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This section of the FR is prepared pursuant to Statement of Federal Financial Accounting Standard (SFFAS)
36, Reporting Comprehensive Long-Term Fiscal Projections for the U.S. Government. It is intended to help readers
assess whether future budgetary resources will be sufficient to sustain public services and to meet future obligations
as they come due, and the extent to which federal benefits received by current taxpayers will be shifted to future
taxpayers, assuming that the Federal Government’s current policies for spending and taxation are continued. Such an
assessment requires prospective information about receipts and spending, the resulting debt, and how these amounts
relate to the economy. The assessment is also referred to as reporting on “fiscal sustainability.” A sustainable policy,
as defined in the following analysis, is one where the ratio of federal debt held by the public to GDP (the debt-to-
GDRP ratio) is ultimately stable or declining. This section of the FR does not assess the sustainability of State and
local government fiscal policy.

The projections and analysis presented here are extrapolations based on an array of assumptions described in
detail below. Among these is the assumption that current Federal policy will not change. This assumption is made so
as to inform the question of whether current fiscal policy is sustainable and, if it is not sustainable, the magnitude of
needed reforms to make it sustainable. The projections are therefore neither forecasts nor predictions. If policy
changes are implemented, perhaps in response to projections like those presented here, then actual financial
outcomes will of course be different than those projected.

This is the third year that this section has been included in the FR. The methods and assumptions underlying
the projections are still evolving.

Statement of Long Term Fiscal Projections

Table 1 on the following page presents 75-year projections of the Federal Government’s receipts and non-
interest spending® for both the fiscal year 2012 and fiscal year 2011 Reports. Receipt categories include individual
income taxes, Social Security and Medicare payroll taxes, and all other receipts. On the spending side, the
projections are broken down into: (1) discretionary spending that is funded through annual appropriations, such as
spending for national security, and (2) mandatory (entitlement) spending that is generally financed with permanent
or multi-year appropriations, such as spending for Social Security and Medicare. This year’s projections for Social
Security and Medicare are based on the same economic and demographic assumptions as are used for the 2012
Social Security and Medicare Trustees’ Reports and the Statement of Social Insurance, while comparative
information presented from last year’s report is based on the 2011 Social Security and Medicare Trustees’ Reports.
Projections for the other categories are consistent with the economic and demographic assumptions used from the
trustees’ reports. The projections assume the continuance of current policy without change, which is different than
current law in cases where lawmakers have in the past periodically changed the law in a predictable way. Current
policy differences from current law are explained in the section entitled “Departures of Current Policy from Current
Law”.

! For the purposes of this analysis, spending is defined in terms of outlays. In the context of Federal budgeting, spending can either refer to budget
authority—the authority to commit the government to spend an amount-or to outlays, which reflect actual payments made.
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The projections in Table 1 are expressed in present value dollars, and as a percentage of the present value of
GDP? as of September 20, 2012 and 2011. The present value of a future amount, for example, $1 billion in October
2087, is the amount of money that if invested on September 30, 2012 in an account earning the government
borrowing rate would have a value of $1 billion in October 2087.% The present value of a receipt or expenditure
category over 75 years is the sum of the annual present value amounts. When expressing a receipt or expenditure
category over 75 years as a percent of GDP, the present value dollar amount is divided by the present value of GDP
over 75 years. Measuring receipts and expenditures as a percentage of GDP is a useful indicator of the economy’s
capacity to sustain federal government programs. As is true for all past Financial Reports, the assumptions for GDP,
interest rates, and other economic factors underlying this year’s projections are the same assumptions that underlie
the most recent Social Security and Medicare Trustees’ Report projections. The use of discount factors consistent
with the Social Security trustees’ rate allows for consistent present value budget calculations over 75 years between
this report and the trustees’ reports. Present value calculations under higher and lower interest rate scenarios are
presented in the “Alternative Scenarios” section.

Table 1: Long-Term Fiscal Projections of Federal Receipts and Spending

75-Year Present Values®
Dollars in Trillions %GDP?
Receipts: 2012 | 2011 | Change 2012 | 2011 | Change
Social Security Payroll Taxes .............. 42.1 39.1 3.0 4.3 4.4 -0.1
Medicare Payroll Taxes ....................... 14.1 13.0 1.1 1.5 1.5 0.0
Individual Income Taxes...................... 97.5 93.5 4.0 10.0 | 105 -0.5
Other ReCeiptS .....cccvvvvveeeeiiiiiiiiiiieeenn, 37.9 34.7 3.2 3.9 3.9 0.0
Total ReCeipts ..ccvvveeviiiciiiiiiieee e 191.6 | 180.2 114 19.7 | 20.3 -0.5
Non-interest Spending:
Social SECUNMY ...vvveiiiiiiiiiiiiieeiiiieeeeans 57.5 51.8 5.7 5.9 5.8 0.1
Medicare Part A>..........ccccovevverevnnan.. 22.7 17.6 5.0 2.2 2.0 0.2
Medicare Parts B&D" ............c.c............ 22.2 21.1 1.1 24 24 0.0
MediCaid.. ... 26.1 24.0 2.2 2.7 2.7 0.0
Security Discretionary ........cccccevuveeeens 30.4 28.7 1.7 3.1 3.2 -0.1
Non-security Discretionary................... 16.1 15.4 0.7 1.7 1.7 -0.1
Other Mandatory ........cccceeviveeeeiiiineeanns 33.2 28.1 5.1 3.4 3.2 0.3
Total Non-interest Spending............. 208.2 | 186.7 21.5 214 | 21.0 0.5
Non-interest Spending less Receipts: 16.5 6.4 10.1 1.7 0.7 1.0
175-year present value projections for 2012 are as of 9/30/2012 for the period FY 2013-2087; projections for 2011 are as
of 9/30/2011 for the period FY 2012-2086.
*The 75-year present value of nominal GDP, which drives the calculations above, is $971.3 trillion starting in FY 2013,
and was $889.8 trillion starting in FY 2012.
®*Represents portions of Medicare supported by payroll taxes.
“Represents portions of Medicare supported by general revenues. Consistent with the President’s Budget, Parts B & D
are presented net of premiums, and Part D also net of state contributions.
NOTE: Totals may not equal the sum of components due to rounding.

2 GDP is a standard measure of the overall size of the economy and represents the total market value of all final goods and services produced
domestically during a given period of time. The components of GDP are: private sector consumption and investment, government consumption
and investment, and net exports (exports less imports). Equivalently, GDP is a measure of the gross income generated from domestic production
over the same time period.

® Present values recognize that a dollar paid or collected in the future is worth less than a dollar today because a dollar today could be invested
and earn interest. To calculate a present value, future amounts are thus reduced using an assumed interest rate, and those reduced amounts are
summed.
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The projections shown in Table 1 are made over a 75-year time frame, consistent with the time frame featured
in the Social Security and Medicare trustees’ reports. However, these projections are for fiscal years starting on
October 1, whereas the trustees’ reports feature calendar-year projections. This difference allows the projections to
start from the actual budget results from fiscal years 2012 and 2011.

The overall 75-year present value net excess of non-interest spending over receipts expressed in Table 1 is
$16.5 trillion (1.7 percent of the 75-year present value of GDP) for the 2012 projections. This imbalance can be
expressed in terms of funding sources. There is a surplus of receipts over spending of $1.3 trillion or 0.1 percent of
GDP among programs funded by the government’s general revenues, but an imbalance of $17.9 trillion® or 1.8
percent of GDP among Social Security (OASDI) and Medicare Part A, which are funded by payroll taxes and which
are not funded in any material respects by the government’s general revenues under current law. ¢ By comparison,
the 2011 projections showed that programs funded by the government’s general revenues had an excess of receipts
over spending of $6.0 trillion or 0.7 percent of GDP while the payroll tax funded programs had an imbalance of
spending over receipts of $12.4 trillion or 1.4 percent of GDP.

Table 2 breaks down the sources of the change in the projection of the 75-year present value imbalance of
spending over receipts from last year. The difference is primarily due to the changes in model technical assumptions,
such as (i) the inclusion of cost for health insurance exchange subsidies, (ii) the assumption in this year’s Report that
all of the 2001/2003 tax cuts will be extended indefinitely, rather than being allowed to expire for high income
taxpayers, and (iii) an improved methodology for projecting Medicare costs.

Table 2: Components of Change (PV Dollars in Trillions)

Non-Interest Spending Less Receipts: FY 2011................. 6.4

Components of Change:
Change in Model Technical ASSUMPLIONS .......ccoiiiiiiiiiiieeanns 9.0
Change due to Updated Actuarial Reports ..........cccccceeeeeennns 2.6
Change due to Updated Budget Data............cccccvvveeieeneeninnnns -1.9
Change in Economic and Demographic Assumptions........... 0.9
Change in Reporting Period.........ccccuiiiiiiiiiiiiiiiiiiee e -0.5

LI = PP PPPPPPPPTR 10.1
Non-Interest Spending Less Receipts: FY 2012................ 16.5

* The 75-year present value earmarked imbalance of $17.9 trillion is comprised of several line items from Table 1 — Social Security outlays net of
Social Security Payroll Taxes ($15.3 trillion) and Medicare Part A outlays net of Medicare Payroll Taxes ($8.6 trillion) — as well as
subcomponents of these programs not presented separately in the table. These subcomponents include Social Security and Medicare Part A
administrative costs that are classified as non-security discretionary spending ($0.6 trillion) and Social Security and Medicare Part A revenue
other than payroll taxes: taxation of benefits (-$3.0 trillion), Federal employer share (-$1.2 trillion), and other income (-$2.5 trillion).

® General fund transfers received by the OASDI trust fund, primarily in 2011 and 2012, to account for lost payroll taxes resulting from enactment
of the temporary 2 percent reduction of the employee payroll taxes are not included in the 75-year present value of OASDI payroll taxes. Social
Security and Medicare Part A expenditures can exceed payroll tax revenues in any given year to the extent that there are sufficient balances in the
respective trust funds, balances that derive from past excesses of payroll tax revenues over expenditures and interest earned on those balances.
When spending does exceed payroll tax revenues, as has occurred in every year since 2008 for Medicare Part A and 2010 for Social Security, the
excess spending is financed from general revenues or borrowing. Under current law, benefits for Social Security and Medicare Part A can be paid
only to the extent that there are sufficient balances in the respective trust funds. In order for the projections here to reflect the full size of these
program’s commitments to future benefits, the projections assume that all scheduled benefits will be financed with borrowing to the extent
necessary after the trust funds are exhausted.

® The fiscal imbalances reported in Table 1 are limited to future outlays and receipts. They do not include the initial level of publicly-held debt,
which was $11.3 trillion, and therefore they do not by themselves answer the question of how large fiscal reforms must be to make fiscal policy
sustainable, or how those reforms divide between reforms to Social Security and Medicare Part A and to other programs. Other things equal, past
cash flows (primarily surpluses) for Social Security and Medicare Part A reduced federal debt at the end of 2012 by $3.0 trillion (the trust fund
balances at that time); the contribution of other programs to federal debt at the end of 2012 was therefore $14.3 trillion. Because the $17.9 trillion
imbalance between outlays and receipts over the next 75 years for Social Security and Medicare Part A does not take account of the Social
Security and Medicare Part A trust fund balances, it overstates the magnitude of reforms necessary to make Social Security and Medicare Part A
solvent over 75 years by $3.0 trillion. The $3.0 trillion combined Social Security and Medicare Part A trust fund balance represents a claim on
future general revenues.
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Another large source of change since 2011 was due to the 2012 actuarial reports for Social Security, Medicare,
and the 2011 actuarial report for Medicaid that raised the 75-year present value imbalance by $2.6 trillion.” Updated
actual budget results for fiscal year 2012 lowered the projected 75-year present value imbalance by $1.9 trillion.
Also reflected in Table 2 are revised economic and demographic assumptions that raised the 75-year present value
imbalance by $0.9 trillion and the change in the reporting period from 2012-2086 to 2013-2087 that lowered the 75-
year fiscal imbalance by $0.5 trillion.

The projections presented in this report were finalized prior to the enactment of the American Taxpayer Relief
Act of 2012 (ATRA) in January 2013. Among the important provisions included in that law are: (i) an extension of
the 2001/2003 tax cuts for individuals with incomes up to $400,000 and families with incomes up to $450,000, but
not for higher income individuals and families, (ii) permanent indexation of the Alternative Minimum Tax (AMT)
for inflation, (iii) a 2-month delay in the implementation of automatic spending cuts called for in the Budget Control
Act of 2011, and (iv) extension of a number of smaller tax measures. The only significant departure of the ATRA
from the assumptions underlying the projections in this report is the expiration of the 2001/2003 tax cuts on high
income earners. Updating the projections in this report to account for ATRA would therefore modestly reduce
projected long term fiscal imbalances.

The Sustainability of Fiscal Policy

One of the important purposes of the Financial Report is to help citizens and policymakers assess whether
current fiscal policy is sustainable and, if it is not, the urgency and magnitude of policy reforms necessary to make it
sustainable. A sustainable policy is one where the ratio of debt held by the public to GDP (the debt-to-GDP ratio) is
ultimately stable or declining.

As is discussed below, the projections in this report indicate that current policy is not sustainable. If current
policy is left unchanged, the ratio of debt to GDP is projected to rise by a little less than 2 percentage points from

Chart 1: History and Current Policy Projections for the Composition of
Percent of GDP Non-interest Spending
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" The majority of this increase is due to changes in the 2012 Medicare Trustees’ Report, which projected larger imbalances in 2012 than in 2011
for a variety of reasons including assuming greater utilization of skilled nursing homes and home health agencies over the near term and faster
growth in health costs per beneficiary over the long run.
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2013 to 2015 and then to fall each year until 2020 by a total of a little more than 1 percentage point. Growth in debt
resumes in 2020 over the remainder of the 75-year projection window and eventually reaches 395 percent in 2087.
Moreover, if the trends that underlie the 75-year projections were to continue, the debt-to-GDP ratio would continue
to rise into the indefinite future.

Current Policy Projections for Primary Deficits

A key determinant of growth in the debt-to-GDP ratio and hence fiscal sustainability is the primary deficit-to-
GDP ratio. The primary deficit is the difference between non-interest spending and receipts, and the primary deficit-
to-GDP ratio is the primary deficit expressed as a percent of GDP. As shown in Chart 1, the primary deficit-to-GDP
ratio grew rapidly in 2009 due to the financial crisis and the recession and the policies pursued to combat both. The
ratio stayed large from 2010 to 2012 despite shrinking in each successive year, but is projected to fall rapidly
between 2013 and 2018 as spending reductions called for in the Budget Control Act of 2011 (BCA) take effect and
the economy recovers, reaching primary balance and remaining relatively flat and near zero through 2021. Between
2022 and 2039, however, increased spending for Social Security and health programs due to continued aging of the
population is expected to cause the primary balance to steadily deteriorate and reach 2.3 percent of GDP in 2039.
After 2039, the projected primary deficit-to-GDP ratio slowly declines to 1.7 percent of GDP in 2087 as the impact
of the baby boom generation retiring dissipates.

The revenue share of GDP fell substantially in 2009 and 2010 and remained low in 2011 and 2012 because of
the recession and tax reductions enacted as part of the 2009 American Recovery and Reinvestment Act (ARRA) and
the Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 2010. The share is projected to
return to near its long-run average as the economy recovers. After the economy has fully recovered around 2019,
receipts are projected to grow slightly more rapidly than GDP as increases in real incomes cause more taxpayers and
a larger share of income to fall into the higher individual income tax brackets.® This projection assumes that
Congress and the President will continue to enact legislation that prevents the share of income subject to the
Alternative Minimum Tax from rising.

On the spending side, the non-interest spending share of GDP is projected to fall from its current level of 21.3
percent to about 20 percent in 2013 and stay at or below that level until 2026, and to then rise gradually to 22
percent of GDP in 2039 and 22.6 percent of GDP in 2087. The reductions in the non-interest spending share of GDP
over the next two years are mostly due to the expected reductions in spending for overseas contingency operations,
caps on discretionary spending and the automatic spending cuts mandated by the BCA, and the subsequent increases
are principally due to faster growth in Medicare, Medicaid, and Social Security spending (see Chart 1). The
retirement of the baby boom generation over the next 25 years is projected to increase the Social Security, Medicare,
and Medicaid spending shares of GDP by about 1.4 percentage points, 1.8 percentage points, and 1.1 percentage
points, respectively. After 2035, the Social Security spending share of GDP is essentially unchanging while the
Medicare and Medicaid spending share of GDP continues to increase, albeit at a slower rate, due to projected
increases in health care costs.

The ACA significantly affects projected spending for both Medicare and Medicaid. That reform expands health
insurance coverage, includes many measures designed to reduce health care cost growth, and reduces the annual
increases in Medicare payment rates. On net, the ACA is projected to substantially reduce federal expenditures over
the next 75 years. The Medicare spending projections in Table 1 are based on the 2012 Medicare Trustees’ Report’s
current law projections, and those projections show a substantial slowdown in Medicare cost growth. The
projections assume that Medicaid cost per unit of service grows at the same rate as Medicare cost growth per unit of
service, so the ACA is also estimated to substantially slow Medicaid cost growth. These projections are subject to
much uncertainty about the effectiveness of the ACA’s provisions to reduce health care cost growth. Even if those
provisions work as intended and as assumed in this projection, Chart 1 shows that there is still a persistent gap
between projected receipts and projected total non-interest spending.

®Projected revenues also account for increases (as a share of GDP) in employer-sponsored health insurance costs, which are tax exempt.
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Chart 2: History and Current Policy Projections for

Percent of GDP Debt Held By the Public, 1940-2087
450
400
350
300
250
200
150
100

50 Actual l

0

1940 1950 1960 1970 1980 1990 2000 2010 2020 2030 2040 2050 2080 2070 2080

Current Policy Projections for Debt and Interest Payments

The primary deficit projections in Chart 1, along with projections for interest rates and GDP, determine the
projections for the debt-to-GDP ratio that are shown in Chart 2. That ratio was 73 percent at the end of fiscal year
2012, and under current policy is projected to be 78 percent in 2022, 145 percent in 2042, and 395 percent in 2087.
The continuous rise of the debt-to-GDP ratio indicates that current policy is unsustainable.

Chart 3: History and Current Policy Projections for Total Spending, Net
percentofoe  INterest, Non-interest Spending, and Total Receipts, 1980-2087
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The change in debt held by the public from one year to the next is approximately equal to the unified budget
deficit, the difference between total spending and total receipts.’ Total spending is non-interest spending plus
interest spending. Chart 3 shows that the rapid rise in total spending and the unified deficit is almost entirely due to
projected interest payments on the debt. As a percent of GDP, interest spending was 1.4 percent in 2012, and under
current policy is projected to reach 5 percent in 2029 and 21 percent in 2087.

Another way of viewing the deterioration in the financial outlook in this year's report relative to last year's
report documented in Table 2 is in terms of the projected debt-to-GDP ratio in 2086. This ratio is projected to reach
388 percent in this year's report, which compares with 287 percent projected in last year's report.

The Fiscal Gap

The fiscal gap measures how much the primary surplus (receipts less non-interest spending) must increase in
order for fiscal policy to achieve a target debt-to-GDP ratio in a particular future year. In these projections, the fiscal
gap is estimated over a 75-year period, from 2013 to 2087, and the target debt-to-GDP ratio is equal to the ratio at
the beginning of the projection period, in this case the debt-to-GDP ratio at the end of fiscal year 2012 (73 percent of
GDP).

Table 3 reports that the 75-year fiscal gap under current policy is estimated at 2.7 percent of GDP, which is
13.5 percent of the 75-year present value of projected receipts and 12.4 percent of the 75-year present value of non-
interest spending. As noted in Table 1, the difference between projected programmatic (non-interest) spending and
receipts is 1.7 percent of GDP. However, eliminating this primary deficit of 1.7 percent of GDP is not sufficient to
stabilize the debt-to-GDP ratio. Because interest rates are assumed to exceed the growth rate of GDP, reaching
primary balance would leave debt rising relative to GDP. In order to fully close the fiscal gap, annual primary
surpluses over the next 75 years must average 1.0 percent of GDP.

The Cost of Delay in Closing the 75-Year Fiscal Gap

The longer policy action to close the fiscal gap is delayed, the larger the post-reform primary surpluses must be
to stabilize the debt-to-GDP ratio by the end of the 75 year period. Varying the years in which reforms are initiated
while holding constant the ultimate target ratio of debt to GDP helps to illustrate the cost of delaying policy changes
that close the fiscal gap. The reforms considered here increase the primary surplus relative to current policy by a
fixed percent of GDP starting in the reform year. Three such policies are considered, each one beginning in a
different year. The analysis shows that the longer policy action is delayed, the larger the post-reform primary surplus
must be to bring the debt-to-GDP ratio to 73 percent of GDP in 2087. Future generations are harmed by policy delay
because delay necessitates higher primary surpluses during their lifetimes, and those higher primary surpluses must
be achieved through some combination of lower government benefits and higher taxes.

Table 3

Costs of Delaying Fiscal Reform

Period of Delay Change in Average Primary Surplus

No delay: Reform in 2013 ......................... 2.7 percent of GDP between 2013 and 2087
Ten Years: Reform in 2023........ccccccene. 3.2 percent of GDP between 2023 and 2087
Twenty Years: Reform in 2033 ................ 4.1 percent of GDP between 2033 and 2087

NOTE: Reforms taking place in 2012, 2022, and 2032 from the 2011 Report were 1.8, 2.2, and 2.8 percent of GDP.

As previously shown in Chart 1, under current policy, primary deficits occur in nearly every year of the
projection period. Table 3 shows primary surplus changes necessary to make the debt-to-GDP ratio in 2087 equal to
its level in 2012 under each of the three policies. If reform begins in 2013, then it is sufficient to raise the primary
surplus share of GDP by 2.7 percentage points in every year between 2013 and 2087 in order to have a debt-to-GDP
ratio in 2087 equal to the level in 2012. This raises the average 2013-2087 primary surplus-to-GDP ratio from -1.7
percent to +1.0 percent.

° Debt held by the public is also affected by certain transactions not included in the unified budget deficit, such as changes in Treasury’s cash
balances and the nonbudgetary activity of Federal credit financing accounts. These transactions are assumed to hold constant at about 0.6 percent
of present value GDP.
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In contrast to a reform that begins immediately, if reform is begun in 2023 or 2033, the primary surplus must
be raised by 3.2 percent and 4.1 percent of GDP, respectively, in order to reach a debt-to-GDP ratio in 2087 equal to
the level in 2012. The difference between the primary surplus increase necessary if reform begins in 2023 and 2033
(3.2 and 4.1 percent of GDP, respectively) rather than in 2013 (2.7 percent of GDP) is a measure of the additional
burden policy delay would impose on future generations. The costs of delay are due to increases in the debt-to-GDP
ratio between 2012 and the year reform is initiated, which in turn increase the amount of interest that must be
covered with the primary surplus. Delaying reform increases the cost of reaching the target debt-to-GDP ratio even
if the target year is extended beyond 2087, since the starting debt-to-GDP ratio will be higher.

These estimates likely understate the cost of delay because they assume interest rates will not rise as the debt-
to-GDP ratio grows. If a higher debt-to-GDP ratio causes the government borrowing rate to rise, making it more
costly for the government to service its debt and simultaneously slowing private investment, the primary surplus
required to return the debt-to-GDP ratio to its 2012 level will also increase. This dynamic may accelerate with
higher ratios of debt to GDP, potentially leading to the point where there may be no feasible level of taxes and
spending that would reduce the debt-to-GDP ratio to its 2012 level. The potential impact of changes in interest rates
is explored in the “Alternative Scenarios” section.

Assumptions Used and Relationship to Other Financial Statements

A fundamental assumption underlying the projections is that current Federal policy—as defined below—does
not change. The projections are therefore neither forecasts nor predictions. If policy changes are enacted, perhaps in
response to projections like those presented here, then actual fiscal outcomes will of course be different than those
projected.

Even if policy does not change, actual expenditures and receipts could differ materially from those projected
here. This is because the long-range projections are inherently uncertain and because simplifying assumptions are
made. One key simplifying assumption, for example, is that interest rates paid on public debt remain unchanged,
regardless of the amount of debt outstanding. To the contrary, it is likely that future interest rates would increase if
the debt rises as shown in these projections. To help illustrate this uncertainty, present value calculations under
higher and lower interest rate scenarios are presented in the “Alternative Scenarios” section.

The projections in this section focus on future cash flows, and do not reflect either the accrual basis or the
modified-cash basis of accounting. These cash-based projections reflect receipts or spending at the time cash is
received or when a payment is made by the Government. In contrast, accrual-based projections would reflect
amounts in the time period in which income is earned or when an expense n is incurred. The cash basis accounting
underlying this section is consistent with methods used to prepare the SOSI and the generally cash-based Federal
budget.

The following bullets summarize the assumptions used for the key categories of receipts and spending
presented in Table 1 and in the related analysis:

e Social Security: Projected Social Security (OASDI) spending is net of administrative expenses, which are
classified as discretionary spending, and is based on the projected expenditures in the 2012 Social Security
Trustees’ Report for benefits and the RRB-SSA-CMS Financial Interchange. The projections of Social
Security payroll taxes and future Social Security spending begin with actual budget data for fiscal year
2012. The projected growth rates for future spending and payroll taxes are equal to the spending and tax
growth rate projections underlying the latest 2012 Social Security Trustees’ Report.

e Medicare: Projected Medicare spending is also net of administrative expenses and is based on projected
incurred expenditures from the 2012 Medicare Trustees Report. However, some adjustments to the Trustees
Report projections are made. Medicare Part B and D premiums, as well as State contributions to Part D, are
subtracted from gross spending in measuring Part B and Part D outlays, just as they are subtracted from
gross cost to yield net cost in the financial statements.'® Here, as in the Federal budget, premiums are
treated as “negative spending” rather than receipts since they represent payment for a service rather than
payments obtained through the Government’s sovereign power to tax. This is similar to the financial
statement treatment of premiums as “earned” revenue as distinct from all other sources of revenue, such as
taxes. The projections start with actual fiscal year 2012 Medicare spending and assume spending growth
accords with the growth rates projected in the Medicare Trustees Report. Medicare Part A payroll taxes are
projected similarly. As discussed in Note 26, there is uncertainty about whether the reductions in health

0 Medicare Part B and D premiums and State contributions to Part D are subtracted from the Part B and D spending displayed in Table 1. The
total 75-year present value of these subtractions is $7.8 trillion, or 0.8 percent of GDP.
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care cost growth projected in the Medicare Trustees Report will be fully achieved. Note 26 illustrates this
uncertainty by considering Medicare cost growth assumptions under varying policy assumptions.

e Medicaid: The Medicaid spending projections start with the projections from the 2011 Actuarial Report on
the Financial Outlook for Medicaid prepared by the Office of the Actuary, CMS.* Those projections end in
2020. After 2020, it is assumed that Medicaid benefits grow at the same rate per beneficiary as do Medicare
benefits, as is consistent with the experience since 1987. Between 1987 and 2011, the average annual
growth rate of outlays per beneficiary for Medicaid and Medicare were within 0.2 percentage points of each
other. The projections through 2020 account for the effects of the ACA to reflect higher future enroliment,
as calculated by CMS, and reflect other adjustments to align the base projections with the latest budget
data. The Medicaid projections do not reflect any change in the interpretation of the ACA due to the June
2012 Supreme Court ruling on the law, as the CMS actuarial report predates the ruling and its estimated
impact was still under development by CMS when the current projections were finalized. Medicaid
beneficiaries are expected to grow at the assumed rate of population growth after the end of the projection
window in the Medicaid actuarial report.

e Other Mandatory Spending: Other mandatory spending is projected in two steps. First, spending prior to
the automatic spending cuts called for by the BCA is projected and, second, the effect of the BCA is
projected. With regard to pre-BCA spending: (a) Current mandatory spending components that are judged
permanent under current policy are assumed to increase by the rate of growth in nominal GDP starting in
2013, implying that such spending will remain constant as a percentage of GDP;(b) Special assumptions
are made for temporary mandatory spending authorized by ARRA and other stabilization measures,
including temporary expansions in unemployment insurance benefits, TARP, the purchase of government
sponsored enterprise (GSE) preferred stock, and higher net spending for the FDIC—the 75-year present
value of projected spending for this category totals $0.1 trillion; and (c) Projected new spending for
insurance exchange subsidies starting in 2014 follows the most recent Mid-Session Review projections
until 2022, and then grows in accordance with growth in the projected non-elderly population and growth
in health care costs as projected for the Medicare program.

e Discretionary Spending: Through 2021, discretionary spending other than for Overseas Contingency
Operations (OCO) is dictated by the spending caps and automatic spending cuts called for by the BCA.
After 2021, this spending is assumed to grow at the same rate as nominal GDP, and thus plateaus at a long-
term level of 5.0 percent of GDP. Projected OCO spending steadily declines and is fully phased out by
2026. The 75-year present value of OCO spending totals $0.5 trillion, or under half of one tenth of a
percent of present value GDP, and the present value of the BCA automatic spending cuts is -$0.4 trillion

e Receipts (Other than Social Security and Medicare): It is assumed that individual income taxes will
equal the same share of wages and salaries as in the Administration’s latest Mid-Session Review adjusted
baseline projection. That baseline follows all of the assumptions underlying current policy without change
in these projections of current policy without change, and incorporates the effects of the economic recovery
and bracket creep. After reaching about 20.5 percent of wages and salaries in 2022, individual income taxes
increase gradually to almost 27 percent of wages and salaries in 2087 as real taxable incomes rise over time
and an increasing share of total income is taxed in the higher tax brackets. The ratio of all other receipts
combined to GDP is projected to rise over the next several years as the economy recovers, and to then level
off at 4 percent of GDP, the historical average between 1979 and 2010.

e Interest Spending: Interest spending is determined by projected interest rates and the level of outstanding
debt held by the public. The long-run interest rate assumptions convert those in the 2012 Social Security
Trustees Report™ to a fiscal year basis. The average interest rate over the projection period is 5.5 percent.
These rates are also used to convert future cash flows to present values as of the start of fiscal year 2013.

Departures of Current Policy from Current Law

The long-term fiscal projections are made on the basis of current Federal policy, which in some cases is
different from current law. The projections are made without regard to the statutory limit on outstanding Federal
debt. In addition, the projections also assume continued discretionary appropriations throughout the projection
period, the continued payment of Social Security and Medicare benefits beyond the projected point of trust fund

U Christopher J. Truffer, John D. Klemm, Christian J. Wolfe, and Kathryn E. Rennie 2011 Actuarial Report on the Financial Condition for
Medicaid, Office of the Actuary, Centers for Medicare and Medicaid Services, United States Department of Health and Human Services.
2 As indicated in the more detailed discussion of Social Insurance in Note 26 to the financial statements.
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exhaustion, extension of the 2001/2003 tax cuts, indexing of the current thresholds for the AMT, and the
reauthorization of many mandatory programs with expiration dates prior to the end of the 75-year projection period.
As is true in the Medicare trustees’ report and in the Statement of Social Insurance,*® the projections assume
reductions in Medicare physician fees will occur as scheduled under current law.

Alternative Scenarios

The long-run outlook for the budget is extremely uncertain. This section illustrates this inherent uncertainty by
presenting alternative scenarios that vary several key assumptions.

There are many dimensions to the projections for which reasonable variations could be considered. Some of
the key issues concern long-run economic and demographic assumptions. The long-run fiscal gap is partly the result
of demographic patterns that have emerged over the last 50 years with lower birth rates and reduced mortality. The
population is aging rapidly and will continue to do so over the next several decades, which puts pressure on
programs such as Social Security, Medicare, and Medicaid nursing care. A shift in projected fertility, mortality, or
immigration rates could have important long-run effects on the projections. Higher than projected immigration,
fertility, or mortality rates would improve the long-term fiscal outlook. Conversely, lower than projected
immigration, fertility, or mortality rates would result in deterioration in the long-term fiscal outlook. The remainder
of this section will focus on two important variables that can also impact fiscal projections: the growth rate of health
care costs and interest rates.

Effect of Changes in Health Care Cost Growth

One of the most important assumptions underlying the projections is the projected growth of health care costs.
Enactment of the ACA in 2010 reduced the projected long-run growth rates of health care costs, but these growth
rates are still highly uncertain. As an illustration of the dramatic effect of variations in health care cost growth rates,
Table 4 shows the effect on the cost of closing the fiscal gap as well as delaying closure of the fiscal gap of per
capita health care cost growth rates that are one percentage point higher or two percentage points higher than the
growth rates in the base projection. If reform is initiated in 2013, eliminating the fiscal gap requires that the 2013-
2087 primary surplus increase by an average of 2.7 percent of GDP in the base case, 5.6 percent of GDP if per capita
health cost growth is 1 percentage point higher, and 8.7 percent of GDP if per capita health cost growth is 2
percentage points higher. The cost of delaying reform is also increased if health care cost growth is higher, due to
the fact that debt accumulates more rapidly during the period of inaction. For example, the lower part of Table 4
shows that delaying reform initiation from 2013 to 2023 requires that 2023-2087 primary surpluses be higher by an
average of 0.6 percent of GDP in the base case, 1.2 percent of GDP if per capita health cost growth is 1 percentage
point higher, and 1.8 percent of GDP if per capita health cost growth is 2 percentage points higher. The dramatic
deterioration of the long-run fiscal outlook caused by higher health care cost growth shows the critical importance of
managing health care cost growth, including through effective implementation of the ACA.

B 1o prevent the reductions in Medicare physician fees that would have otherwise taken place, since 2003 Congress has repeatedly enacted
statutes with temporary “physician fee relief” provisions, which increase health care expenditures. Since 2003, the majority of these statutes have
also included other provisions that would reduce expenditures associated with Medicare or other types of health care ( “health care cost savings
provisions™) The assumption here that future reductions in Medicare payments for physicians’ services will occur as scheduled under current law
has the same budgetary effect as the assumption that the reductions will be overridden by enactment of new temporary physician fee relief
provisions but the resulting costs will be paid for through enactment of new health care cost savings provisions.
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Table 4

Impact of Alternative Health Cost Scenarios on Cost of Delaying Fiscal Reform

Primary Surplus
Increase (% of GDP)

Starting in:
Scenario 2013 | 2023 2033
BaASE CaSE .. 2.7 3.2 4.1
1% pt. higher per person health cost growth.................... 5.6 6.7 8.5
2% pt. higher per person health cost growth.................... 8.7| 105 13.2

Increments to
Required Primary
Surplus if Reform is
Delayed From 2013 to:

2023 2033
BaASE CaSE it 0.6 1.4
1% pt. higher per person health cost growth.................... 1.2 2.9
2% pt. higher per person health cost growth.................... 1.8 4.5

NOTE: Increments may not equal the subtracted difference of the components due to rounding.

Effects of Changes in Interest Rates

A higher debt-to-GDP ratio is likely to increase the interest rate on Government debt, making it more costly for
the Government to service its debt. Table 5 displays the effect of several alternative scenarios using different
nominal interest rates than assumed in the base case on the cost of closing the fiscal gap as well as delaying closure
of the fiscal gap. If reform is initiated in 2013, eliminating the fiscal gap requires that the 2013-2087 primary surplus
increase by an average of 2.7 percent of GDP in the base case, 2.9 percent of GDP if the interest rate is 0.5
percentage point higher in every year, and 3.2 percent of GDP if the interest rate is 1.0 percentage points higher in
every year. The cost of delaying reform is also increased percent of GDP if the interest rate is 1.0 percentage points
higher in every year. The cost of delaying reform is also increased if interest rates are higher, due to the fact that
interest paid on debt accumulates more rapidly during the period of inaction. For example, the lower part of Table 5
shows that delaying reform initiation from 2013 to 2023 requires that 2023-2087 primary surpluses be higher by an
average of 0.6 percent of GDP in the base case, 0.7 percent of GDP if the interest rate is 0.5 percentage point higher
in every year, and 0.9 percent of GDP if the interest rate is 1.0 percentage points higher in every year. To show the
effects of achieving primary balance and lowering long-term debt-to-GDP and interest rates, lowering nominal
interest rates by one-half percentage point from the base projection starting in 2013 lowers the cost of reform over
the three periods, to 2.4 percent of GDP per year starting in 2013, 2.8 percent per year starting in 2023, and 3.5
percent per year starting in 2033.
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Table 5

Impact of Alternative Interest Rate Scenarios on Cost of Delaying Fiscal Reform

Primary Surplus

Increase

(% of GDP)

Starting in:
Scenario 2013 | 2023 2033
Base Case: Average of 5.5 percent over 75 years ................ 2.7 3.2 4.1
0.5 percent higher interest rate in each year.................c........ 2.9 3.6 4.7
1.0 percent higher interest rate in each year..........cccccceeeenns 3.2 4.1 5.5
0.5 percent lower interest rate in each year................ccuuee... 2.4 2.8 3.5

Increments to Required
Primary Surplus if
Reform is Delayed From

2013 to:
2023 2033
Base Case: Average of 5.5 percent over 75 years ................ 0.6 1.4
0.5 percent higher interest rate in each year..............ccccuuue... 0.7 1.8
1.0 percent higher interest rate in each year.......................... 0.9 2.3
0.5 percent lower interest rate in each year ...........ccccooeuuneee. 0.4 1.1

NOTE: Increments may not equal the subtracted difference of the components due to rounding.

Other key economic assumptions in this report include the future growth rate of real GDP, which itself depends
on assumptions such as future growth in the labor force and labor productivity. Historically, U.S. labor productivity
has increased at a rate of about 2 percent or more per year, but there have been periods when productivity grew less
rapidly and other periods in which it grew faster. Productivity growth has averaged 2.5 percent per year over the last
15 years, which is above its long-run trend. In these projections, the rate of productivity growth is conservatively
assumed to be somewhat below its long-run trend. It is unlikely that higher productivity growth will be sufficient to
resolve the long-run budget problem. Faster growth will lead to higher wages, which will lead to more tax revenue
in the near term, but these gains will be partly offset by higher payments for Social Security and other benefit
programs for which benefits are tied to wages. Inflation is not a major factor in these calculations. Changes in the
trend rate of inflation have offsetting effects on future revenues and future spending, so the budget effect is about
neutral in the long run.

Fiscal Projections in Context

The United States Government’s debt as a percentage of GDP is relatively large compared with central
government debt of other countries, but far from the largest among the countries in the Organization for Economic
Co-operation and Development (OECD). Based on historical data as reported by the OECD for all of its 31 member
countries, the debt-to-GDP ratio in 2009 ranged from 6 percent of GDP to 126 percent of GDP, with the United
States in the higher echelon.* However, each country is different in how it finances its sovereign debt, how robustly
its economy grows, how government responsibilities are shared between central and local governments, and how
current policies compare with the past policies that determine the current level of debt, so there is a very imperfect
relationship between the current level of central government debt and the sustainability of overall government

4 Central Government Debt, OECD National Accounts Statistics (database) available at http://www.oecd-ilibrary.org/finance-and-
investment/total-central-government-debt-2010_20758294-2010-tablel.
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policy. Past accrual of debt is certainly important, but current policies and their implications for future debt
accumulation are too.

Several countries do produce long-range fiscal projections, among them, Australia, New Zealand, Canada, the
United Kingdom, Denmark, Sweden, Norway, and the Netherlands."> However, in addition to the reasons discussed
above, comparisons are difficult because coverage and the time horizon over which projections are made vary across
countries. The projection periods tend to be less than 75 years, and the projections are not always updated annually.
Some of the countries have determined that their policies are sustainable in the long run, although the recent
financial crisis will have worsened the near-term budget outlook in almost every country.

Conclusion

The United States took a potentially significant step towards fiscal sustainability in 2010 by reforming its
system of health insurance through enactment of the ACA. The legislated changes for Medicare, Medicaid, and
other health coverage hold the prospect of lowering the long-term growth trend for health care costs and
significantly reducing the long-term fiscal gap. Furthermore, enactment of the Budget Control Act in August 2011
placed limits on future discretionary spending and established a process to further reduce projected deficits by at
least $1.2 trillion from 2013 through 2021. But even with the new laws, the projections in this Report indicate that if
policy remains unchanged the debt-to-GDP ratio will continually increase over the next 75 years and beyond, which
implies current policies are not sustainable and must ultimately change. Subject to the important caveat that policy
changes are not so abrupt that they slow the economic recovery, the sooner policies are put in place to avert these
trends, the smaller are the revenue increases and/or spending decreases necessary to return the Government to a
sustainable fiscal path.

5 The OECD released a policy brief in October 2009 (available at http://www.oecd.org/dataoecd/40/26/43836144.pdf) describing the efforts of
different member countries to produce long-term fiscal projections.
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Social Insurance

The social insurance programs consisting of Social Security, Medicare, Railroad Retirement, and Black Lung
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 the current law provisions of the programs can be sustained,
and more generally what effect they will likely have on the Government’s financial condition. The resources needed
to run these programs are raised through taxes and fees. Eligibility for benefits depends 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 OASI Trust Fund was established on January 1, 1940, as a separate account in the Treasury. The 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 because of medical conditions and certain family members of
such eligible individuals. 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 the combined OASDI Trust Funds. At the end of calendar year 2011, OASDI benefits were paid to
approximately 55 million beneficiaries.

The primary financing source for 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 taxable earnings and the self-employed paid 12.4 percent of taxable
earnings. However, in 2011 and 2012, payroll tax rates paid by employees and the self-employed were each reduced
by 2 percentage points and the General Fund of the Treasury reimbursed the OASDI trust fund for the resulting
reduction in payroll tax revenues. Payroll taxes are levied on wages and net earnings from self-employment up to a
specified maximum annual amount, referred to as maximum taxable earnings ($110,100 in 2012), that increases
each year with economy-wide average wages.

Legislation passed in 1984 subjected up to half of OASDI benefits to tax and allocated the revenue to the
OASDI Trust Funds. In 1993 legislation upped the potentially taxed portion of benefits to 85 percent and allocated
the additional revenue to the Hospital Insurance Trust Fund.

Medicare

The Medicare Program, created in 1965, has two separate trust funds: the Hospital Insurance Trust Fund (HI,
Medicare Part A) and the Supplementary Medical Insurance Trust Funds (SMI, Medicare Parts B and D ). HI pays
for inpatient acute hospital services and major alternatives to hospitals (skilled nursing services, for example). SMI
pays for hospital outpatient services, physician services, and assorted other services and products through the Part B
account and 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. Similar to OASDI, HI is financed primarily by
payroll contributions. Currently, employers and employees each pay 1.45 percent of earnings, while self-employed
workers pay 2.9 percent of their net earnings. Beginning in 2013, employees and self-employed individuals with
earnings above certain thresholds will pay an additional HI tax of 0.9 percent on earnings above those thresholds.
Other income to the HI Trust 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

! 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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credited on Treasury securities held in the HI Trust Fund. As is explained in the next section, these Treasury
securities and related interest have no effect on the consolidated statement of Governmentwide finances.

For SMI, transfers from the General Fund of the Treasury financed 75 percent and 74 percent of 2012 program
costs for Parts B and D, respectively. Premiums paid by beneficiaries and, for Part D State transfers, financed the
remainder of expenditures. With the introduction of Part D drug coverage, Medicaid is no longer the primary payer
of drug benefits 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 have no effect on the consolidated statement of Governmentwide finances.
See Note 26—Social Insurance, for additional information on Medicare program financing.

Figure 1
Social Security, Medicare, and Governmentwide Finances
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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
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, and
has 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.
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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
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 represents revenue from the public that are 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 the 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 to
the SMI Trust Fund from 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. SMl is currently only one of the programs that is funded through transfers from the General Fund of the
Treasury, which is part of the other Government accounts (the Part D account also receives transfers from the
States). The transfers finance roughly three-fourths of SMI Program expenses. The transfers are automatic; their size
depends on how much the program requires, not on how much revenue comes into the Treasury. If General Fund
revenues become insufficient 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 increase beyond growth in general revenues as shown below, they are projected to increase significantly in
coming years—then Congress must either raise taxes, cut other Government spending, reduce SMI benefits, or
borrow even more.

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). However, 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. From the Governmentwide standpoint, 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.

How loans from the trust funds to the General Fund and later repayments of those loans affect tax income and
expenditures of the General Fund is uncertain. Two extreme cases bracket the possibilities. At one extreme, each
dollar the trust funds loan to the General Fund might reduce borrowing from the public by a dollar at the time the
loan is extended, in which case the General Fund could repay all trust fund loans by borrowing from the public
without raising the level of public debt above the level that would have occurred in the absence of the loans. At the
other extreme, each dollar the trust funds loan to the General Fund might result in some combination of higher
General Fund spending and lower General Fund revenues amounting to one dollar at the time the loans are extended,
in which case General Fund loan repayments to the trust funds might initially be financed with borrowing from the
public but must at some point be financed with a combination of higher general fund taxes and lower General Fund

2 The Federal unified budget encompasses all 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 the report issued by the
Government Accountability Office, Federal Trust and Other Earmarked Funds, GAO-01-199SP, January 2001. In the figure and the discussion
that follows, all other programs, including these other earmarked trust fund programs, are grouped under “Other Government Accounts” to
simplify the description and maintain the focus on Social Security and Medicare.
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spending than would have occurred in the absence of the loans. In this latter extreme, trust fund loans result in
additional largess (i.e., higher spending and/or lower taxes) in General Fund programs at the time the loans are
extended, but ultimately that additional largess is financed with additional austerity (i.e., lower spending and/or
higher taxes) in General Fund programs at later dates. The actual impact of trust fund loans to the General Fund and
their repayment on General Fund programs is at one of these two extremes or somewhere in between.

Actual dollar amounts roughly corresponding to the flows presented in Figure 1 are shown in Table 1 for fiscal
year 2012. 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 ($323.5 billion) and interest credits ($126.6 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 the 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 ($258.2 billion) and revenues ($229.7 billion) was ($28.5 billion) in 2012, indicating that HI had
a relatively small negative 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
2012. The difference ($214.6 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 ($773.2 billion) and revenues from the public ($613.3
billion) was ($159.9) billion in 2012, indicating that OASDI had a negative effect on the overall budget outcome in
that year. OASDI payroll tax revenues were reduced by $112.2 billion in fiscal year 2012 by a temporary 2
percentage point reduction in the payroll tax rate paid by employees and self-employed individuals called for by
Public Laws 111-312, 112-78 and 112-96.

The trust fund perspective is captured in the bottom section of each of the three trust fund columns. For Hl,
total expenditures exceeded total revenues by $16.5 billion in 2012, as shown at the bottom of the first column. This
cash deficit was made up by calling in past loans made to the General Fund (i.e., by redeeming Trust Fund assets).
For SMI, total expenditures exceeded total revenues by $1.1 billion. The total revenue for SMI is $290.9 billion
($77.4 + $213.5), which includes $210.6 billion transferred from other Government accounts (the General Fund).
Transfers to the SMI Program from other Government accounts (the General Fund), amounting to about 72 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 $837.9 billion exceeded total expenditures of $773.2 billion by $64.7
billion. Total revenues for OASDI included $224.6 billion of transfers from the General Fund, principally interest
credits and $112.4 billion in credits called for by Public Laws 111-312, 112-78 and 112-96 to make up for the
reduction in payroll tax revenues attributable to the temporary payroll tax rate reductions.
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Table 1

Revenues and Expenditures for Medicare and Social Security
Trust Funds and the Total Federal Budget

for the Fiscal Year ended September 30, 2012

Trust Funds

(In billions of dollars) HI SMI__ OASDI _ Total All Other Total *
Revenues from the public and States:

Payroll and benefit taxes, State grants... 223.4 613.3 836.7 836.7

Premiums .......cocoviviiiinn 6.3 66.3 72.6 72.6

Other taxes and fees ........ccccooviuuriieeennen. 111 111 1,528.7 1,539.8

Total. oo 229.7 77.4 613.3 920.4 1,528.7 2,449.1
Total expenditures to the public *.............. 258.2 292.0 7732 1,323.4 22152 3,538.5
Net results—budget perspective °......... (28.5) (214.6) (159.9) (403.0) (686.4) (1,089.4)
Revenues from other Government

accounts:

Transfers ..o 0.7 210.6 112.2 3235 (323.5)

Interest creditS.......ccovcvveeeeiiiiee e 11.3 2.9 112.4 126.6 (126.6)

Total. e 12.0 2135 224.6 450.1 (450.1)

Net results—trust fund perspective
(change in trust fund balance) °.......... (16.5) 1.1) _ 647 47.1 N/A N/A

! This column is the sum of the preceding two columns and shows data for the total Federal budget. The figure $1,089.4 billion
was the total Federal deficit in fiscal year 2012.

% The OASDI figure includes $4.7 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.

Notes: Amounts may not add due to rounding.
“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 26—Social Insurance.

4 There are six trustees: the Secretaries of the 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 cannot both be members of the same different political party.




REQUIRED SUPPLEMENTARY INFORMATION (UNAUDITED) 173

Beneficiary-to-Worker Ratio. The expenditure projections for both the OASDI and Medicare Programs reflect
the aging of the large baby-boom generation, born in the years 1946 to 1964, and its ultimate passing. Chart 1 shows
that the number of OASDI beneficiaries per 100 covered workers is projected to grow rapidly from 35 in 2012 to 49
in 2035 as the baby boom generation enter their retirement years and receives benefits. After 2035 the baby boom’s
influence will have dissipated, and it is projected that the beneficiary-worker ratio will continue to rise but at a
slower pace due to increasing longevity, reaching 52 beneficiaries per 100 workers in 2086. (In rough terms, the
beneficiary-to-worker ratio at any point in time reflects the birth rates experienced by the generations who are
retired; the birth rates of the baby boom generations’ parents were much higher than those of the baby boomer
generations and the generations to follow them.) A similar demographic pattern confronts the Medicare Program.

Chart 1—OASDI Beneficiaries per 100 Covered Workers
1970-2086

56

45 4 Historical Data

40

25 !

i
10 : ;
1570 1975 1980 1985 1980 1895 2000 2005 2010 2015 2020 2025 2030 2035 2040 2045 2050 2055 2080 20685 2070 2075 2080 2085

Seurce: hitp:/hwww s5a.gov/DACT/TR20124rdb2 himl Calendar Year



174 REQUIRED SUPPLEMENTARY INFORMATION (UNAUDITED)

Social Security Projections

Income and Expenditures. Chart 2 shows historical values and actuarial estimates of combined OASDI annual
noninterest income and expenditures for 1970-2086. The estimates are for the open-group population of all workers
and beneficiaries projected to be alive in each year. The expenditure projections in Chart 2 and all subsequent charts
assume all scheduled benefits are paid regardless of whether the income and assets are available to finance them.

Chart 2—OASDI Income (Excluding Interest) and Expenditures
1970-2086
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Social Security’s surplus of noninterest income over expenditures was positive every year between 1984 and
2009, negative in 2010 through 2012, and is projected to grow ever more negative over the next 75 years. This
pattern reflects the aging of the population documented in Chart 1, as well as growth of the economy and growth in
the price level. As described above, surpluses that occurred prior to 2010 were “loaned” to the General Fund and
accumulated, with interest, increasing reserve spending authority for the trust fund. The reserve spending authority
represents an obligation for the General Fund. Social Security began using interest credits to meet full benefit
obligations in 2010, and is projected to begin drawing down trust fund balances starting in 2021 and to exhaust those
balances in 2033. After trust fund exhaustion, noninterest income will continue to flow into the fund and will be
sufficient to finance 75 percent of scheduled benefits in 2033 and 73 percent of scheduled benefits in 2086.
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Income and Expenditures as a Percent of Taxable Payroll. Chart 3 shows annual noninterest income and
expenditures expressed as percentages of taxable payroll, commonly referred to as the income rate and cost rate,
respectively. Dividing noninterest income and expenditures by taxable payroll serves to isolate the effect of
demographics on Social Security finances, and usefully gauges Social Security’s financial imbalances against the
size of the Social Security tax base. The time path of the cost rate in Chart 3 closely parallels that of the beneficiary-
to-worker ratio in Chart 1.

Chart 3—OASDI Income (Excluding Interest) and Expenditures
as a Percent of Taxable Payroll
1970-2086
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Income and Expenditures as a Percent of GDP. Chart 4 shows estimated annual noninterest income 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 generally widens 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 5.01 percent of GDP in 2012 to 6.10 percent in 2086. In 2086, expenditures are projected to
exceed income by 1.54 percent of GDP.

Chart 4—OASDI Income (Excluding Interest) and Expenditures
as a Percent of GDP
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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 1) and high-cost (Alternative I11) 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.

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 0.77 percent. For the low-cost alternative, a slower reduction rate (0.39 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 $11,278 billion to $9,595 billion, a 15
percent smaller shortfall. The high-cost death rate assumption (1.18 percent) results in an increase in the shortfall,
from $11,278 billion to $13,069 billion, a 16 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 percent results
in a 9 percent smaller shortfall (i.e., expenditures less income), from $11,278 billion to $10,217 billion.

Higher real wage growth results in faster income growth relative to expenditure growth. Table 2 shows that a
real wage differential that is 0.59 percentage point greater than the intermediate assumption of 1.12 causes the
shortfall to drop from $11,278 billion to $9,177 billion, a 19 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 increases about 5 percent, from $11,278 billion to $11,853 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 4 percent drop in the shortfall, from $11,278 billion to $10,836 hillion, 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 is 14 percent lower, decreasing from $11,278 billion to $9,653 billion, when the real interest rate
is 3.4 percent rather than 2.9 percent. The shortfall is 18 percent higher, increasing to $13,303 billion, when the real
interest rate is 2.4 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, 2012-2086

(Dollar values in billions; values of assumptions shown in parentheses)

Financing Shortfall Range

Assumption Low Intermediate High
o 9,595 11,278 13,069
Average annual reduction in death rates..... (0.39) 0.77) (1.18)
o 10,217 11,278 12,313
Total fertility rate ........occocvevviiieiiiie, 2.3) (2.0) (1.7)
. . 9,177 11,278 12,745
Real wage differential .............cccoceeiiirnnnns (1.71) (112) (0.5)
10,696 11,278 11,853
CPIchange .....ccccocveeiiiiiieeeee e, (3.8) 2.8) (1.8)
L 10,836 11,278 11,789
Net Immigration...........ccccoeeeoiiiinnniniene (1,3751000)1 (1,080,000)1 (7901000)1

Real interest rate 9,653 11,278 13,303
.......................................... (3.4) 2.9) 2.4)

! Amounts represent the average annual net immigration over the 75-year projection period.

Source: 2012 OASDI Trustees Report and SSA.

Medicare Projections

Medicare Legislation. The Affordable Care Act as amended by the Health Care and Education Reconciliation
Act of 2010 (the “Affordable Care Act” or ACA) significantly improves projected Medicare finances. The most
important cost saving provision in the ACA is a revision in payment rate updates for Parts A and B services other
than for physicians’ services. Relative to payment rates made under prior law that were generally based on the rate
at which prices for inputs used to provide Medicare services increase, the ACA reduces those payment rate updates
by the rate at which productive efficiency in the overall economy increases, which is projected to average 1.1
percent per year. The ACA also achieves substantial cost savings by benchmarking payment rates for private health
plans providing Parts A and B services (Part C or Medicare Advantage) to more closely match per beneficiary costs.
Partly offsetting these changes was an increase in prescription drug coverage. In addition, the ACA increases Part A
revenues by: (a) taxing high-cost employer-provided health care plans and thereby giving employers incentives to
increase the share of compensation paid as taxable earnings, and (b) imposing a new 0.9 percent surtax on earnings
in excess of $200,000 (individual tax return filers) or $250,000 (joint tax return filers) starting in 2013.

The ACA substantially reduces the Medicare cost projections. Growth in Medicare cost per beneficiary in
excess of growth in per capita GDP is referred to as “excess cost growth.” In the 2009 Financial Report, the last
Report released prior to the passage of the ACA, excess cost growth was assumed to be about 1 percentage point—
that is, Medicare expenditures per beneficiary were assumed to grow, on average, about one percentage point faster
than per capita GDP over the long range. That assumption for excess cost growth in Medicare was optimistic in the
sense that it is smaller than in recent history; excess cost growth averaged 1.6 percentage points between 1990 and
2007. ° In this year’s Financial Report, as in the 2010 and 2011 Reports, long-term excess cost growth is essentially

° Congressional Budget Office, the Long-Term Budget Outlook, June 2011.
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zero. As a result, the long term projected Medicare spending share of GDP in this Report is driven primarily by the
same demographic trends that drive the OASDI spending share of GDP.

The 2012 Medicare Trustees’ Report warns that the “actual future costs for Medicare are likely to exceed those
shown by the current-law projections” that underlie both the Trustees’ Report and this Financial Report. This
warning is due in part to concerns the new productivity-based downward adjustments to Medicare payment rate
updates may not be sustainable, leading to substantial uncertainty about the adequancy of future Medicare payments
rates. This concern is reinforced by the fact that statutory adjustments to payment rates for Medicare physicians’
services mandated by a 1996 Medicare reform have been consistently overridden by new law.

Changes in Projection Methods. For the 2012 Medicare Trustees Report, based on the recommendation of the
2010-2011 Medicare Technical Review Panel, the Board of Trustees adopted a long-range pre-ACA baseline cost
growth assumption of “GDP plus 1.4 percent” and a “factors contributing to growth” model, which creates specific,
year-by-year declining growth rates during the last 50 years of the projection period.

The ACA permanently reduces the annual increases in Medicare rates for most categories of health service
providers by the increase in economy-wide productivity. Thus, the long-range cost growth rate for affected providers
is set equal to the pre-ACA baseline growth assumptions, minus the increase in economy-wide multifactor
productivity (1.1 percent). For the 2012 report, the Medicare Technical Panel concluded that the slower payment
updates would have a small, net downward effect on growth in the volume and intensity of services. Based on this
conclusion, the growth rates are further adjusted by (0.1 percent) annually.

On net, changes for 2012 resulted in a decrease in the future net cashflow for total Medicare for Part A, these
changes resulted in an increase to the present value of expenditures and a very slight decrease on the present value
of revenue, with an overall decrease on the future net cashflow. For Part B, these changes increased the present
value of expenditures.
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Total Medicare. 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 6.73 percent of GDP by
2086. Revenues from taxes and premiums (including State transfers under Part D) are expected to increase from
1.93 percent of GDP in 2012 to 3.02 percent of GDP in 2086. Payroll tax income increases gradually as a percent of
GDP because the new tax on earnings in excess of $250,000 for joint tax return filers and $200,000 for individual
tax return filers applies to an increasing share of earnings because the $250,000 and $200,000 thresholds are not
indexed for price changes. Premiums combined for Parts B and D of SMI are approximately fixed as a share of Parts
B and D costs, so they also increase 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 1.39 percent to 2.97 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 58 percent in 2012 to 50 percent in 2086) while general revenues will rise (from 42 percent
to 50 percent). The gap between total noninterest Medicare income (including general revenue contributions) and
expenditures begins around 2012 and then steadily continues to widen, reaching 0.7 percent of GDP by 2086.

Chart 5—Total Medicare (HI and SMI) Expenditures and Noninterest Income
as a Percent of GDP
1970-2086
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Medicare, Part A (Hospital Insurance)— Income and Expenditures. Chart 6 shows historical and actuarial
estimates of HI annual income (excluding interest) and expenditures for 1970-2086 in nominal dollars. The
estimates are for the open-group population.

Chart 6—Medicare Part A Income (Excluding Interest) and Expenditures
1970-2086
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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 in 2008, and cash deficits continue thereafter. Trust fund interest
earnings and assets provide enough resources to pay full benefit payments until 2024 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 2024. Present tax rates would be sufficient to
pay 87 percent of scheduled benefits after trust fund exhaustion in 2024 and 69 percent of scheduled benefits in

2086.
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Medicare, Part A Income and Expenditures as a Percent of GDP. Chart 8 shows estimated annual noninterest
income and expenditures, expressed as percentages of GDP, and 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 1.7 percent of GDP in
2012, to 2.16 percent in 2030, and to 2.71 percent by 2086. The gap between expenditure and income shares of GDP
widens and peaks at 0.87 percent in 2046 and then commences a slight decline, reaching 0.85 percent of GDP in
2086.

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 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
1970-2086
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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. SMI expenditures as a share of GDP are expected to grow rapidly from 2.03 percent
in 2012 to 3.35 percent in 2035, and then grow more slowly reaching 4.02 in 2086. This growth pattern reflects
growth in Medicare spending per beneficiary that is positive for the first half of the projection period before turning
negative as a result of provisions in the ACA and population ageing that is rapid through 2035 as the baby boom
generation move into their advanced years and then slows to a modest pace consistent with increasing longevity.
Premium and State transfer income grows from about 0.50 in 2012 to 1.06 percent of GDP in 2086, so the portion
financed by General Fund transfers to SMI is projected to be about 75 percent throughout the projections period.

Chart 10—Medicare Part B and Part D Premium and State Transfer
Income and Expenditures as a Percent of GDP
1970-2086
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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
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growth in health care cost. For the low-cost alternative, the slower growth in health costs causes the shortfall to drop
from $5,581 billion to a surplus of $533 billion, a 110 percent change. The high-cost assumption results in a near
tripling of the shortfall, from $5,581 billion to $15,332 billion.

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 an approximate 7 percent change in the shortfall relative to the
intermediate case. The higher or lower real wage growth rate results in about a 13 and 5 percent respectively, change
in the shortfall relative to the intermediate case. 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). CPI and net immigration changes have very little effect on net HI expenditures. Higher
immigration decreases the net shortfall modestly as higher payroll tax revenue offsets higher medical care
expenditures.

Table 3 also shows that the present value of net HI expenditures is 18 percent lower if the real interest rate is
3.4 percent rather than 2.9 percent and 20 percent higher if the real interest rate is 2.4 percent rather than 2.9 percent.

Table 3
Present Values of Estimated Medicare Part A Expenditures in Excess of
Income Under Various Assumptions, 2012-2086

(Dollar values in billions; values of assumptions shown in parentheses)

Financing Shortfall Range

Assumption® Low Intermediate High
Average annual growth in health costs ? ............ ((23??)) 52452)1 1?5’.333;2
Total fertility rate *.........cccovoveereeeeeeeeeeeeeenn, 5(2123 5(258)1 5(19‘71)7
Real wage differential .............cccoovevveeeeiiiiciiinnn, A£18§§) 5(15%1 5(0825)
CPIChange ......ccccvveeiiieieece e, 5(3:%)6 5(252)1 5(18é)2
Net ImmIgration..........cccceveeeeei i, (1,357’2%%0)4 (1'05?3’8,80100)4 (795(’)?830)4
Real interest rate..........cocceveeiiieeieeesee e, %‘E’Z? 52253)1 6(27‘11)3

! The sensitivity of the projected HI net cashflow to variations in future mortality rates also is 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.

4 Amount represents the average annual net immigration over the 75-year projection 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 $14,815 billion to $10,735
billion and in Part D from $6,778 hillion to $4,778 billion, about a 28 percent and 30 percent difference for Part B
and Part D, respectively. The high-cost assumption increases Governmentwide resources needed to $21,162 billion
for Part B and to $9,949 billion for Part D, about a 43 percent and a 47 percent difference for Part B and Part D,
respectively.

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, 2012-2086

(In billions of dollars)
Governmentwide Resources Needed

Low Intermediate High

Medicare Program® (3.3) (4.3) (5.3)
PartB ..., 10,735 14,815 21,162
Part D 4,778 6,778 9,949

! 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 and Medicaid Services.

Sustainability of Social Security and Medicare

75-Year Horizon

According to the 2012 Medicare Trustees Report, the HI Trust Fund is projected to remain solvent until 2024
and, according to the 2012 Social Security Trustees Report, the OASDI Trust Funds are projected to remain solvent
until 2033. 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.

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 $5,581 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 $5,337 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 $21,593 billion less than total expenditures for the two

® Interest income is not a factor in this table as dollar amounts are in present value terms.
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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
SMI Program are roughly 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 $11,278 billion in
present value dollars, and, from the trust fund perspective, by $8,600 billion.

From the Governmentwide perspective, the present value of the total resources needed for the Social Security
and Medicare Programs over and above current-law funding sources (payroll taxes, benefit taxes, and premium
payments from the public) is $38,454 billion. From the trust fund perspective, which counts the trust funds ($3,003
billion in present value) and the general revenue transfers to the SMI Program ($21,593 billion in present value) as
dedicated funding sources, additional resources needed to fund the programs are $13,858 billion in present value.

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, 2012)

SMI
HI Part B Part D OASDI Total

Revenues from the public:

LI VTN 15,598 - - 45,198 60,796

Premiums, State transfers......... - 5,344 2,349 - 7,693

Totaleoveeeee e 15,598 5,344 2,349 45,198 68,489

Total costs to the public............ 21,179 20,159 9,128 56,477 106,943
Net results — budget

PErsPective ......cccccveevecvveeeeennnn, 5,581 14,815 6,778 11,278 38,454
Revenues from other

Government accounts................ - 14,815 6,778 - 21,593
Trust fund balance as of

ULI2012 oo 244 80 1 2,678 3,003
Net results — trust fund

PErsPective .......cccocvvvveenanan, 5,337 (80) 1) 8,600 13,858

*Net results are computed as costs less revenues.
Note: Details may not add to totals due to rounding.

Source: 2012 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 $11.3 trillion in present value will
be needed above currently scheduled taxes to pay for scheduled benefits ($8.6 trillion from the trust fund
perspective). Yet, a 75-year projection can be a misleading indicator of all future financial flows. 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.

" The SMI Trust Fund has $81 billion of existing assets.
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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
needed for all the programs sums to $66.3 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 2012. 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 $20.5 trillion is needed to sustain the OASDI program into the
infinite future, while an additional $4.9 trillion is needed to sustain the HI program. However, looking just at present
values ignores timing differences in the underlying projected cashflows; the HI Trust Fund is projected to remain
solvent only until 2024. As described above, from the trust fund perspective, the SMI Program is fully funded, from
a Governmentwide basis, the substantial gap that exists between premiums and State transfer revenue and program
expenditures in the SMI Program ($23.6 trillion and $14.3 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 2086, captures
the full lifetime benefits, and taxes and premiums of all current and future participants. The shorter horizon
understates the total 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, 2012)

SMI
HI Part B Part D OASDI Total

Present value of future costs less

future taxes, premiums, and State

transfers for current participants .......... 10.1 12.4 4.9 24.3 51.7
Less current trust fund balance .............. 0.2 0.1 - 2.7 3.0
Equals net obligations for past and

current participants..........cccccceeeveeevenens 9.9 12.3 4.9 21.6 48.7
Plus net obligations for future

PartiCipants ......cccccceevvcciiieeieee e, (5.0 11.3 9.4 (1.1) 14.6
Equals net obligations through the

infinite future for all participants ........... 4.9 23.6 14.3 20.5 63.3
Present values of future costs less the

present values of future income over

the infinite horzon ............cocovveveveveene. 5.1 23.7 14.3 23.2 66.3

Details may not add to totals due to rounding.

Source: 2012 OASDI and Medicare Trustees’ Reports.
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Railroad Retirement, Black Lung, and Unemployment
Insurance

Railroad Retirement

The Railroad Retirement Board (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
Security taxes. Employees and employers pay tier | taxes at the same rate as Social Security taxes. Tier 1l taxes
finance railroad retirement benefit payments that are higher than Social Security levels.

Other sources of program income include: the RRB-SSA-CMS 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). See Note 26—Saocial
Insurance, for additional information on railroad retirement program financing.

The 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 may be transferred to the
NRRIT or used to offset transfers from the NRRIT to the Railroad Retirement Account. The NRRIT’s 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 $13.6 billion. During fiscal year 2012, the NRRIT made net transfers of $2.0
billion to the RRB to pay retirement benefits. Administrative expenses of the trust are paid out of trust assets. The
balance as of September 30, 2012, and 2011, of non-Federal securities and investments of the NRRIT are
disclosed in Note 9—Debt and Equity Securities.

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 26—Social Insurance.

Income and Expenditures. Chart 11 shows, in dollars, estimated railroad retirement income (excluding interest
and financial interchange income) and expenditures for the period 2012-2086 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
2012-2086

(In billions of dollars)
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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 2021, decrease slightly for the next 15 years, and then begin to grow
steadily after 2036.
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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 1l taxable payroll. The imbalances grow until 2021 but then begin to decrease somewhat steadily
as expenditures fall. Tax rates begin to decline after 2036, stabilizing in 2066 through 2076, and declining thereafter.
Compared to last year, projected tax rates are lower, on average. The tier 11 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 6.1 percent smaller shortfall of income to expenditures, and the high-cost scenario has a
7.3 percent higher shortfall. A higher discount rate reduces future values relative to a lower rate. As seen in the
table, the shortfall is 26.5 percent lower if the interest rate is 10 percent rather than 7.0 percent and 64.5 percent
higher when the interest rate is 4.0 percent rather than 7.0 percent.

Table 7
Present Values of Railroad Retirement Expenditures in Excess of Income
under Various Employment and Interest Rate Assumptions, 2012-2086

(Dollar values in billions; values of assumptions shown in parentheses)

Assumption Low Middle High
Emplovment 2 100.4 107.0 114.8
ployment ~.............. (-0.5%) (-2.0%) (-3.50)
Interest rate 78.6 107.0 176.0
................... (10.0%) (7.0%) (4.0%)

! The low and middle employment scenarios have passenger service employment remaining at 45,000 workers per year
and the remaining employment base declining at 0.5 percent and 2.0 percent, respectively, for the next 25 years. The
high-cost scenario has passenger service employment declining by 500 per workers per year until a level of 35,000 is
reached with the remaining employment base declining by 3.5 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, 2012. The data are consistent with the Statements of Social Insurance.

From a Governmentwide perspective, revenues are expected to fall short of expenditures by approximately
$107.0 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 Projections of Revenues and Expenditures for the
Railroad Retirement Program *?

(In billions of present value dollars as of January 1, 2012)

Estimated future income (excluding interest) ° received from or on behalf of:

Current participants who have attained retirement age............occcvvvveeeieeeveiiciivneennnn. 6.6
Current participants not yet having attained retirement age..........cccccceeevviicivineeennnn. 55.6
Those expected to become partiCipantsS..........cccvveeveree i 77.9
= g 1o o= L OSSR 140.0
Estimated future expenditures: *
Current participants who have attained retirement age...........cceccvvveeeeeeeeiivcvieneeeenn, 118.8
Current participants not yet having attained retirement age..........cccccceveevviiivieeennnnn. 94.7
Those expected to become pPartiCiPaNtS ..........ccouviiiieiiiiie e 33.5
Al PATICIPANTS ...ttt e e st e e e sbb e e e sbb e e e e sabreeeeeaes 247.0
Net obligations from budget perspective (expenditures less income)................. 107.0
Railroad Retirement Program assets (mostly investments stated at market) °......... 24.2
Financial interchange from Social Security TrUSt .........cceeiiiiiiiiiieeee e 84.2
Net obligations from trust fund PersSPective. ... (1.4)

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

% 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 7.0 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 1/1/2011,
whereas present values are as of 1/1/2012.

Black Lung

The Federal Coal Mine Health and Safety Act of 1969 created the Black Lung Disability Benefit Program to
provide compensation, medical, and survivor benefits for eligible coal miners who are totally disabled due to
pneumoconiosis (black lung disease) arising out of their coal mine employment. The survivor benefits are available
only for eligible survivors of coal miners who died due to pneumoconiosis. DOL operates the Black Lung Disability
Benefit Program. The BLDTF provides benefit payments to eligible coal miners totally disabled by pneumoconiosis
and to eligible survivors when no responsible mine operator can be assigned the liability. The beneficiary population
is a nearly closed universe in which attrition by death exceeds new entrants by a ratio of more than ten to one.

Excise taxes on coal mine operators, based on the sale of coal, are the primary source of financing black lung
disability payments and related administrative costs. The Black Lung Benefits Revenue Act provided for repayable
advances to the BLDTF from the General Fund of the Treasury, in the event that BLDTF resources were not
adequate to meet program obligations. Prior to legislation enacted in 2008 that allowed for the restructuring of
BLDTF debt, the trust fund had accumulated large liabilities from significant and growing shortfalls of excise taxes
relative to benefit payments and interest expenses.
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The Energy Improvement and Extension Act of 2008 (Public Law 110-343), enacted on October 3, 2008,
contained several provisions that significantly improved the BLDTF’s financial position, including:

e Continuation of a previously-enacted increase in coal excise tax rates for an additional 5 years, through
December 2018;

e Provision for the restructuring of BLDTF debt by refinancing the outstanding repayable advances with
proceeds from issuing new debt instruments with lower interest rates; and

e Establishment of a one-time appropriation that significantly reduced the outstanding debt of the BLDTF.

This Act also allowed that any debt issued by the BLDTF subsequent to the refinancing may be used to make
benefit payments, other authorized expenditures, or to repay debt and interest from the initial refinancing. All debt
issued by the BLDTF was effected as borrowing from the Treasury’s Bureau of the Public Debt.

On September 30, 2012, total liabilities of the BLDTF exceeded assets by $6.0 billion. Prior to the enactment
of Public Law 110-343, this shortfall was funded by repayable advances to the BLDTF, which are repayable with
interest. Pursuant to Public Law 110-343, any shortfall will be financed with debt instruments similar in form to
zero-coupon bonds.

From the budget or consolidated financial perspective, Chart 13 shows projected black lung expenditures
(excluding interest) and excise tax collections for the period 2013-2040. The significant assumptions used in the
most recent set of projections are shown in the “Black Lung” section of Note 26—Social Insurance. The projected
decrease in cash inflows in the year 2019 and, thereafter, is the result of a scheduled reduction in the tax rate on the
sale of coal. This rate reduction is projected to result in a 38.8 percent decrease in the amount of excise taxes
collected between the years 2018 and 2019.
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Chart 13—Estimated Black Lung Income and Expenditures (Excluding Interest)
2013-2040
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Table 9
Present Values of 28-Year Projections of Expenditures and Revenues
for the Black Lung Disability Benefit Program

(In billions of present value dollars, as of September 30, 2012)

Projected future eXPeNItUrES...........cccvriiiiie e e e e e e e e e e e snnrrneeeeens 2.7
Projected fUutUre taX INCOME.........oiiiiii et e 6.7
Net obligations from budget perspective (expenditures IeSs iNCOME).........cccveveerrinernnn, (4.0)
Accumulated balance due General FUNG ...t 5.7

Net obligations from trust fund Perspective ..........cccccvicieeie e i, 17

Note: Detail may not add to totals due to rounding.

Source: Department of Labor projections and Treasury Department calculations

Table 9 shows present values of 28-year projections of expenditures and revenues for the Black Lung
Disability Benefit Program computed as of September 30, 2012. Cashflows were discounted using the rates on the
debt in the BLDTF. From a Governmentwide (budget) perspective, the present value of expenditures is expected to
be less than the present value of income by $4.0 billion (a surplus). From a trust fund perspective, a large balance
($5.7 billion) is owed to the General Fund. From that perspective, when that accumulated balance is combined with
the cashflow surplus, the program has a shortfall of $1.7 billion in present value dollars. This compares to a shortfall
of $1.9 billion reported in last year’s Financial Report.

Unemployment Insurance

The Unemployment Insurance Program was created in 1935 to provide temporary partial wage replacement to
workers who lost 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. The program includes
the 50 U.S. states and Puerto Rico, U.S. Virgin Islands, and the District of Columbia. 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 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.

Chart 14 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 a negative net cashflow until 2013 followed by
positive net cashflow for the remainder of the projection period.

The Worker, Homeownership, and Business Assistance Act of 2009, was enacted on November 6, 2009. This
Act extended unemployment benefits to eligible recipients up to 14 additional weeks in all States. It also extended a
total of up to 20 additional weeks in States with unemployment of 8.5 percent or greater. It also amended section
3301 of the Internal Revenue Code of 1986 to extend the 0.2 percent Federal Unemployment Tax Act surtax on
covered employers through June 30, 2011. No benefits are payable for weeks of unemployment commencing before
the date of enactment of the Act.
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Public Law 111-205 Unemployment Compensation Extension Act of 2010, enacted on July 22, 2010, amends
the Supplemental Appropriation Act, 2008 with respect to the state-established individual emergency unemployment
compensation account and to apply to claims for Emergency Unemployment Compensation (EUC) payments the
terms and conditions of state unemployment compensation law relating to availability of work, active search for
work, and refusal to accept work. The Act extends the final dates for entering a federal-state agreement under the
EUC program through November 30, 2010. The Act also postpones the termination of the program until April 30,
2011, and amends the Assistance for Unemployed Workers and Struggling Families Act to extend until December 1,
2010, and requires Federal payments to states cover 100 percent of EUC.

Chart 14—Estimated Unemployment Trust Fund Cashflow
Using Expected Economic Conditions
2013-2022
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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 3.24 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 7.8 percent during fiscal year 2013, decreasing to below 6 percent in fiscal year
2017 and thereafter. Under Recovery Scenario One (lower than expected unemployment rates), the unemployment
rate decreases from 7.31 percent in fiscal year 2013 while net cash inflows peak in fiscal year 2013 and continue to
be positive through 2022. Under Recovery Scenario Two, net cash outflows including interest earnings and expenses
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are projected in fiscal years 2013 through 2015. Net cash inflows are reestablished in fiscal year 2016 and peak in
fiscal year 2018 with a drop in the unemployment rate to 7.65 percent and then lower rates for fiscal years 2019
through 2022.

Each scenario uses an open-group that includes current and future participants of the Unemployment Insurance
Program. Table 10 shows the impact on the UTF projections of varying projected unemployment rates. For example,
in Recovery Scenario Two, while tax income is projected to increase as higher layoffs result in higher employer
taxes, benefit outlays increase even more. From the Governmentwide (budget) perspective, under expected
conditions, the present value of income exceeds the present value of expenditures by $37.5 billion. From the same
perspective, under Recovery Scenario Two, the present value of income exceeds the present value of expenditures
by $3.6 billion. From a trust fund perspective, which takes into account the ($12.9) billion trust fund balance, the
program has a surplus of $24.6 billion under expected conditions. As explained below, the negative trust fund
balance reflects loans extended by the General Fund to the states.

Table 10

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

for Economic Conditions

(In billions of present value dollars, as of September 30, 2012)
Economic Conditions

Recovery Recovery
Scenario Scenario
Expected One Two
Projected future expenditures.............ccccvveveeeeeeiennns 403.0 384.3 507.6
Projected future cash iNCOME.......ccccccovvvviiieeeeeeeenn, 440.5 426.2 511.2
Net obligations from budget perspective
(expenditures 1eSS INCOME) .......ccoccvviveeeeeee e, (37.5) (41.9) (3.6)
Trust fuNd ASSELS ....vuvvvereriririiiriie e (12.9) (12.9) (12.9)
Net obligations from trust fund perspective *............. (24.6) (29.0) 9.3

! Net obligations from the trust fund perspective equals net obligations from the budget perspective minus trust fund
assets. The negative values in this line are indicative of surpluses.

Note: Detail may not add to totals due to rounding.

Source: 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 one 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 indicates a state is minimally solvent. States below this level are vulnerable to
exhausting their funds in a recession. States exhausting their reserve balance borrow funds from the Federal
Unemployment Account to make benefit payments.

Chart 15 presents the State by State results of this analysis as of September 30, 2012. As the chart illustrates,
38 state funds plus the funds of Puerto Rico and the Virgin Islands were below the minimal solvency ratio of 1.0 at
September 30, 2012.
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Chart 15—Unemployment Trust Fund Solvency as of September 30, 2012
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Deferred Maintenance and Repairs

Deferred maintenance and repairs are the estimated cost to bring Government-owned property, plant, and
equipment to an acceptable condition, resulting from not performing maintenance on a timely basis. Deferred
maintenance and repairs exclude the cost of expanding the capacity of assets or upgrading them to serve needs
different from those originally intended. The consequences of not performing regular maintenance and repairs could
include increased safety hazards, poor service to the public, higher costs in the future, and inefficient operations.
Estimated deferred maintenance and repairs cost are not accrued in the Statements of Net Cost or recognized as a
liability on the Balance Sheets.

The amounts disclosed for deferred maintenance and repairs are allowed to be measured using one of the
following three methods:

e Condition assessment surveys are periodic inspections of the Government-owned property to determine

the current condition and estimated cost to bring the property to an acceptable condition.

e Life-cycle cost forecast is an acquisition or procurement technique that considers operation, maintenance,

and other costs in addition to the acquisition cost of assets.

e Management analysis method is founded on inflation-adjusted reductions in maintenance funding since the

base year.

The amounts disclosed in the table below have all been measured using the condition assessment survey
method. The standards for acceptable operating condition and the changes in these standards and changes in asset
condition vary widely between the Federal entities.

Some deferred maintenance and repairs have been deemed critical. Such amounts and conditions are defined
by the individual agencies with responsibility for the safekeeping of these assets. The critical maintenance amount is
not included in the low or high estimates amounts and is reported separately. Low and high estimates are based on
the materiality of the estimated cost of returning the asset to the acceptable condition versus the total value of the
corresponding asset.

Deferred Maintenance and Repairs as of September 30, 2012, and 2011
Deferred Maintenance and Repairs
Cost Range
Low High Critical
Estimate Estimate Maintenance
(In billions of dollars) 2012 2011 2012 2011 2012 2011
Asset category:
Buildings, structures and
facilities .....ooovvvveeeeieieieiiiiins 315 31.3 34.5 36.4 106.3 97.6
Furniture, fixtures and
equipmMeNt ......ccvveevviiiiieeeeeenn, 0.1 0.1 0.1 0.1 1.3 25
Other general property, plant,
and equipment ..........ccccceeeeennn. 5.3 5.1 5.3 5.1 0.7 0.8
Heritage assets........ccccevveeeinnnns 0.9 0.9 0.8 0.9 1.7 1.2
Stewardship land....................... 5.8 3.6 8.4 5.2 - -
Total deferred maintenance.... __43.6 41.0 49.1 47.7 110.0 102.1
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Please refer to the individual financial statements of DOI, DOD, USDA, DOE, and VA for detailed significant
information on deferred maintenance and repairs, including the standards used for acceptable operating condition
and changes in asset condition.

Other Claims for Refunds

Management has estimated amounts that may be paid out as other claims for tax refunds. This estimate represents
an amount (principal and interest) that may be paid for claims pending judicial review by the Federal courts or,
internally, by appeals. The total estimated payout (including principal and interest) for claims pending judicial review
by the Federal courts is $6.1 billion and $8.1 billion for fiscal years 2012 and 2011, respectively. For those under
appeal, the estimated payout is $5.3 billion and $7.5 billion for fiscal years 2012 and 2011, respectively. There are also
unasserted claims for refunds of certain excise taxes. Although these refund claims have been deemed to be probable,
they do not meet the criteria in SFFAS No. 5 for reporting the amounts in the balance sheets or for disclosure in the
Notes to the Financial Statements. However, they meet the criteria in SFFAS No. 7 for inclusion as Required
Supplementary Information. To the extent judgments against the Government for these claims prompt other similarly
situated taxpayers to file similar refund claims, these amounts could become significantly greater.

Tax Assessments

The Government is authorized and required to make inquiries, determinations, and assessments of all taxes that
have not been duly paid. Unpaid assessments result from taxpayers filing returns without sufficient payment, as well
as enforcement programs such as examination, under-reporter, substitute for return and combined annual wage
reporting. Assessments with little or no future collection potential are called write-offs. Although compliance
assessments and write-offs are not considered receivables under Federal accounting standards, they represent legally
enforceable claims of the Government. There is, however, a significant difference in the collection potential between
compliance assessments and receivables.

Compliance assessments and pre-assessment work in process are $89.6 billion and $105.0 billion for fiscal
years 2012 and 2011, respectively. The amount of allowance for uncollectible amounts pertaining to compliance
assessments cannot be reasonably estimated, and thus the net realizable value of the value of the pre-assessment
work-in-process cannot be determined. The amount of assessments agencies have statutory authority to collect at the
end of the period but that have been written off and excluded from accounts receivable are $125.1 billion and $106.6
billion for fiscal years 2012 and 2011, respectively.
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Risk Assumed

Risk assumed information is important for all Federal insurance and guarantee programs, except social
insurance, life insurance, and loan guarantee programs. Risk assumed is generally measured by the present value of
unpaid expected losses net of associated premiums, based on the risk inherent in the insurance or guarantee coverage
in force. In addition to the liability for unpaid insurance claims included in Note 18—Insurance and Guarantee
Program Liabilities, for events that have already occurred, the Government also is required to report as
supplementary information risk assumed amounts and the periodic changes in those amounts.

The assessments of losses expected based on the risk assumed are based on actuarial or financial methods that
include information and assumptions applicable to the economic, legal, and policy environment in force at the time
the assessments are made. Management has estimated the loss amounts based on the risk assumed as well as the
periodic changes.

Please refer to the individual financial statements of the PBGC, USDA, and NCUA for further detailed
information, including information as to the indicators of the range of uncertainty around expected estimates and the
indicators of the sensitivity of the estimates to changes in major assumptions. We note that this table does not
include all federal insurance and guarantee programs.

Risk Assumed Information as of September 30, 2012, and 2011

(In billions of dollars) 2012 2011

Present value of unpaid expected losses,
net of associated premiums:

Pension Benefit Guaranty Corporation.......... 321.7 250.2
Department of Agriculture............ccccccoveveiennnns 18.3 8.8
National Credit Union Administration............. 3.4 7.4
Allother..........coo 0.9 0.9

TOA .ooooeoe e 344.3 267.3

Periodic changes in risk assumed amounts:

Pension Benefit Guaranty Corporation.......... 71.5 60.2
Department of Agriculture..............ccocceeeennne. 9.5 1.3
National Credit Union Administration............ (4.0) (0.2)
AllOther.......ooovviiiiiiiee e - (1.2)

B 1o - [P 77.0 60.3
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