comparing Budget and Accounting
Measures of the Federal Government’s Fiscal Condition (December 2006).

5. The Congressional Budget Office has one of the 10 seats on the board.
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health care costs continue to rise, spending on Socia Security, Medicare, and
Medicaid will rise from the roughly 9 percent of GDP that it istoday to about 11
percent a decade later.® But a 10-year window is far too narrow to capture the full
magnitude of the looming spending increases. If the budget isto remain the
primary mechanism for determining fiscal policy, it isimportant that we explore
how it can best reflect the government’ s growing long-term obligations and how
the budget process can be structured to facilitate efforts to deal with them.

As one of our speakers will discuss, one response to these concernsis to prepare
budget projections over longer time periods. The Social Security and Medicare
actuaries, for example, prepare detailed projections for those programs over the
next 75 years, CBO prepares similar projections for 50 and 100 years. Those
projections provide useful information—on the same cash basis as the regular
budget—and, at times, have played a central role in policy deliberations (for
example, during the discussions about Social Security that occurred in 2005).
However, with one exception (a Senate point of order involving spending in any
of the four 10-year periods after 2015), such projections or other estimates of
long-term budget impacts have not yet had aformal role in the budget process.

A second response, endorsed by other speakers, would be to incorporate accrual
measures of long-term obligations into the budget process. Such achange is not
without precedent. Although the budget largely uses a cash basis, since the early
1990s an accrual approach has been used for credit programs such as ones
providing loans and loan guarantees. That change addressed a clear weakness of
prior approaches. many of the potential budget impacts of loans and loan
guarantees fall outside the conventional budget windows, so cash-based budgeting
provided incomplete and potentially misleading information about the ultimate
effects on the budget. Applying the same logic to social insurance programs raises
a host of conceptual, analytical, and political challenges: those programs are not
contractual in nature; they stretch farther into the future than most credit
programs; and, in the case of Medicare, the program has future costs that are
much more uncertain. However, some change in budget concepts may be
necessary if we are to address the federal government’ sfiscal challengesin a
timely fashion.

Accounting and budgeting frameworks can provide useful structure for analyzing
and planning for long-term obligations. Just asimportant, | believe, isthe C, the
way that we communicate about these challenges.

Over the past few years, increasing interest in long-term budget challenges has
given birth to a plethora of different ways of characterizing them. At CBO, we
typically focus on long-term projections of future outlays and report those future
outlays relative to the future size of the economy. Other analysts employ similar
projections, but report figures in terms of future flows of dollars. Still others use

6. Congressional Budget Office, The Budget and Economic Outlook: An Update
(August 2006).
4
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projections and then discount them back to today as a net present value, either asa
percentage of the present value of future GDP or in dollars. (As one of our
speakers will explain, the latter approach can result in truly astronomical figures
in the tens of trillions of dollars, particularly if one adopts an infinite horizon in
order to avoid any effects resulting from the choice of awindow.) Still others
have adapted accrual accounting approaches to calculate annual measures of the
increasing obligations in the social insurance programs. Finally, some begin with
the regular budget as constructed today but emphasi ze measures such as the on-
budget deficit rather than the unified budget deficit.

Observers differ on the analytic merits and potential usefulness of each of those
approaches for the policy process. However, it isfair to say that each one conveys
a perspective on long-run budget challenges.

The nation faces formidable fiscal challenges. To address them, we face difficult,
important questions: How should we account for long-term obligations? How
should we budget for them? How should we communicate about them? | hope
that today’ s conference will shed light on those issues.

Thank you all for being here.
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13. STEWARDSHIP

Introduction

The budget is an essential tool for allocating re-
sources within the Federal Government and between
the public and private sectors, but current outlays, re-
ceipts, and the deficit give at best a partial picture
of the Government’s financial condition. Indeed,
changes in the annual budget deficit or surplus can
be misleading. For example, the temporary shift from
annual deficits to surpluses in the late 1990s did noth-
ing to correct the long-term fiscal deficiencies in the
major entitlement programs, which are the major
source of the long-run shortfall in Federal finances.
This would have been more apparent at the time if
greater attention had been focused on long-term meas-
ures such as those presented in this chapter. As impor-
tant as the current budget surplus or deficit is, other
indicators are also needed to judge the Government’s
fiscal condition.

For the Federal Government, unfortunately, there is
no single number that corresponds to a business’s bot-
tom line. The Government is judged by how its actions
affect the country’s security and well-being, and that
cannot easily be summed up with a single statistic.
Also, even though its financial condition is important,
the Government is not expected to earn a profit. Its
financial status is best evaluated using a broad range
of data and several complementary perspectives. This
chapter presents a framework for such analysis. Be-
cause there are serious limitations on the available data
and the future is uncertain, this chapter’s findings
should be interpreted with caution; its conclusions are
subject to future revision.

The chapter consists of four parts:

¢ Part I explains how the separate pieces of analysis
link together. Chart 13-1 is a schematic diagram
showing the linkages.

o Part II presents estimates of the Government’s
assets and liabilities, which are shown in Table
13-1. This table is similar to a business balance
sheet, but for that reason it cannot reveal some
of the Government’s unique financial features and
needs to be supplemented by the information in
Parts IIT and IV.

o Part III shows possible long-run paths for the Fed-
eral budget. These projections vary depending on
alternative economic and demographic assump-
tions. The projections are summarized in Table
13-2 and in a related set of charts. Table 13-3
shows present value estimates of the funding
shortfall in Social Security and Medicare. To-
gether these data indicate the scope of the Govern-
ment’s future responsibilities and the resources it
will have available to discharge them under cur-
rent law and policy. In particular, they show the
looming long-run fiscal challenge posed by the
Federal entitlement programs.

e Part IV returns the focus to the present. It pre-
sents information on national economic and social
conditions. The private economy is the ultimate
source of the Government’s resources. Table 13-4
gives a summary of total national wealth, while
highlighting the Federal investments that have
contributed to that wealth. Table 13-5 shows
trends in wealth and Table 13-6 presents a small
sample of statistical indicators.

PART I—A FRAMEWORK TO EVALUATE FEDERAL FINANCES

No single framework can encompass all of the factors
that affect the financial condition of the Federal Gov-
ernment, but the framework presented here is reason-
ably comprehensive and it offers a useful way to exam-
ine the financial implications of Federal policies. This
framework includes balance-sheet information, but it
also includes long-run projections of the entire budget
showing where future fiscal strains are most likely to
appear. It includes measures of national wealth, which
support future income and tax receipts, and an array
of economic and social indicators showing potential
pressure points that may require future policy re-
sponses.

The Government’s legally binding obligations—its li-
abilities—consist in the first place of Treasury debt.
Other liabilities include the pensions and medical bene-
fits owed to retired Federal employees and veterans.

These employee obligations are a form of deferred com-
pensation; they have counterparts in the business
world, and would appear as liabilities on a business
balance sheet. Accrued obligations for Government in-
surance policies and the estimated present value of
failed loan guarantees and deposit insurance claims are
also analogous to private liabilities. These Government
liabilities are discussed further in Part II along with
the Government’s assets. The liabilities and assets are
collected in Table 13-1. The liabilities shown in Table
13-1 are only a subset of the Government’s overall
financial responsibilities. Indeed, the full extent of the
Government’s fiscal exposure through programmatic
commitments dwarfs the outstanding total of all ac-
knowledged Federal liabilities. The commitments to So-
cial Security and Medicare alone amount to many times
the value of Federal debt held by the public.

175
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ANALYTICAL PERSPECTIVES

In addition to Social Security and Medicare, the Gov-
ernment has a broad range of programs that dispense
cash and other benefits to individual recipients. A few
examples of such programs are Medicaid, food stamps,
veterans’ pensions and health care. The Government
also provides a wide range of public services that must
be financed through the tax system. It is true that
specific programs may be modified or even ended at
any time by the Congress and the President, and
changes in the laws governing these programs are a
regular part of the legislative cycle. For this reason,
these programmatic commitments do not constitute “li-
abilities” in a legal or accounting sense, and they would
not appear on a balance sheet. They are Federal re-
sponsibilities, however, and will have a claim on budg-
etary resources for the foreseeable future. All of the
Government’s existing programs are reflected in the
long-run budget projections in Part III. It would be
misleading to leave out any of these programmatic com-
mitments in projecting future claims on the Govern-
ment or in calculating the Government’s long-run fiscal
balance.

The Federal Government has many assets. These in-
clude financial assets, such as loans and mortgages
which have been acquired through various credit pro-
grams. They also include the plant and equipment used
to produce Government services. The Government also
owns a substantial amount of land. Such assets would
normally be shown on a balance sheet. The Government
also has resources in addition to those that might be
expected to appear on a balance sheet. These additional
resources include most importantly the Government’s
sovereign power to tax.

Because of its unique responsibilities and resources,
the most revealing way to analyze the future strains
on the Government’s fiscal position is to make a long-
run projection of the entire Federal budget. Part III
of this chapter presents a set of such projections under
different assumptions about policy and future economic
and demographic conditions. Over long periods of time,
the spending of the Government must be financed by
the taxes and other receipts it collects. Although the
Government can borrow for temporary periods, it must
pay interest on any such borrowing, which adds to fu-
ture spending. In the long run, a solvent Government
must pay for its spending out of its receipts. The projec-
tions in Part III show that under an extension of the
estimates in this Budget, long-run balance in this sense
is not achieved, mostly because projected spending for
Social Security, Medicare, and Medicaid grow faster
than the revenue available to pay for them.

The long-run budget projections and the table of as-
sets and liabilities are silent on the question of whether
the public is receiving value for its tax dollars or wheth-
er Federal assets are being used effectively. Information
on those points requires performance measures for Gov-
ernment programs supplemented by appropriate infor-
mation about conditions in the economy and society.
Recent changes in budgeting practices have contributed
to the goal of providing more information about Govern-

ment programs and will permit a closer alignment of
the cost of programs with performance measures. These
changes have been described in detail in previous Budg-
ets. They are reviewed in chapter 2 of this volume,
and in the accompanying material that describes results
obtained with the Program Assessment Rating Tool
(PART). This Stewardship chapter complements the de-
tailed exploration of Government performance with an
assessment of the overall impact of Federal policy as
reflected in general measures of economic and social
well-being, shown in Table 13-6.

Relationship with FASAB Objectives

The framework presented here meets the stewardship
objective for Federal financial reporting recommended
by the Federal Accounting Standards Advisory Board
(FASAB) and adopted for use by the Federal Govern-
ment in September 1993.1

Federal financial reporting should assist report users in
assessing the impact on the country of the government’s oper-
ations and investments for the period and how, as a result,
the government’s and the Nation’s financial conditions have
changed and may change in the future. Federal financial
reporting should provide information that helps the reader
to determine:

3a. Whether the government’s financial position improved
or deteriorated over the period.

3b. Whether future budgetary resources will likely be suffi-
cient to sustain public services and to meet obligations as
they come due.

3c. Whether government operations have contributed to the
nation’s current and future well-being.

The presentation here is an experimental approach
for meeting this objective at the Government-wide level.
It is intended to meet the broad interests of economists
and others in evaluating trends over time, including
both past and future trends. The annual Financial Re-
port of the United States Government presents related
information, but from a different perspective. The Fi-
nancial Report includes a balance sheet. The assets
and liabilities on that balance sheet are all based on
transactions and other events that have already oc-
curred. A similar table can be found in Part II of this
chapter but based on different data and methods of
valuation. The Financial Report also includes a state-
ment of social insurance that reviews a substantial
body of information on the condition and sustainability
of the Government’s social insurance programs. The Re-
port, however, does not extend that review to the condi-
tion or sustainability of the Government as a whole,
which is a main focus of this chapter, and it does not
try to relate the Government’s assets and liabilities
to private wealth or broader economic and social condi-
tions.

Connecting the Dots: The presentation that follows
is constructed around a series of tables and charts.
The schematic diagram, Chart 13-1, shows how the
different pieces fit together. The tables and charts
should be viewed as an ensemble, the main elements

1 Statement of Federal Financial Accounting Concepts, Number 1, Objectives of Federal
Financial Reporting, September 2, 1993. Other objectives are budgetary integrity, operating
performance, and systems and controls. .
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of which are grouped in two broad categories—assets/
resources and liabilities/responsibilities.

e The left-hand side of Chart 13—-1 shows the full
range of Federal resources, including assets the
Government owns, tax receipts it can expect to
collect given current and proposed law, and na-
tional wealth, including the trained skills of the
national work force, that provide the base for Gov-
ernment revenues.

e The right-hand side reveals the full range of Fed-

eral obligations and responsibilities, beginning
with the Government’s acknowledged liabilities
from past actions, such as the debt held by the
public, and including future budget outlays needed
to maintain present policies and trends. This col-
umn ends with a set of indicators highlighting
areas where Government activity affects society
or the economy.

Chart 13-1. The Financial Condition of the Federal
Government and the Nation

Assets/Resources

Federal Assets
Financial Assets
Monetary Assets
Mortgages and Other Loans

Liabilities/Responsibilities

Federal Liabilities

Financial Liabilities
Debt Held by the Public

Guarantees and Insurance

Other Financial Assets
Less Expected Loan Losses
Physical Assets
Fixed Reproducible Capital
Defense
Nondefense
Inventories
Non-reproducible Capital
Land
Mineral Rights

Resources/Receipts

Projected Receipts

National Assets/Resources
Federally Owned Physical Assets

State & Local Govt. Physical Assets
Federal Contribution

Privately Owned Physical Assets

Education Capital
Federal Contribution

R&D Capital
Federal Contribution

Federal Governmental
Assets and Liabilities
(Table 13-1)

Long-Run Federal
Budget Projections
(Table 13-2)

Actuarial Deficiencies in
Social Security and Medicare
(Table 13-3)

National Wealth
(Tables 13-4 and 13-5)

Social Indicators
(Table 13-6)
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Deposit Insurance

Pension Benefit Guarantees
Loan Guarantees

Other Insurance

Federal Retiree Pension
and Health Insurance Liabilities

Miscellaneous

Net Balance

Responsibilities/Outlays
Projected Outlays
Surplus/Deficit

Actuarial Deficiencies in
Social Security and Medicare

National Needs/Conditions
Indicators of economic, social,
educational, and environmental
conditions
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QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT’S STEWARDSHIP

1. According to Table 13-1, the Government’s liabilities exceed its assets. No business could
operate in such a fashion. Why does the Government not manage its finances more like a
business?

The Federal Government has different objectives from a business firm. The goal of every busi-
ness is to earn a profit, and as a general rule the Federal Government properly leaves activities
at which a profit could be earned to the private sector. For the vast bulk of the Federal Govern-
ment’s operations, it would be difficult or impossible to charge prices that would even cover all
its expenses. The Government undertakes these activities not to improve its balance sheet, but
to benefit the Nation.

For example, the Government invests in education and research, but it earns no direct return
from these investments. People are enriched by these investments, but the returns do not show
up as an increase in Government assets rather as an increase in the general state of knowledge
and in the capacity of the country’s citizens to earn a living and lead a fuller life. Business in-
vestment motives are quite different; business invests to earn a profit for itself, not others, and
if its investments are successful, their value will be reflected in its balance sheet. Because the
Federal Government’s objectives are different, its balance sheet behaves differently, and should
be interpreted differently.

2. Table 13-1 seems to imply that the Government is insolvent. Is it?

No. Just as the Federal Government’s responsibilities are different from those of private busi-
ness, so are its resources. Government solvency must be evaluated in different terms.

What Table 13-1 shows is that those Federal obligations that are most comparable to the liabil-
ities of a business corporation exceed the estimated value of the assets actually owned by the
Federal Government. The Government, however, has access to other resources through its sov-
ereign powers. These powers, which include taxation, will allow the Government to meet its
present obligations and those that are anticipated from future operations even though the Gov-
ernment’s current assets are less than its current liabilities.

Private financial markets clearly recognize this reality. The Federal Government’s implicit credit
rating is among the best in the world; lenders are willing to lend it money at interest rates sub-
stantially below those charged to private borrowers. This would not be true if the Government
were really insolvent or likely to become so. Where governments totter on the brink of insol-
vency, lenders are either unwilling to lend them money, or do so only in return for a substantial
interest premium.
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QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT’S STEWARDSHIP

3. Why are Social Security and Medicare not shown as Government liabilities in Table 13-1?

Future Social Security and Medicare benefits may be considered as promises or responsibilities
of the Federal Government, but these benefits are not a liability in a legal or accounting sense.
The Government has unilaterally decreased as well as increased these benefits in the past, and
future reforms could alter them again. These benefits are reflected in this presentation of the
Government’s finances, but they are shown elsewhere than in Table 13-1. They appear in two
ways: as part of the overall budget projections in Table 13-2, and in the actuarial deficiency es-
timates in Table 13-3.

Other Federal programs make similar promises to those of Social Security and Medicare—Med-
icaid, for example. Few have suggested counting future benefits expected under these programs
as Federal liabilities, yet it would be difficult to justify a different accounting treatment for
them if Social Security or Medicare were to be classified as a liability. There is no bright line di-
viding Social Security and Medicare from other programs that promise benefits to people, and
all the Government programs that do so should be accounted for similarly.

Also, if Social Security and Medicare benefits were treated as liabilities, then payroll tax re-
ceipts earmarked to finance those benefits ought to be treated as assets. This treatment would
be essential to gauge the size of the future claim. Tax receipts, however, are not generally con-
sidered to be Government assets, and for good reason: the Government does not own the wealth
on which future taxes depend. Including taxes on the balance sheet would be wrong for this rea-
son, but without counting taxes the balance sheet would overstate the drain on net assets from
Social Security and Medicare benefits. Furthermore, treating taxes for Social Security or Medi-
care differently from other taxes would be highly questionable.

Finally, under Generally Accepted Accounting Principles (GAAP), Social Security is not consid-
ered to be a liability, so not counting it as such in this chapter is consistent with accounting
standards.

4. Why doesn’t the Federal Government follow normal business practice in its bookkeeping?

The Government is not a business, and accounting standards designed to illuminate how much a
business earns and how much equity it has could provide misleading information if applied na-
ively to the Government. The Government does not have a “bottom line” comparable to that of a
business corporation, but the Federal Accounting Standards Advisory Board (FASAB) has devel-
oped, and the Government has adopted, a conceptual accounting framework that reflects the
Government’s distinct functions and answers many of the questions for which Government
should be accountable. This framework addresses budgetary integrity, operating performance,
stewardship, and systems and controls. FASAB has also developed, and the Government has
adopted, a full set of accounting standards. Federal agencies now issue audited financial reports
that follow these standards and an audited Government-wide financial report is issued as well.
In short, the Federal Government does follow generally accepted accounting principles (GAAP)
just as businesses and State and local governments do, although the relevant principles differ
depending on the circumstances. This chapter is intended to address the “stewardship objec-
tive”—assessing the interrelated condition of the Federal Government and the Nation. The data
in this chapter illuminate the trade-offs and connections between making the Federal Govern-
ment “better off” and making the Nation “better off.”
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5. When the baby boom generation retires, the deficit could become much larger than it ever

was before. How is this reflected in the current evaluation of the Government’s financial con-

dition?
The aging of the population will become dramatically evident when the baby boomers begin to
retire, and this demographic transition poses serious long-term problems for Federal entitlement
programs and the budget. Both the long-range budget projections shown in this chapter and the
actuarial projections prepared for Social Security and Medicare indicate how serious the problem
is. It is clear from this information that reforms are needed in these programs to meet the long-
term challenges.

6. Does it make sense for the Government to finance needed capital by borrowing, which
would permit a deficit in the budget, so long as the borrowing did not exceed the amount
spent on investments?

This rule might not permit much extra borrowing. Even if the Government financed new capital
by borrowing, it would need to pay off the debt incurred in this way as the capital was used up.
Only the net investment the Government does after subtracting capital consumption would be fi-
nanced with a net increase in borrowing. As discussed in Chapter 6, recently Federal net invest-
ment in physical capital has not been very large and occasionally it has even been negative, so
little if any deficit spending would have been justified by this borrowing-for-investment criterion,
at least in recent years.

The Federal Government also funds substantial amounts of physical capital that it does not
own, such as highways and research facilities, and it funds investment in intangible “capital”
such as education and training and the conduct of research and development. A private business
would never borrow to spend on assets that would be owned by someone else. However, such
spending is today a principal function of the Federal Government. It is not clear whether this
type of capital investment would fall under the borrowing-for-investment criterion, even though
they are an important part of national wealth.

There is another difficulty with the logic of borrowing to invest. Businesses expect investments
to earn a return large enough to cover their cost. In contrast, the Federal Government does not
generally expect to receive a direct payoff from its investments, whether or not it owns them. In
this sense, investments are no different from other Government expenditures, and the fact that
they provide services over a longer period of time is no justification for excluding them when cal-
culating the surplus or deficit.

Finally, the Federal Government pursues policies that support the overall economic well-being of
the Nation and its security interests. For such reasons, the Government may deem it desirable
to run a budget surplus, even if this means paying for its own investments from current re-
ceipts, and there will be other times when it is necessary to run a deficit, even one that exceeds
Government net investment. Considerations in addition to the size of Federal investment must
be weighed in choosing the right level of the surplus or deficit.

49



Attachment 3: US Budget - Analytical Perspectives

13. STEWARDSHIP

181

PART II—-THE FEDERAL GOVERNMENT’S ASSETS AND LIABILITIES

Table 13-1 takes a backward look at the Govern-
ment’s assets and liabilities summarizing what the Gov-
ernment owes as a result of its past operations netted
against the value of what it owns. The table gives some
perspective by showing these net asset figures for a
number of years beginning in 1960. To ensure com-
parability across time, the assets and liabilities are
measured in terms of constant FY 2005 dollars and
the balance is also shown as a ratio to GDP. Govern-

ment liabilities have exceeded the value of assets (see
chart 13-2) over this entire period, but, in the late
1970s, a speculative run-up in the prices of oil and
other real assets temporarily boosted the value of Fed-
eral holdings. When those prices subsequently declined,
real Federal asset values declined and only recently
have they regained the level they had reached in the
mid-1980s.

Chart 13-2. Net Federal Liabilities
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Currently, the total real value of Federal assets is
estimated to be 77 percent greater than it was in 1960.
Meanwhile, Federal liabilities have increased by 244
percent in real terms. The decline in the Federal net
asset position has been partly due to persistent Federal
budget deficits that have boosted debt held by the pub-
lic most years since 1960. Other factors have also been
important such as large increases in health benefits
promised for Federal retirees and the sharp rise in
veterans’ disability compensation. The relatively slow
growth in Federal asset values also helped reduce the
net asset position.

The shift from budget deficits to budget surpluses
in the late 1990s temporarily checked the decline in
Federal net assets. Currently, the net excess of liabil-
ities over assets is about $5.7 trillion or about $19,000
per capita. As a ratio to GDP, the excess of liabilities
over assets reached a peak of 52 percent in 1993; it
declined to 38 percent in 2000; it rose to 46 percent

in 2003; and it has declined slightly since then to
around 45 percent of GDP at the end of 2005. The
average since 1960 has been 36 percent (see Table
13-1).

Assets

Table 13-1 offers a comprehensive list of the financial
and physical resources owned by the Federal Govern-
ment.

Financial Assets: According to the Federal Reserve
Board’s Flow-of-Funds accounts, the Federal Govern-
ment’s holdings of financial assets amounted to $0.6
trillion at the end of 2005. Government-held mortgages
(measured in constant dollars) reached a peak in the
early 1990s as the Government acquired mortgages
from savings and loan institutions that had failed. The
Government subsequently liquidated most of the mort-
gages it acquired from these bankrupt savings and
loans. Meanwhile, Government holdings of other loans
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Table 13-1. GOVERNMENT ASSETS AND LIABILITIES*
(As of the end of the fiscal year, in billions of 2005 dollars)
1960 1965 1970 1975 1980 1985 1990 1995 2000 2003 2004 2005
ASSETS
Financial Assets:

Cash and Checking Deposits 46 67 42 34 52 34 46 47 63 56 56 23

Other Monetary Assets 2 1 1 1 2 2 2 1 7 10 2 2

Mortgages ... 30 29 43 45 83 85 108 75 86 78 76 76

Other Loans 11 152 190 190 247 320 227 174 145 124 121 117
less Expected Loan Losses -1 -3 -5 -10 -19 -19 =21 =27 -42 -50 -48 -41

Other Treasury Financial Assets ... 67 84 73 66 93 137 219 263 240 326 320 338

Subtotal 254 330 344 326 458 559 580 543 572 645 623 608
Nonfinancial Assets:

Fixed Reproducible Capital: ...........ccooewrereermereermereenncerinnes 1,112 | 1,104 | 1,148 | 1,114 | 1,055 | 1,193 1,237 1,244 1,091 1,072 1,079 1,106
Defense 959 901 910 832 747 868 891 870 712 674 680 697
Nondefense 153 203 238 282 308 325 346 373 379 398 399 408

Inventories ... 291 252 235 210 259 297 263 202 208 255 269 272

Nonreproducible Capital 47 483 463 686 1,100 1,179 931 701 1,043 1,220 1,434 1,774
Land 102 142 179 283 361 375 386 293 448 535 611 729
Mineral Rights 369 342 285 404 739 804 545 408 595 684 823 1,045

Subtotal 1874 | 1839 | 1846 | 2010| 2414 | 2668 2,431 2,147 2,342 2,546 2,782 3,152

Total Assets 2128 | 2169 | 2,190 | 2336 | 2872 | 3,228 3,012 2,690 2914 3,191 3,406 3,760
LIABILITIES

Debt held by the Public ....... 1269 | 1,305 | 1,161 1,180 | 1,467 | 2426 3,306 4,394 3,826 4,133 4,418 4,590
Insurance and Guarantee Liabilities:

Deposit INSUFANCE ........cverevrrerrrieeiereisessiseeesessiseessssesennes | eveneeienes 2 10 80 5 1 1 1 1

Pension Benefit GUArANtEe ..........c.coeveveeierveissiiessensnienns | evivenreees | svvvesriens | svvevenins 48 35 48 48 23 45 75 91 82

Loan Guarantees * 1 3 7 14 12 17 33 42 38 44 48

Other Insurance ......... 35 31 24 22 30 18 22 20 18 17 16 16
Subtotal . 35 32 27 77 81 89 167 81 106 131 152 147

Pension and Post-Employment Health Liabilities:

Civilian and Military Pensions ......... 958 | 1,205 | 1440 1,632| 2,051 2,035 1,989 1,928 1,978 2,038 2,127 2,169

Retiree Health Insurance Benefits .. 225 283 338 383 481 477 467 452 438 980 1,020 1,125

Veterans Disability Compensation .. 211 265 317 351 360 297 268 293 620 1,008 951 1,123
Subtotal . 1,394 | 1,752 | 2,095 | 2366 | 2,892 | 2809 2,723 2,673 3,036 4,026 4,098 4,416

Other Liabilities:

Trade Payables and Miscellaneous .............ccorivernrerinnns 30 37 47 59 91 119 164 136 111 170 179 183

Benefits Due and Payable . 23 27 37 39 49 55 65 76 87 106 106 117
Subtotal . 53 64 84 98 140 174 229 212 198 276 285 301

Total Liabilities 2,751 3,153 | 3366 | 3,721 4,580 | 5,498 6,425 7,359 7,166 8,566 8,952 9,454
Net Assets (Assets Minus Liabilities) ... -623 -985 | -1,176 | -1,385 | -1,708 | 2270 | -3/414 | -4669 | -4253 | -5376 | -5547 | -5694
Addenda:

Net Assets Per Capita (in 2005 dollars) ...............cccooveunuenee -3452 | -5076 | 5744 | 6,422 | -7,488 | -9,506 | 13,622 | 17,489 | 15,037 | -18,445 | -18,846 | -19,163
Ratio to GDP (in percent) -22.1 —27.8 —27.8 —28.9 -29.7 -33.1 —42.6 -515 -384 —45.9 -45.6 —45.2

*This table shows assets and liabilites for the Government as a whole excluding the Federal Reserve System. Data for 2005 are extrapolated in some cases.

have been declining in real terms since the mid-1980s.
The face value of mortgages and other loans overstates
their economic worth. OMB estimates that the dis-
counted present value of future losses and interest sub-
sidies on these loans was around $50 billion as of year-
end 2005. These estimated losses are subtracted from
the face value of outstanding loans to obtain a better
estimate of their economic worth.

Reproducible Capital: The Federal Government is a
major investor in physical capital and computer soft-
ware. Government-owned stocks of such capital have
amounted to about $1.1 trillion in constant dollars for
most of the last 45 years (OMB estimate). This capital
consists of defense equipment and structures, including
weapons systems, as well as nondefense capital goods.
Currently, less than two-thirds of the capital is defense

equipment or structures. In 1960, defense capital was
over 90 percent of the total. In the 1970s, there was
a substantial decline in the real value of U.S. defense
capital and there was another large decline in the
1990s after the end of the Cold War. Meanwhile, non-
defense Federal capital has increased at an average
annual rate of around 2%4 percent. The Government
also holds inventories of defense goods and other items
that in 2005 amounted to about 25 percent of the value
of its fixed capital.

Nonreproducible Capital: The Government owns sig-
nificant amounts of land and mineral deposits. There
are no official estimates of the market value of these
holdings (and of course, in a realistic sense, many of
these resources would never be sold). Researchers in
the private sector have estimated what they are worth,
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however, and these estimates are extrapolated in Table
13-1. Private land values fell sharply in the early
1990s, but they have risen since 1993. It is assumed
here that Federal land shared in the decline and the
subsequent recovery. Oil prices have been on a roller
coaster since the mid-1990s. They declined sharply in
1997-1998, rebounded in 1999-2000, fell again in 2001,
and rose substantially in 2002—2005. These fluctuations
have caused the estimated value of Federal mineral
deposits to fluctuate as well. In 2005 as estimated here,
the combined real value of Federal land and mineral
rights was higher than it has ever been, but only 30
percent greater than in 1982. These estimates omit
some valuable assets owned by the Federal Govern-
ment, such as works of art and historical artifacts part-
ly because such unique assets are unlikely ever to be
sold and partly because there is no comprehensive in-
ventory or realistic basis for valuing them.

Total Assets: The total value of Government assets
measured in constant dollars has risen sharply in the
past three years, and was higher in 2005 than ever
before. The Government’s asset holdings are vast. As
of the end of 2005, Government assets were estimated
to be worth about $3.8 trillion or 30 percent of GDP.

Liabilities

Table 13-1 includes all Federal liabilities that would
normally be listed on a balance sheet. All the various
forms of publicly held Federal debt are counted, as
are Federal pension and health insurance obligations
to civilian and military retirees including the disability
compensation that is owed the Nation’s veterans, which
can be thought of as a form of deferred compensation.
The estimated liabilities stemming from Federal insur-
ance programs and loan guarantees are also shown.
The benefits that are due and payable under various
Federal programs are also included, but these liabilities
reflect only binding short-term obligations, not the Gov-
ernment’s full commitment under these programs.

Future benefit payments that are promised through
Social Security and other Federal income transfer pro-
grams are not Federal liabilities in a legal or account-
ing sense. They are Federal responsibilities, however,
and it is important to gauge their size, but they are
not binding in the same way as a legally enforceable
claim would be. The budget projections and other data
in Part III are designed to provide a sense of these
broader responsibilities and their claim on future budg-
ets.

Debt Held by the Public: The Federal Government’s
largest single financial liability is the debt owed to
the public. It amounted to about $4.6 trillion at the
end of 2005. Publicly held debt declined for several
years in the late 1990s because of the unified budget
surpluses that emerged at that time, but as deficits
returned, publicly held debt began to increase again.

2Estimates of these liabilities were derived from the 2005 Financial Report of the United
States Government and Reports from earlier years. Values for some prior years were extrapo-
lated. .

Insurance and Guarantee Liabilities: The Federal
Government has contingent liabilities arising from the
loan guarantees it has made and from its insurance
programs. When the Government guarantees a loan or
offers insurance, cash disbursements are often small
initially, and if a fee is charged the Government may
even collect money; but the risk of future cash pay-
ments associated with such commitments can be large.
The figures reported in Table 13-1 are estimates of
the current discounted value of prospective future
losses on outstanding guarantees and insurance con-
tracts. The present value of all such losses taken to-
gether is about $0.1 trillion. As is true elsewhere in
this chapter, this estimate does not incorporate the
market value of the risk associated with these contin-
gent liabilities; it merely reflects the present value of
expected losses. Although individually many of these
programs are large and potential losses can be a serious
concern, relative to total Federal liabilities or even the
total debt held by the public, these insurance and guar-
antee liabilities are fairly small. They were less than
2 percent of total liabilities in 2005.

Pension and Post-Employment Health Liabilities: The
Federal Government owes pension benefits as a form
of deferred compensation to retired workers and to cur-
rent employees who will eventually retire. It also pro-
vides civilian retirees with subsidized health insurance
through the Federal Employees Health Benefits pro-
gram and military retirees receive similar benefits. Vet-
erans are owed compensation for their service-related
disabilities. While the Government’s employee pension
obligations have risen slowly, there has been a sharp
increase in the liability for future health benefits and
veterans compensation. The discounted present value
of all these benefits was estimated to be around $4.4
trillion at the end of 2005 up from $3.0 trillion in
2000.2 There was a large expansion in Federal military
retiree health benefits legislated in 2001.

The Balance of Net Liabilities

The Government need not maintain a positive bal-
ance of net assets to assure its fiscal solvency, and
the buildup in net liabilities since 1960 has not signifi-
cantly affected Federal creditworthiness. Long-term
Government interest rates in 2003 reached their lowest
levels in 45 years, and in 2004-2005 they remained
lower than at any time from 1965 through 2002. De-
spite the continued good performance of interest rates,
there are limits to how much debt the Government
can assume without putting its finances in jeopardy.
Over an extended time horizon, the Federal Govern-
ment must take in enough revenue to cover all of its
spending including debt service. The Government’s abil-
ity to service its debt in the long run cannot be gauged
from a balance sheet alone. To judge the prospects for
long-run solvency it is necessary to project the budget
into the future. That is the subject of the next section.
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PART III—-THE LONG-RUN BUDGET OUTLOOK

A balance sheet, with its focus on obligations arising
from past transactions, can only show so much informa-
tion. For the Government, it is also important to antici-
pate what future budgetary requirements might flow
from current laws and policies. Despite the uncertainty
surrounding the assumptions needed for such esti-
mates, very long-run budget projections can be useful
in sounding warnings about potential problems. Federal
responsibilities extend well beyond the next five or ten
years, and problems that may be small in that time
frame can become much larger if allowed to grow.

Programs like Social Security and Medicare are ex-
pected to continue indefinitely, and so long-range pro-
jections for Social Security and Medicare have been
prepared for decades. Budget projections for individual
programs, even important ones such as Social Security
and Medicare, however, cannot reveal the Government’s
overall budgetary position. Only by projecting the entire
budget is it possible to anticipate whether sufficient
resources will be available to meet all the anticipated
requirements for individual programs. It is also nec-
essary to estimate how the budget’s future growth com-
pares with that of the economy to judge how well the
economy might be able to support future budgetary
needs.

To assess the overall financial condition of the Gov-
ernment, it is necessary to examine the future prospects
for all Government programs including the revenue
sources that support Government spending. Such an
assessment reveals that the key drivers of the long-
range deficit are, not surprisingly, Social Security and
Medicare along with Medicaid, the Federal program
that helps States provide health coverage for low-in-
come people and nursing home care for the elderly.
Medicaid, like Medicare and Social Security, is pro-
jected to grow more rapidly than the economy over
the next several decades and to add substantially to
the overall budget deficit. Under current law, there is
no offset anywhere in the budget large enough to cover
all the demands that will eventually be imposed by
Social Security, Medicare, and Medicaid.

Future budget outcomes depend on a host of un-
knowns—constantly changing economic conditions, un-
foreseen international developments, unexpected demo-
graphic shifts, the unpredictable forces of technological
advance, and evolving political preferences to name a
few. These uncertainties make even short-run budget
forecasting quite difficult, and the uncertainties in-
crease the further into the future projections are ex-
tended. While uncertainty makes forecast accuracy dif-
ficult to achieve, it enhances the importance of long-
run budget projections because people are risk averse.
It is not possible to assess the likelihood of future risks
without projections. A full treatment of all the relevant
risks is beyond the scope of this chapter, but the chap-
ter does show how long-run budget projections respond
to changes in some of the key economic and demo-
graphic parameters. Given the uncertainties, a useful

first step is to work out the implications of expected
developments on a “what if” basis.

The Impending Demographic Transition

In 2008, the first members of the huge generation
born after World War II, the so-called baby boomers,
will reach age 62 and become eligible for early retire-
ment under Social Security. Three years later, they will
turn 65 and become eligible for Medicare. In the years
that follow, the elderly population will steadily increase,
putting serious strains on the budget because of in-
creased expenditures for Social Security and for the
Government’s health programs serving this population.

The pressures are expected to persist even after the
baby boomers are gone. The Social Security actuaries
project that the ratio of workers to Social Security bene-
ficiaries will fall from around 3.3 currently to a little
over 2 by the time most of the baby boomers have
retired. From that point forward, because of lower fer-
tility and improved mortality, the ratio is expected to
continue to decline slowly. With fewer workers to pay
the taxes needed to support the retired population,
budgetary pressures will continue to grow. The problem
posed by the demographic transition is a permanent
one.

Currently, the three major entitlement programs—
Social Security, Medicare and Medicaid—account for 43
percent of non-interest Federal spending, up from 30
percent in 1980. By 2035, when the remaining baby
boomers will be in their 70s and 80s, these three pro-
grams could easily account for nearly two-thirds of non-
interest Federal spending. At the end of the projection
period, in 2080, the figure rises to around three-quar-
ters of non-interest spending. In other words, under
an extension of current-law formulas, almost all of the
budget, aside from interest, would go to these three
programs alone. To say the least, that would severely
reduce the flexibility of the budget, and the Govern-
ment’s ability to respond to new challenges.

An Unsustainable Path

These long-run budget projections show clearly that
the budget is on an unsustainable path, although the
rise in the deficit unfolds gradually. The budget deficit
is projected to decline as the economy expands over
the next several years, while most of the baby boomers
are still in the work force. As the baby boomers begin
to reach retirement age in large numbers, the deficit
begins to rise. In about 10 years, the deficit as a share
of GDP is projected to reach a low point and then
begin an inexorable increase. Without reforms, by the
end of this chapter’s projection period in 2080, rising
deficits would have driven publicly held Federal debt
to levels well above the previous peak level relative
to GDP reached at the end of World War II. Long
before that point is ever reached there is likely to be
a crisis that will force budgetary changes, but the tim-
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ing of the crisis and its resolution are impossible to
predict.

The revenue projections start with the budget’s esti-
mate of receipts under the Administration’s proposals.
In the long run, receipts are assumed to increase as
people’s real incomes rise. The income tax is indexed
for inflation, but not for real growth, so as real incomes
rise, the effective income rate increases. This tendency
is partly offset because many excise taxes are not in-
dexed and therefore tend to decline in real terms as
inflation pushes up the price level. Furthermore, payroll
taxes are based on cash wages and the share of cash
wages in total compensation and in overall GDP has
been declining as workers receive a larger share of
their compensation in the form of untaxed fringe bene-
fits. These offsetting tendencies are not powerful
enough, however, to prevent the overall tax share from
rising somewhat in the long run. In the projections
summarized in Table 13—-2, the ratio of receipts to GDP
rises to around 22 percent by the end of the 75-year
period.3

In the past, these long-run budget projections have
jumped off from the end point for the current budget.
This year’s Budget includes the effects of adding per-
sonal retirement accounts to Social Security. Personal
accounts are one element within a set of larger reforms
that would restore solvency to Social Security. The Ad-
ministration has not yet specified a complete set of
reforms to achieve solvency. Within the current budget
horizon, these other reforms would not have significant
budget effects. In the long range, however, their effects
would be significant. Because these other reforms are
not yet specified, the long-range projections shown here
do not incorporate personal retirement accounts. Show-

3The Alternative Minimum Tax is also scheduled to take a growing share of income
under current law, because its parameters are not indexed to inflation. That increase is
not assumed to continue in these projections because it would imply a fundamental change
in the tax system.

ing the personal account proposal in isolation would
give a distorted picture of the budget effects of com-
prehensive Social Security reform.

The long-run budget outlook is highly uncertain (see
the technical note at the end of this chapter for a fur-
ther discussion of the forecasting assumptions used to
make these budget projections). With pessimistic as-
sumptions, the fiscal picture deteriorates even sooner
than in the base projection. More optimistic assump-
tions imply a longer period before the pressures of ris-
ing entitlement spending overwhelm the budget. But
despite the unavoidable uncertainty, these projections
clearly show that under a wide range of forecasting
assumptions, the resources generated by the programs
themselves will be insufficient to cover the long-run
costs of Social Security and Medicare.

Alternative Economic, Technical, and Policy
Assumptions

The quantitative results discussed above are sensitive
to changes in underlying economic and technical as-
sumptions. Some of the most important of these alter-
native economic and technical assumptions and their
effects on the budget outlook are discussed below. They
generally show that there are mounting deficits under
most reasonable projections of the budget.

1. Health Spending: The projections for Medicare over
the next 75 years are based on the actuarial projections
in the 2005 Medicare Trustees’ Report that include the
effects of the Medicare Prescription Drug and Mod-
ernization bill enacted in 2003.¢ Following the rec-
ommendations of its Technical Review Panel, the Medi-

4The long-run projections do not incorporate the Administration’s proposal for automatic
spending reductions in Medicare if the program’s future reliance on general revenues exceeds
the threshold of 45 percent of expenditures established in the Medicare Modernization
Act. This proposal is intended to encourage Congress and the President to reach agreement
on reforms to slow Medicare spending to bring it back in line with the 45 percent threshold.
Assuming that these automatic reductions would continue each year throughout the 75-
year projection period would result in an unrealistic projection of Medicare spending.

Table 13-2. LONG-RUN BUDGET PROJECTIONS

(receipts, outlays, surplus or deficit, and debt as a percent of GDP)

1980 1990 2000 2010 2020 2030 2040 2060 2080
RECEIPES .vvvverecriseescricrieerisceiee e 190| 180 | 209 | 179| 189 | 194 | 200| 213 | 224
Outlays:
DiISCIEIONANY .....vuvererrererrercreseser e 10.1 8.7 6.3 6.1 5.6 5.6 5.6 5.6 5.6
Mandatory:
S0Cial SECUMY ..o 4.3 43 42 42 49 5.8 5.9 6.1 6.4
Medicare 1.1 1.7 2.0 2.8 37 5.0 6.1 79| 104
Medicaid 05 0.7 1.2 1.5 1.9 2.1 2.3 2.8 33
ONBI oottt 37 32 24 2.3 1.9 1.6 14 1.1 0.9
Subtotal, Mandatory .........c.ccoemeenerinernnerneinnns 9.6 9.9 98| 108 | 124 | 144 | 157 | 178 21.0
NEt INEEIESt ..ot 1.9 32 2.3 1.9 14 1.5 2.3 47 9.4
Total OUHIAYS ...eouvereeecrireieeieeieeresiee s 217 | 218| 184 | 189 | 194 | 216| 236| 282 36.1
SUrplus or DEfICit (=) vouvercercrieereereeieeriseceeeeesieceienes 27| -39 24| 10| -06| 22| -36| -69| -137
Primary Surplus or DEfiCit (=) ...cvvveeerrreeeeririerircrsiireins -08| -06 47 0.9 09| -06| -13] -21 -4.2
Federal Debt Held by the Public ... 26.1 420 | 351 375| 262 | 288 | 433| 886 | 1774

Note: The figures shown in this table for 2015 and beyond are the product of a long-range forecasting model maintained by the Office of Management and Budget. This
model is separate from the models and capabilities that produce detailed programmatic estimates in the Budget. It was designed to produce long-range forecasts based on addi-
tional assumptions regarding growth of the economy, the long-range evolution of specific programs, and the demographic and economic forces affecting those programs. The
model, its assumptions, and sensitivity testing of those assumptions are presented in this chapter.
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care trustees assume that over the long-run “age-and
gender-adjusted, per-beneficiary spending growth ex-
ceeds the growth of per-capita GDP by 1 percentage
point per year.” This implies that total Medicare spend-
ing will rise faster than GDP throughout the projection
period.

Eventually, the rising trend in health care costs for
both Government and the private sector will have to
end, but it is hard to know when and how that will

happen. Improved health and increased longevity are
highly valued, and society has shown that it is willing
to spend a larger share of income on them than it
did in the past. Whether society will be willing to de-
vote the large share of resources to health care implied
by these projections is an open question. The alter-
natives highlight the effect of raising or lowering the
projected growth rate in per capita health care costs
by V4 percentage point.

Chart 13-3. Health Care Cost Alternatives
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2. Discretionary Spending: The projection of discre-
tionary spending is essentially arbitrary, because dis-
cretionary spending is determined annually through the
legislative process, and no formula can dictate future
spending in the absence of legislation. Alternative as-
sumptions have been made for discretionary spending
in past budgets. Holding discretionary spending un-
changed in real terms is the “current services” assump-
tion used for baseline budget projections when there
is no legislative guidance on future spending levels.
Extending this assumption over many decades, how-
ever, is not realistic. When the population and economy
grow, as assumed in these projections, the demand for

public services is very likely to expand as well. The
current base projection assumes that discretionary
spending keeps pace with the growth in GDP in the
long run, so that spending increases in real terms
whenever there is real economic growth. An alternative
assumption would be to limit the percentage increase
in discretionary spending to the increase in population
plus inflation, in other words, to hold the real per cap-
ita inflation-adjusted level of discretionary spending
constant. This along with the projected rise in tax rev-
enue produces a small budget surplus. Even in this
case, the entitlement problem is not solved but the
threat to the budget is postponed for several decades.

48



13. STEWARDSHIP

Attachment 3: US Budget - Analytical Perspectives

187

Chart 13-4. Alternative Discretionary
Spending Assumptions

Surplus(+)/Deficit(-) as a percent of GDP
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Chart 13-5. A Constant Revenue Share

Surplus(+)/Deficit(-) as a percent of GDP
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3. A Constant Revenue Share: In the base projection,
individual income tax receipts gradually rise over time
relative to GDP. This increase reflects the higher mar-
ginal tax rates that people face as their real incomes

rise. Eventually, these higher rates would bring the
ratio of receipts to GDP to unprecedented levels—22
percent after 75 years. Alternatively, receipts might be
expected to hold within some long-run historical range.
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Over the last 40 years, for example, receipts have aver-
aged 18.2 percent of GDP. Tax receipts have risen
above this ratio from time to time, most recently at
the end of the 1990s, but those periods of high taxes
have always been followed by tax changes that have
restored the average tax ratio. Although such changes
require legislation and so are not implied by current
law, a plausible alternative is to hold the receipts ratio
constant relative to GDP. In that case, the deficit rises
somewhat faster than in the base assumptions.

4. Productivity: The rate of future productivity growth
has a major effect on the long-run budget outlook. It
is also highly uncertain. Over the next few decades
an increase in productivity growth would reduce pro-
jected budget deficits appreciably. Higher productivity
growth adds directly to the growth of the major tax
bases, while it has only a delayed effect on outlay
growth even assuming that in the long-run discre-

tionary spending rises with GDP. In the latter half
of the 1990s, after two decades of much slower growth,
the rate of productivity growth increased unexpectedly
and it has increased again since 2000. This increase
in productivity growth is one of the most welcome de-
velopments of the last several years. Although the long-
run growth rate of productivity is inherently uncertain,
growth in real GDP per hour averaged 2.2 percent per
year from 1948 through 1973 and again from 1995
through 2004. It has grown 2.6 percent per year since
2000, and the projections here assume that real GDP
per hour will grow at a 2.3 percent annual rate. If
the recent increase in trend productivity growth is sus-
tained, it might continue growing faster than the his-
torical average for some time to come. The alternatives
highlight the effect of raising the projected productivity
growth rate by V4 percentage point and the effect of
lowering it by the same amount.

Chart 13-6. Alternative Productivity
Assumptions
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5. Population: The key assumptions for projecting
long-run demographic developments are fertility, immi-
gration, and mortality.

e The demographic projections assume that fertility
will average around 1.9 births per woman in the

future, just slightly below the replacement rate
needed to maintain a constant population—2.1

births.
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Chart 13-7. Alternative Fertility Assumptions
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e The rate of immigration is assumed to average tility and allows total population to expand
around 900,000 per year in these projections. throughout the projection period, although at a
Higher immigration relieves some of the down- much slower rate than has prevailed historically.

ward pressure on population growth from low fer-

Chart 13-8. Alternative Immigration
Assumptions
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e Mortality is projected to decline, i.e., people are
expected to live longer. The average female life-
span is projected to rise from 79.6 years in 2004
to 85.2 years by 2080, and the average male life-
span is projected to increase from 74.6 years in

Chart 13-9. Alternative

Surplus(+)/Deficit(-) as a percent of

2004 to 81.7 years by 2080. A technical panel to
the Social Security Trustees recently reported that
the improvement in longevity might even be great-
er.
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Actuarial Projections for Social Security and
Medicare

Social Security and Medicare are the Government’s
two largest entitlement programs. Both rely on payroll
tax receipts from current workers and employers for
at least part of their financing, while the programs’
benefits largely go to those who are retired. The impor-
tance of these programs for the retirement security of
current and future generations makes it essential to
understand their long-range financial prospects. Both
programs’ actuaries have calculated that they face per-
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sistent long-run deficits. How best to measure the long-
run imbalance in Social Security is a challenging ana-
lytical question; the imbalance may be even more dif-
ficult to measure in Medicare, which includes both Hos-
pital Insurance (HI), funded through the payroll tax,
and Supplementary Medical Insurance (SMI), financed
through premiums and general revenues. Under reason-
able assumptions, however, each program embodies
such a huge financial deficiency, and it will be very
difficult for the Government as a whole to maintain
control of the budget without addressing both of these
programs’ financial problems.
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Social Security: The Long-Range Challenge

Social Security provides financial security for the elderly, the disabled, and survivors. The Social Security system
is intended to be self-financing over time. The principle of self-financing is important because it compels correc-
tions in the event that projected benefits consistently exceed dedicated receipts.

While Social Security is running surpluses today, it will begin running cash deficits within 12 years. Social Secu-
rity’s spending path is unsustainable under current law. The retirement of the baby-boom generation, born fol-
lowing World War II, will begin to increase greatly the number of Social Security beneficiaries within five years.
Demographic trends toward lower fertility rates and longer life spans mean that the ratio of retirees to the work-
ing population will remain permanently higher following the baby boomers’ passage through the system. The
number of workers available to support each beneficiary is projected to decline from 3.3 today to 2.2 in 2030, and
to continue to decline slowly from there. This decline in the workforce available to support retiree benefits means
that the Government will not be able to meet current-law benefit obligations at current payroll tax rates.

The size of Social Security’s future shortfall cannot be known with precision, but a gap between Social Security re-
ceipts and outlays emerges under a wide range of reasonable forecasting assumptions. Long-range uncertainty un-
derscores the importance of creating a system that is financially stable and self-contained. Otherwise, the de-
mands created by Social Security could compromise the rest of the budget and the Nation’s economic health. The
actuarial shortfall is estimated to be $12.8 trillion over an infinite horizon.

The current structure of Social Security leads to substantial generational differences in the average rate of return
people can expect from the program. While previous generations have fared extremely well, the average individual
born today can expect to receive less than a two percent annual real rate of return on their total payroll taxes (in-
cluding the employer’s portion, which most economists believe is ultimately borne by labor). Moreover, such esti-
mates in a sense overstate the expected rate of return for future retirees, because they assume no changes in cur-
rent-law taxes or benefits, even though such changes are needed to meet Social Security’s financing shortfall. As
an example, a 1995 analysis found that after adjusting revenues to keep the system solvent, a typical worker born
in 2000 would receive a 1.5 percent rate of return instead of a 1.7 percent rate of return.

One way to address the issues of uncertainty and declining rates of return, while protecting national savings,
would be to allow individuals to invest some of their payroll taxes in personal retirement accounts. The budget in-
cludes the estimated impact from the creation of personal accounts, funded through the Social Security payroll
tax. The Administration has also embraced the concept of progressive indexing, which would significantly con-
tribute to the solvency of the system by partially indexing the growth of benefits for higher-wage workers to infla-
tion rather than wage growth.
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Medicare: The Long-Range Challenge

Medicare provides health insurance for tens of millions of Americans, including most of the nation’s seniors. It is
composed of two programs: Hospital Insurance (HI) or Part A, which covers medical expenses relating to hos-
pitalization, and Supplemental Medical Insurance (SMI) or Part B, which pays for physicians’ services and other
related expenditures. Starting this year, Medicare offers a voluntary prescription drug benefit, Medicare Part D,
which is part of the SMI Trust Fund.

Like Social Security, HI is intended to be self-financing through dedicated taxes. According to the Medicare trust-
ees’ most recent report, the Trust Fund is projected to be depleted in 2020. Looking at the long run, the Medicare
actuaries project a 75-year unfunded promise to Medicare’s HI trust fund of around $8.6 trillion (net present
value). However, this measure tells less than half the story because it does not include the deficiency in Medi-
care’s Part B and Part D programs. The main source of dedicated revenues to the SMI Trust Fund is beneficiary
premiums, which generally cover about one-quarter of its expenses. SMI’s funding structure creates an enormous
financing gap for the program, and is the largest contributor to the total Medicare program shortfall of $29.9 tril-
lion. SMI’s financing gap is covered by an unlimited tap on general revenues. According to the Medicare Trustees
2005 report, “When the Part D program becomes fully implemented in 2006, general revenue transfers are ex-
pected to constitute the largest single source of income to the Medicare program as a whole—and would add sig-
nificantly to the Federal Budget pressures.”

This bifurcated trust fund structure finances Medicare as if the program offers two separate, unrelated benefits,
instead of recognizing that Medicare provides integrated, comprehensive health insurance coverage. The MMA
took an important first step toward improving Medicare sustainability by requiring the Medicare Trustees’ Report
to include a new, comprehensive fiscal analysis of the program’s financing and issue a warning if this analysis
projects that the share of Medicare expenditures funded through general revenue funding exceeds 45 percent.
However, while this warning requires the President to propose legislation to restore Medicare spending to sustain-
able levels, it does not mandate congressional action.

The Budget proposes to strengthen the MMA provision by modestly slowing the rate of Medicare growth if the
MMA threshold is exceeded. The lower growth would be achieved through a four-tenths of a percent reduction to
all payments beginning the year the threshold is exceeded. The change would only take effect if the President and
Congress fail to agree on legislation to bring Medicare spending back into line with the threshold established by
the MMA. The reduction would grow by four-tenths of a percent every year the shortfall continues to occur. This
proposal would improve Medicare’s sustainability by slowing the rate of growth in spending.

The Social Security and Medicare Trustees’ Projec-
tions: In their annual reports and related documents,
the Social Security and Medicare trustees typically
present calculations of the 75-year actuarial imbalance
or deficiency for Social Security and Medicare. The cal-
culation covers current workers and retirees, as well
as those projected to join the program within the next
75 years (this is the so-called “open-group”; the “closed-
group” covers only current workers and retirees). These
estimates measure the present value of each program’s
future benefits net of future income. They are com-
plementary to the flow projections described in the pre-
ceding section. More recently, the trustees’ reports have
also included a projection of the deficiency in per-
petuity. This is the clearest way to see the imbalances
in both programs.

The present value of the Social Security imbalance
over the next 75 years was estimated to be $5.7 trillion
as of January 1, 2005. The comparable estimate for
Medicare was $29.9 trillion. (The estimates in Table
13-3 were prepared by the Social Security and Medi-
care actuaries, and they are based on the intermediate

economic and demographic assumptions used for the
2005 trustees’ reports. These differ in some respects
from the assumptions used for the long-run budget pro-
jections described in the preceding section, but Table
13-3 would still show large imbalances if the budget
assumptions had been used for the calculations.) Doing
the calculations for a 75-year horizon understates the
deficiencies, because the 75-year actuarial calculations
omit the large deficits that continue to occur beyond
the 75th year. The understatement is significant, even
though values in the distant future are discounted by
a large amount. For example, merely adding an addi-
tional year to the estimating period would widen the
imbalance for Social Security from $5.7 trillion to $5.8
trillion. Since 2004, the Social Security and Medicare
actuaries have also presented the actuarial imbalances
calculated in perpetuity without assuming a fixed hori-
zon. Table 13—-3 shows how much these distant benefits
add to the programs’ imbalances. For Social Security,
the imbalance in perpetuity is $12.8 trillion and for
Medicare it is a staggering $68.4 trillion as of January
1, 2005.
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The imbalance estimated on a perpetuity basis is the
amount that the Government would have to raise in
the private capital markets to resolve the program’s
imbalance permanently (given current assumptions). If
nothing else changes, the estimated imbalance will
grow every year at approximately the rate of interest,
just as an unpaid debt grows with interest each year
it remains outstanding. For Social Security this implies
an increase of approximately $600 billion in 2005 and
growing amounts with every year that the imbalance
remains unaddressed. The comparable imbalance in
Medicare is much larger than the Social Security imbal-
ance. The exact size of the imbalance is harder to esti-
mate for Medicare because of greater uncertainty re-
garding the future growth of medical costs.

Social Security: The current deficiency in Social Secu-
rity is essentially due to the fact that past and current
participants will receive more benefits than they have
paid for with taxes (calculated in terms of present val-
ues). By contrast, future participants—those who are
now under age 15 or not yet born—are projected to
pay in present value about $0.8 trillion more than they
will collect in benefits. This can be seen by comparing
the total deficiency in perpetuity, $12.8 trillion, with
the excess of benefits over taxes for current program
participants, $13.6 trillion, from Table 13-3. In other
words, the taxes that future participants are expected
to pay will be large enough to cover the benefits due
them under current law, but not large enough to cover
those benefits plus the benefits promised to current

program participants in excess of the taxes paid by
current program participants.

Medicare: Extending the horizon to infinity shows
that the benefits due future participants will eventually
exceed projected payroll tax receipts and premiums by
a huge margin. The infinite horizon projections shown
at the top of Table 13-3 reveal that total Medicare
benefits exceed future taxes and premiums by $68.4
trillion in present value. This is due to an expected
excess of benefits over taxes for current participants
over their lifetimes, but also for future generations.
Unlike Social Security, the imbalance is not simply the
inherited result of a pay-as-you-go program that was
never fully funded, and which faces a demographic
crunch. That is part of the problem, but even more
fundamental is the assumption that medical costs con-
tinue to rise in excess of general inflation so that med-
ical spending increases in proportion to total output
in the economy.

Passage of the Medicare Prescription Drug, Improve-
ment and Modernization Act added substantially to
Medicare’s actuarial deficiency, as can be seen in the
75-year projections in Table 13—-3 comparing 2003 with
2004. The legislation also increased private sector par-
ticipation and added new fiscal safeguards which may
help address Medicare’s financial shortfall, but how
large the impact of these changes will be is uncertain
and their effects are not captured in the figures re-
ported here.

Table 13-3. ACTUARIAL PRESENT VALUES OF BENEFITS IN EXCESS OF FUTURE TAXES AND PREMIUMS

In Perpetuity as of January 1, in Trillions of Dollars 2004 2005
SOCIAl SECUIEY .......couverieriiiiicieeie ettt ent st sssntnniens | svtessinnns | evenesinnes | evsessenins 11.9 12.8
MEUICAIE ...ttt ennnnntennne | eenennenns | evvrnennnns | veeseeenens 61.9 68.4
Social Security and MEICAre ...............cccoriiriiiiriniiine sttt esssssssssssnsens | eveniinnins | evneinees | eesenreeins 73.8 81.2
Over a 75-Year Projection Period as of January 1, in Trillions of Dollars 2000 2001 2002 2003 2004 2005
Social Security
Future benefits less future taxes for those age 15 and OVET ... 9.6 10.5 11.2 1.7 12.6 13.6
Future benefits less taxes for those age 14 and under and those not yet born . -5.8 -6.3 6.7 6.8 7.3 -7.9
Net present value for past, present and future participants .........c.coeeveenermeneeineeneensnenneeseeeneens 3.8 42 4.6 4.9 5.2 5.7
Medicare
Future benefits less future taxes and premiums for those age 15 and OVEr ........ccccvveverncerncenens 9.9 12.5 12.9 15.0 24.6 26.3
Future benefits less taxes and premiums for those age 14 and under and those not yet born ..... -0.7 0.3 0.4 0.8 34 3.6
Net present value for past, present and future participants .........cccoeveenermineeneeneensineeneseeeneens 9.2 12.8 13.3 15.8 28.1 29.9
Social Security and Medicare
Future benefits less future taxes and premiums for those age 15 and ovVer .........ccovvenininenne 23.0 241 26.7 372 39.9
Future benefits less taxes and premiums for those age 14 and under and not yet born . -6.0 -6.3 -6.0 -39 -4.3
Net present value for past, present and future participants ...........cccceeeneneinenencneneneneseseeneens 17.0 17.8 20.7 333 35.6
Addendum:
Actuarial deficiency as a percent of the discounted payroll tax base:
SOCIAl SECUMY .vuvveeriereesreteiieeee ittt -189 | -186| -187| -192| -1.89| -1.92
MEUICAIE HI ..ottt -121| -197| -202| -240| -312| -3.09
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General revenues have covered about 75 percent of
SMI program costs for many years, with the rest being
covered by premiums paid by the beneficiaries. In Table
13-3, only the receipts explicitly earmarked for financ-
ing these programs have been included. The
intragovernmental transfer is not financed by dedicated
tax revenues, and the share of general revenues that
would have to be devoted to SMI to close the gap in-
creases substantially under current projections. Other
Government programs also have a claim on these gen-
eral revenues. From the standpoint of the Government
as a whole, only receipts from the public can finance
expenditures.

A significant portion of Medicare’s actuarial defi-
ciency is caused by the rapid expected increase in fu-
ture benefits due to rising health care costs. Some,
perhaps most, of the projected increase in relative
health care costs reflects improvements in the quality
of care, although there is also evidence that medical
errors, waste, and excessive medical liability claims add
needlessly to costs. But even though the projected in-
creases in Medicare spending are likely to contribute
to longer life-spans and safer treatments, the financial
implications remain the same. As long as medical costs
continue to outpace the growth of GDP and other ex-
penditures, as assumed in these projections, the finan-
cial pressure on the budget will mount, and that is
reflected in the estimates shown in Tables 13-2 and
13-3.

The Trust Funds and the Actuarial Deficiency: The
fact that a special account or trust fund exists does
not mean that the Government necessarily saved the
money recorded there. The trust fund surpluses could
have added to national saving if debt held by the public
had actually been reduced because of the trust fund
accumulations. But it is impossible to know for sure
whether this happened or not.

At the time Social Security or Medicare redeems the
debt instruments in the trust funds to pay benefits
not covered by income, the Treasury will have to turn
to the public capital markets to raise the funds to fi-
nance the benefits, just as if the trust funds had never
existed. From the standpoint of overall Government fi-
nances, the trust funds do not reduce the future burden
of financing Social Security or Medicare benefits, and

for that reason, the trust funds are not netted against
future benefits in Table 13-3. The eventual claim on
the Treasury is better revealed by the difference be-
tween future benefits and future taxes or premiums.

In any case, trust fund assets remain small in size
compared with the programs’ future obligations and
well short of what would be needed to pre-fund future
benefits as indicated by the programs’ actuarial defi-
ciencies. Historically, Social Security and Medicare’s HI
program were financed mostly on a pay-as-you-go basis,
whereby workers’ payroll taxes were immediately used
to pay retiree benefits. For the most part, workers’
taxes have not been used to pre-fund their own future
benefits, and taxes were not set at a level sufficient
to pre-fund future benefits had they been saved.

The Importance of Long-Run Measures in Evaluating
Policy Changes: Consider a proposed policy change in
which payroll taxes paid by younger workers were re-
duced by $100 this year while the expected present
value of these workers’ future retirement benefits were
also reduced by $100. The present value of future ben-
efit payments would decrease by the same amount as
the reduction in revenue. On a cash flow basis, how-
ever, the lost revenue occurs now, while the decrease
in future outlays is in the distant future beyond the
budget window, and the Federal Government must in-
crease its borrowing to make up for the lost revenue
in the meantime. If policymakers only focus on the
Government’s near-term borrowing needs, a reform
such as this would appear to worsen the Government’s
finances, whereas the policy actually has a neutral im-
pact.

Now suppose that future outlays were instead re-
duced by a little more than $100 in present value.
In this case, the actuarial deficiency would actually
decline, even though the Government’s borrowing needs
would again increase if the savings occurred outside
the budget window. Focusing on the Government’s
near-term borrowing alone, therefore, can lead to a bias
against policies that could improve the Federal Govern-
ment’s overall long-run fiscal condition. Taking a longer
view of policy changes and considering measures of the
Government’s fiscal condition other than the unified
budget surplus or deficit can correct for such mistakes.

PART IV—NATIONAL WEALTH AND WELFARE

Unlike a private corporation, the Federal Government
routinely invests in ways that do not add directly to
its assets. For example, Federal grants are frequently
used to fund capital projects by State or local govern-
ments for highways and other purposes. Such invest-
ments are valuable to the public, which pays for them
with its taxes, but they are not owned by the Federal
Government and would not show up on a balance sheet
for the Federal Government. It is true, of course, that
by encouraging economic growth in the private sector,
the Government augments future Federal tax receipts.
However, the fraction of the return on investment that

comes back to the Government in higher taxes is far
less than what a private investor would require before
undertaking a similar investment.

The Federal Government also invests in education
and research and development (R&D). These outlays
contribute to future productivity and are analogous to
an investment in physical capital. Indeed, economists
have computed stocks of human and knowledge capital
to reflect the accumulation of such investments. None-
theless, such hypothetical capital stocks are obviously
not owned by the Federal Government, nor would they
appear on a typical balance sheet as a Government
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asset, even though these investments also contribute
to future tax receipts.

To show the importance of these kinds of issues,
Table 13-4 presents a national balance sheet. It in-
cludes estimates of national wealth classified into three
categories: physical assets, education capital, and R&D
capital. The Federal Government has made contribu-
tions to each of these types of capital, and these con-
tributions are shown separately in the table. At the
same time, the private wealth shown in Table 13-4
generates future income and tax receipts, which finance
future public activities. The Nation’s wealth sets the
ultimate limit on the resources available to the Govern-
ment.

The table shows that Federal investments are respon-
sible for about 7 percent of total national wealth includ-
ing education and research and development. This may
seem like a small fraction, but it represents a large
volume of capital: $7.3 trillion. The Federal contribution
is down from 8.9 percent in the mid-1980s and from
11.7 percent in 1960. Much of this reflects the relative
decline in the stock of defense capital, which has fallen
from around 34 percent of GDP in 1960 to under 6
percent in 2005.

Physical Assets: The physical assets in the table in-
clude stocks of plant and equipment, office buildings,
residential structures, land, and the Government’s
physical assets such as military hardware and high-
ways. Automobiles and consumer appliances are also
included in this category. The total amount of such
capital is vast, $55.5 trillion in 2005, consisting of $47.0
trillion in private physical capital and $8.5 trillion in
public physical capital (including capital funded by
State and local governments); by comparison, GDP was
around $12 trillion in 2005. The Federal Government’s
contribution to this stock of capital includes its own
physical assets of $3.1 trillion plus $1.3 trillion in accu-
mulated grants to State and local governments for cap-
ital projects. The Federal Government has financed
about one-quarter of all the physical capital held by
other levels of government.

Education Capital: Economists have developed the
concept of human capital to reflect the notion that indi-
viduals and society invest in people as well as in phys-
ical assets. Investment in education is a good example
of how human capital is accumulated. Table 13—4 in-
cludes an estimate of the stock of capital represented
by the Nation’s investment in formal education and
training. The estimate is based on the cost of replacing

Table 13-4. NATIONAL WEALTH

(As of the end of the fiscal year, in trillions of 2005 dollars)

1960 1965 1970 1975 1980 1985 1990 1995 2000 2003 2004 2005
ASSETS
Publicly Owned Physical Assets:

Structures and Equipment 22 25 3.1 38 4.0 43 47 5.1 5.8 6.3 6.5 6.4

Federally Owned or Financed ..... 1.3 1.3 15 1.6 1.7 2.0 21 2.2 22 23 24 24

Federally Owned . . . 1.1 1.1 1.1 11 11 12 1.2 12 11 1.1 1.1 1.1

Grants to State and Local Governments 0.2 0.2 0.3 0.5 0.7 0.8 0.9 1.0 11 1.2 1.3 1.3

Funded by State and Local Governments 0.9 11 1.6 2.1 2.3 2.3 25 29 X 4.0 42 4.0

Other Federal ASSELS ... 0.8 0.7 0.7 0.9 1.4 1.5 1.2 0.9 1.3 1.5 1.7 2.0

SUDOLAI et 29 3.2 3.8 47 54 57 58 6.0 74 7.8 8.2 85
Privately Owned Physical Assets:

Reproducible Assets . 75 8.6 10.6 135 17.6 18.6 211 23.4 28.4 31.0 32.6 33.6
Residential Structures 29 34 4.0 5.2 7.0 73 83 95 11.8 13.6 14.5 15.2
Nonresidential Plant & Equipment 3.0 34 43 5.6 7.2 7.9 8.8 9.6 11.6 12.2 12.7 12.9
INVENTOTIES ..ovoviveveiieirii it 0.7 0.8 1.0 1.2 1.5 1.4 1.5 1.5 1.7 1.6 1.7 1.8
CONSUMET DUFADIES ....cvvrcersrercereeeseeieeesesieses sttt sss st essssssnees 0.9 1.0 13 1.5 1.8 2.0 2.6 29 3.3 35 3.6 37

Land ....... 2.2 2.6 3.0 3.9 6.0 6.9 74 5.4 8.2 9.8 11.2 13.4

SUDOLAI oottt 9.7 1.3 13.6 17.4 23.6 254 28.2 28.8 36.7 40.8 43.8 47.0
Education Capital:

Federally FINANCEA ..ot sssennes 0.1 0.1 0.3 0.4 0.5 0.6 0.8 1.0 1.3 1.4 1.5 1.6

Financed from Other Sources 6.3 8.5 114 14.3 18.2 213 26.4 31.0 40.0 440 455 46.6
SUDLOMAL ..ot 6.4 8.6 11.6 147 18.8 22.0 272 32.0 413 454 47.0 48.1

Research and Development Capital:
Federally Financed R&D 0.2 04 05 0.6 0.6 0.7 0.9 1.0 11 1.2 1.2 1.2
R&D Financed from Other SOUICES .........cc.ivimriirieriiceierinessseeiessseesesseeeees 0.1 0.2 0.3 0.4 0.5 0.7 09 1.2 1.6 1.9 1.9 2.0
SUDIOTAL ..o 0.3 0.6 0.8 1.0 1.2 1.4 1.8 22 27 3.0 3.1 33
TOtal ASSEES .......cooriiiii 19.4 23.7 29.8 37.8 48.9 54.6 63.1 69.0 87.7 97.1 1022 | 106.9
Net Claims of FOreigners on U.S. (+) ...ccrverrerinirinressieessssisessssesssessssessnens -0.1 -0.2 -0.2 -0.1 -0.4 0.1 0.8 1.6 3.1 41 43 55
Net Wealth 19.5 23.8 30.0 37.9 49.3 54.5 62.2 67.4 84.6 92.9 979 | 1014
ADDENDA:

Per Capita Wealth (thousands of 2005 $) 108.1 1229 | 1463 | 1758 | 2160 | 2283 | 2483 | 2526 | 299.2| 3189 | 3325| 3414
Ratio of Wealth to GDP (in percent) 6914 | 6731 7072 | 789.8| 8577 | 7949 | 7760 | 7445| 7646 | 7936 | 8050 | 805.0
Total Federally Funded Capital (trilions 2005 $) .........cooeererrmrersmrereneressereereseisnes 23 26 3.0 35 43 48 5.0 5.1 5.8 6.4 6.8 7.3

Percent of National Wealth ... 1.7 10.7 9.9 9.3 8.7 8.9 8.0 7.6 6.9 6.9 6.9 7.2
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the years of schooling embodied in the U.S. population
aged 15 and over; in other words, the goal is to measure
how much it would cost to reeducate the U.S. workforce
at today’s prices (rather than at the original cost). This
is more meaningful economically than the historical
cost of schooling, and is comparable to the methods
used to estimate the physical capital stocks presented
earlier.

Although this is a relatively crude measure, it does
provide a rough order of magnitude for the current
value of the investment in education. According to this
measure, the stock of education capital amounted to
$48.1 trillion in 2005, of which about 3 percent was
financed by the Federal Government. It was approxi-
mately equal in value to the Nation’s private stock of
physical capital. The main investors in education cap-
ital have been State and local governments, parents,
and students themselves.

Even broader concepts of human capital have been
proposed. Not all useful training occurs in a schoolroom
or in formal training programs at work. Much informal
learning occurs within families or on the job, but meas-
uring its value is very difficult. Labor compensation,
however, amounts to about two-thirds of national in-
come with the other third attributed to capital, and
thinking of total labor income as the product of human
capital suggests that the total value of human capital
would be two times the estimated value of physical
capital if human capital earned a similar rate of return
to other forms of capital. Thus, the estimates offered
here are in a sense conservative, because they reflect
only the costs of acquiring formal education and train-
ing, which is why they are referred to as education
capital rather than human capital. They constitute that
part of total human capital that can be attributed to
formal education and training.

Research and Development Capital: Research and De-
velopment can also be thought of as an investment,
because R&D represents a current expenditure that is
made in the expectation of earning a future return.
After adjusting for depreciation, the flow of R&D invest-
ment can be added up to provide an estimate of the
current R&D stock.3 That stock is estimated to have
been $3.3 trillion in 2005. Although this represents a
large amount of research, it is a relatively small portion
of total National wealth. Of this stock, 38 percent was
funded by the Federal Government.

Liabilities: When considering how much the United
States owes as a Nation, the debts that Americans owe
to one another cancel out. When the debts of one Amer-
ican are the assets of another American, these debts
are not a net liability of the Nation as a whole. Table
13-4 only shows National totals. Gross debt is impor-
tant even though it does not appear in Table 13-4.
The amount of debt owed by Americans to other Ameri-
cans can exert both positive and negative effects on
the economy. Americans’ willingness and ability to bor-

3R&D depreciates in the sense that the economic value of applied research and develop-
ment tends to decline with the passage of time, as still newer ideas move the technological
frontier.

row have helped fuel the current expansion by sup-
porting consumption and housing purchases. On the
other hand, growing debt could be a risk to future
growth, if the ability to service the higher level of debt
were to become impaired.

The only debts that show up in Table 13-4 are the
debts Americans owe to foreigners for the investments
that foreigners have made here. America’s net foreign
debt has been increasing rapidly in recent years, be-
cause of the rising imbalance in the U.S. current ac-
count. Although the current account deficit is at record
levels, the size of the net foreign debt remains rel-
atively small compared with the total stock of U.S.
assets. It amounted to 5.5 percent of total assets in
2005.

Federal debt does not appear explicitly in Table 13-4
because most of it consists of claims held by Americans;
only that portion of the Federal debt which is held
by foreigners is included along with the other debts
to foreigners. Comparing the Federal Government’s net
liabilities with total national wealth does, however, pro-
vide another indication of the relative magnitude of
the imbalance in the Government’s accounts. Federal
net liabilities, as reported in Table 13-1, amounted to
5.6 percent of net U.S. wealth as shown in Table 13—4.
Prospectively, however, Federal liabilities are a much
larger share of national wealth, as indicated by the
long-run projections described in Part III.

Trends in National Wealth

The net stock of wealth in the United States at the
end of 2005 was $101 trillion, about eight times the
size of GDP. Since 1960, it has increased in real terms
at an average annual rate of 3.7 percent per year. It
grew very rapidly from 1960 to 1973, at an average
annual rate of 4.5 percent per year, slightly faster than
real GDP grew over the same period. Between 1973
and 1995 growth slowed, as real net wealth grew at
an average rate of just 3.1 percent per year, which
paralleled the slowdown in real GDP over this period.
Since 1995 the rate of growth in U.S. real wealth has
picked up. Net wealth has been growing at an average
rate of 4.2 percent since 1995, about the same rate
as from 1960 to 1973. Productivity growth has also
accelerated since 1995, following a similar slowdown
from 1973 to 1995.

The net stock of privately owned nonresidential plant
and equipment accounts for about 27 percent of all
privately owned physical assets. In real terms, it grew
3.3 percent per year on average from 1960 to 2005.
It grew especially rapidly from 1960 to 1973, at an
average rate of 3.9 percent per year. Since 1973 it
has grown more slowly, averaging around 3.0 percent
per year. Plant and equipment did not experience a
more rapid rate of growth over the last ten years com-
pared with 1973-1995. Private plant and equipment
grew 3.0 percent per year on average between 1973
and 1995 and at the same rate from 1995 through
2005. Privately owned residential structures and land
have all grown much more rapidly in real value since
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1995 than from 1973 to 1995, while the stock of con-
sumer durables has grown less rapidly.

The accumulation of education capital has averaged
4.6 percent per year since 1960. It also slowed down
between 1973 and 1995 and has grown only slightly
more rapidly since then. It grew at an average rate
of 5.8 percent per year in the 1960s, 1.9 percentage
points faster than the average rate of growth in private

physical capital during the same period. Since 1995,
education capital has grown at a 4.2 percent annual
rate. This reflects both the extra resources devoted to
schooling in this period, and the fact that such re-
sources have been increasing in economic value. Mean-
while, R&D stocks have grown at an average rate of
4.0 percent per year since 1995.

Table 13-5. TRENDS IN NATIONAL WEALTH

(Average annual rates in percent)

1960-2005 | 1960-1973 | 1973-1995 | 1995-2005

REaI GDP ... 34 43 2.8 34
National Wealth .............. 3.7 45 3.1 42
Private Physical Wealth ............cccoceveee 3.6 3.9 2.7 5.0
Nonresidential Plant and Equipment 3.3 3.9 3.0 3.0
Residential Structures ..... 37 4.1 3.1 49
Public Physical Wealth .. 24 2.8 1.6 35
Net Education ................ 4.6 5.8 41 42
NEt R&D ..ot 5.3 8.6 3.9 4.0

Other Federal Influences on Economic Growth

Federal investment decisions, as reflected in Table
13-4, obviously are important, but the Federal Govern-
ment also affects wealth in ways that cannot be easily
captured in a formal presentation. The Federal Re-
serve’s monetary policy affects the rate and direction
of capital formation in the short run, and Federal regu-
latory and tax policies also affect how capital is in-
vested, as do the Federal Government’s policies on cred-
it assistance and insurance.

Social Indicators

There are certain broad responsibilities that are
unique to the Federal Government. Especially impor-
tant are preserving national security, fostering healthy

economic conditions including sound economic growth,
promoting health and social welfare, and protecting the
environment. Table 136 offers a rough cut of informa-
tion that can be useful in assessing how well the Fed-
eral Government has been doing in promoting the do-
mestic portion of these general objectives.

The indicators shown in Table 13—-6 are only a subset
drawn from the vast array of available data on condi-
tions in the United States. In choosing indicators for
this table, priority was given to measures that were
consistently available over an extended period. Such
indicators make it easier to draw valid comparisons
and evaluate trends. In some cases, however, this
meant choosing indicators with significant limitations.
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TABLE 13-6. ECONOMIC AND SOCIAL INDICATORS

Calendar Years 1960 1970 1980 1990 1995 2000 2003 2004 2005
Economic:
Living Standards:
Real GDP per person (2000 dolars) ........oceeeeernermmemmeeeeeesereneessneesens 13,840 | 18,392 | 22,666 | 28,429 | 30,128 | 34,759 | 35456 | 36,590 | 37,560
average annual percent change (5-year trend) ........occvverrernseneennees 0.6 2.3 2.6 2.3 1.2 29 1.5 15 1.6
Median Income:
All Households (2004 dollars) ............... N/A| 36,795 | 38453 | 41,963 | 41,943 | 46,058 | 44,482 | 44,389 N/A
Married Couple Families (2004 dollars) ..........ccoeceenee. .| 31,742 | 44302 | 50,245 | 55910 | 57,927 | 64,825 | 63955 | 63,630 N/A
Female Householder, Husband Absent (2004 dollars) 16,041 21,456 | 22,599 | 23,729 | 24,237 | 28,208 | 27,264 | 26,964 N/A
Income Share of Lower 60% of All Households .............. 31.8 32.3 31.2 29.3 28.0 27.3 26.9 26.8 N/A
Poverty Rate (%) 1 22.2 12.6 13.0 135 13.8 113 125 12.7 N/A
Economic Security:
Civilian Unemployment (%) 55 4.9 71 55 5.6 4.0 6.0 55 5.1
CPI-U (% Change) 1.7 5.7 135 5.4 28 34 2.3 27 34
Payroll Employment Increase Previous 12 Months (millions) .. -04 -04 0.3 0.3 2.2 1.9 0.1 2.2 2.0
Managerial or Professional Jobs (% of civilian employment) .........ccccoeveuee. N/A N/A N/A 29.2 32.0 33.8 34.8 34.9 34.7
Wealth Creation:
Net National Saving Rate (% of GDP)2 ..o 10.6 8.3 7.4 4.4 44 5.9 1.3 1.2 0.5
Innovation:
Patents Issued to U.S. Residents (thousands)3 ............cccovmeinmrninirniins 42 51 42 56 68 104 106 101 N/A
Multifactor Productivity (average 5 year percent change) ........ccooveveees 0.8 0.8 0.8 0.6 0.7 1.1 N/A N/A N/A
Nonfarm Output per Hour (average 5 year percent change) ... 1.8 2.1 1.1 1.6 1.6 2.5 3.2 3.3 N/A
Environment:
Air Quality:
Nitrogen Oxide Emissions (thousands of tonS) .......c.cccoememeerirnirncnene 18,163 | 26,883 | 27,079 | 25529 | 24,956 | 22,598 | 20,728 N/A N/A
Sulfur Dioxide Emissions (thousands of tons) ...... 22,268 31,218 25,925 23,076 18,619 16,347 15,943 N/A N/A
Carbon Monoxide (thousands of tons) .......... N/A | 204,043 | 185,407 | 154,186 | 126,777 | 114,467 | 106,886 N/A N/A
Lead Emissions (thousands of tONS) .........cccovereuneunerneirsineineineensiieiens N/A 221 74 5 4 N/A N/A N/A N/A
Water Quality:
Population Served by Secondary Treatment or Better (mils) ................. N/A 85 N/A 162 174 179 N/A N/A N/A
Social:
Families:
Children Living with Mother Only (% of all children) ........ccccccocvviniinee. 9.2 11.6 18.6 21.6 24.0 223 232 232 232
Safe Communities:
Violent Crime Rate (per 100,000 population) 4 160.0 364.0 597.0 729.6 684.5 506.5 475.8 465.5 463.2
Murder Rate (per 100,000 population)4 ....... 5.1 7.8 10.2 9.4 8.2 55 5.7 55 5.6
Murders (per 100,000 Persons Age 14 to 17) N/A N/A 5.9 9.8 11.0 4.8 N/A N/A N/A
Health:
Infant Mortality (per 1000 Live Births) (&) .....ccccoevirverneirsineiniiriinirciines 26.0 20.0 12.6 9.2 7.6 6.9 6.9 6.7 6.6
Low Birthweight [>2,500 gms] Babies (%) 5 7.7 7.9 6.8 7.0 7.3 7.6 7.9 8.1 N/A
Life Expectancy at birth (years) .......ccccccocvunee. 69.7 70.8 73.7 75.4 75.8 77.0 716 N/A N/A
Cigarette Smokers (% population 18 and older)® .................... N/A 39.2 33.0 25.3 24.6 232 21.6 20.9 20.9
Overweight (% population 20-74 with Body-Mass Index >2.5) .............. 44.5 47.5 47.4 55.3 59.3 64.7 N/A N/A N/A
Learning:
High School Graduates (% of population 25 and older) ............ccoeceunee. 44.6 55.2 68.6 77.6 81.7 84.1 84.6 85.2 N/A
College Graduates (% of population 25 and older) ........c.cocvervireens 8.4 11.0 17.0 21.3 23.0 25.6 272 277 N/A
National Assessment of Educational Progress”
Reading 17-year olds ... N/A N/A 285 290 288 287 286 285 N/A
Mathematics 17-y€ar 0ldS ........ccocrremermerneriririerireeiserieeseeesenenns N/A N/A 299 305 307 308 307 307 N/A
Participation:
Individual Charitable Giving per Capita (2000 dollars) ..........c..cccereveenecs 277 390 423 484 458 701 654 661 N/A
(by presidential €leCtiON YEAr) ........ccoveicrriieireieiintiesneeseerisesereses (1960) (1972) (1980) (1984) (1988) (1992) (1996) (2000) (2004)
Voting for President (% eligible population) ........c.ccrevvereineernineinnen. 63 55 53 53 50 55 49 50 56

1The poverty rate does not reflect noncash government transfers such as Medicaid or food stamps.

22005 through Q3 only.

3 Preliminary data for 2004.

4Not all crimes are reported, and the fraction that go unreported may have varied over time, preliminary data for 2005.
5Data for 2004-2005 provisional, data for 2005 through June.

6 Smoking data for 2005 through June.

7Data for some years are interpoated.

The individual measures in this table are influenced do not show the direct results of Government activities,
to varying degrees by many Government policies and but they do provide a quantitative measure of the
programs, as well as by external factors beyond the progress or lack of progress toward some of the ultimate
Government’s control. They do not measure the out- values that Government policy is intended to promote.
comes of Government policies, because they generally
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Such a table can serve two functions. First, it high-
lights areas where the Federal Government might need
to modify its current practices or consider new ap-
proaches. Where there are clear signs of deteriorating
conditions, corrective action might be appropriate. Sec-
ond, the table provides a context for evaluating other
data on Government activities. For example, Govern-
ment actions that weaken its own financial position
may be appropriate when they promote a broader social
objective. The Government cannot avoid making such
trade-offs because of its size and the broad ranging
effects of its actions. Monitoring these effects and incor-
porating them in the Government’s policy making is
a major challenge.

It is worth noting that, in recent years, many of
the trends in these indicators turned around. The im-

provement in economic conditions beginning around
1995 has been widely noted, and there have also been
some significant social improvements. Perhaps, most
notable has been the turnaround in the crime rate.
Since reaching a peak in the early 1990s, violent crime
has fallen by a third. The turnaround has been espe-
cially dramatic in the murder rate, which has been
lower since 1998 than at any time since the 1960s.
The 2001 recession had a negative effect on some of
these indicators: unemployment rose and real GDP
growth declined for a time. But as the economy recov-
ered much of the improvement shown in Table 13-6
was preserved. Indeed, productivity growth, the best
indicator of future changes in the standard of living
accelerated. Since 2000, it has increased faster than
in any other five-year period since the 1960s.

TECHNICAL NOTE: SOURCES OF DATA AND METHODS OF ESTIMATING

Long-Range Budget Projections

The long-range budget projections are based on demo-
graphic and economic assumptions. A simplified model
of the Federal budget, developed at OMB, is used to
compute the budgetary implications of these assump-
tions.

Demographic and Economic Assumptions: For the
years 2006-2016, the assumptions are drawn from the
Administration’s economic projections used for the
budget. These budget assumptions reflect the Presi-
dent’s policy proposals. The economic assumptions are
extended beyond this interval by holding constant infla-
tion, interest rates, and unemployment at the levels
assumed in the final year of the budget forecast. Popu-
lation growth and labor force growth are extended using
the intermediate assumptions from the 2005 Social Se-
curity trustees’ report. The projected rate of growth
for real GDP is built up from the labor force assump-
tions and an assumed rate of productivity growth. Pro-
ductivity growth is held constant at the average rate
of growth in the budget’s economic assumptions.

e CPI inflation holds stable at 2.5 percent per year;
the unemployment rate is constant at 5.0 percent;
and the yield on 10-year Treasury notes is steady
at 5.6 percent.

e Real GDP per hour, a measure of productivity,
grows at the same average rate as in the Adminis-
tration’s medium-term projections—2.3 percent
per year.

e Consistent with the demographic assumptions in
the trustees’ reports, U.S. population growth slows
from around 1 percent per year to about half that
rate by 2030, and slower rates of growth beyond
that point. Annual population growth is only 0.2
percent at the end of the projection period in 2080.

e Real GDP growth declines over time because of
the slowdown in population growth and the in-
crease in the population over age 65, who supply
less work effort than younger people do. Histori-
cally, real GDP has grown at an average yearly
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rate of 3.4 percent. In these projections, average
real GDP growth eventually declines to around
2.5 percent per year.

The economic and demographic projections described
above are set by assumption and do not automatically
change in response to changes in the budget outlook.
This is unrealistic, but it simplifies comparisons of al-
ternative policies.

Budget Projections: For the period through 2011, re-
ceipts and outlays follow the budget’s policy projections,
except that the projections do not include Social Secu-
rity personal accounts. In the long run, receipts are
projected using simple rules of thumb linking income
taxes, payroll taxes, excise taxes, and other receipts
to projected tax bases derived from the economic projec-
tions. Discretionary spending grows at the rate of
growth in nominal GDP. Social Security is projected
by the Social Security actuaries using these long-range
assumptions. Medicare benefits are projected based on
the estimates in the 2005 Medicare trustees’ report,
adjusted for differences in the inflation rate and the
growth rate in real GDP per capita. Federal pensions
are derived from the most recent actuarial forecasts
available at the time the budget is prepared, repriced
using Administration inflation assumptions. Medicaid
outlays are based on the economic and demographic
projections in the model. Other entitlement programs
are projected based on rules of thumb linking program
spending to elements of the economic and demographic
projections such as the poverty rate.

Federally Owned Assets and Liabilities

Financial Assets: The principal source of data is the
Federal Reserve Board’s Flow-of-Funds Accounts.

Fixed Reproducible Capital: Estimates were devel-
oped from the OMB historical data base for physical
capital outlays and software purchases. The data base
extends back to 1940 and was supplemented by data
from other selected sources for 1915-1939. The source
data are in current dollars. To estimate investment
flows in constant dollars, it was necessary to deflate
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the nominal investment series. This was done using
chained price indexes for Federal investment from the
National Income and Product Accounts. The resulting
capital stocks were aggregated into nine categories and
depreciated using geometric rates roughly following
those used by the Bureau of Economic Analysis in its
estimates of physical capital stocks.

Fixed Nonreproducible Capital: Historical estimates
for 1960-1985 were based on estimates in Michael J.
Boskin, Marc S. Robinson, and Alan M. Huber, “Gov-
ernment Saving, Capital Formation and Wealth in the
United States, 1947-1985,” published in The Measure-
ment of Saving, Investment, and Wealth, edited by Rob-
ert E. Lipsey and Helen Stone Tice (The University
of Chicago Press, 1989). Estimates were updated using
changes in the value of private land from the Flow-
of-Funds Balance Sheets and from the Agriculture De-
partment for farm land; the value of Federal oil depos-
its was extrapolated using the Producer Price Index
for Crude Energy Materials.

Debt Held by the Public: Treasury data.

Insurance and Guarantee Liabilities: Sources of data
are the OMB Pension Guarantee Model and OMB esti-
mates based on program data. Historical data on liabil-
ities for deposit insurance were also drawn from CBO’s
study, The Economic Effects of the Savings and Loan
Crisis, issued January 1992.

Pension and Post-Employment Health Liabilities: The
accrued liabilities for Federal retiree pensions and re-
tiree health insurance along with the liability for Vet-
erans disability compensation were derived from the
Financial Report of the United States Government (and
the Consolidated Financial Statement for some earlier
years). Prior to 1976, the values were extrapolated.

Other Liabilities: The source of data for trade
payables and miscellaneous liabilities is the Federal
Reserve’s Flow-of-Funds Accounts. The Financial Re-
port of the United States Government was the source
for benefits due and payable.

National Balance Sheet

Publicly Owned Physical Assets: Basic sources of data
for the federally owned or financed stocks of capital
are the Federal investment flows described in Chapter
6. Federal grants for State and local government capital
are added, together with adjustments for inflation and
depreciation in the same way as described above for
direct Federal investment. Data for total State and local
government capital come from the revised capital stock
data prepared by the Bureau of Economic Analysis ex-
trapolated for 2005.

Privately Owned Physical Assets: Data are from the
Flow-of-Funds national balance sheets and from the pri-
vate net capital stock estimates prepared by the Bureau
of Economic Analysis extrapolated for 2005 using in-
vestment data from the National Income and Product
Accounts.

Education Capital: The stock of education capital is
computed by valuing the cost of replacing the total
years of education embodied in the U.S. population 15

years of age and older at the current cost of providing
schooling. The estimated cost includes both direct ex-
penditures in the private and public sectors and an
estimate of students’ forgone earnings, i.e., it reflects
the opportunity cost of education. Estimates of students’
forgone earnings are based on the minimum wage for
high-school students and year-round, full-time earnings
of 18-24 year olds for college students. These year-
round earnings are reduced by 25 percent because stu-
dents are usually out of school three months of the
year. Yearly earnings by age and educational attain-
ment are from the Bureau of the Census.

For this presentation, Federal investment in edu-
cation capital is a portion of the Federal outlays in-
cluded in the conduct of education and training. This
portion includes direct Federal outlays and grants for
elementary, secondary, and vocational education and
for higher education. The data exclude Federal outlays
for physical capital at educational institutions because
these outlays are classified elsewhere as investment
in physical capital. The data also exclude outlays under
the GI Bill; outlays for graduate and post-graduate edu-
cation spending in HHS, Defense and Agriculture; and
most outlays for vocational training. The Federal share
of the total education stock in each year is estimated
by averaging the prior years’ shares of Federal edu-
cation outlays in total education costs.

Data on investment in education financed from other
sources come from educational institution reports on
the sources of their funds, published in U.S. Depart-
ment of Education, Digest of Education Statistics.
Nominal expenditures were deflated by the implicit
price deflator for GDP to convert them to constant dol-
lar values. Education capital is assumed not to depre-
ciate, but to be retired when a person dies. An edu-
cation capital stock computed using this method with
different source data can be found in Walter McMahon,
“Relative Returns to Human and Physical Capital in
the U.S. and Efficient Investment Strategies,” Econom-
ics of Education Review, Vol. 10, No. 4, 1991. The meth-
od is described in detail in Walter McMahon, Invest-
ment in Higher Education, Lexington Books, 1974.

Research and Development Capital: The stock of R&D
capital financed by the Federal Government was devel-
oped from a data base that measures the conduct of
R&D. The data exclude Federal outlays for physical
capital used in R&D because such outlays are classified
elsewhere as investment in federally financed physical
capital. Nominal outlays were deflated using the GDP
deflator to convert them to constant dollar values.

Federally funded capital stock estimates were pre-
pared using the perpetual inventory method in which
annual investment flows are cumulated to arrive at
a capital stock. This stock was adjusted for depreciation
by assuming an annual rate of depreciation of 10 per-
cent on the estimated stock of applied research and
development. Basic research is assumed not to depre-
ciate. These are the same assumptions used in a study
published by the Bureau of Labor Statistics estimating
the R&D stocks financed by private industry (U.S. De-
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partment of Labor, Bureau of Labor Statistics, “The
Impact of Research and Development on Productivity
Growth,” Bulletin 2331, September 1989). Chapter 6
of this volume contains additional details on the esti-
mates of the total federally financed R&D stock, as
well as its national defense and nondefense compo-
nents.

A similar method was used to estimate the stock
of R&D capital financed from sources other than the
Federal Government. The component financed by uni-
versities, colleges, and other nonprofit organizations is
estimated based on data from the National Science
Foundation, Surveys of Science Resources. The indus-
try-financed R&D stock component is estimated from
that source and from the U.S. Department of Labor,
“The Impact of Research and Development on Produc-
tivity Growth,” Bulletin 2331, September 1989.

Experimental estimates of R&D capital stocks have
been prepared by BEA. The results are described in

“A Satellite Account for Research and Development,”
Survey of Current Business, November 1994. These
BEA estimates are lower than those presented here
primarily because BEA assumes that the stock of basic
research depreciates, while the estimates in Table 13-4
assume that basic research does not depreciate. BEA
also assumed a slightly higher rate of depreciation for
applied research and development, 11 percent, com-
pared with the 10 percent rate used here.

Sources of Data and Assumptions for
Estimating Social Indicators

The main sources for the data in this table are the
Government statistical agencies. The data are all pub-
licly available, and can be found in such general sources
as the annual Economic Report of the President and
the Statistical Abstract of the United States, or from
the respective agencies’ web sites.
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United States Government
Statements of Social Insurance
Present Value of Long-Range (75 Years, except Black Lung) Actuarial Projections

Fkhkkkkkkkkkk U NAU D ITE D***********

(In billions of dollars) 2006 2005 2004 2003 2002

Federal Old-Age, Survivors and Disability Insurance (Social Security): (Note 23)
Contributions and Earmarked Taxes from:

Participants who have attained age 62............ccccccceeeeeiiiiiieeneenn. 533 464 411 359 348
Participants ages 15-671........c.ccoveiiuiiiiiece e 16,568 15,290 14,388 13,576 13,048
Future participants (under age 15 and births during period).............. 15,006 13,696 12,900 12,213 11,893

All current and future participants...........ccccooeveeiiiiiiiiiieee e, 32,107 29,450 27,699 26,147 25,289

Expenditures for Scheduled Future Benefits for:

Participants who have attained age 62............c.ccccociiiiiiiinen.. 5,866 5,395 4933 4,662 4,402
Participants ages 15-671.......cccviieeiiiiiiie e 26,211 23,942 22,418 21,015 20,210
Future participants (under age 15 and births during period).............. 6,480 5,816 5578 5,398 5,240

All current and future participants..........c.ccccoceeeeeeiiiieecie e, 38,557 35,154 32,928 31,075 29,851
Present value of future expenditures less future revenue ........... 6.449' 5704  5229° 4,927°  4562°

Federal Hospital Insurance (Medicare Part A): (Note 23)
Contributions and Earmarked Taxes from:

Participants who have attained eligibility age 65 .......................... 192 162 148 128 125
Participants who have not attained eligibility age 15-64 ............... 5,685 5,064 4820 4,510 4,408
Future participants (under age 15 and births during period))............. 4,767 4,209 4,009 3,773 3,753

All current and future participants..........cccccvieeeiiiicee, 10,644 9,435 8,976 8,411 8,286

Expenditures for Scheduled Future Benefits for:

Participants who have attained eligibility age 65 .......................... 2,397 2,179 2,168 1,897 1,747
Participants who have not attained eligibility age 15-64 ............... 15,633 12,668 12,054 10,028 9,195
Future participants (under age 15 and births during period))............. 3,904 3,417 3,246 2,653 2,470

All current and future participants..........ccccovveeeriiie e, 21,934 18,264 17,468 14,577 13,412
Present value of future expenditures less future revenue ........... 11,290 8,829° 8492° 6,166° 5126

Federal Supplementary Medical Insurance (Medicare Part B): (Note 23)
Premiums from:

Participants who have attained eligibility age 65 .......................... 409 363 332 283 252
Participants who have not attained eligibility age 15-64 ............... 3,167 2,900 2,665 2,148 1,856
Future participants (under age 15 and births during period))............. 906 924 891 688 600

All current and future participants..........ccccovveeeriiie e, 4,481 4,187 3,889 3,119 2,708

Expenditures for Scheduled Future Benefits for:

Participants who have attained eligibility age 65 .......................... 1,773 1,622 1,475 1,306 1,132
Participants who have not attained eligibility age 15-64 ............... 12,433 11,541 10,577 8,845 7,463
Future participants (under age 15 and births during period))............. 3,407 3,408 3,277 2,622 2,238

All current and future participants..........ccccccoooeeeeeiiiieecee e, 17,613 16,571 15,329 12,773 10,833
Present value of future expenditures less future revenue® ............. 13,131 12,384 11,440° 9653°  8125°

Federal Supplementary Medical Insurance (Medicare Part D): (Note 23)
Premiums and State Transfers from:

Participants who have attained eligibility age 65 ..............c........... 173 185 176
Participants who have not attained eligibility age 15-64 ............... 1,700 1,790 1,857
Future participants (under age 15 and births during period))............. 492 572 618

All current and future participants............ccccceeevvievieecee e, 2,366 2,547 2,651

Expenditures for Scheduled Future Benefits for:

Participants who have attained eligibility age 65 .......................... 792 880 773
Participants who have not attained eligibility age 15-64 ............... 7,338 7,913 7,566
Future participants (under age 15 and births during period))............. 2,121 2,440 2,431

All current and future participants...........cccocceeviiiiiiiie s 10,250 11,233 10,770

1 2 3
Present value of future expenditures less future revenue® 7,884 8,686 8,119
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United States Government
Statements of Social Insurance
Present Value of Long-Range (75 Years, except Black Lung) Actuarial Projections

Fkkkkkkkkkkk U NAU D ITE D***********

(In billions of dollars) 2006 2005 2004 2003 2002

Railroad Retirement: (Note 23)
Contributions and Earmarked Taxes from:

Participants who have attained eligibility ...............cccccccciii. 5 4 4 4 3

Participants who have not attained eligibility .............cccccoeiiinnen. 40 37 37 40 40

Future participants............cccocveeiieiiic e 56 41 39 41 41
All current and future participants 100 82 80 85 83

Expenditures for Scheduled Future Benefits for:

Participants who have attained eligibility .............ccccooeiiniiinnnn. 92 84 81 80 74

Participants who have not attained eligibility .............cccccoviiennen. 84 73 72 73 76

Future participants..............oooueeeoeiiee e 25 16 14 14 13
All current and future participants............cccoceeevveeiieecie e, 201 173 167 167 162

Present value of future expenditures less future revenues’.............. 101 91° 87° 83" 79°

Black Lung (Part C): (Note 23)
Present value of future expenditures less future revenues®............. 4)° (5" @"_@r (5"

" The projection period is 1/1/2006 - 12/31/2080 and the valuation date is 1/1/2006.

’The projection period is 1/1/2005 - 12/31/2079 and the valuation date is 1/1/2005.

*The projection period is 1/1/2004 - 12/31/2078 and the valuation date is 1/1/2004.

*The projection period is 1/1/2003 - 12/31/2077 and the valuation date is 1/1/2003.

*The projection period is 1/1/2002 - 12/31/2076 and the valuation date is 1/1/2002.

® These amounts represent the present value of the transfers from the General Fund of the Treasury to the Supplementary Medical
Insurance Trust Fund. These future intragovernmental transfers are included as income in both HHS’ and the Centers for Medicare &
Medicaid Services’ (CMS) Financial Report but are not income from the Governmentwide perspective of this report.

" These amounts approximate the present value of the financial interchange and transfers from the General Fund of the Treasury to the
Social Security Equivalent Benefit (SSEB) Account (see discussion of Railroad Retirement Program in the required supplemental
information section of this report). They are included as income in the Railroad Retirement Financial Report but are not income from the
Governmentwide perspective of this report.

® Does not include interest expense accruing on the outstanding debt.

°The projection period is 9/30/2006 - 9/30/2040 and the valuation date is 9/30/2006.

“The projection period is 9/30/2005 - 9/30/2040 and the valuation date is 9/30/2005.

"The projection period is 9/30/2004 - 9/30/2040 and the valuation date is 9/30/2004.

2The projection period is 9/30/2003 - 9/30/2040 and the valuation date is 9/30/2003.

®The projection period is 9/30/2002 - 9/30/2040 and the valuation date is 9/30/2002.

Totals do not necessarily equal the sum of components due to rounding.

The accompanying notes are an integral part of these financial statements.
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United States Government
Supplemental Information (Unaudited)
for the Years Ended September 30, 2006,
and September 30, 2005

Social Insurance

The social insurance programs were developed to provide income security and health care coverage to citizens
under specific circumstances as a responsibility of the Government. Because taxpayers rely on these programs in
their long-term planning, social insurance program information should indicate whether they are sustainable under
current law, as well as what their effect will be on the Government’s financial condition. The resources needed to
run these programs are raised through taxes and fees. Eligibility for benefits rests in part on earnings and time
worked by the individuals. Social Security benefits are generally redistributed intentionally toward lower-wage
workers (i.e., benefits are progressive). In addition, each social insurance program has a uniform set of entitling
events and schedules that apply to all participants.

Social Security and Medicare

Social Security

The Federal Old-Age and Survivors Insurance (OASI) Trust Fund was established on January 1, 1940, as a
separate account in the Treasury. The Federal Disability Insurance (DI) Trust Fund, another separate account in the
Treasury, was established on August 1, 1956. OASI pays cash retirement benefits to eligible retirees and their
eligible dependents and survivors, and the much smaller DI fund pays cash benefits to eligible individuals who are
unable to work due to medical conditions. At the end of calendar year 2005, OASDI benefits were paid to
approximately 48 million beneficiaries. Though the events that trigger benefit payments are quite different, both
trust funds have the same earmarked financing structure: primarily payroll taxes and income taxes on benefits. All
financial operations of the OASI and DI Programs are handled through these respective funds. The two funds are
often referred to as simply the combined OASDI Trust Funds.

The primary financing of these two funds are taxes paid by workers, their employers, and individuals with self-
employment income, based on work covered by the OASDI Program. Since 1990, employers and employees have
each paid 6.2 percent of covered earnings. The self-employed pay 12.4 percent of covered earnings. Payroll taxes
are computed on wages and net earnings from self-employment up to a specified maximum annual amount ($94,200
in 2006) that increases each year with economy-wide wages.

Since 1984, up to one-half of OASDI benefits have been subject to Federal income taxation. Effective for
taxable years beginning after 1993, the maximum percentage of benefits subject to taxation was increased from 50
percent to 85 percent. The revenue from income taxes on up to 50 percent of benefits is allocated to the OASDI
Trust Funds and the rest is allocated to the Hospital Insurance (HI) Trust Fund.

Medicare

The Medicare Program, created in 1965, also has two separate trust funds: the Hospital Insurance (HI,
Medicare Part A) and Supplementary Medical Insurance (SMI, Medicare Parts B and D) Trust Funds.' HI pays for
inpatient acute hospital services and major alternatives to hospitals (skilled nursing services, for example) and SMI

' Medicare legislation in 2003 created the new Part D account in the SMI Trust Fund to track the finances of a new prescription drug benefit that
began in 2006. As in the case of Medicare Part B, approximately three-quarters of revenues to the Part D account will come from future transfers
from the General Fund of the Treasury. Consequently, the nature of the relationship between the SMI Trust Fund and the Federal budget
described below is largely unaffected by the presence of the Part D account though the magnitude will be greater.
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pays for hospital outpatient services, physician services, and assorted other services and products through the Part B
account and pays for prescription drugs through the Part D account. Though the events that trigger benefit payments
are similar, HI and SMI have different earmarked financing structures. Similarly to OASDI, HI is financed primarily
by payroll contributions. Employers and employees each pay 1.45 percent of earnings, while self-employed workers
pay 2.9 percent of their net earnings. Other income to the HI fund includes a small amount of premium income from
voluntary enrollees, a portion of the Federal income taxes that beneficiaries pay on Social Security benefits (as
explained above), and interest credited on Treasury securities held in the HI Trust Fund. These Treasury securities
and related interest are excluded upon consolidation at the Governmentwide level.

For SMI, transfers from the General Fund of the Treasury represent the largest source of income covering
about 75 percent of program costs for both Parts B and D. Beneficiaries pay monthly premiums that finance
approximately 25 percent of costs. With Part D drug coverage, Medicaid will no longer be the primary payer for
beneficiaries dually eligible for Medicare and Medicaid. For those beneficiaries, States must pay the Part D account
a portion of their estimated foregone drug costs for this population (referred to as State transfers). As with HI,
interest received on Treasury securities held in the SMI Trust Fund is credited to the fund. These Treasury securities
and related interest are excluded upon consolidation at the Governmentwide level. Refer to Note 23—Social
Insurance, for additional information on Medicare program financing.

Social Security, Medicare, and Governmentwide Finances

The current and future financial status of the separate Social Security and Medicare Trust Funds is the focus of
the trustees’ reports, a focus that may appropriately be referred to as the “trust fund perspective.” In contrast, the
Federal Government primarily uses the unified budget concept as the framework for budgetary analysis and
presentation. It represents a comprehensive display of all Federal activities, regardless of fund type or on- and off-
budget status, a broader focus than the trust fund perspective that may appropriately be referred to as the “budget
perspective” or the “Governmentwide perspective.” Social Security and Medicare are among the largest expenditure
categories of the U.S. Federal budget. Together, they now account for more than a third of all Federal spending and
the percentage is projected to rise dramatically for the reasons discussed below. This section describes in detail the
important relationship between the trust fund perspective and the Governmentwide perspective.

Figure 1 is a simplified graphical depiction of the interaction of the Social Security and Medicare Trust Funds
with the rest of the Federal budget.” The boxes on the left show sources of funding, those in the middle represent the
trust funds and other Government accounts (of which the General Fund is a part) into which that funding flows, and
the boxes on the right show simplified expenditure categories. The figure is intended to illustrate how the various
sources of program revenue flow through the budget to beneficiaries. The general approach is to group revenues and
expenditures that are linked specifically to Social Security and/or Medicare separately from those for other Federal
programs. (For ease of understanding, these other Federal programs are referred to here as other Government
programs.)

Each of the trust funds has its own sources and types of revenue. With the exception of General Fund transfers
to SMI, each of these revenue sources is earmarked specifically for the respective trust fund, and cannot be used for
other purposes. In contrast, personal and corporate income taxes and other revenue go into the General Fund of the
Treasury and are drawn down for any Government program for which Congress has approved spending.® The arrows
from the boxes on the left represent the flow of these revenues into the trust funds and other Government accounts.

The heavy line between the top two boxes in the middle of Figure 1 represents intragovernmental transfers
between the SMI Trust Fund and other Government accounts. The Medicare SMI Trust Fund is shown separately
from the two Social Security trust funds (OASI and DI) and the Medicare HI Trust Fund to highlight the unique
financing of SMI. SMI is currently the only one of the four programs that receives large transfers from the General
Fund of the Treasury, which is part of the other Government accounts (the Part D account will receive transfers from
the States). The transfers finance roughly three-fourths of SMI Program expenses. While the transfers currently
support the Part B account, in 2006 additional transfers were made to the Part D account and are expected to finance
about three-fourths of expenses in that account. The transfers are automatic; their size depends on how much the
program spends, not on how much revenue comes into the Treasury. If General Fund revenues become insufficient

? The Federal unified budget encompasses all Federal Government financing and is synonymous with a Governmentwide perspective.

? Other programs also have dedicated revenues in the form of taxes and fees (and other forms of receipt) and there are a large number of
earmarked trust funds in the Federal budget. Total trust fund receipts account for about 40 percent of total Government receipts with the Social
Security and Medicare Trust Funds accounting for about two-thirds of trust fund receipts. For further discussion see Federal Trust and Other
Earmarked Funds, GAO-01-199SP, January 2001. In the figure and the discussion that follows, we group all other programs, including these
other earmarked trust fund programs, under “Other Government Accounts” to simplify the description and maintain the focus on Social Security
and Medicare.
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to cover both the mandated transfer to SMI and expenditures on other general Government programs, Treasury
would have to borrow to make up the difference. In the longer run, if transfers to SMI are increasing—as shown
below, they are projected to increase significantly in coming years—then Congress must either raise taxes, cut other
Government spending, or reduce SMI benefits.

The dotted lines between the middle boxes of Figure 1 also represent intragovernmental transfers but those
transfers arise in the form of “borrowing/lending” between the Government accounts. Interest credited to the trust
funds arises when the excess of program income over expenses is loaned to the General Fund. The vertical lines
labeled Surplus Borrowed represent these flows from the trust funds to the other Government accounts. These loans
reduce the amount the General Fund has to borrow from the public to finance a deficit (or likewise increase the
amount of debt paid off if there is a surplus). But the General Fund has to credit interest on the loans from the trust
fund programs, just as if it borrowed the money from the public. The credits lead to future obligations for the
General Fund (which is part of the other Government accounts). These transactions are indicated in Figure 1 by the
vertical arrows labeled Interest Credited. The credits increase trust fund income exactly as much as they increase
credits (future obligations) in the General Fund. So from the standpoint of the Government as a whole, at least in an
accounting sense, these interest credits are a wash.

It is important to understand the additional implications of these loans from the trust funds to the other
Government accounts. When the trust funds get the receipts that they loan to the General Fund, these receipts
provide additional authority to spend on benefits and other program expenses. The General Fund, in turn, has taken
on the obligation of paying interest on these loans every year and repaying the principal when trust fund income
from other sources falls below expenditures—the loans will be called in and the General Fund will have to reduce
other spending, raise taxes, or borrow more from the public to finance the benefits paid by the trust funds.

Figure 1
Social Security, Medicare, and Governmentwide Finances
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Actual dollar amounts roughly corresponding to the flows presented in Figure 1 are shown in Table 1 for fiscal
year 2006. The first three columns show revenues and expenditures for HI, SMI, and OASDI, respectively, and the
fourth column is the sum of these three columns. The fifth column has total revenues and expenditures for all other
Government programs, which includes the General Fund account, and the last column is the sum of the “combined”
and “other Government” columns. In Table 1, revenues from the public (left side of Figure 1) and expenditures to
the public (right side of Figure 1) are shown separately from transfers between Government accounts (middle of
Figure 1). Note that the transfers ($162.8 billion) and interest credits ($114.5 billion) received by the trust funds
appear as negative entries under other Government and are thus offsetting when summed for the total budget
column. These two intragovernmental transfers are key to the differences between the trust fund and budget
perspectives.

From the Governmentwide perspective, only revenues received from the public (and States in the case of
Medicare, Part D) and expenditures made to the public are important for the final balance. Trust fund revenue from
the public consists of payroll taxes, benefit taxes, and premiums. For HI, the difference between total expenditures
made to the public ($184.9 billion) and revenues ($194.4 billion) was $9.5 billion in 2006, indicating that HI had a
relatively small positive effect on the overall budget outcome in that year. For the SMI account, revenues from the
public (premiums) were relatively small, representing about a quarter of total expenditures made to the public in
2006. The difference, $147.7 billion, resulted in a net draw on the overall budget balance in that year. For OASDI,
the difference between total expenditures made to the public ($548.5 billion) and revenues from the public ($636.4
billion) was -$87.9 billion in 2006, indicating that OASDI had a positive effect on the overall budget outcome in
that year.

The trust fund perspective is captured in the bottom section of each of the three trust fund columns. For HI,
total revenues exceeded total expenditures by $25.4 billion in 2006, as shown at the bottom of the first column. This
surplus would be added to the beginning trust fund (not shown) that leads to budget obligations in future years. For
SMI, total revenues of $210.2 billion ($46.1 + $164.1), including $162.6 billion transferred from other Government
accounts (the General Fund), exceeded total expenditures by $16.4 billion. Transfers to the SMI Program from other
Government accounts (the General Fund), amounting to about 75 percent of program costs, are obligated under
current law and therefore appropriately viewed as revenue from the trust fund perspective. For OASDI, total
revenues of $733.8 billion ($636.4 + $97.4), including interest and a small amount of other Government transfers,
exceeded total expenditures of $548.5 billion by $185.2 billion.
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Table 1
Annual Revenues and Expenditures for Medicare and Social Security
Trust Funds and the Total Federal Budget, Fiscal Year 2006

(In billions of dollars)
Trust Funds

Other
Com- Govern-
Revenue and Expenditure Categories HI SMI OASDI  bined ment Total'
Revenues from the Public:
Payroll and benefit taxes ........................ 190.7 - 636.4 8271 - 8271
Premiums ......ccccooviiiiiiiiee e 3.7 46.1 - 49.8 - 49.8
Other taxes and fe€s ........cccccevvvveeeennne. - - - - 1,529.8 1,529.8
Total .o 194.4 46.1 636.4 876.9 1,529.8 2,406.7
Total expenditures to the public2 ............... 184.9 193.8 548.5 9271 1,727.2 2,654.4
Net results for budget perspective® ...... 9.5 (147.7) 87.9 (50.3) (197.4) (247.7)
Revenues from Other Government
Accounts:
Transfers ... 0.5 162.6 (0.3) 162.8 (162.8) -
Interest creditS......ccooevviiiiiiiiiieeee e, 154 15 97.7 114.5 (114.5) -
Total .o, 15.9 164.1 97.4 277.3 (277.3) -

Net results for trust fund
perspective **. ..., 25.4 16.4 1852  227.0 N/A N/A

"This column is the sum of the preceding two columns and shows data for the total Federal budget. The figure $247.7 was the
total Federal deficit in fiscal year 2006.

2 The OASDI figure includes $3.8 billion transferred to the Railroad Retirement Board for benefit payments and is therefore an
expenditure to the public.

% Net results are computed as revenues less expenditures.

* Details may not add to totals due to rounding.

Note: “N/A” indicates not applicable.

Cashflow Projections

Background

Economic and Demographic Assumptions. The Boards of Trustees* of the OASDI and Medicare Trust Funds
provide in their annual reports to Congress short-range (10-year) and long-range (75-year) actuarial estimates of
each trust fund. Because of the inherent uncertainty in estimates for 75 years into the future, the Boards use three
alternative sets of economic and demographic assumptions to show a range of possibilities. The economic and
demographic assumptions used for the most recent set of intermediate projections for Social Security and Medicare
are shown in the “Social Security” and “Medicare” sections of Note 23—Social Insurance.

4 There are six trustees: the Secretaries of Treasury (managing trustee), Health and Human Services, and Labor; the Commissioner of the Social
Security Administration; and two public trustees who are appointed by the President and confirmed by the Senate for a 4-year term. By law, the
public trustees are members of two different political parties.
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Beneficiary-to-Worker Ratio. Underlying the pattern of expenditure projections for both the OASDI and
Medicare Programs is the impending demographic change that will occur as the large baby-boom generation, born in
the years 1946 to 1964, retires or reaches eligibility age. The consequence is that the number of beneficiaries will
increase much faster than the number of workers who pay taxes that are used to pay benefits. The pattern is
illustrated in Chart 1 which shows the ratio of OASDI beneficiaries to workers for the historical period and
estimated for the next 75 years. In 2006, there were about 30 beneficiaries for every 100 workers. By 2030, there
will be about 46 beneficiaries for every 100 workers. A similar demographic pattern confronts the Medicare
Program. For example, for the HI Program, there were about 26 beneficiaries for every 100 workers in 2006; by
2030 there are expected to be about 42 beneficiaries for every 100 workers. This ratio for both programs will
continue to increase to about 50 beneficiaries for every 100 workers by the end of the projection period, after the
baby-boom generation has moved through the Social Security system due to declining birth rates and increasing
longevity.

Chart 1—OASDI Beneficiaries per 100 Covered Workers
1970-2080
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Social Security Projections

Nominal Income and Expenditures. Chart 2 shows historical values and actuarial estimates of combined
OASDI annual income (excluding interest) and expenditures for 1970-2080 in nominal dollars. The estimates are for
the open-group population. That is, the estimates include taxes paid from, and on behalf of, workers who will enter
covered employment during the period, as well as those already in covered employment at the beginning of that
period. These estimates also include scheduled benefit payments made to, and on behalf of, such workers during that
period. Note that expenditure projections in Chart 2 and subsequent charts are based on current-law benefit formulas
regardless of whether the income and assets are available to finance them.

Chart 2—0OASDI Income (Excluding Interest) and Expenditures
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Currently, Social Security tax revenues exceed benefit payments and will continue to do so until 2017, when
revenues are projected to fall below benefit payments, after which the gap between expenditures and revenues

continues to widen.
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Income and Expenditures as a Percent of Taxable Payroll. Chart 3 shows annual income (excluding interest
but including both payroll and benefit taxes) and expenditures expressed as percentages of taxable payroll,
commonly referred to as the income rate and cost rate, respectively.

The OASDI cost rate is projected to decline slightly until about 2008. It then begins to increase rapidly and
first exceeds the income rate in 2017, producing cashflow deficits thereafter. As described above, surpluses that
occur prior to 2017 are “loaned” to the General Fund and accumulate, with interest, reserve spending authority for
the trust fund. The reserve spending authority represents an obligation for the General Fund. Beginning in 2017,
Social Security will start using interest credits to meet full benefit obligations. The Government will need to raise
taxes, reduce benefits, increase borrowing from the public, and/or cut spending for other programs to meet its
obligations to the trust fund. By 2040, the trust fund reserves (and thus reserve spending authority) are projected to
be exhausted. Even if a trust fund's assets are exhausted, however, tax income will continue to flow into the fund.
Present tax rates would be sufficient to pay 74 percent of scheduled benefits after trust fund exhaustion in 2040 and
70 percent of scheduled benefits in 2080.

Chart 3—OASDI Income (Excluding Interest) and Expenditures
as a Percent of Taxable Payroll
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Income and Expenditures as a Percent of GDP. Chart 4 shows estimated annual income (excluding interest)
and expenditures, expressed as percentages of GDP, the total value of goods and services produced in the United
States. This alternative perspective shows the size of the OASDI Program in relation to the capacity of the national
economy to sustain it. The gap between expenditures and income widens continuously with expenditures generally
growing as a share of GDP and income declining slightly relative to GDP. Social Security’s expenditures are
projected to grow from 4.3 percent of GDP in 2006 to 6.3 percent in 2080. In 2080, expenditures are projected to
exceed income by 1.8 percent of GDP.

Chart 4—O0ASDI Income (Excluding Interest) and Expenditures
as a Percent of GDP
1970-2080
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Sensitivity Analysis. Actual future income from OASDI payroll taxes and other sources and actual future
expenditures for scheduled benefits and administrative expenses will depend upon a large number of factors: the size
and composition of the population that is receiving benefits, the level of monthly benefit amounts, the size and
characteristics of the work force covered under OASDI, and the level of workers’ earnings. These factors will
depend, in turn, upon future marriage and divorce rates, birth rates, death rates, migration rates, labor force
participation and unemployment rates, disability incidence and termination rates, retirement age patterns,
productivity gains, wage increases, cost-of-living increases, and many other economic and demographic factors.

This section presents estimates that illustrate the sensitivity of long-range expenditures and income for the
OASDI Program to changes in selected individual assumptions. In this analysis, the intermediate assumption is used
as the reference point, and one assumption at a time is varied. The variation used for each individual assumption
reflects the levels used for that assumption in the low cost (Alternative I) and high cost (Alternative III) projections.
For example, when analyzing sensitivity with respect to variation in real wages, income and expenditure projections
using the intermediate assumptions are compared to the outcome when projections are done by changing only the
real wage assumption to either low cost or high cost alternatives.
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The low cost alternative is characterized by assumptions that generally improve the financial status of the
program (relative to the intermediate assumption) such as slower improvement in mortality (beneficiaries die
younger). In contrast, assumptions under the high cost alternative generally worsen the financial outlook. One
exception occurs with the CPI assumption (see below).

Table 2 shows the effects of changing individual assumptions on the present value of estimated OASDI
expenditures in excess of income (the shortfall of income relative to expenditures in present value terms). The
assumptions are shown in parentheses. For example, the intermediate assumption for the annual rate of reduction in
age-sex-adjusted death rates is 0.72 percent. For the low cost alternative, a slower reduction rate (0.30 percent) is
assumed as it means that beneficiaries die at a younger age relative to the intermediate assumption, resulting in
lower expenditures. Under the low cost assumption, the shortfall drops from $6,449 billion to $5,000 billion, a 22
percent smaller shortfall. The high cost death rate assumption (1.26 percent) results in an increase in the shortfall,
from $6,449 billion to $8,195 billion, a 27 percent increase in the shortfall. Clearly, alternative death rate
assumptions have a substantial impact on estimated future cashflows in the OASDI Program.

A higher fertility rate means more workers relative to beneficiaries over the projection period, thereby
lowering the shortfall relative to the intermediate assumption. An increase in the rate from 2.0 to 2.3 results in an 12
percent smaller shortfall (i.e., expenditures less income), from $6,449 billion to $5,699 billion.

Higher real wage growth results in faster income growth relative to expenditure growth. Table 2 shows that a
real wage differential that is 0.5 greater than the intermediate assumption of 1.1 results in a drop in the shortfall from
$6,449 billion to $5,542 billion, a 14 percent decline.

The CPI change assumption operates in a somewhat counterintuitive manner, as seen in Table 2. A lower rate
of change results in a higher shortfall. This arises as a consequence of holding the real wage assumption constant
while varying the CPI so that wages (the income base) are affected sooner than benefits. If the rate is assumed to be
1.8 percent rather than 2.8 percent, the shortfall rises about 7 percent, from $6,449 billion to $6,876 billion.

The effect of net immigration is similar to fertility in that, over the 75-year projection period, higher immigration
results in proportionately more workers (taxpayers) than beneficiaries. The low-cost assumption for net immigration
results in a 7 percent drop in the shortfall, from $6,449 billion to $5,982 billion, relative to the intermediate case; and
the high-cost assumption results in a 5 percent higher shortfall.

Finally, Table 2 shows the sensitivity of the shortfall to variations in the real interest rate or, in present value
terminology, the sensitivity to alternative discount rates. Assuming a higher discount rate results in a lower present
value. The shortfall of $4,850 billion is 25 percent lower when the real interest rate is 3.6 percent rather than 2.9
percent, and 40 percent higher when the real interest rate is 2.1 percent rather than 2.9 percent.
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Table 2
Present Values of Estimated OASDI Expenditures in Excess of Income
Under Various Assumptions, 2006-2080

(In billions of dollars)

Shortfall

Assumption Low Intermediate High
Average annual reduction in death rates .. (50’_03000) ?04742% ?1,.12965)
Total fertility rate ... ‘Fz’;g? Ez’z“_g? 7(’11_5735)9
Real wage differential.............ccccccernnien. 5(15?;)2 314‘11? 7(002;
CPlchange.......cocoeiiiiiiiiiiee e ?30;)5 3243? ?182?
Net immigration ...........cccooeveeiniiiinieen, (1 1?0%8300) (98,(;1,380) (6(75,27,230)
Real interestrate.........cccooceeiiiiiinnen, 13825) 3243? 320113;1

Numbers in parentheses are the values of the assumptions used in the respective scenario.

Source: 2006 OASDI Trustees Report and SSA.

Medicare Projections

Recent Medicare Legislation. On December 8, 2003, President Bush signed into law the Medicare Prescription
Drug, Improvement, and Modernization Act of 2003. The 2003 law will have a major impact on the operations and
finances of Medicare. The law added a prescription drug benefit to Medicare beginning in 2006 and a new
prescription drug account in the SMI Trust Fund. The benefit could be obtained through a private drug-only plan, a
private preferred-provider organization or health maintenance organization, or through an employer-sponsored
retiree health plan. The preferred-provider organizations are new to the Medicare Program and will operate on a
regional basis. The Federal Government will assume some of the costs of providing prescription drug coverage to
people eligible for both Medicare and Medicaid.

The legislation also includes provisions not related to the prescription drug benefit. It includes increases in
Medicare provider reimbursements, higher Medicare Part B premiums for people at higher income levels, and an
expansion of tax-deductible health savings accounts. The 2003 legislation is expected to have a significant effect on
future Medicare finances as seen below and earlier in the Statement of Social Insurance.

Health Care Cost Growth. In addition to the growth in the number of beneficiaries per worker, the Medicare
Program has the added pressure of expected growth in the use and cost of health care per person. Continuing
development and use of new technology is expected to cause health care expenditures to grow faster than GDP in
the long run. For the intermediate assumption, health care expenditures per beneficiary are assumed to grow, on
average, about one percentage point faster than per capita GDP over the long range.
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Total Medicare. It is important to recognize the rapidly increasing long-range cost of Medicare and the large
role of general revenues and beneficiary premiums in financing the SMI Program. Chart 5 shows expenditures and
current-law noninterest revenue sources for HI and SMI combined as a percentage of GDP. The total expenditure
line shows Medicare costs rising to 11 percent of GDP by 2080. Revenues from taxes and premiums (including State
transfers under Part D) are expected to increase from 1.8 percent of GDP in 2005 to 3.1 percent of GDP in 2080.
Payroll tax income declines gradually as a percent of GDP as growth in the number of workers paying such taxes
slows and wages as a portion of compensation declines, offset by higher premiums combined for Parts B and D of
SMI as a percent of GDP. General revenue contributions for SMI, as determined by current law, are projected to rise
as a percent of GDP from 1.0 percent to 5.0 percent over the same period. Thus, revenues from taxes and premiums
(including State transfers) will fall substantially as a share of total noninterest Medicare income (from 65 percent in
2005 to 40 percent in 2080) while general revenues will rise (from 35 percent to 60 percent). The gap between total
noninterest Medicare income (including general revenue contributions) and expenditures begins around 2010 and
then steadily continues to widen, reaching 3.3 percent of GDP by 2080.

Chart 5—Total Medicare (HI and SMI) Expenditures and Noninterest Income
as a Percent of GDP
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Medicare, Part A (Hospital Insurance)—Nominal Income and Expenditures. Chart 6 shows historical and
actuarial estimates of HI annual income (excluding interest) and expenditures for 1970-2080 in nominal dollars. The
estimates are for the open-group population. The figure reveals a widening gap between projected income and
expenditures.

Chart 6—Medicare Part A Income (Excluding Interest) and Expenditures
1970-2080
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Medicare, Part A Income and Expenditures as a Percent of Taxable Payroll. Chart 7 illustrates income
(excluding interest) and expenditures as a percentage of taxable payroll over the next 75 years. The chart shows that
the expenditure rate exceeds the income rate beginning in 2004, and cash deficits continue thereafter. Trust fund
interest earnings and assets provide enough resources to pay full benefit payments until 2018 with general revenues
used to finance interest and loan repayments to make up the difference between cash income and expenditures
during that period. Pressures on the Federal budget will thus emerge well before 2018. Present tax rates would be
sufficient to pay 80 percent of scheduled benefits after trust fund exhaustion in 2018 and 29 percent of scheduled
benefits in 2080.

Chart 7—Medicare Part A Income (Excluding Interest) and Expenditures
as a Percent of Taxable Payroll
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Medicare Part A Income and Expenditures as a Percent of GDP. Chart 8 shows estimated annual income
(excluding interest) and expenditures, expressed as percentages of GDP, the total value of goods and services
produced in the United States. This alternative perspective shows the size of the HI Program in relation to the
capacity of the national economy to sustain it. Medicare Part A’s expenditures are projected to grow from 1.5
percent of GDP in 2005, to 2.8 percent in 2030, and to 4.9 percent by 2080. The gap between expenditures and
income widens continuously with expenditures growing as a share of GDP and income declining slightly relative to
GDP. By 2080, expenditures are projected to exceed income by 3.5 percent of GDP.

Chart 8—Medicare Part A Income (Excluding Interest) and Expenditures
as a Percent of GDP
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Medicare, Parts B and D (Supplementary Medical Insurance). Chart 9 shows historical and actuarial estimates
of Medicare Part B and Part D premiums (and Part D State transfers) and expenditures for each of the next 75 years,
in nominal dollars. The gap between premiums and State transfer revenues and program expenditures, a gap that will
need to be filled with transfers from general revenues, grows throughout the projection period.

Chart 9—Medicare Part B and Part D Premium and State Transfer Income and Expenditures
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Medicare Part B and Part D Premium and State Transfer Income and Expenditures as a Percent of GDP.
Chart 10 shows expenditures for the Supplementary Medical Insurance Program over the next 75 years expressed as
a percentage of GDP, providing a perspective on the size of the SMI Program in relation to the capacity of the
national economy to sustain it. In 2005, SMI expenditures were $157 billion, which was 1.26 percent of GDP. After
2005, this percentage is projected to increase steadily reaching 6.1 percent in 2080. This reflects growth in the
volume and intensity of Medicare services provided per beneficiary throughout the projection period, including the
prescription drug benefits, together with the effects of the baby boom retirement. Premium and State transfer income
grows from about 0.3 percent in 2005 to nearly 1.5 percent of GDP in 2080, so the portion financed by General
Fund transfers to SMI is projected to be about 75 percent throughout the projection period.

Chart 10—Medicare Part B and Part D Premium and State Transfer Income and Expenditures
as a Percent of GDP
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Medicare Sensitivity Analysis. This section illustrates the sensitivity of long-range cost and income estimates
for the Medicare Program to changes in selected individual assumptions. As with the OASDI analysis, the
intermediate assumption is used as the reference point, and one assumption at a time is varied. The variation used for
each individual assumption reflects the levels used for that assumption in the low cost and high cost projections (see
description of sensitivity analysis for OASDI).

Table 3 shows the effects of changing various assumptions on the present value of estimated HI expenditures
in excess of income (the shortfall of income relative to expenditures in present value terms). The assumptions are
shown in parentheses. Clearly, net HI expenditures are extremely sensitive to alternative assumptions about the
growth in health care cost. For the low cost alternative, the slower growth in health costs causes the shortfall to drop
from $11,290 billion to $4,459 billion, a 61 percent smaller shortfall. The high cost assumption results in a near
doubling of the shortfall, from $11,290 billion to $22,387 billion.
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Variations in the next four assumptions in Table 3 result in relatively minor changes in net HI expenditures.
The higher or lower fertility assumptions cause a less than 2 percent change in the shortfall relative to the
intermediate case. The higher real wage growth rate results in about a 7 percent greater shortfall while a lower
growth rate reduces the shortfall by about 9 percent. Wages are a key cost factor in the provision of health care.
Higher wages also result in greater payroll tax income. HI expenditures exceed HI income by a wide and increasing
margin in the future (Charts 6 to 8). As a result, an assumed higher real wage differential has a larger impact on HI
expenditures than HI income, thereby increasing the shortfall of income relative to expenditures. CPI and net
immigration changes have very little effect on net HI expenditures. Higher immigration increases the net shortfall
modestly as higher payroll tax revenue is more than offset by higher medical care expenditures.

Table 3 also shows that the present value of net HI expenditures is 25 percent lower if the real interest rate is
3.6 percent rather than 2.9 percent and 40 percent higher if the real interest rate is 2.1 percent rather than 2.9 percent.

Table 3
Present Values of Estimated Medicare Part A Expenditures in Excess of
Income Under Various Assumptions, 2006-2080

(In billions of dollars)

Shortfall
Assumption’ Low Intermediate High
Average annual growth in health costs? ..., 4,459 11,290 22,387
(3.1) 4.1) (5.1)
Total fertility Fate> oo, 1 (12037)8 1 (12209)0 1 (1 1’_571)0
Real wage differential .............ccccccciiiiiiiiiiicc 1?(5?62)1 1 (11’_219)0 1(21’_268)6
OPIGHANGE oo 11,231 11,290 11,507
Net immigration ..., (;;é?55070) (;016,209000) (1 ?31061%%0)
Real interestrate........cccooceiiiii, ?34 g;" 1 (12299)0 1(5281%7

' The sensitivity of the projected HI net cashflow to variations in future mortality rates is also of interest. At this time,
however, relatively little is known about the relationship between improvements in life expectancy and the associated
changes in health status and per beneficiary health expenditures. As a result, it is not possible at present to prepare
meaningful estimates of the Part A mortality sensitivity.

2 Annual growth rate is the aggregate cost of providing covered health care services to beneficiaries. The low cost and
high cost alternatives assume that costs increase 1 percent slower or faster, respectively, than the intermediate
assumption, relative to growth in taxable payroll.

® The total fertility rate for any year is the average number of children who would be born to a woman in her lifetime if she
were to experience the birth rates by age observed in, or assumed for, the selected year and if she were to survive the
entire childbearing period.
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Table 4 shows the effects of various assumptions about the growth in health care costs on the present value of
estimated SMI (Medicare Parts B and D) expenditures in excess of income. As with HI, net SMI expenditures are
very sensitive to changes in the health care cost growth assumption. For the low cost alternative, the slower assumed
growth in health costs reduces the Governmentwide resources needed for Part B from $13,132 billion to $9,236
billion and in Part D from $7,884 billion to $5,559 billion, about a 30 percent difference in each case. The high-cost
assumption increases Governmentwide resources needed to $19,316 billion for Part B and to $11,539 billion for Part
D, just over a 45 percent increase in each case.

Table 4

Present Values of Estimated Medicare Parts B and D Future Expenditures
Less Premium Income and State Transfers Under Three Health Care Cost
Growth Assumptions, 2006-2080

(In billions of dollars)
Governmentwide Resources Needed

Low Intermediate High

Medicare Program1 (4.1) (5.1) (6.1)
PartB ... 9,236 13,132 19,316
Part D ... 5,559 7,884 11,539

' Annual growth rate is the aggregate cost of providing covered health care services to beneficiaries. The low and high
scenarios assume that costs increase one percent slower or faster, respectively, than the intermediate assumption.

Source: Centers for Medicare & Medicaid Services.

Sustainability of Social Security and Medicare

75-Year Horizon

According to the 2006 Medicare Trustees Report, the HI Trust Fund is projected to remain solvent until 2018
and, according to the 2006 Social Security Trustees Report, the OASDI Trust Funds are projected to remain solvent
until 2040. In each case, some general revenues must be used to satisfy the authorization of full benefit payments
until the year of exhaustion. This occurs when the trust fund balances accumulated during prior years are needed to
pay benefits, which leads to a transfer from general revenues to the trust funds. Moreover, under current law,
General Fund transfers to the SMI Trust Fund will occur into the indefinite future and will continue to grow with the
growth in health care expenditures.

The potential magnitude of future financial obligations under these three social insurance programs is therefore
important from a unified budget perspective as well as for understanding generally the growing resource demands of
the programs on the economy. A common way to present future cashflows is in terms of their present value. This
approach recognizes that a dollar paid or collected next year is worth less than a dollar today, because a dollar today
could be saved and earn a year’s-worth of interest (see footnote 1).

Table 5 shows the magnitudes of the primary expenditures and sources of financing for the three trust funds
computed on an open-group basis for the next 75 years and expressed in present values. The data are consistent with
the Statements of Social Insurance included in the principal financial statements. For HI, revenues from the public
are projected to fall short of total expenditures by $11,290 billion in present value terms which is the additional
amount needed in order to pay scheduled benefits over the next 75 years.” From the trust fund perspective, the
amount needed is $11,005 billion in present value after subtracting the value of the existing trust fund balances (an
asset to the trust fund account but an intragovernmental transfer to the overall budget). For SMI, revenues from the
public for Parts B and D combined are estimated to be $21,016 billion less than total expenditures for the two
accounts, an amount that, from a budget perspective, will be needed to keep the SMI program solvent for the next 75
years. From the trust fund perspective, however, the present values of total revenues and total expenditures for the

° Interest income is not a factor in this table as dollar amounts are in present value terms.
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SMI Program are equal due to the annual adjustment of revenue from other Government accounts to meet program
costs.® For OASDI, projected revenues from the public fall short of total expenditures by $6,449 billion in present
value dollars and, from the trust fund perspective, by $4,591billion.

From the Governmentwide perspective, the present value of the total resources needed for the Social Security
and Medicare Programs equals $38,754 billion, in addition to payroll taxes, benefit taxes, and premium payments
from the public. From the trust fund perspective, which counts the trust funds and the general revenue transfers to
the SMI Program as dedicated funding sources additional resources in the amount of $15,572 billion in present value
terms are needed, beyond the $21,015 billion in present value of required general revenue transfers already
scheduled for the SMI Program and the $2,167 billion to honor the trust fund investments in Treasury securities.

Table 5
Present Values of Costs Less Revenues of 75-Year Open Group Obligations
HI, SMI, and OASDI

(In billions of dollars, as of January 1, 2006)

SMI
HI Part B Part D OASDI Total
Revenues from the Public:
TAXES .uuueeeeieeee e 10,644 - - 32,107 42,751
Premiums, State transfers......... - 4,481 2,366 - 6,847
Total oo 10,644 4,481 2,366 32,107 49,598
Total costs to the public.......... 21,934 17,613 10,250 38,557 88,354
Net results for Government-
wide (budget) perspective™?.. 11,290 13,131 7,884 6,449 38,754
Revenues from other
Government accounts................ - 13,131 7,884 - 21,015
Trust fund in 1/1/2006.................. 285 23 - 1,859 2,167
Net results for trust fund
perspective’ .............cccocvevnnn.. 11,005 23 - 4,590 15,572

! Net results are computed as costs less revenues.
2 Details may not add to totals due to rounding.

Source: 2006 OASDI and Medicare Trustees’ Reports.

Infinite Horizon

The 75-year horizon represented in Table 5 is consistent with the primary focus of the Social Security and
Medicare Trustees’ Reports. For the OASDI Program, for example, an additional $6.5 trillion in present value will
be needed above currently scheduled taxes to pay for scheduled benefits ($4.6 trillion from the trust fund
perspective). Yet, a 75-year projection is not a complete representation of all future financial flows through the
infinite horizon. For example, when calculating unfunded obligations, a 75-year horizon includes revenue from
some future workers but only a fraction of their future benefits. In order to provide a more complete estimate of the
long-run unfunded obligations of the programs, estimates can be extended to the infinite horizon. The open-group
infinite horizon net obligation is the present value of all expected future program outlays less the present value of all
expected future program tax and premium revenues. Such a measure is provided in Table 6 for the three trust funds
represented in Table 5.

From the budget or Governmentwide perspective, the values in line 1 plus the values in line 4 of Table 6
represent the value of resources needed to finance each of the programs into the infinite future. The sums are shown
in the last line of the table (also equivalent to adding the values in the second and fifth lines). The total resources

® The SMI Trust Fund also has a very small amount of existing assets.

85



SUPPLEMENTAL INFORMATION (UNAUDITED) Att. 5: RSI FY 2008

needed for all the programs sums to almost than $86 trillion in present value terms. This need can be satisfied only
through increased borrowing, higher taxes, reduced program spending, or some combination.

The second line shows the value of the trust fund at the beginning of 2006. For the HI and OASDI Programs
this represents, from the trust fund perspective, the extent to which the programs are funded. From that perspective,
when the trust fund is subtracted, an additional $28.1 trillion and $13.3 trillion, respectively, are needed to sustain
the programs into the infinite future. As described above, from the trust fund perspective, the SMI Program is fully
funded. The substantial gap that exists between premiums and State transfer revenue and program expenditures in
the SMI Program ($26.2 trillion + $16.0 trillion) represents future general revenue obligations of the Federal budget.

In comparison to the analogous 75-year number in Table 5, extending the calculations beyond 2080 captures
the full lifetime benefits and taxes and premiums of all current and future participants. The shorter horizon
understates financial needs by capturing relatively more of the revenues from current and future workers and not
capturing all of the benefits that are scheduled to be paid to them.

Table 6
Present Values of Costs Less Tax, Premium and State Transfer Revenue
through the Infinite Horizon, HI, SMI, OASDI

(In trillions of dollars as of January 1, 2006)

SMi

(In trillions of dollars) HI Part B Part D OASDI Total
Present value of future costs less

future taxes and premiums and State

transfers for current participants .......... 12.2 10.6 6.2 15.1 44 1
Less current trust fund ..............cccceeeee. 0.3 - - 1.9 2.2
Equals net obligations for past and

current participants............cccccccoiiii 11.9 10.6 6.2 13.2 41.9
Plus net obligations for future

participants ...........oooocciiieie e, 16.2 15.6 9.8 0.1 41.7
Equals net obligations through the

infinite future for all participants ........... 28.1 26.2 16.0 13.3 83.6
Present value of future costs less the

present values of future income over

the infinite horizon ...........ccccccnnen, 28.4 26.2 16.0 15.2 85.8

Source: 2006 OASDI and Medicare Trustees’ Reports.

Railroad Retirement, Black Lung, and Unemployment
Insurance

Railroad Retirement

The RRB was created in the 1930s to establish a retirement benefit program for the nation’s railroad workers.
As the social security program legislated in 1935 would not give railroad workers credit for service performed prior
to 1937, legislation was enacted in 1934, 1935, and 1937 (collectively the Railroad Retirement Acts of the 1930s) to
establish a railroad retirement program separate from the social security program.

Railroad retirement pays full retirement annuities at age 60 to railroad workers with 30 years of service. The
program pays disability annuities based on total or occupational disability. It also pays annuities to spouses,
divorced spouses, widow(er)s, remarried widow(er)s, surviving divorced spouses, children, and parents of deceased
railroad workers. Medicare covers qualified railroad retirement beneficiaries in the same way as it does Social
Security beneficiaries.

Payroll taxes paid by railroad employers and their employees provide a primary source of income for the
Railroad Retirement and Survivors’ Benefit Program. By law, railroad retirement taxes are coordinated with Social
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Security taxes. Employees and employers pay tier I taxes at the same rate as Social Security taxes. Tier II taxes
finance railroad retirement benefit payments that are higher than Social Security levels.

Other sources of program income include: financial interchanges with the Social Security and Medicare trust
funds, earnings on investments, Federal income taxes on railroad retirement benefits, and appropriations (provided after
1974 as part of a phase out of certain vested dual benefits). Refer to Note 23—Social Insurance, for additional
information on railroad retirement program financing.

The Railroad Retirement and Survivors Improvement Act of 2001 (RRSIA), liberalized benefits for 30-year
service employees and their spouses, eliminated a cap on monthly benefits for retirement and disability benefits,
lowered minimum service requirements from 10 to 5 years, and provided for increased benefits for widow(er)s. Per
the RRSIA, amounts in the Railroad Retirement Account and the SSEB Account that are not needed to pay current
benefits and administrative expenses are transferred to the National Railroad Retirement Investment Trust (NRRIT)
whose sole purpose is to manage and invest railroad retirement assets. NRRIT’s Board of Trustees is empowered to
invest trust assets in nongovernmental assets, such as equities and debt, as well as, in Government securities. Prior to
RRSIA, all investments were limited to Government securities.

Since its inception, NRRIT has received $21.3 billion from RRB (including $19.2 billion in fiscal year 2003,
pursuant to RRSIA) and returned $3.6 billion. During fiscal year 2006, the NRRIT made net transfers of $947
million to the RRB to pay retirement benefits. Administrative expenses of the trust are paid out of trust assets. The
balance as of September 30, 2006, and 2005, of non-federal securities and investments of the NRRIT are disclosed
in Note 7—Securities and Investments.

Cashflow Projections

Economic and Demographic Assumptions. The economic and demographic assumptions used for the most
recent set of projections are shown in the “Railroad Retirement” section of Note 23—Social Insurance.

Nominal Income and Expenditures. Chart 11 shows, in nominal dollars, estimated railroad retirement income
(excluding interest and financial interchange income) and expenditures for the period 2006-2080 based on the
intermediate set of assumptions used in the RRB’s actuarial evaluation of the program. The estimates are for the
open-group population, which includes all persons projected to participate in the Railroad Retirement Program as
railroad workers or beneficiaries during the period. Thus, the estimates include payments from, and on behalf of,
those who are projected to be employed by the railroads during the period as well as those already employed at the
beginning of the period. They also include expenditures made to, and on behalf of, such workers during that period.
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Chart 11—Estimated Railroad Retirement Income
(Excluding Interest and Financial Interchange Income) and Expenditures
2006-2080
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As Chart 11 shows, expenditures are expected to exceed tax income for the entire projection period. The
imbalances continue to widen until about 2020, after which their growth slows for the next 45 years (until 2050).
After 2060, the imbalances widen due in part to reductions in tax rates between 2061 to 2068.
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Income and Expenditures as a Percent of Taxable Payroll. Chart 12 shows estimated expenditures and income
as a percent of tier II taxable payroll. The imbalances grow until 2016 but then begin to decrease steadily as
expenditures fall. Tax rates begin to decline after 2048, stabilizing after 2063. Compared to last year, projected tax
rates are lower. The tier II tax rate is determined from a tax rate table based on the average account benefit ratio.

Chart 12—Estimated Railroad Retirement Income
(Excluding Interest and Financial Interchange Income) and Expenditures
as a Percent of Tier Il Taxable Payroll
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Sensitivity Analysis. Actual future income from railroad payroll taxes and other sources and actual future
expenditures for scheduled benefits and administrative expenses will depend upon a large number of factors as
mentioned above. Two crucial assumptions are employment growth and the interest rate. Table 7 shows the
sensitivity of the shortfall in the Railroad Retirement Program to variations in these two assumptions. The low-cost
employment scenario has a 4.5 percent smaller shortfall of income to expenditures, and the high-cost scenario has a
3.8 percent higher shortfall. A higher discount rate reduces future values relative to a lower rate. As seen in the
table, the shortfall is 29.5 percent lower if the interest rate is 11 percent rather than 7.5 percent and 72 percent higher
when the interest rate is 4 percent rather than 7.5 percent.

Table 7
Present Values of Railroad Retirement Expenditures in Excess of Income
Under Various Employment and Interest Rate Assumptions

(In millions of dollars)

Assumption Low Middle High
Emplovment’ 96,480 101,050 104,876
ployment ............... (1.0%) (2.5%) (4.0%)
Interest rate 71,242 101,050 173,819
................... (11%) (7.5%) (4%)

' The low and middle employment scenarios have passenger service employment remaining at 43,000 and the remaining
employment base declining at 1.0 percent and 2.5 percent, respectively, for the next 25 years. The high cost scenario has
passenger service employment declining by 500 per year until a level of 35,000 is reached with the remaining
employment base declining by 4.0 percent per year for 25 years, at a reducing rate over the next 25 years, and remaining
level thereafter.

Source: Railroad Retirement Board.

Sustainability of Railroad Retirement

Table 8 shows the magnitudes of the primary expenditures and sources of financing for the Railroad
Retirement Program computed on an open-group basis for the next 75 years and expressed in present values as of
January 1, 2006. The data are consistent with the statements of social insurance.

From a Governmentwide perspective, revenues are expected to fall short of expenditures by approximately
$101.1 billion, which represents the present value of resources needed to sustain the Railroad Retirement Program.
From a trust fund perspective, when the trust fund balance and the financial interchange and transfers are included,
the combined balance of the NRRIT, the Railroad Retirement Account, and the SSEB Account show a slight
surplus.
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Table 8
Present Values of 75-Year Pro1jections of Revenues and Expenditures for the
Railroad Retirement Program'*

(In billions of present-value dollars as of January 1, 2006)

Estimated Future Income (Excluding Interest)’ Received from or on Behalf of:

Current participants who have attained retirementage............cccccceviiine e, 4.5
Current participants not yet having attained retirement age............ccccccceeiinennen. 39.7
Those expected to become partiCipants ...........cuvvviiiiiiiiiiiiiiiee 55.5
All PArICIPANTS ... i e e e e e e e e e e aaeeeaaanan 99.7
Estimated Future Expenditures:*
Current participants who have attained retirementage.............ccccoceeeeeeiiiiiciiieeen. 91.7
Current participants not yet having attained retirement age...........ccccccceeeeiiiiiiinnenn. 84 .1
Those expected to become participants ..., 25.0
Al PArtiCIPANTS ...t e et e e e e e b ee e 200.8
Net obligations from budget perspective (expenditures less income).............. 101.1
Railroad Retirement Program assets (mostly investments stated at market)5 .......... 30.0
Financial Interchange from Social Security Trust...........ccccciiiiiiiiiiiiee e 72.1
Net Obligations from Trust Fund Perspective................c.cccociiiiniiiniie (1.0)

! Represents combined values for the Railroad Retirement Account, SSEB Account, and NRRIT, based on middle
employment assumption.

2 The data used reflect the provisions of RRSIA of 2001.

® Future income (excluding interest) includes tier | taxes, tier Il taxes, and income taxes on benefits.

* Future expenditures include benefits and administrative expenditures.

® The value of the fund reflects the 7.5 percent interest rate assumption. The RRB uses the relatively high rate due to
investments in private securities.

Note: Detail may not add to totals due to rounding. Employee and beneficiary status are determined as of 1/1/2005
whereas present values are as of 1/1/2006.
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Black Lung

The Federal Coal Mine Health and Safety Act of 1969 created the Black Lung Disability Benefit Program to
provide compensation for medical and survivor benefits for eligible coal miners who are disabled due to
pneumoconiosis (black lung disease) arising out of their coal mine employment. The DOL operates the Black Lung
Disability Benefit Program. The 1977 Black Lung Amendments established a Black Lung Disability Trust Fund
(BLDTF) to provide benefit payments to eligible coal miners disabled by pneumoconiosis when no responsible mine
operator can be assigned the liability. The beneficiary population has been declining as the incidence of black lung
disease has fallen, and the group of miners affected by the disease (and their widows) has been dying at a more rapid
rate than new awards have been made.

Excise taxes on coal mine operators, based on the sale of coal, is the primary source of financing black lung
disability payments and related administrative costs. The Black Lung Benefits Revenue Act provides for repayable
advances to the BLDTF from the General Fund of the Treasury in the event that BLDTF resources are not adequate
to meet program obligations. On September 30, 2006, total liabilities of the BLDTF exceed assets by $9.6 billion.
This deficit fund balance represents the accumulated shortfall of excise taxes necessary to meet benefit payment and
interest expenses. This shortfall was funded by repayable advances to the BLDTF which are repayable with interest.
Estimates for future interest on advances are based on the interest rates on outstanding advances ranging from 4.5
percent to 13.8 percent and new borrowings ranging from 4.9 percent to 5.8 percent.

From the budget or consolidated financial perspective, Chart 13 shows projected black lung expenditures
(excluding interest) and excise tax collections for the period 2007-2040. The significant assumptions used in the
most recent set of projections are shown in the “Black Lung” section of Note 23—Social Insurance. Analysts project
that a scheduled reduction in taxes on coal sales will decrease cash inflows by 52 percent between the years 2013 to
2015. After 2015, cash surpluses continue to widen due to a declining beneficiary population and increasing
revenues. Including projected interest payments that the program must make, however, the picture changes
dramatically.
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Chart 13—Estimated Black Lung Income and Expenditures (Excluding Interest)
2007-2040
(In millions of nominal dollars)
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Chart 14 shows the projected financial status of the program from a trust fund perspective that includes interest
outflows from the program to the general fund. Trust fund net outflows (benefits plus interest payments less cash
income from excise taxes) grow without bound, as a result of projected interest payments on the large accumulated
liability to the general fund. This deficit fund balance represents the accumulated shortfall between excise taxes and
benefit payment plus interest expenses.

Chart 14—Estimated Black Lung Trust Fund
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Table 9 shows present values of 35-year projections of expenditures and revenues for the Black Lung Program
computed as of September 30, 2006, using a discount rate equivalent to 6.34 percent. (The discount rate is higher
than the current Government borrowing rate because the program borrowed from the General Fund during periods
of relatively high interest rates). From a Governmentwide (budget) perspective, the present value of expenditures is
expected to be less than the present value of income by $3.7 billion (a surplus). From a trust fund perspective, a
large balance ($9.6 billion) is owed to the General Fund. From that perspective, when that accumulated balance is
combined with the cashflow surplus, the program shows a negative balance of $5.9 billion in present value dollars.
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Table 9

Present Values of 35-Year Projections of Revenues and Expenditures
for the Black Lung Program

(In billions of present value dollars, as of September 30, 2006)

Estimated future tax iNCOME ...........uiiiii e 6.9
Estimated future expenditures. ..o 3.2
Net obligations from budget perspective (expenditures less income)..........ccccceeevueeeeenn, (3.7)
Accumulated balance due General FUNd ...........occciiiiiiiiiii e, 9.6

Net obligations from trust fund perspective

Source: Department of Labor projections and Treasury Department calculations.

Unemployment Insurance

The Unemployment Insurance Program was created in 1935 to provide temporary partial wage replacement to
unemployed workers who lose their jobs. The program is administered through a unique system of Federal and State
partnerships established in Federal law but administered through conforming State laws by State agencies. DOL
interprets and enforces Federal law requirements and provides broad policy guidance and program direction, while
program details such as benefit eligibility, duration, and amount of benefits are established through individual State
unemployment insurance statutes and administered through State unemployment insurance agencies.

The program is financed through the collection of Federal and State unemployment taxes that are credited to
the Unemployment Trust Fund (UTF) and reported as Federal tax revenue. The fund was established to account for
the receipt, investment, and disbursement of unemployment taxes. Federal unemployment taxes are used to pay for
Federal and State administration of the Unemployment Insurance Program, veterans’ employment services, State
employment services, and the Federal share of extended unemployment insurance benefits. Federal unemployment
taxes also are used to maintain a loan account within the UTF, from which insolvent State accounts may borrow
funds to pay unemployment insurance benefits.
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Chart 15 shows the projected cash contributions and expenditures over the next 10 years under expected
economic conditions (described below). The significant assumptions used in the projections include total
unemployment rates, civilian labor force levels, percent of unemployed receiving benefits, total wages, distribution
of benefit payments by State, State tax rate structures, State taxable wage bases, and interest rates on UTF
investments. These projections, excluding interest earnings, indicate positive net cash inflows for the next 4 years.
There is a crossover back to a net outflow in fiscal year 2012, after which net inflows resume for the remainder of
the projection period.

Chart 15—Estimated Unemployment Fund Cashflow
Using Expected Economic Conditions
2007-2016

(In billions of nominal dollars)
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Table 10 shows present values of 10-year projections of revenues and expenditures for the Unemployment
Insurance Program using a discount rate of 6.04 percent, the average of the interest rates underlying the 10-year
projections. Three sets of numbers are presented in order to show the effects of varying economic conditions as
reflected in different assumptions about the unemployment rate. For expected economic conditions, the estimates are
based on an unemployment rate of 4.8 percent during fiscal year 2007, increasing to 4.9 percent in fiscal year 2009
and thereafter. Under the mild recessionary scenario, the unemployment rate peaks at 7.43 percent in fiscal year
2009 and declines gradually until reaching 4.9 percent in 2015. Finally, under the deep recession scenario, the
unemployment rate is assumed to peak at 10.14 percent in 2010 and gradually fall to 5.25 percent by the end of the
projection period.

Each scenario uses an open group that includes current and future participants of the Unemployment Insurance
Program. Table 10 shows that, as economic conditions worsen, while tax income is projected to increase as higher
layoffs result in higher employer taxes, benefit outlays increase much faster. From the Governmentwide (budget)
perspective, under expected conditions, the present value of income exceeds the present value of expenditures by
$16 billion. From the same perspective, under a deep recession scenario, the present value of expenditures exceeds
the present value of income by $51 billion. From a trust fund perspective, the program has more than $66 billion in
assets. When combined with the present value of net cash income under expected economic conditions, the program
has a surplus of $82 billion.

Table 10

Present Values of 10-Year Projections of Revenues and Expenditures for
Unemployment Insurance Under Three Alternative Scenarios

for Economic Conditions

(In billions of present value dollars, as of October 1, 2006)
Economic Conditions
Mild Deep
Expected Recession Recession

Future cash income ..........coooi 357.3 415.6 4751
Future expenditures...........ccccovvieeiiiiiiiiiiiiiieeee e, 341.3 420.1 526.3
Net obligations from budget perspective

(expenditures 1ess iINCOME).......ccveeveiiciiieeeiiiieeeees (16.0) 4.5 51.2
Trust fund @sSets ......cccoeviieiiiie e 66.1 66.1 66.1
Net obligations from trust fund perspective'.............. (82.1) (61.6) (14.9)

"Net obligations from the trust fund perspective=net obligations from the budget perspective-trust fund assets. The
negative values in this line are indicative of surpluses.

Source: Data for the present value calculations are from the Department of Labor.

Unemployment Trust Fund Solvency

Each State’s accumulated UTF net assets or reserve balance should provide a defined level of benefit payments
over a defined period. To be minimally solvent, a State’s reserve balance should provide for 1 year’s projected
benefit payment needs based on the highest levels of benefit payments experienced by the State over the last 20
years. A ratio of 1.0 or greater prior to a recession indicates a State is minimally solvent. States below this level are
vulnerable to exhausting their funds in a recession. States exhausting their reserve balance must borrow funds from
the Federal Unemployment Account (FUA) to make benefit payments. The Missouri state account had loans payable
to FUA at the end of fiscal year 2006. In addition, Texas had outstanding debts to other sources. During periods of
high-sustained unemployment, balances in the FUA may be depleted. In these circumstances, FUA is authorized to
borrow from the Treasury General Fund.

Chart 16 presents the State by State results of this analysis as of September 30, 2006. As the table illustrates, 27
State funds were below the minimal solvency ratio on September 30, 2006.
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Chart 16—Unemployment Trust Fund Solvency as of September 30, 2006
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Attachment 6- Trustees Summary

A MESSAGE TO THE PUBLIC:

Each year the Trustees of the Social Security and Medicare trust funds
report on the current status and projected condition of the funds over the
next 75 years. This message summarizes the 2006 Annual Reports.

The fundamentals of the financial status of Social Security and Medicare
remain problematic under the inter mediate economic and demographic
assumptions. Social Security's current annual surpluses of tax income
over expenditures will soon begin to decline, and will be followed by defi-
cits that begin to grow rapidly toward the end of the next decade as the
baby-boom generation retires. Expenditures of Medicare's Hospital
Insurance (HI) Trust Fund that pays hospital benefits are projected to
exceed taxes and other dedicated revenuesin 2006, with annual cash flow
deficits expected to continue and to grow rapidly after 2010 as baby
boomers begin to retire. The projected growing deficits in both programs
will exhaust HI trust fund reservesin 2018 and Social Security reservesin
2040, under current financing arrangements. In addition, the Medicare
Supplementary Medical Insurance (SMI) Trust Fund that pays for physi-
cian services and the new prescription drug benefit will require substan-
tial increases over time in both general revenue financing and beneficiary
premium charges. As Social Security and HI reserves are drawn down
and SVl general revenue financing requirements continue to grow, pres-
sure on the Federal budget will intensify. e do not believe the currently
projected long-run growth rates of Social Security or Medicare are sus-
tainable under current financing arrangements.

Social Security

The annual cost of Social Security benefits represents 4.2 percent of gross
domestic product (GDP) in 2005 and is projected to rise to 6.2 percent of
GDP in 2030, and then slightly to 6.3 percent of GDP in 2080. The pro-
jected 75-year actuarial deficit in the combined Old-Age and Survivors
Insurance (OASl) and Disability Insurance (DI) Trust Fundsis 2.02 per-
cent of taxable payroll, up from 1.92 percent in last year's report. This
increase is due primarily to advancing the projection period, the avail-
ability of recent data that led to revisions in key assumptions, and to
changes in methods. Although the program passes our short-range test of
financial adequacy, it continuesto fail our long-range test of close actu-
arial balance by a wide margin. Projected OASDI tax income will begin
to fall short of outlaysin 2017, and will be sufficient to finance only 74
percent of scheduled annual benefitsin 2040, when the combined OASDI
trust fund is projected to be exhausted.
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Social Security could be brought into actuarial balance over the next 75
years in various ways, including an immediate increase of 16 percent in
payroll tax revenues or an immediate reduction in benefits of 13 percent
(or some combination of the two). To the extent that changes are delayed
or phased in gradually, greater adjustments in scheduled benefits and rev-
enues would be required. Ensuring that the systemis solvent on a sustain-
able basis over the next 75 years and beyond would also require larger
changes.

Medicare

As we reported last year, Medicare's financial difficulties come sooner—
and are much more severe—than those confronting Social Security. While
both programs face demographic challenges, the impact is more severe
for Medicare because health care costsincrease at older ages. Moreover,
underlying health care costs per enrollee are projected to rise faster than
the wages per worker on which the payroll tax is paid and on which
Social Security benefits are based. As a result, while Medicare's annual
costs were 2.7 percent of GDP in 2005, or over 60 percent of Social Secu-
rity's, they are now projected to surpass Social Security expendituresin a
little more than 20 years and reach 11 percent of GDP in 2080.

The projected 75-year actuarial deficit in the HI Trust Fund is now 3.51
percent of taxable payroll, up from 3.09 percent in last year's report due
primarily to greater costsin 2005 than expected, changes in managed
care assumptions, advancing the projection period, and more recent data
that suggests higher utilization of health servicesin the future. The fund
again fails our test of short-range financial adequacy, as assets drop
below the level of the next year's projected expenditures within 10 years—
in 2012. The fund also continues to fail our long-range test of close actu-
arial balance by a wide margin. The projected date of HI Trust Fund
exhaustion moves forward to 2018, from 2020 in last year's report, and
projected HI tax income falls short of outlaysin thisand all future years.
HI could be brought into actuarial balance over the next 75 years by an
immediate 121 percent increase in programincome, or an immediate 51
percent reduction in program outlays (or some combination of the two).
Aswith Social Security, however, adjustments of far greater magnitude
would be necessary to the extent changes are delayed or phased in gradu-
ally, or to make the program solvent on a sustainable basis over the next
75 years and beyond.
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Part B of the SMI Trust Fund, which pays doctors' bills and other outpa-
tient expenses, and the recent Part D, which pays for access to prescrip-
tion drug coverage, are both projected to remain adequately financed into
the indefinite future by operation of current law that automatically sets
financing each year to meet next year's expected costs. Expected rapid
cost increases, however, will result in rapidly growing general revenue
financing needs—projected to rise from just under 1 percent of GDP
today to almost 5.0 percent in 2080— as well as substantial increases
over timein beneficiary premium charges.

The Medicare Moder nization Act of 2003 requires that the Medicare
Report include a determination of whether the difference between total
Medicare outlays and dedicated financing sources (such as premiums and
payroll taxes) exceeds 45 percent of total outlays within the first seven
years of the projection period (2006-2012 for the 2006 Report). The Act
requires that an affirmative determination in two consecutive reports be
treated as a funding warning for Medicare that would, in turn, require a
Presidential proposal to respond to the warning and expedited Congres-
sional consideration of such proposal. The 2006 Report projects that the
difference will reach 45 percent in 2012, marking the first time a determi-
nation of “ excess general revenue Medicare funding” has been made. A
similar determination in next year's report would trigger the Medicare
funding warning.

Conclusion

Though highly challenging, the financial difficultiesfacing Social Secu-
rity and Medicare are not insurmountable. \We must, however, take action
to address them in a timely manner. The sooner these challenges are
addressed, the more varied and less disruptive their solutions can be.
With informed public discussion and creative thinking that relates the
principles underlying these programs to the economic and demographic
realities, and to the changing needs and preferences of working and
retired households, Social Security and Medicare can continue to play a
critical rolein the lives of all Americans.

By the Trustees:
John W. Show, Elaine L. Chao,
Secretary of the Treasury, Secretary of Labor,

and Managing Trustee and Trustee
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Michael O. Leavitt,
Secretary of Health
and Human Services,
and Trustee

John L. Palmer,
Trustee
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Jo Anne B. Barnhart,
Commissioner of
Social Security,

and Trustee

Thomas R. Saving,
Trustee
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A SUMMARY OF THE 2006 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: John L. Palmer,
University Professor and Dean-Emeritus of the Maxwell School of Citi-
zenship and Public Affairsat Syracuse University, and ThomasR. Saving,
Director of the Private Enterprise Research Center and Professor of Eco-
nomics at Texas A & M University.

What Arethe Trust Funds? The trust funds were created in 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. Benefit payments and program administrative costs are the
only purposes for which disbursements from the funds can be made.

Program revenues not needed in the current year to pay benefits and
administrative costs are invested in special non-marketable securities of
the U.S. Government on which a market rate of interest is credited. Thus,
the trust funds represent the accumulated value, including interest, of all
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 combined trust funds are described as OASDI.) For Medicare,
the Hospital Insurance (HI) Trust Fund pays for inpatient hospital and
related care. The Supplementary Medical Insurance (SMI) Trust Fund is
composed of Part B, which pays for physician and outpatient services,
and Part D, which provides the new prescription drug benefit. Medicare
benefits are provided to most people age 65 and over and to most workers
who are receiving Social Security disability benefits.

What Werethe Trust Fund Resultsin 2005? In December 2005,

40.1 million people received OASI benefits, 8.3 million received DI ben-
efits, and 42.5 million were covered under Medicare. Trust fund opera-
tions, in billions of dollars, are shown below (totals may not add due to
rounding). All four trust funds showed net increases in assets during
2005.

OAS DI HI SMI
Assets(endof 2004) .. ............ $1,500.6 $186.2  $269.3 $19.4
Incomeduring2005 .............. 604.3 97.4 1994 158.1
Outgoduring2005 ............... 441.9 88.0 182.9 153.5
1
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OAS DI HI SMI
Netincreaseinassets . ........ 162.4 94 16.4 46
Assats(end of 2005) .. ............ 1,663.0 195.6 285.8 24.0

How Hasthe Outlook for the Trust Funds Changed Since Last Year?
Under the intermediate assumptions, the combined OASDI Trust Funds
show a 75-year actuarial deficit equal to 2.02 percent of taxable payroll,
somewhat larger than last year’s estimate of 1.92 percent. That changeis
largely attributable to two factors. First, moving the valuation period for-
ward ayear from 2005-79 to 2006-80, adds a year (2080) with alarge pro-
jected deficit into the estimate of long-range funding adequacy. Second,
in light of recent evidence, the assumed long-term real interest rate has
been lowered from 3.0 to 2.9 percent, increasing the present value of pro-
jected annual deficitsin program finances later in the valuation period.
The OASDI Trust Funds, separately and combined, are adequately
financed over the next 10 years under the intermediate assumptions.

Medicare’'s HI Trust Fund now has a projected 75-year actuarial deficit
equal to 3.51 percent of payroll compared with last year’s estimate of
3.09 percent under the intermediate assumptions. That change results
from multiple factors that include moving the valuation period forward by
ayear to include 2080 (a high deficit year), higher than anticipated HI
costs in 2005 that are judged likely to persist, higher assumed costs for
managed care and non-hospital services, and improvementsin projection
methods. The HI Trust Fund isinadequately funded over the next 10
years, with trust fund assets projected to fall short of 100 percent of
expendituresin 2012. The SMI Trust Fund is adequately financed in both
the short and long term because of the automatic financing established for
Medicare Parts B and D.

How Are Social Security and Medicare Financed? For OASDI and Hl,
the major source of financing is payroll taxes on earnings that are paid by
employees, their employers, and by the self-employed. The self-employed
are charged the equivalent of the combined employer and employee tax
rates. During 2005, an estimated 159 million people had earnings covered
by Social Security and paid payroll taxes; for Medicare, the correspond-
ing figure was 163 million people. The payroll tax rates are set by law and
for OASDI apply to earnings up to an annual maximum ($94,200 in 2006)
that increases with the growth in nationwide average wages. HI taxes are
paid on total earnings. The tax rates (in percent) for 2006 and later are:

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

Combinedtotal... 10.60 1.80 12.40 290 1530
Within SMI both Part B and Part D are financed largely (about 75 per-
cent) by payments from Federal general fund revenues supplemented by
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monthly premiums charged beneficiaries. In 2006, the Part B premium is
$88.50. The national average Part D premium for 2006 is estimated to be
$32.20. (Actual premium amounts charged to Part D beneficiaries depend
on the specific plan in which they are enrolled.) Part D also receives pay-
ments from States beginning in 2006 for Federal assumption of Medicaid
responsibilities for premium and cost-sharing subsidies for individuals
eligible for both Medicare and Medicaid, which will initially cover 12
percent of Part D costs but gradually declineto 9 percent. Part B and Part
D premium amounts are based on methods defined in law and increase as
the estimated costs of those programs rise. Income to each trust fund by
source in 2005 is shown in the table below (totals may not add due to
rounding).

Source (in billions) OAS DI HI SMI
Payroll taxes ........... $506.9  $86.1 $171.4 —
General fund revenue . . .. — — 05 $1192
Interest earnings. . ... .... 84.0 10.3 15.2 14
Beneficiary premiums. . . . — — 24 37.5
Taxes on benefits. . ... ... 13.8 11 8.8 —
Other ................. -0.3 — 1.1 —
Total.................. 604.3 974 1994 1581

What Were the Administrative Expensesin 2005? Administrative
expenses, as a percentage of total expenditures, were:

OAS| DI HI SMI
Administrative expenses 2005. .. 0.7 2.6 16 2.1

How Are Estimates of the Trust Funds' Future Status Made?
Short-range (10-year) and long-range (75-year) estimates are reported for
al funds. The estimates are based on current law and assumptions about
al of the factors that affect the income and outgo of each trust fund.
Assumptions include economic growth, wage growth, inflation, unem-
ployment, fertility, immigration, and mortality, as well as factors relating
to disability incidence and the cost of hospital, medical, and prescription
drug services.

Because the future is inherently uncertain, three alternative sets of eco-
nomic and demographic assumptions are used to show arange of possibil-
ities. The intermediate assumptions (alternative I1) reflect the Trustees
best estimate of future experience. The low-cost aternative | is more opti-
mistic for trust fund financing, and the high-cost aternative Il is more
pessimistic; they show trust fund projections for more and less favorable
economic and demographic conditions for trust fund financing than the
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best estimate. The statistics and analysis presented in the rest of the Sum-
mary are based on the intermediate assumptions.

The assumptions are reexamined each year in light of recent experience
and new information about future trends, and are revised as warranted.
For example, the intermediate assumptionsin thisyear’sreportsinclude a
lower long-term real rate of interest (2.9 percent), ahigher ultimate total
fertility rate (2.0), and an increased long-term rate of growth in productiv-
ity (1.7 percent). In general, greater confidence can be placed in the
assumptions and estimates for earlier projection yearsthan for later years.

What isthe Short-Range Outlook (2006-2015) for the Trust Funds?
For the short range, the adequacy of the OAS!, DI, and HI Trust Fundsis
measured by comparing their assets at the beginning of ayear 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 benefit payments for a
year—is considered a good indicator of afund's short-term adequacy.
Thislevel of projected assets for any year meansthat even if expenditures
exceed income, the trust fund reserves, combined with annual tax reve-
nues, would be sufficient to pay full benefits for severa years, allowing
time for legislative action to restore financial adequacy.

By this measure, the OASI and DI funds are considered financially ade-
guate throughout the short range because the assets of each fund exceed
the 100 percent level through the year 2015. The HI fund does not meet
the short-range test of financial adequacy becauseits assetsfall below the
100 percent level of one year's outgo during 2012. Chart A shows these
trust fund ratios under the intermediate assumptions through 2025.

Chart A-OASI, DI, and HI Trust Fund Ratios
[ Assets as a percentage of annual expenditures]
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For SMI, aless stringent annual “contingency reserve” asset test applies
to both Part B and Part D because the financing of each of those accounts
is provided by beneficiary premiums and Federa general fund revenue
payments automatically adjusted each year to meet expected costs. Thus,
under current law both SM1 accounts are fully financed during the next
decade and beyond no matter what the costs may be; however, these pro-
jections of solvency for the SMI Trust Fund do not obviate concern about
the large projected increases in SMI costs.

The following table shows the projected income and outgo, and the
change in the balance of each trust fund except SMI, over the next 10
years. Note the separation of SMI income and expenditures into columns
for Parts B and D. The changein SM1 is not shown because of its auto-
matic annual adjustments in income to meet the next year’s projected
expenditures.

ESTIMATED OPERATIONS OF TRUST FUNDS
(In billions—totals may not add due to rounding)

Income Expenditures Change in fund
SMI SMI

Yer OASl DI HI B D OASI DI HI B D OASI DI HI
2006 $639 $102 $210 $177 $58 $468 $96 $200 $173 $58 $171 $6 $10
2007 673 107 219 199 68 489 102 213 182 68 184 5 6
2008 720 113 233 204 78 513 107 227 194 78 207 6 7
2009 763 118 246 228 87 542 113 243 208 87 221 5 3
2010 810 124 257 204 94 576 121 259 220 94 235 3 -2
2011 861 130 271 235 104 612 127 277 233 104 250 4 -6
2012 911 136 284 251 115 653 135 296 248 115 258 1 -12
2013 960 142 296 268 127 699 142 318 265 127 261 -1 -21
2014 1,011 148 308 285 140 749 150 340 282 140 261 -3 -31
2015 1,063 153 320 304 155 803 159 363 300 155 260 -5 -42

What isthe L ong-Range (2006-2080) Outlook for Social Security and
M edicare Costs? An instructive way to view the projected cost of Social
Security and Medicare isto compare the real resource requirements for
the two programs with gross domestic product (GDP), the most fre-
guently used measure of the total U.S. economy (Chart B). Costs for both
programs increase steeply between 2010 and 2030 because the number of
people receiving benefits will increase rapidly as the large baby-boom
generation retires. But Medicare costs increase at a faster rate because of
the rising cost of health services, increasing utilization rates, and antici-
pated increases in the complexity of services. Beyond 2030, Social Secu-
rity costs grow slowly but continue to increase primarily because of
projected increases in life expectancy. Medicare costs, however, will con-
tinue to grow rapidly due to expected increases in the cost of health care.
The continued development, adoption, and use of new technology will
likely cause per capita health care expenditures to continue to grow faster
in the long term, as they have in the past, than the economy as awhole.
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The 75-year projected cost outlook for Social Security isvery similar to
that described in last year'sreport. In contrast, there are two aspects of the
M edicare projectionsthat are notably different. Perhaps most important is
asubstantial downward revision in the estimated cost of Medicare Part D
benefits. This year's report projects Part D costs at 0.4 percent of GDPin
2006, rising to 2.3 percent of GDP in 2080. By comparison, last year's
projectionswere for coststo equal 0.6 percent of GDP in 2006, increasing
to 3.3 percent in 2079. The main reasons for the revised projections are
lower than expected drug spending in 2004 and 2005, anticipated drug
cost savings in 2006 and later yearsin Part D plans, and lower than previ-
ously anticipated enrollments in stand-alone prescription drug plans. The
second important factor that affects the time path of Medicare cost projec-
tionsisachangein projection methodology. In recent reports, the increase
In average expenditures per beneficiary during the 25th through 75th
years of the projection period has been assumed to equal the growth in per
capita GDP plus 1 percentage point. This report implements a scenario in
which health care cost growth rates gradually decline from their recent
rates of 2 to 3 percentage points above annual GDP growth to an ultimate
assumed level equal to the rate of GDP growth. Over the 2006-80 refer-
ence period, the change effectively increases projected costs earlier in the
period but lowersthem in later years.

In 2005, the combined cost of the Social Security and Medicare programs
represented nearly 7 percent of GDP. Social Security outgo amounted to
4.2 percent of GDP in 2005 and is projected to increase to 6.3 percent of
GDPin 2080. Medicare's cost was smaller in 2005, 2.7 percent of GDP,
but will surpass the cost of Social Security in just over two decades. It is
projected to grow to 11.0 percent of GDP in 2080—a fourfold increase—
when it will be 75 percent larger than the cost of Social Security. The
Medicare cost projection for 2080 is substantially lower than the 13.6 per-
cent figure for 2079 presented in last year's report. I1n 2080, the combined
cost of the programs will represent 17.3 percent of GDP. By way of com-
parison, in 2005 all Federal receipts amounted to 17.5 percent of GDP.
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Chart B—Social Security and Medicare Cost as a Percentage of GDP
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What isthe Outlook for OASDI and HI Costs Relativeto Tax
Income? Although Medicare's and Social Security’s costs are projected
to grow substantially faster than the economy over the next severa
decades, tax income to the HI and OASDI Trust Fundsis not. Because the
primary source of income for HI and OASDI isthe payroll tax, it is cus-
tomary to compare the programs’ income and cost rates as percentages of
taxable payroll, asin Chart C. Note that the income rate lines do not rise
substantially over the long run. Thisis because payroll tax rates are not
scheduled to change and income from the other tax source to these pro-
grams, taxation of OASDI benefits, will rise only gradually from agreater
proportion of beneficiaries being subject to taxation in future years.
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Chart C-Income and Cost Rates
[ Percentage of taxable payroll]
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What isthe Long-Range Actuarial Balance of the OASI, DI, and HI
Trust Funds? The traditional way to view the outlook of the payroll tax
financed trust fundsisin terms of their actuarial balances for the 75-year
valuation period. The actuarial balance of afund is essentially the differ-
ence between annual income and costs, expressed as a percentage of tax-
able payroll, summarized over the 75-year projection period. Because
SMI is brought into balance annually through premium increases and gen-
eral revenue transfers, actuarial balance is not a useful concept for that
program.

The OASI, DI, and HI Trust Funds each have an actuarial deficit under
the intermediate assumptions, as shown below. Each 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 years to bring the funds into actuarial balance, defined as a termi-
nal trust fund balance equal to the following year’s expenditures. How-
ever, such uniform changes, while adequate for this period as awhole,
would close less than half of the gap in 2080 between the annual income
and cost rates for OASDI and HI shown in Chart C.

LONG-RANGE ACTUARIAL DEFICIT OF THE
OASI, DI, AND HI TRUST FUNDS
(As a percentage of taxable payroll; totals may not add due to rounding)

OASI DI OASDI HI

Actuarial
Deficit.................. 1.68 0.33 2.02 351
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What Are Key Datesin Long-Range OASI, DI, and HI Financing?
When costs exceed income excluding interest (shown in Chart C), use of
trust fund assets occursin stages. For HI, the processis predicted to start
anew in 2006, when net redemptions of trust fund assets will begin to be
needed to help pay benefits. In fact, that already occurred in 2004, but not
in 2005 due to an unexpected adjustment to tax revenue for earlier years.
Beginning in 2010 the amount of assets that will have to be redeemed
each year will exceed the annual interest earned on the fund assets. The
trust fund is projected to be exhausted in 2018. Those dates are two years
earlier than reported last year due to higher than expected costs in 2005
that are likely to persist and higher utilization rates anticipated for HI ser-
vices. In 2018, tax income is estimated to be sufficient to pay 80 percent
of HI costs—and by 2080 only 29 percent. For OASDI the onset of net
trust fund redemptions occurs in 2017 and redemptions begin to exceed
annual interest incomein 2027. OASDI assets are now projected to be
exhausted in 2040—a year earlier than indicated in last year’s report—
when tax income would cover 74 percent of costs. By 2080, tax income
would cover 70 percent of scheduled benefits. The key dates regarding
cash flows are shown below.

KEY DATESFOR THE TRUST FUNDS
OAS DI OASDI HI

First year outgo exceeds income

excludinginterest.................... 2018 2005 2017 2006
First year outgo exceeds income

includinginterest .................... 2028 2013 2027 2010
Year trust fund assets are exhausted. . . . . . 2042 2025 2040 2018

How Do the Sources of M edicare Financing Change? As Medicare
costs grow over time, general revenues and beneficiary premiums will
play alarger 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 costsrising to 11.0 percent of GDP by 2080.
Revenues from taxes are expected to remain roughly 1.5 percent of GDP,
while general fund revenue contributions are projected to rise from

1.4 percent in 2006 to 4.6 percent in 2080, and beneficiary premiums
from 0.4 to 1.5 percent of GDP. Thus, revenues from taxes will fall sub-
stantially as a share of total non-interest Medicare income (from 45 per-
cent to 19 percent) while general fund revenues will rise (from 42 to

60 percent), as will premiums (from 12 percent to 19 percent). The gap
between total non-interest income and expenditures steadily widens due
to growing annual HI deficits, which reach 3.5 percent of GDP by 2080.
All told, by 2080 the Medicare program is projected to require general
revenue transfers equal to 8.1 percent of GDP, assuming that the HI defi-
cit would be so covered, which is not automatic under current law.
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Chart D—Medicare Expenditures and Non-Interest |ncome by Source
as a Percent of GDP
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The Medicare Modernization Act (2003) requires that the Board of Trust-
ees determine whether the difference between program outlays and dedi-
cated financing sources (HI payroll taxes, the HI share of income taxes on
Social Security benefits, Part D State transfers, and beneficiary premi-
ums) exceeds 45 percent of Medicare outlays within the first seven years
of the 75-year projection period. Because that difference (35 percent in
2005) is projected to reach 45 percent in 2012, a determination of “excess
general revenue Medicare funding” is madein this year’s report. If two
consecutive annual reports contain such a determination, a“Medicare
funding warning” istriggered. That finding would require the President to
submit proposed legidlation to respond to the warning and Congressto act
upon it on an expedited basis.

Why is Reform to Improve the Medicare and Social Security Finan-
cial Imbalance Needed? Public discussion of the financial status of
Medicare and Socia Security tends to focus on the HI and OASDI Trust
Fund exhaustion dates, when projected finances under current law would
be insufficient to pay the full amount of scheduled benefits. A more fun-
damental reason for concern is the growing demands that the programs
will place on Federal general fund revenues well before their trust funds
are exhausted.

The mounting financial shortfall in these programsisillustrated 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, plusthe 75 percent
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general fund revenue contributionsto SMI’s Part B (75 percent of expen-
ditures) and Part D. The initial negative amounts for OASDI in 2005 and
for more than a decade thereafter 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. The positive amounts that begin in 2017 for
OASDI and in 2010 for HI initially represent payments the Treasury must
make to the funds when assets are redeemed to help pay benefitsin the
years leading up to exhaustion of the funds. After the exhaustion dates,
(2040 for OASDI, 2018 for HI), those amounts depict growing shortfalls
in program finances.

In 2006, the Social Security tax income surplusis estimated to be more
than offset by the shortfall in tax and premium income for Medicare,
resulting in asmall overall cash shortfall that must be covered by transfers
from genera fund revenues. The combined shortfall is projected to grow
each year, such that by 2017 net revenue flows from the general fund to
the trust funds will total $487 billion, or 2.2 percent of GDP. Because nei-
ther the interest paid on the Treasury bonds held in the HI and OASDI
Trust Funds, nor their redemption, provides any net new incometo the
Treasury, the full amount of the required Treasury payments to the trust
funds must be financed by some combination of increased taxation,
increased Federal borrowing from and debt held by the public, and a
reduction in other government expenditures. Thus, these payments along
with the 75 percent general fund revenue contributions to SMI will add
greatly to pressures on Federal general fund revenues much sooner thanis
generally appreciated.

Chart E-OASDI and HI Tax Income Shortfall to Pay Scheduled Benefits,
and the 75 Percent General Fund Revenue Contribution to SM1
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It is also evident from Chart E that currently projected benefit costs for
Medicare and Social Security pose afar more serious long-term financing
problem than is generally recognized. The shortfall of dedicated payroll
tax and premium income will grow rapidly in the 2010 to 2030 period as
the baby-boom generation reaches retirement age. Beyond 2030, the
shortfall continues to increase rapidly due to health care costs that grow
faster than GDP and because of the increasing life expectancy of benefi-
ciaries. In 2005, the combined annual cost of HI, SMI, and OASDI
amounted to about 40 percent of total Federal revenues and about 7 per-
cent of GDP. These costs are projected to double to 14 percent of GDP by
2040 and then to rise further to 17 percent of GDP in 2080. Over the past
four decades, the average share of total Federal revenues as a percentage
of GDP has been 18 percent and has never exceeded 21 percent. Assum-
ing the continued need to fund awide range of other government func-
tions, the anticipated growth in Social Security and Medicare costs would
require that the total Federal revenue share of GDP increase to wholly
unprecedented levels.

Thisyear’s Trustees Reports describe large long-term financial imbal-
ances for Social Security and especially Medicare, and demonstrate the
need for timely and effective action. The sooner that solutions are
adopted, the more varied and gradual they can be.
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A MESSAGE FROM THE PUBLIC TRUSTEES

These are the sixth consecutive annual Trustees Reports in which we have
participated since first being appointed Public Trustees by President
Clinton in 2000. When we wrote our message last year, we did not expect
to continue in thisrole, but we were recently reappointed by President
Bush. As Public Trustees we have always striven to work in a nonpartisan
way to ensure the integrity of the process by which these reports are pre-
pared and the credibility of the information they contain. Despite the
inherent uncertainty of the projections in these reports due to numerous
assumptions that must be made, we believe they provide the most reliable
picture available of the financial outlook under current law for the Medi-
care and Social Security programs.

Social Security

Thisyear's OASDI report shows very minor deviations fromlast year'sin
the financial status of Social Security. In essence, there has been a dight
deterioration in the outlook for the combined trust funds through mid-cen-
tury—argely due to the negative consequences of an assumed lower
interest rate for the income generated by trust fund assets—and a dight
improvement in the latter part of the 75-year projection period—argely
due to the positive consequences of an assumed higher fertility rate for
the growth of the labor force. As a result of these changes and the exten-
sion of the valuation period by one year, the date of trust fund exhaustion
has advanced from 2041 to 2040 and there have been increases in both
the 75-year actuarial deficit (from 1.92 to 2.02 of taxable payroll) and the
open group unfunded obligation (from $4.0 to $4.6 trillion in present
value); whereas the program's annual cost and deficit in 2080 have both
declined in relative terms (from 6.4 to 6.3 percent of GDP and from 5.8 to
5.4 percent of taxable payroll, respectively).

But the larger picture for Social Security remains the same. Current
annual surpluses of tax income over expenditures for the combined
OASDI trust funds will soon begin to decline with the retirement of the
baby-boom generation and, in little more than a decade, they become rap-
idly growing deficits covered by cash transfers from the General Fund of
the Treasury (resulting from redemption of trust fund assets) that will
reach 15 percent of Federal income tax revenues (projected at their his-
torical average of GDP over the past four decades) by the time of trust
fund exhaustion. At that time, annual Social Security tax income will be
sufficient to pay only about three-quarters of scheduled benefits, and the
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gap between the two will gradually increase over the remainder of the 75-
year projection period with continued improvements in life expectancies.

As we noted in last year's Message, demographic change is the major
force shaping the financial outlook for Social Security; only highly
unlikely changes in expected rates of fertility, mortality, and immigration
could dramatically alter this outlook. The same is true of the long-term
growth rate of the economy. Certainly the financial outlook for Social
Security would substantially improve were the economy to expand as rap-
idly in future decades as in past ones, but the marked slowdown in the
growth of the labor force over the next two decades virtually prohibits
this.

Long-run economic growth is largely determined by increases in the size
of the labor force and in output per hour worked, or total economy pro-
ductivity. The labor force has grown at a rate averaging 1.6 percent annu-
ally over the past four decades, mainly because of high birth ratesin the
decades immediately following World War |l and the largeincrease in the
labor force participation rate of women over thefinal third of the century.
Along with an average annual growth rate in productivity of about 1.7
percent for the past 40 years, this has resulted in the economy growing
over the same period at an annual average rate of 3.0 percent (after
adjusting for inflation). But women's labor force participation is not
expected to increase much further and the baby-boom generation will
soon begin exiting the labor force. In consequence, even though the Trust-
ees assume the continuation of relatively robust rates of fertility and
immigration, this year's report—like last year's—shows the annual
growth rate of the labor force declining to 0.5 percent in lessthan a
decade and to only 0.3 percent within two decades and thereafter. The
result is a long-termrate of real economic growth not much above 2 per-
cent, unless prospective increases in productivity far exceed any historic
norms and the most optimistic expert projections. The Trustees currently
assume 1.7 percent for the ultimate growth rate of productivity, and we
know of no expert forecast that would place it significantly above 2 per-
cent.

Medicare

The changes from last year in the financial outlook for Medicare are
much more substantial and complex than for Social Security. Currently,
HI tax income and other dedicated revenues fall slightly below annual
expenditures. These “ cash flow” deficits are now projected to grow more
rapidly in the near term due to somewhat higher than expected costsin
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2005 and upward revision in the short-term assumptions about utilization
of HI services. In consequence, the HI trust fund exhaustion date
advances from 2020 to 2018, at which time annual tax income will be suf-
ficient to pay only 80 percent of estimated expenditures. The immediate
outlook for Part B has al so wor sened somewhat due to higher-than-antic-
ipated costs in 2004 and 2005 and a recently legislated increase in the
physician fee schedule update for 2006. Even so, the projected Part B
payments are unrealistically constrained because they must assume the
sizeable annual reductions in this fee schedule in subsequent years man-
dated by current law actually occur—despite the fact that Congress over -
rode such reductions in each of the past four years and is highly likely to
do so again in the future. In contrast to HI and Part B, costsin the near
termfor the new Part D drug benefit are projected to be significantly
lower than those in the 2005 report due to recent slower growth in overall
prescription drug spending and lower enrollment in stand-alone prescrip-
tion drug plans than was expected a year ago, among other factors,

In addition to the factors just noted, Medicare's long-range financial out-
look also reflects a refinement in the long-term growth assumption used
by the Trustees for all three program components that has the effect of
raising projected costs in the intermediate term while significantly lower-
ing them toward the end of the 75-year projection period.! This refine-
ment provides for a more gradual transition from current health care cost
growth rates—which have averaged 2 to 3 percentage points above the
level of GDP growth—to the ultimate assumed rate equal to that of GDP
growth, in such a way that the overall cost for the next 75 yearsas a
whole is consistent with the previous “ GDP plus 1 percent” assumption,
other things held constant. Under the new methodol ogy, costs for all
Medicare services are assumed to grow about 1.4 percent faster than
GDP in 2030 but only 0.8 percent faster by 2050 and 0.2 percent by 2080
—as opposed to a constant 1.0 percent faster than GDP over this 50-year
period.

1The assumed long range rate of growth in annual Medicare expenditures per beneficiary isacrucial
determinant of the projected cost of Medicare-covered services in the more distant future. In recent
reports, this growth rate was assumed be one percent higher than that of GDP per capitafor years 25
through 75 of the projection period. With the inclusion of infinite-horizon projections starting in the
2004 report, per beneficiary expenditures after the 75th year were assumed to increase at the same
rate as per capita GDP,
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As a result of all updates and changes in assumptions and methodol ogy
from last year, expenditures for HI are now projected to grow by 2080
fromthelir current levels of 3.1 percent of taxable payroll and 1.5 percent
of GDP to 'only' 11.6 and 4.9 percent, respectively, rather thanto 12.9
and 5.4 percent as previously projected. But the actuarial deficit for Hl
over the next 75 years shown in thisyear'sreport has increased from 3.09
to 3.51 percent of taxable payroll, and the corresponding unfunded obli-
gation from $8.6 to $11.0 trillion in present value. The pattern of higher
initial, followed by lower ultimate, annual costsislargely attributable to
the refinement in the long-term growth rate assumption; whereas the
higher 75-year actuarial deficit is largely attributable to the addition of
2080 (a high deficit year) in the valuation period and the wor se-than-
expected experience in 2005 and utilization adjustments described earlier.

Inasimilar vein, expenditures for Medicare Part B are now projected
ultimately to grow to 'only* 3.8 percent of GDP—up fromtheir current
level of 1.3 percent—in contrast to 4.9 percent in last year's report; while
the present value of the 75-year general revenue transfer required by the
program has risen from $12.4 trillion to $13.1 trillion (and would have
risen much more were it not for the unrealistic assumption about future
reductions in physician reimbursement rates mandated by current law).

Projected expenditures for Part D are also now much lower at the end of
the 75-year period: 2.3 percent of GDP rather than 3.3 percent. But, in
contrast to HI and Part B, this year's report shows Part D on a lower
growth trajectory throughout the entire 75-year period. Thisis because
the program-specific factors leading to the slower near-term cost growth
for Part D noted earlier are assumed to continue in the longer run and
dominate the faster growth effects during the intermediate years as pro-
jected using the new methodology for the long-term cost growth path
shared by all three components of Medicare. As a consequence, the
present value of the 75-year general revenue transfer required by Part D
is now projected to be $8.0 trillion, down from $8.7 trillion.

In last year's message we noted that there is considerably more uncer-
tainty inherent in the Medicare projections than in those for Social Secu-
rity, particularly for the long run. Both share the same economic and
demographic assumptions, but projections for Medicare also depend
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upon assumptions about the development and utilization of new medical
technologies. Scientific breakthroughs, new blockbuster drugs, the devel-
opment of new medical treatment techniques, and the broader use of exist-
ing technologies are all important to the long-term cour se of Medicare
costs, and these and related factors are extremely difficult to assess. As
demonstrated by the refinement in methodol ogy for projecting these costs
discussed earlier, small changesin what is assumed about the course of
Medicare expenditures relative to GDP over the long run can produce
major changesin the financial outlook for the program. But the fact that,
under current law, Medicareison atrajectory of rapidly rising costs rela-
tive to earmarked sources of revenue is not going to change, and this has
predictable and problematic consequences for the Federal budget, tax-
payers and Medicare beneficiaries—as well as for the HI trust fund—n
the near future. Last year, general revenue transfers to Medicare were
egual to 7 percent of Federal income tax revenues. If the Trustee's projec-
tions prove a reliable guide to the next few decades, absent an increase in
ear marked sources of revenue for the program, in just 15 years payment
of currently scheduled Medicare benefits would require General Fund
transfers equal to 25 percent of Federal income tax revenues (projected at
their historic level of GDP)—more than triple their 2005 fiscal burden—
and less than 10 years later the General Fund transfer would equal
nearly 40 percent of Federal income tax revenues. Smilarly, Medicare
beneficiaries out-of-pocket expenses for health care will be consuming a
rapidly growing share of their available income over this period.

We should further note here that, while it seems reasonable to assume
(per capita) health care and Medicare expenditure growth will gradually
slow to the rate of growth of GDP—because there is presumably some
upper limit to what share of their growing incomes Americans will want
to devote to health care—no such slowdown has materialized over the
past half-century. At present there are no clear indications of when, or
even how, the past trend might abate. If it does not soon, then the serious
fiscal problem discussed above will become dire. Clearly we must not
only adjust Medicare's funding, but also work much harder to improve
our under standing of the long-term determinants of overall spending on
health care and how best to slow the growth of that spending.
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Conclusion

Both Social Security and Medicare are projected to be in poor fiscal
shape, though Social Security poses a far more manageable problem—in
analytic and dollar terms—than does Medicare. The fiscal problems of
both programs are driven by inexorable demographics and, in the case of
Medicare, inexorable health care cost inflation, and are not likely to be
ameliorated by economic growth or mere tinkering with program financ-

ing.

John L. Palmer, Thomas R. Saving,
Trustee Trustee
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