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THE FINANCING CRISIS FACING SOCIAL SECURITY seems to have faded from the news lately, but 
an even more serious crisis facing Medicare has barely even touched the nation’s radar screen. The 
average income from earmarked taxes under the hospital part of Medicare is half what is needed. The 

hospital fund is projected to begin to decline in 2012 and will be exhausted in 2020. The physician and the new 
prescription drug parts of Medicare appear to be well funded but only because the government contribution 
from general revenue and beneficiary premiums is set to rise in line with health care costs. Many believe that 
the premiums will eventually be too large for either the government or the retirees to pay. 

Medicare Financing  
and the 2004 Technical Panel

The Basics
In 2004, I was privileged to be asked to co-
chair a technical panel on Medicare. Tech-
nical panels are appointed every few years 
by the board of trustees of the Medicare 
trust funds. The panelists are usually econ-
omists or actuaries, and the 2004 panel had 
seven members, including three members 
of the Academy of Actuaries. 

Technical panels have the author-
ity to review and comment on any of 
the assumptions and models used by the 
Medicare actuaries. The Medicare actu-
aries work for the Centers for Medicare 
and Medicaid Services (CMS) of the De-
partment of Health and Human Services 
(HHS). We were asked to pay particular 
attention to two sets of assumptions and models. The first 
set covered the assumptions used for the long-term projec-
tions. The second included the assumptions used for the 
new Part D plan for prescription drugs.

There are three separate parts to Medicare that are 
funded through two trust funds. Part A of Medicare pays 
for hospital and related benefits through the hospital insur-
ance (HI) trust fund. Part B of Medicare pays for physician 
and related expenses. Part D is the new prescription drug 
program. Parts B and D are funded through the supple-
mentary medical insurance (SMI) trust fund.

The trustees report annually on the operations and pro-
jections of the two trust funds over 75 years. The reports 
use a large number of assumptions, such as the expected 
growth in health care costs and participation by those 
eligible. Given the large number of assumptions and the 

degree of uncertainty, the trustees 
show projections based on three 
sets of assumptions that produce 
low, intermediate, and high costs. 
The intermediate set of assump-
tions is the most widely used and 
the set I’ll use here.

Long-Range Projections
The panel’s main focus in this part 
of our assignment was on the long-
range growth rate used to project 
Medicare expenditures. This had 
also been a major question for the 
last panel that met in 2000. Before 
that panel, the trustees had assumed 
that, in the long term, Medicare ex-

penses would grow at the same rate as the gross domestic 
product (GDP). The 2000 panel had recommended that the 
long-term assumption for all Medicare expenses should 
be GDP plus 1 percent a year. The trustees adopted that 
assumption.

Our panel had four more years of data on medical ex-
penses to work with and improved models to both disag-
gregate and project medical expenses within the context 
of the total economy. Through 2002, the growth in the 
national health expenditure (NHE) accounts exceeded the 
growth in the GDP by an average of 2.6 percent a year 
since 1945, and an average of 1.8 percent a year since 1990. 
Medicare is a large part of the NHE, but the difference, if 
any, between Medicare and the total NHE introduces an 
additional layer of uncertainty.

Similar to the 2000 panel, the 2004 panel noted seven 
major contributors to the past growth that may or may not 
continue in the future. Some of these, such as the aging 
of the population, are at least partially recognized in the 
Medicare projections. Others, such as supplier-induced 
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demand and defensive medicine, may not 
contribute as much to future growth as 
they have in the past.

However, after extensive review of this 
new information, we weren’t able to come 
up with a more supportable recommen-
dation than that of the 2000 panel, which 
was that the NHE will probably continue 
to exceed the GDP over the next 75 years, 
but the difference between the two is very 
difficult to estimate. We agreed that the 
1 percent differential introduced by the 
trustees in response to the 2000 panel rec-
ommendations was reasonable. We also 
recommended that the trustees should 
continue to support analyses of the differ-
ences and that they eventually develop a 
more precise method for setting the long-
range assumptions.

The trustees report contains a number 
of short-term and long-term measures of 
the difference between income and ex-
penditure for the HI fund. The long-term 
projections end after 75 years. In their 
2004 report, the trustees added an “infi-
nite horizon” measure. Our panel found 
that the 75-year measures and the shorter-
term measures the trustees used provide 
a complete and adequate presentation of 
Medicare’s financial state. Our recommen-
dation was that the trustees not expand 
the presentation of the infinite-horizon 
measure beyond the minor role that it 
played in the 2004 report.

Prescription Drugs
Our other major task was to review the 
models and assumptions used to project 
the cost of the new prescription drug pro-
gram. Prescription drugs had been added 
to Medicare in 2003, to begin in 2006, and 
the 2004 report was the first that included 
an estimate of the cost of that program. 
Some of the effects of the new program 
are becoming known this year, but the 
true cost of the program will only begin 

to surface with data on operations in late 
2006. As a consequence, the 2006 trustees 
report will largely rely on estimates based 
on other sectors of the economy.

We agreed that most of the methods 
and assumptions the trustees used were 
reasonable. We did recommend that two 
of the assumptions be modified. The first 
assumption was that 99 percent of those 
eligible for Part D would elect to partici-
pate in Part D. We believed that, at least 
initially, the participation rate would be 
lower, with around 90 percent participat-
ing in the first year.

The second recommendation concerned 
the expected actions by employers in re-
sponse to Part D. Part D expenses will be 
substantially lower if employers keep their 
post-retirement prescription drug benefits 
for retirees eligible for Medicare Part D. To 
encourage employers to keep their plans, 
the Part D trust fund will pay around $600 
a year for each participant eligible for Part 
D. Employers who don’t maintain their 
current plan and take the $600 have three 
other choices: drop the prescription drug 
coverage; wrap around Part D as they do 
around A and B; or become a Part D plan. 
Each of these choices has different financial 
consequences for the SMI fund.

The trustees assumed that 75 percent 
of employers with post-retirement cov-

erage would continue the coverage and 
that almost all of the other 25 percent 
would drop their post-age-65 coverage of 
prescription drugs for retirees and their 
spouses. They assumed that the 25 percent 
wouldn’t “select against” Medicare, so they 
would have the same expenditure charac-
teristics as the 75 percent who maintained 
their post-retirement coverage.

The panel had two observations about 
the trustees’ assumptions about employer 
actions in response to Part D. First, based 
on evolving information, we believed that 
a significant number of employers will ei-
ther wrap around Part D or set up Part D 
plans. Second, we believed that employers 
will tend to choose the option that’s most 
advantageous to them and, therefore, less 
advantageous for Medicare. We didn’t offer 
a specific assumption but recommended 
that the CMS actuaries consider developing 
information about employer reactions.

CMS assumed that the proportion of 
beneficiaries with employer retiree coverage 
would not change in the future. The panel 
believed that the trend of employers drop-
ping coverage will continue and that, there-
fore, the proportion of beneficiaries with the 
coverage will decline in the future.

Table 1 summarizes the primary Part 
D assumptions and our recommendations 
on those assumptions.

TRADECRAFT

TABLE 1.  Principal CMS Assumptions and Panel Recommendations
ASSUMPTION PANEL’S RECOMMENDATION

Use of the Medicare Current Beneficiary 
Survey for the baseline

Agreed

Change in utilization of prescriptions after 
introduction of Part D

Agreed

Change in cost of prescriptions after 
introduction of Part D

Agreed

Beneficiary participation Recommended that the assumption be 
lower

Response of employers Recommended that CMS consider 
evolving information during 2005

Participation in low-income subsidy 
programs

Agreed

Administrative costs Agreed

Effect of risk corridor protections Agreed

Projection using NHE Agreed
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There has been tremendous activity since the technical pPanel 
was released in January of 2005, and the structure and design of 
the Part D plans is much clearer than it was in January. These 
activities, and the initial results of the open season elections, will 
help the trustees improve their estimates of the Part D plan in 
the 2006 report.

One major concern had been the extent to which plan spon-
sors would develop and offer Part D plans. CMS would have been 
required to offer two fallback plans, sponsored by the govern-
ment, in regions in which there were no bids. In fact, 10 spon-
sors are offering plans throughout the United States, and there 
are between 25 and 50 different plans available in every region. 
This does not include the Medicare Advantage plans that provide 
prescription drug coverage and are available in local areas. The 
question at this point has turned from what will happen if there 
aren’t enough plans to concern that the wide range of offerings 
will result in confusion among the Medicare beneficiaries and a 
failure to select a plan. 

This type of confusion kept down participation in the discount 
drug card program offered to beneficiaries in an earlier phase of 
the Part D program. It’s likely to result in even lower enrollment 

than the panel expected, at least in 2006. 
Perhaps as a result of the intense competition in the Part D 

market, the average cost of a Part D plan will be lower than ex-
pected. The average premium for the new program was deter-
mined to be $32.20, about $5.00 less than expected, and many 
plans are available for less than $10 a month.

Employers appear to be taking a “wait and see” attitude before 
deciding on the best approach to integrating with Part D plans. 
Most employers with post-age-65 health insurance will maintain 
those plans in 2006 and accept the federal reimbursement for 
maintaining the plans. After the Part D plans go into effect, many 
employers will review their programs to determine if it might be 
more effective, and less costly, to adopt one of the other possible 
approaches.

Outlook for Medicare 
As we can see from the current debate over the future of Social 
Security, it’s difficult to express the financing of Social Security 
in a few numbers, and different numbers can be used to sup-
port widely different views about the future of Social Security. 
The problem of which numbers best show the future of Medi-
care is much more difficult than for Social Security because 
there are two distinct parts of Medicare with very different 
funding requirements.

Part A of Medicare is funded in the same manner as Social 
Security—through equal contributions by employers and em-
ployees. Benefits are paid from the HI trust fund to anyone who 
is disabled or over age 65 and has met the minimum coverage as 
a contributor with no premium required after retirement.

Parts B and D of Medicare are funded through beneficiary and 
government contributions made after the beneficiaries become 
eligible for reimbursement from Parts B and D.

The operations of the HI trust fund can be projected and costs 
and benefits compared in the same manner as the Social Security 
trust fund. Future contributions and benefits can be compared 
over short- and long-term periods and the unfunded obligation 
of the HI program can be determined. 

The income and outlays of the SMI trust fund can’t so easily 
be compared. The beneficiary and government contributions are 
automatically increased to match the costs. So in one sense, the 
benefits will always be fully funded and there is no unfunded 
obligation because the premiums will automatically rise to cover 
the cost. However, the premiums will eventually be so large, as a 
percentage of retiree income, that there is a real concern that the 
contributions won’t be affordable for either the government or 
the beneficiaries in the long run.

The immediate concern is for Part A, which covers the hospi-
tal bills. As with Social Security, Part A is financed through em-
ployer/employee taxes. The 75-year outlook for Part A is much 
worse than for Social Security. The average income under the 
intermediate assumptions is 3.39 percent of payroll, or a little 
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more than half of the expenditures of 6.48 percent. 
Current Medicare legislation requires that the trustees report 

to Congress when they project that the “excess general funding” 
will exceed 45 percent within seven years. The “excess general 
funding” is the difference between program outlays for Parts A, 
B, and D, and dedicated financing sources. In 2005, the trustees 
determined that the excess is projected to be more than 45 per-
cent in 2012. But the arcane details of this provision won’t require 
the trustees to formally report concerns about the excess general 
funding point until 2007, and even then the only requirement 
is that the president provide a plan to deal with this difference. 
The excess general revenue funding provision does not require 
Congress to take any action to correct the problem. Congress 
and the president need to consider only what action might be 
appropriate, and, since 2007 is an election year, the chances of 
corrective legislation in 2007 are quite slim.

One measure of the cost of the total Medicare program is the 
projected Medicare expenses as a percentage of the GDP. The 
2005 trustees report estimates that the total Medicare expendi-
tures will be 3.5 percent of GDP in 2006 when the prescription 

drugs are added to the program, increasing to almost 14 percent 
of GDP in 2078. The panel was provided with projections that 
showed the total health expenditures, including Medicare, would 
be 40 percent of GDP in 2079. 

Parts B and D are financed after retirement by the government 
and the retiree. The 2005 trustees report shows that premiums are 
expected to grow by 5 percent a year compared with less than 4 
percent a year for Social Security benefits. As a result, premiums will 
continually increase as a percentage of Social Security benefits. By 
2070, the trustees expect the total Parts B and D premium paid by 
beneficiaries will be 30 percent of the average Social Security benefit. 
On top of this, the out-of-pocket expenditures for benefits covered 
by Parts B and D will be 50 percent of the average Social Security 
benefit. The effect on any individual can be much different from 
the average, but the fact remains that with no change in Medicare, 
a very large share of Social Security benefits will have to be paid for 
premiums and the beneficiaries’ share of health care expenses. 

Note: The 2005 trustees report and the 2004 techni-
cal report can be found at www.cms.hhs.gov/publications/ 
trusteesreport.  ●
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