
MEDICARE COMPROMISE B 

MEDICAL SAVINGS ACCOUNTS (MSAs) AND OTHER PLAN OPTIONS 

• 	 Allow MSAs as MJdicare choice, to be phased in ,over a 
three-year peridd, with enrollment capped at 10% of 
beneficiaries. In the first year, capitation payments 
would be 75% of the AAPCC (instead of 95% as ip current 
risk'contracts); legislation would include mechanism 
for "overpayment' adjuster" to lower capitation payments 
in the following year if payments in a given year 
turned out to e:x!ceed true health costs of beneficiaries 
by more than 10%:. ,In order to' provide data needed for 
this assessment,l beneficiaries choosing MSAs would be . 
required to report on year-end balances .in their MSAs. 
Beneficiaries WO;Uld be requ~red to spend MSA balances 
only on health clare costs as defined by the 
Secretary, and there would be a two-year "lock-in" 
requirement. Jo~nt Congressional/Presidential 
comm~ssio~ to stfdy, and make recommendations about 
cont1nuat10n of program at the end of three-year 
phase in. I " 

• 	 Allow private fe~-for-service plans as Medicare choice 
provided that (1) limits on balance billing by 
physicians under

l 
current law would continue to apply to 

all services prorided to plan enrollees; (2) plans 
would have to co~ply with same quality 'assurance and 
beneficiary protection standards that apply to other 
plans; (3) plans, could only be marketed in a county in 
which, during the preceding year, at least 60% of all 
practicingphysibians (including at least 50% in each 
of the major spebialties) "participated" (i.e., 
accepted aSSignmtnt on all claims) in Medicare. 

NO "FAILSAFE" OR "LOOKBACK" CAPS ON FEE-FOR-SERVICE 

BALANCE BILLING 

• 	 No balance billing permitted for authorized services 
received out-of-plan. 

• 	 Balance billing permitted for private-for-for service 
demonstration (see above), but limited to current-law 
effective rate fbr fee-for-service. 

I 

PREMIUMS ABOVE MEDICARE CAPITATED PAYMENT 

• 	 Plans may chargelup to their adjusted community rate 
for basic Medicare benefits, but may not exceed 
Medicare payment amount. 



• 	 No limits on premiums for supplemental benefits if 

full disclosure made. 


MEDIGAP PROTECTION 

• 	 Require Medigap plans to accept all -beneficiaries who 
elect coverage during annual open enrollment period to 

Iprotect those who choose one of the new managed care 
plans but then .ant to return to traditional fee-for
service Medicare. 

I
• 	 Allow Medigap plans to charge higher premiums to those 

who 'elect Medigap after managed care plans, but plans 
would be required to charge the same average premium 
charged by that/Plan to beneficiaries with comparable 
demographics (e.g.,age). ' 

ENROLLMENT 	 I 
• 	 Secretary Would/provide, through third party, 

information to all beneficiaries about plans available 
in area (simiiar tb Federal Employees Health Benefits 
Program process;). Require enrollment to b,e conducted 
by third party I(Le., not by health plans>, for one-year 
transition peripd, though plans could market directly 
to beneficiarie~ after initial information about all 

t.. 	 •plans has ,been prov1ded (and after the plan's market1ng 
brochures, etc+ have been approved by the secretary). 

• 	 After one-year Itransition period, plans could enroll 
beneficiaries directly. Health screening prohibited. 

SAVINGS PROPOSALS 

• 	 Increase overa]l Medicare savings to $146 billion. 
I 

• 	 Savings of $146 billion includes proposal for income
related PartB/premium. Under this policy, higher
income beneficiaries a Part B premium up to 75% of 
program costs,~eginning at modified adjusted gross 
incomes of $10Q,000 for singles, (phasing u~ to 75% at 
$125,000) and $125,000 for couples(phasing up to 75% at , 
$150,QOO). This proposal could be expected to save in " 
the neighborho<i>d of $10 billion over 7 years. " 



CHANGES INCLUiED IN MEDICARE COMPROMISE B 

MEDICAL SAVINGS ACCOUNTS (MSAs) AND OTHER PLAN OPTIONS 
I . 

• 	 MSAs--Dr~p th~ demonJtration terminology, and instead allow 
them to go nationwid~ with MSAS, but provide for a 3-year 
phase-in with a io% 6ap. A 3-year phase-in is ~easonable 
(these products won'tlbe available nationwide for about that 
long, anyway), and the Compromise B proposal has other 
features that protect!Medicare from losing lots of money and 
beneficiaries, includi:ng: (1) limiting participants to 10% of 
beneficiaries - (around 3.5 million' people); (2) holding 
capitated payments in !the first year to only 75% of the AAPCC 
or average fee-for-serrice payment rate (this would be around 
$360.0 annually, as opppsed to the nearly $4800 annually that 
we pay for beneficiaries in risk contracts; the lower rate 
will help to compensat~ for the fact that ~any beneficiaries 
who currently spend very little. will be attracted to MSAs)i 
(3) requiring an "overpayment adjuster" in the legislation so 
that we can adjust paWnents in any year following a year in 
which the data indicates that the capitated payments were more 

. than 10% higher than ~hat. the beneficiaries' actual health 
costs were; (4) requiri'ng a long~r lock-in for MSAs (two years 
as opposed to one); (5)i requiring MSA balances to be spent on 
health expenses asde~ined by the' secretary and requiring 
beneficiaries to report to HCFA on year-end balances {so we 

• I. . 	 • 

can determlne how much t'prof 1 t" they are. gettlng (or how much 
money Medicare is losing).. . 

All of these factors wlill make MSAs less attractive at the 
margins to beneficiarieis; although the Conference staff will 

• I 	 • 
want to negotlate from qere (I am sure they wlll want to start 
at a capitation rate h~gher than 75%, for example), all of 
these conditions are defensible (the Speaker himself has 
talked about a mechanismi like the "overpayment adjuster"), and 

I 	 . 

we should not do this unless we get most of them. 
I 

• 	 ~rivate fee-for-service blans--compromise B allows these plans 
to . be offered withouti a demonstration, but it includes 
features that (1) require physicians tn abide by current law 
balance billing limits h~- (2). require; that a county have a 
certain minimum partibiation lev~~ by. physicians in 
traditonal Medicare before these plans can be offered. Both 
of these features will fuinimize the incentives that doctors 
might have to leave traditional Medicare. 

! 
NO."FAILSAFE" OR "LOOKBACK" CAPS ON FEE-FOR-SERVICE 

I 

• 	 This doesn't change. IJ is even more important if we.allow 
them to go wall-to-wall with MSAs and private fee-for-service 



plans, in order that the attractiveness'of these new plans to 
beneficiaries and.proriders not drive up the per capita cost 
.of those left in fee-for-service so significantly above the 
projections that feel for-service Medicare will .continue to 
breach the caps, be cut, and eventually "wither on the, vine .. 

BALANC~ BILLING 	 I 
• 	 This doesn't change. ~his is one we need to have if we are to 

preserve our positiort about protecting seniors/maintaining 
Medicare as a 
contribution. II 

Ifdefin~d 
! 

benefit" as opposed to a "defined 

PREMIUMS ABOVE MEDICARE 
I·

CAPITATED PAYMENT 

• This doesn't change, either. We've' already compromised 
. somewhat in compromise A, in that we allow unlimited premiums 
for supplemental benefits so long as there is full disclosure. 

HEDIGAP PROTECTION I' 	 , 
• 	 This doesn't change. 1\gain, we've already compromised some by 

bowing to their concerrt about the effect that cOI).Ullunity rating 
of Medigap premiums might have on premiums; we allow Medigap 
insurers to charge higher premiums (so. long as they are the 
same for everyone withj the same demographic characteristics) 
to those who come bac~ to fee-for-service after being in an 
MSA or private fee-for~service plan. 

ENROLLMENT 

• compromise B specifies a one-year transition' period before 
plans can contact land enroll benef iciaries, directly 
(Compromise A was vagueIon how long the transition might last, 
but we discussed som~thing .like 3 years with Conference 
staff). I think they will agree with this. otherwise, we've 
essentially folded onl this one--this is probably not a 
problem, because they ~gree with the provision of FEHBP-like 
information to all beneficiaries, and if there are marketing 
abuses--which there sur:elY will be in any event--we will hear 
about them, and Congress can deal with it. 

SAVINGS PROPOSALS 

• 	 We've ':loved up tc$146 billion-"":'I assume this is a net number. 
If it is, then '_hat means we would need gross savings of 
around $153 billion or s:o, because our additional benefits are 
costing us around $7 bi~lion. [Note: I'd accomplish this by 
taking our $131 gross (~.e., $124 net) and adding the income
related premium ($10 billion, we hope) ,and then I'd look for 
another $5 or so frortt a combination of ratcheting down 
slightly on managed carel payment rates and the hospital update 
in the out-years.] . 



'

MEDICAL SAVINGS ACCOUNTS: CONCERNS BY HEALTH POllCY EXPERTS 

The articles and editorials in the following newspapers and magazines express concerns about 
the negative impacts of medical savings accounts (MSAs).. In addition, analysts from the 
listed think tanks have conducted studies which Ieve3J. the problems with MSAs: 

The New York Times 

The Washington Post 

The C1ticago 7iibUlU 

The Los Angeles Times 

The Boston Globe 

The Wall Street Journal 
. . 

The Inditmapolis StIIr 

The New Republic 

U.s. News and World Report 

Blue Cross & Blue Shield ofOhio 

Tax Notes . 

Center on Budget tm4 PDIicy Priorities 

A,merictm CoUege ofPhyskians 

The Brookings Institution 

Consumers Union 

Selected articles and editorials are att:achCd. For copies of other articles or studies, please fed 
free to call 456-5560. 



Thl! New York Times 

"G.O.P Bill Would Profit Insurer With Ties to Party" 

, by Robert Pear ' I 


04/14/96 I 


" The Golden Rule Insurance Comp;my, which has close ties.4l Republican leaders, would 
, . " profit from the medical savings accounts Icurrently being ~ by Republicans in 
, 'Congress.. ~icam; argue that medicid savings acco~ expand health care choices 
'for beneficiarles. But many Democrats +y that MSAs -{!!pjch will only help the healthier 

and wealthier - is a payback to generous lobbying campaigns from companies like Golden 
~e~~ , , 

Washington Post 

"Health Care Turnabout" 
:Editorial , 
4109/96 

In the last Congress, Republicans argued that health care reform should be maeiDeDtat But 
,,' now it is Republicans who are loading up the moderate Kassebaum-~y health care bill 

'" ,with controversial amendments, the worSt, of which is medical savings acCounts. MSAs 
'. would split and weak~ the insurance 'sykem. While healthy beneficiaries-wOuld choose , 

"MSAs, vUlnerable beneficiaries 'would ~ left in conventional insurance programs and would. 
, likely see their health care costs go up. 

. .-, 

"Bad Move on Health Care" 

Editorial 


, 3/18196 


It Used to seem as if Congress was going to pass modest health care reform, now Republicans ' 
, , are threatening to add amendments WIDell could derail Kassebaum-Kennedy and some of 

which Should ,derail it. Medical savings accounts are one proposed amendmcilt whicli would 
" ,wc:aken and fragment the system. While many people - including physicians who think it 

might save them from mariaged care - support MSAs, these savings accounts would create 
two-tiered health care system and increase the number of uninsured. 

, I 
"Medical Savings Accounts: Potential aqd Pitfalls" 


,,', by stuart Auerbach '
I 

••... Proponents argue that medical savings ~ts give patients incentives to lower their hcallll 
,,,' ,', Care costs. However, MSAs would drain profits from the current system, leaving older and 
: :' , ,sicker Americans in more expensive Coxiventional health care programs. 

\ ' .. 

, ..,',' 
"', . 
; / . 



~ 

Los Angeles 1'imeS 

"Nix Insurance with a Tax Break; Health Care: HilW Deductibles Won't Reduce Costly 
Hospital Stays and Tests, the Most ~ive Segnlent of Care", 

4n~5 . .' '/ ' .' '.' 

Medical savmgs accounts would not save health care dollaxs because most health care money 
is spent on a few sick people who are be~ond cost-reducing incentives. They would, 
however, encourage 00ct0lS to focus on segments of'care where financing is still open~nded, 
mainly long-tenn care and liospitaIizatio~. Even with cost-reducing incentives, however, , 
MSAs could still not compete with ~ed care because unlike MSAs managed care could· 
control the costs of their high cost ~ts. Fw;thermore, the article points out that MSAs 
would be attractive to the healthy and wealthy but would inaease costs for sick and high risk 
beneficiaries. -. . 

"MSAs a Suicidal Shoal for GOP" 
b David WarshY , 
4f12J96 ' 

MSAs will cherry pick the rich and healthy who would opt out of the of their existing 
.' insurance plan. Those who am pOmeC aM Sicker who would be left in more expensive 

traditional plans. MSAs are backed by the Golden Rule Insurance Company, whicl1 already . 
unapologetically insures Only those likely to remain healthy. Medical savings accounts are ' 

, also supported by some conservative ~ tanks and by Republic:a.n leaders, many of whom 
believe that this consumer controlled option help differentiate them from PresideDt Ointon. 

\1 
"Medical Savings Mirage" 
Editorial 

11118195 

Medical insurance wmks best if it is spr¢ad widely aaoss the population. We want policies 
which distribute health care oosts. MSAs do the exact opposite and therefore should have no 
place in our budget. MSAs are likely td have a harmful effect on young people who are 
more likely to use them. 



,;. , 

.' Thp waU Street Journal 

'The Sick Would Lose, Healthy WQUld G~" 


:, : Letter to the Editor 

, Len Nichols, Marilyn Moon, Susan Wall, 
The Urban Institute 


11/03/95 

. 

, Authors disagree with a WSJ editorial that says the sick would gain from MSAs~ TIley 
'. believe that perhaps some sick people w~ currently have no out-of-pocket maximum would 
gain, but that healthiest beneficiaries would undoubtably gain the most from medical savings 

. ' accounts. 

" '. "Politics and Policy: Golden Rule Insurance Takes Lead in Advocating Mass as a Way of 
, Controlling Health Care Costs" 

by. Phil Kuntz 

05/15/95 


Golden Rule Insurance Company, the industry leader in marketing MSAs to the private 
sector, has.been touting MSAs to politicilms while pouring 'hundreds of thousands of dollars 
into their campaigns. I" 

, . "Politics and Policy: Goodman's MedicallSavings Accounts Become a Hot Alternative to 
Overhauling Health Care" 

by Laurie McGinley 

04/12/95 


, 

. MSAs which were viewed in 1994 by many Democrats as 
. 

a peripheral issue, have become 
: central plank in the GOP plan. Many exPect some.kind of MSA,to pass Congress, which 
underscores how much the health care debate has shifted. 

TIu IndUmapolis Stor 

"Congress Ready to Adopt His Pet Project" 

,by Larry Macintyre and George Stuteville 

10/10/95 


Pat Rooney, the chairman of Golden Rule Insurance Company may finally reap the political 
rewards for his and other executivets neakly $1.5 million contributions to Congress. Congress 

. may pass legislation which allows tax frJe medical savings accounts, which would benefits 
. companies like Golden Rule Insurance . 

. \ . 
'," 



ThI New Republic 

"The Gold Standard" 
by John Judis 
11/06195 

Judis aiticizes a Congress which he says is unduly influenced by special interests. One· 
extreme example of this is medical savings accounts tacked on to the Medicare bill by 
Republicans who were responding tc;> a five year lobbying campaign by the Golden Rule 
Insurance Company. While Golden Rule [Olainnan Pat RQOney claimed that medical savings 
accounts will save $220 billion in health ~costs, there is no evidence that MSAs would 
save any money~ Instead, MSAs would discourage preventive care, benefit the healthy and 
wealthy, and undermine health care for lck well off AmericaJis. . 

. U.s. News and World Report 

"There They Go Again: This Years Battlt Over Health Care Reform is a ·Political Barometer" 

by David Bowerlaster·and Bruce Auster 

04/08196. 


MSAs are the most controveISial aSpect of the Kennedy-Kassebaum bill which critics argue . 
will split the inSurance market by attractihg hCaltbier and wealthier individuals and leaving 
sicker and less well off beneficiaries in chnventiooaJ. insuraDc:e programs. . 

Bbu Cross and BJw Shield ofOhio 

I . 

"Medical Savings Accouuts: A Quick FIX That Could Destroy the American Health Care 
. System"· 

by John Buny, Jr~ 

Medical savings accounts would be a wfudfall for the healthy and wealthy and would 
I .

eventually bankrupt the health care system.. 

Tax Notes 

"Medical Shelter Accounts" 
. by Lee Sheppard 

As drafted in the House bill, MSAs wOtild be one large tax shelter. Employers would find 
MSAs very attractive, since paying intoj1an MSA in lieu of wages would enable them 'to avoid 
paying social security tax. The MSA is even a better deal for employees who pay: no taxes if 
they withdraw money for medical expenses and pay income tax and a penalty.tax if they . 
withdraw for non-medical purposes, whlch combined are less than the normal income.tax and 



social security tax on income. Furthermo~e, MSAs would be entirely excluded from the 
taxable estate. It is clear that the rich will 'use MSAs as ,another tax-preferred investment 
account. 

.. ,.. 
" 

:'
.' . 

Center on Budget and Policy Prioritia 

',::~ , "MSA Provision in Health ~e Reform Bill'Creates Tax Shelter and'Casts,Doubt on 
, ' Expailsion of Insurance Coverage" 
, , ,by Iris Lav 

This 'article cites a number of reasons.why the, inclusion of medical savings accounts in the 
health care reform bill could make it ~ difficult and less affordable for employers to offer 

, adequate health insurance to employees most in need of it Since the purpose of the health ... 	, 
care reform bill is to expand insurance coverage, the ,inclusion of, MSAs could undermine the 

, fundamental purpose of this legislation. 

." 	 '''Who,Will Use Medical Savings,Accountsand Why Will They Use Them?" 

,by Iris Lav 


The'Joint Committee on Taxation recently released a study whicll estimates that large portion 
"" of middle~:~I9'Y7:.~pc!;9P.I~,w~..:,~use;,of~!~:.This. d$.l, has been used.to 

answt;.r critics::'Ybp,~y,~ ~wouI4ionly~~efitthe,'WealU1y.',Lav argues that while low? 
, " ' and nuddle inconie taxp(ly~J:S :maY p<I.i:U~in'MS& .mv,pl,untarny, it coukl seriouslyc; ;.' 

undermine their access to bC:altb. care. nley would likely participate ill MSAs because their 
employersrep1aced their CODventiOnai. ~thinsuraDce plan with MSAs. 1bose with chronic 
health problems that require continuing eke or consume large'amonms of preventive', care; ;, 
may no longet be able to afford their neebsaty health care costs' unc:JeC a ~ deductible 
plan. FurthennoredheR(, isnothing:u.,thei, ~ntbiU wpicll~requires employers to, make any 

, deposits to MSAs as a condition of offering high.:..aeductible insurance. Without employer'" 
"~" , contributions, low and JllOderate income ~mployees woUld have to finance their ,ugh': " ',' 

deductibles ~one, making it even more likely that they will incur linaffordable health care 
.', ' costs or txtunable, to'afford; adeq~' ley~ls. of ,health'~care services., , " " : " , 

',' \ ,;' Anurican OJUege 0/Physiciaru 
, '!. 

"Medical Savings Accounts" 

, . . . by lack A Ginsburg 


.. ' The American College of Physicians expresses concern that medical savings accounts may not 
.: " help; tb.~W.ho are1,UlCmp,IQyed 9r low ¥Ki middle-in,.come:wl1o e:annot. afford such acx;:ounts. 

Indeed; MS.AsmaY.~tin ~,~m;tth~,~ protection ~,gteafe~ out-of-~et 
- ... costs, for those,most 1A n~;of,thea,lth C:3f~ :selVlCCS: .ProblelllS of adverse risk could ~ as 

the healthy:'choose to establish MSAs causjng higher premiums for the less well off who are 
left in traditio~insurance programs. ' -	 " 

': " 

::,,:";., 

, .' . ' 
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The Brookings Institution 


. "Medical Savings Accounts: Facts versus Fiction" 
by Joseph White 

This amcle makes three central points: 1) Medical savings accounts will not resolve the . 
current health financing problems; 2) An IMSA-based approach will have winneIS and losers. 
The winners will be those who are healiliier and the losers will be those individuals with 
greater health problems; and 3) MSAsal6newill not expand access to health care. In fact, 

. I·. 
they could even reduce access for those who need health care the most. 

Consumers Union 

The Consumers Union cites a number ·of reasons Congress should reject MSAs including, 1) 
Risk ,selection. MSAs would' further divi& a system which already caters to the health aDd' . 
wealthy at the expense. of pooler and sicker individuals; 2) Low iDcome individuals, who 
will not be able to afford high deductibl~ and out-of-pocket costs will be left in the 
traditioDal insurance pool with higher hJtth care costs; 3) MSAs wGlld iDaease thesizc of 
the federal budget 4) there would be no ~cguanis for consumers who choose MSAs, so even 
those who could afford them. may not be guaranteed health care coverage. 

n. Medical Savings Accounts for Medicare Beneficiaries 

The New York 7imis 

"Drop Medical Savings Accounts" 
Editorial 
11/13/95 

MSAs would attract healthy and wealthy beneficiaries who could afford .high dedUctibles. 
However, these retirees would choose tax-free accounts when their healthy and then revert 
back to traditional Medicare when they get sick. Furthermore, according to CBO, MSAs 
would drain health care revenues and .inC&ase the budget deficit. Congress should 

I • 

reconfigure Medicare on behalf of all ~ BOt just a select few. 

j j 



"Medicare Misfire" 
Editorial 
09/17195 

While Speaker Gingrich claims he wan~ to reform Medicare, his proposals w~d undermine 
health care for the elderly. Tax-free ~vings accounts would only attract healthy retirees, 
leaving the chronically ill to sign up with managed care and Government health programs. 

Chicago Trib"," 

"Don't Put Much Faith in the Republican's Hype About, FlXingMedicare with Medical 
Savings Acmunts" 1 " 

by Joan Beck . 
10126195 

Medi~··~vings ~Dts v.::ou1d not, ~ House Republicans suggest, CODtribute to savings in 
h~th care;;: MSAs, are auuntrie(H~ developed by Golden Rule Insura:ac.e, a savvy . 
lobbying OIpnizatioa offeriDgla~ PouncatcontributioDs. We need to cut the costs of . 
Medicare, .:t>ut. glvUlg ~y~'~,,#00 stay healthy woul,4 just'nUsc overall health CU'e, 

~J ~. those· ~th high costs would opt. for traditional Medicare;;, " 

Wall Street Joll17llll 

"Unequal Treameat~'~ ~'.~,bY!l~.Wouldf.Dd Egalitarian AppIQaclc 

Wealthy Stand to GaiIJ, the Poor MaYj Be Hurt" . . 

by Laurie McGiDley and oms Georges ..... 


. 10/20195 . '.1 . 

The bills beforethc House and the Jnate could tum Medi~e ~~;amul~-~ ~~~,:, :,' 
Medical savings accoUnts are'only mentioned in one section of this article about broad', " . 
sweeping health care reform. Au1:liork cite aitics who say MSAs would only be a viable 
optionfor the~thy a:04 wealthy aJd ~gu{!:~th.at: l<;aymg the sickCEr:weaker .beneficiaries , in 
the fIaditionalprogiam :wouldtrigger risi)1g healt:li',carc costs and further cutbacks,in" 
covel'8ge~: "",,' (.:," .. ,,' . ',',<,'",:'.; '. 

," . 
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Medical SavingsAcco~ts: Potential and'Pitfalls 
Healthy Americans Could Save and Gel Cash. but Older and Sicker lrDuId,Su/fer, Critics Say 

.. _.._-,___ --,- ..' . . - I, ' . c, ' - , '" 
mIlar wam:rs. One of tile ,~ ¥lSI- bebeYes pallCllts $baWd buy he:1Ith tnIClI UIe UII.IIcaItltv and gmng It to 
hIe employers IS GOI' IlfeSIGClltIlIl' a:etnesame_r~buyars-Or UIe healthy: Hustuduscned. 
booeiIII. ~ ,s_ ,;)tC'le- Forocs, ~.crnoes·cba~ bOSC!I- That I\zcIpens beause ~ 

Wbell Jack Strayer aevelo(led jr_ 1III\OSC Foroes ma1l'UlllC ~' ws and OCher pn:Mdcrs CNl'ge. He .t .health 1IlIiUntIOe pbft$ -W' be 
waftS 011 Ius iace ifOlll a {ullgus .1_ SOO~:~ rio ~ SI7$ ~ U':adIacml ~ CIIS1Irl1Ke Idt wtth CQSU oi c::annc toe UIe cMdest 
pd.cd up ai unilCluhe \"'UClWI. be Rulelnsur.ulce '-0, Q ~ plans CII1Cf IJO IIICaIIM:S IIX' ~ ;and ,ideest patients wbile' "ni....;
dcaded (0 line them. oumed off .."!til 1.200 CfIIIIIO\ICCi, rcwer UWI ' to QUC:S\]OIl doaors abaqt their ICC!' ' .. --.,.'
-.boat,~ 1Os:avc S120. He 100 dN cmoio¥ecs IIllefSCVUV usc aut that QauetIU -sci 40 so a lower healthy patlelltS wouI4 opt lOr the ex
:also put Ius lID ~~ ior bid to .1 mc<ilC::ai sa\'lII1lS account _! ' costs me:aAt asillll thear IlQCXe(S. trlH:asll that medial AVJnttS,ae: 
d:ne~, Nonetheless. sum OWlS ~¥c I!- The pUlIS attact nsHIg medICal ~U 1Ilow, s.:ud Sus:aaFoxwonh 

I! Scnyu bI bis way. Cat'. bow a¥tcd a:auonal anClloaa and ~ be- (QSt$ "'by &Mng CIOCISIlIDers a sake in ~. SCIUOC du1;a«« f,abbc: pal
:aD Amenc:ms 'II'IlIIId sbapfor d.x:ir ing promoted by some IlIl!Slaan rcdllCllg thc1a.-, J. Patnck Rooner. r:::r at ford NotorCo.. wtuda JC)C:QCIs' 
he:1Ith care. . ~ and lI.eoubbcan conll1'~i ciwnnan.o( GoIclCa Rule.lDld' Ptm<o- ,SI.4 bi1hon a -wear. aa bealtb bendi.ts. 

The bcalIh ace pi:an Scn1lel' yses te:aCk:rs. >OM lIKOIlIQ(att'O ulelU G, cwl's'\\ccm-. He adcIed Wt ~ In tnt IIISI.U':aIlCe 6eId. tIiss I:S ~'1. 
iDcb:Ses'.!l1IIOlIc::::d a_gs ~ the House lejzlSulion to o~erGlui Rule's Iwo.:,.ear: expcneace '!ntll asc:rc:uiulwllmilig«c:tae:rryc*:lanc. 
His~. cbe ~ fix' A!focd-, Mediate. gmR2 scruOr atm!ns IlIe medial sa'Vll!.£S accoaiI.ts his ~ a -MSA.s ""IlIIJd be a wiAdfaIl for the 
able ~ Il:isunaai III AleD.ridna. . ~ to OKK meGlQl Sa\'1l\f'- wondenuI sucx:ess* dDt "'aInuoUed helltllv aad 1 bane to the SICk. l'he\
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'HEADLINE: NIX INSURANCE WITH A TAX BREAK; 
, ' I

,HEALTH CARE: HIGH DEDUCTIBLES WON'T REDUCE COSTLY HOSPITAL STAYS AND TESTS, THE 
MOST EXPENSIVE SEGMENT OF CARE. 'I 

~YLINE: By ALAINe. ENTHOVEN <l;IldSARA IJ. SINGER, Alain C. Enthoven is a 
professor at Stanford University's Grciduate School of Business. Sara J. Singer 

_____~~"his special assistant.' I 
BODY: 

At least four members of_ the calHqrnia Legislature have" copied some fed~ral 
lawmakers and ,introduced bills tha£wouldcreate tax-favored medical savings 
account,s designed to~e used in combirlatiou' withhigh-deductihle or '. ' 
"catasd:::ophlc" inSurance (for exa:mPie'i the patient pays th~ first $3,000 a year)" , ,,' '" '",",," ...," 

to encourage people to. set aside the money ne~4~d" to 'pay for care below the 
deductible .. (The itew:';'tax-favoredMS~ differ",from tax-free accounts available 
to ~9ril~ peop.l~, ~~w through thei~' emplJyer$,bec~use 'theY,woy.id be available to

,"', " ,.' ' , ., 'I " ", . , ' ,,' ' ,,' 
everyone, and mo,neyuot spenta~ the, end of the year would a¢cimtula:t~ ~athe:r: 

, '.' • -j:' . ',. ' "" .' ' . J "", .l; '"'' . ( . .

than b~l.ng, forfel.ted. ) 
',.'. '. ' ! 

The idea is' that, :if consumers use' their, ,own money, they .woUld be more 
cost:"cq~sci~s, ip. their use':6:f'6¥:e.:ktd;:'if ,th~yc'c~u.lcl,"haye t·ax..,f,B.YOre4:.MsAs, 
they would be more..:likely <to accept high:·'d~duct.ibles "'. :',' . 

. . ..,' 'f~. c ,.r!, ,.; :t;,V ',', ~',: 

But this is the wrong way'f6r·,the federal goverriment, to soive health..:care 
cost, access an4.quatity:propi~m.s aJi(:iI~ ~;'en w~;;'se,:'~olution: 'forcal'ifornia 
alon,e. .. '"" , >C,' ',.' , " .",' <<, ,' " :, " 

.~' f' -',1. 

Exempting MSA$fro.n state 'taxes prJ~;lY would 'be ineffe6ti';'e, because 
people !'S behaviorc"is driven m.a.iJ;ilY,:liY;1f~derai 'tax.con.~iderations. ~d'even i'f 
favorable'stat"e'tax treatment: pe:tsuaded p'eopl~"to, adopt' MSAs ".thigh~d~ductible 
cover~ge ~ould d~,little to"~9derat~ ~ostgrowth in.th::1ong run, sincemos~ 
spendl.ng'l.s'concentratedron a few s~ck people who are beyond the,cost-reducl.ng 
incenti';'esof the deductible: In,1993)SO% of health-care spending went for th~ 
15~ of people with the highest costs, 'exceeding $3,050. When someone is 
diagnosed with a condition he kIlc,ws' wil,l cost more than $3,000" tdtreat, more 

'- " { - , 
care for his whole family is' "free." The incentive to e'conomize is gone. 

" " 1
The impprtant opportunity for savings is not in deterring mothers from taking 

their children to the pediatrician. for the sniff:i.es, but in'motivating doctors 
to p~ovide high-cost care efficientlYJ and only when it is appropriate. Once 
hospitalized, patients' spending ,is udaffected by coinsurance and deductibles,

I . 

because catastrophic coverage has no ~mpact on doctors"incentives. If everyone 
had $3,OOO-deductible insurance, doctors and hospitals would focus on the 

dEXIS·.NEXIS'lEXIS-· NEXIS' 
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segment of care ~n ~h~ch f~ancing was st~ll open-ended. ped~atr~cians would 
ieave primary care and go'~to neonat6~ogy. Costs wo~d increase due to ~ack of 
pr.v.nt~ve ••~ia•• and ••r1y tr._t~e~t4 For examp10, _ reo.nt atudy o£ -CUt. 

appendicitis patients in California'f6und that patients covered under indemnity 
insurance were 20~ more likely than t&ose in prepaid (first-dollar) plans to 
develop ruptured appendixes~ I . 

Another important problem with catastrophic coverage is that the 
$3,OOO-deductible policy would be rel~tivelyattractive to the healthy and 

. ' , , I 
wealthy. Those ~ho could ,afford it would be ahead financially so long as they 
did not need.to use their deductible. IThis would increase costs for the.sick and 
high-risk, left in comprehensive cO'lie*age. f'o1aking'thecontr'ibutions to an MSA 
tax-preferred would make catastrophic Icoverage even more at'tractive:to more 
people. The bad riskS would increasingly bear the cost burden of their care. In 
a spiral of increasing costs' and high~r risks, first~dollar coverage would be 
¢riven ,from the ma~ket -- a desired o~tcome, in the view of tax-preferred MSA 
proponents. But '"do we want a woman in la five-year st.ruggle with breast,cancer to 
have to spend $3.000 per year more than someone who has the good fortune to be 

',·-----'·'heaithy?' j . ' 

.Tax-favored MSAs ra1se other problems. At a minimum,' the additional money 
going into MSAs' would increase stat'e ~ax losses. Money not, spent on Internal 
Revenue Service-eligible medical expeJses could be withdrawn without penalty, so 
people could accumulate interest on mJneyin MSAs tax-free, paying taxes on the 
!ll~'mey only when they withdrew it. \ ' , 

Some of·the 'enthusiasm for catastr6phiccoverage comes, from insurers that 
I " . 

have not· developed managed-care capab~lities and depend on indemnity insurance. 
They think ,that this approaCh would give indemnity insurance a better chance to 
survive against managed c~re. But catcistrophic insurance' would not save ' 
indemnity insurance .. Managed-careorg~izations·wOuld develop comPetitive 
products,. taking. advantage of their superior abilitytc:> control the costs of 
high-cost cases. I' . , 

, .', I 
The federal government could try an after-tax MSA approach that would be 

strictly neutral with respect to the type of insurance people choose. But 
California should not, at least not urltil the federal government acts first~ 

I 
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I . What's the problem': Just tms: 1\1::l~ 
would touch off a whole new ropnd of "cherryBD~ G-1D~ Lf!(z,'1 J '1? pi~king," of "cream-skimming" (or "adverse 
selection:' as it is formally kno\\1\l that could ,ECONOlv.1JC PRINCIPALS 'seriousl.\· damage a health care system which is I 
slowly righting itself on its own., ' 

" , DavidWarsh With MSAs. healthy people would opt out ,I· 
of existing insurance plans, see~ing cheaperI';. 

,',. . rates by joining pools of low-riSk suQscribers. 
Old ~nd unhealthy people - high risks - would 
be left behind. Their rates would soar. 

A task force of the American Academy of 
Actuaries studied the House proposal and con

MSAs a suicidal 
shoal for GOP cluded unambiguously that it would harm the 

poor and sick. A nonpanisan society of the 
HAT'HA\'E YOU HEARD mathematical elite who calculate the financial 
about medical s3\ings ac effects of complex programs. the actuaries are 
counts, MSAs for short? The about as close to a competent. perpendicular 
pitch for them is simplicity it judge of the matter as can be found - a su
self, ' , preme court of arithmetic. 


MSAs are said to be like IRA:~ - taX-shel, 
 Edward Hustead. an actuary who he.aded I 

the taSk force. said. "The young and the \ 
purposes instead of retirement. You put some 
tered sa\ing accounts, but for medical 

healthv \\ill be better off. Those \\ith large 
money aside to pay the doc for little things. say health' bills \\ill not. and they are ~ percent of l 
S:'!.OOO or SJ.OOO a year. If you don't get sick. the pop~lation. It is takin!! mone~' from the un- I 
you roll it over and eventually you pocket it. health~' and ghi.ng it to the healthy." \ 

F or big things, ~'ou buy a cheap catastroph· Vino wants MSA:;? Support ior them b 
ic insurance policy \\ith a big deductible. narrow. but mighty deep. Peek behind the \ 
another 51.000 or so. It take5 care of vou if You scenes to see who is pushing the idea and the i 

get really sick. . . first organization you find is Golden Rille In- ; 
MSAs are said to giw you more choice and surance Co. of Jndianapo~:. . I 

more control over the cioctor~ \'ou see. If\"ou ' With more than 800.000 policyholders. I 
like. you can pay a,litde more for a sa\\"b~ne5 Golden Rule is among the nati9n's biggeslsell- \ 
who \\ill take the time to talk. Or you can wait ers of indhidual health insurimce. MSAs would 
a day or tv;o to C".ul in hopes of sa\;ng some greatlvexpand its lucrati\'e market. . 
money: No other health r~iOlm so powerfully Vv-hen theWail street: Journai spotlighted \ 
affects consumer beha\ior. Meanwhile, your- ' the comuan\' in 199-1. reoorter· Leslie Scism I 

doctor gets to practice medicine the old-fash~ ! \\Tote. "Perhaps no other health insurer can \ 
ioned way. Only the insurance bureaucracies . cherry-pick its wa~' to unusually high profits as 
and the dictatorial health maintenance orgarJi7 

\\'ell as Golden Rule;" The company does well 
zations lose. Ever:-'bod~' \!lse \\ill.be better off. in the low-profit industry. "because its hardball 

If you belie\'e that's now MSAs \\'ould legal tactics often carry the day," 
work. I've got a bridge to show you. Golden Rule is one of the nation's toughest 

MSAs were in the neW5 iast week beC"ause . cops of"mor~l hazard" ;-,the practti~;e ofbu:~ng 
::len. Bob Dole is said to \\;illh"them inCluded in insurance only after youjmo\\' that you're stck, 
the health care legislation no\\' awaiting recon· It bluntl\" a.<;s~rtS that it'\bhtS <)DIy healthy 


':'- ciliation by a House"5enate conference 
 custome~: its applicati6n forms a~e page~ 
rommittee. long, "Fire insurance is not pro\;ded after the 

Liberal RepUblicans, led b\' Sen. Nanc\' house catches fire." the company's president 
~sebaum (R-KansasJ. desel~ed Dole on'the told the Journal. The company sometimes de
Senate version of the bill. deleting MSAs. Dole clines to pay for treatment if it can find an 

"',:.:' :' unrelated illness that wasn't disciosed. 
\·ersion. President Clinton nas promised to . 

, i5 seelting to restore them in the conference 
Many policyholders sue when the company 

\'eto the measure if it contain;; MSAs. decides the~' aren't cO\'ered for "pre\iously ex
Thus the two candidates are on the brink of isting conditions." the Journal found. but few 

;;quaring off, clearly and firmly. pro and con. collect. Most just slink a\\'a~' at the prospect of 
on the proposition that !liS.-\!; would be good· still more legal bills, 

tor the health care ~\'stem, 
 . What about peopie \\'ho ha\'e become sick 

through no fault of their own, yet who lack 
coverage: Giving them health care "may be 
charitable, but it is not the business of insur· 
ance," saYS the compan~:s president. 

Gold~n Rule is iargely owned and run'by 
68-vear-old J. Patrick Rooney. ;on of it.; 
fou'nder. He's been aia\'1sh funcier of Repu'61i. 
can congressional campaig.'ns. including4, ... ' " V:,,;,RSH. Pa1!e A9i i 



'MSAs a suibidalshoal for GOP
I ' ' 

.WARSH I 
Continued from page Mli . I 

I
li '--'GOPAC. the Republican po ti\:.i:ll ae

tion committee chaired un1til last 
May by Newt Gingrich, /

A second rank of proponents in-
eludes a handful of cons~rvative' 
think tanks. Chiefamongtheb is the 
Center,for Policy Analysis i~ Dallas. 
founded in 1983 bv economist John 
Goodman to proinote MSAs and 
bankrolled (to a diminishing extent! 
bv Roonev. Fonner·Delaware Go\', 
Pete Dupc;nt is an adviser, ! 

Forbes magazine. where maver
ick presidential candidate Steve 
Forbes holds forth as publisher. e!" 

tablished a modified version of an 
MSA plan tv."O years ago. I .' 

Milton Friedman. the ,conserva
tive economist;, is a pro$ent sup
porter. He has argued that the mea
sure would restore to medicine the 
bucolic standard that P~\-ailed be
fore the Russian Revoluti~n. 

A third tier of support for MSAs 
is the Americal Medical Association. 
the old-guard group of !phySic:ians 
that apparently views the MSA as a 
last-ditch means cif preser,'ing:'3 fee-
for-serVice world. The r~ror.service 
mechanism. in which doctors had in
centives' to spend heavi1~ on behalf 
of patients. as 'long as !the patient 
was insured. has been widely blamed 
for the crisis of 'escalatiqg ~sts that 
began the binge of "cream-skim
ming" in the 1970s. I 

The continuing shift to "managed 
care" - meaning corporite oversight 
of doctors' practices by!health main· 
tenance organizations apd insurance 
companies - was the chief result of. 
the health care cost cri$is. The AMA· 
hopes that medical savings accounts 
....ill reverse the trend./ 

Finally. many RepF~lican politi
cal leaders apparently Yle..... the MSA 
as a way of differentiating their 

product - of showing,the~' possess a 
"consen'ative vision" of how the 
eco'nomv should work that is funda
mentall)' different from that of Clin
ton. 

Dole and House Speaker Gin
gri9J are only the most prominent 
House Majorit:. Leader Dick Anney. 
(R.Texas) and Wa~'s and Means!, 
Chairman Bill Archer <R·Texasl are 
others. as are Sen. Phil Gramm CR. 
Texas} and Rep. Dan Coats CR.lnd').

Massachu.~tts G(w: William F. Weld 

istllought to be a fan, 


Man\' conservath'e health care 

experts'ha\'e watched in. hort'Or as 

the leadership of the Republican 


'Partv has fastened on the issue of 
the MS.A5. Managed care orpniza
tions don't like thesa\ings accounts; f 
neither, do the hospitals nor the I 
medical schools. Big businesses. I 
,,1rich purchase most of the nation's i 
health care. are generally opposed. i 
sO are .the unions, 

However much the~' may cherish 
the da~'S of solo pr.actitioner. most 
Americans ~ize that the era of I 
corporatel~; managed. high-tech . 
medicine is here to stay. They un- ! 
derstarid that the principle of insur- ! ' 
ance is different from "free. enter- i 
prise" or ~ev~'ITIaJl for himselr -I 
that access to basic health care is a 
human right that should be insured. 

The 1992 presidential election I 
went to the part~' that best kept its '\ 
Crazies under control. George Bush I 
let Pat ~uchananand the -social is· 
sues" ideologues dominate his con- I 
vention. Clinton kept his left-wing 

, suppon.ers on a short leash and was 
elected in November, .. 

The GOP is once again flirting 
with disaster - this time at the han<hi 
of its economic e~;tremists. lncredi
blv the man who botched a once-in- I 
a-iU-etime opportunity to reform the 
health care !wstem mav be about to I 
get a second ·chance.. ' 

I 

i 
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HEADLINE: Medical savings m£rage 

BODY: 
Medical insurance works,' best if it, is spread widely across the population. 

, Healthy peopie'defray the costs of those who are sick in the expectation that 
they will need help when they ,become ill.. A proposal for so-called Medical 

__ ,,_Sayi.p.gs';ccounts runs, counter, to this broad-based approach and ought, to have, no 
, 'place in th~ ~dget legislation now clearing Congress. 

, Unfortunately, ',these private accounts, a kind of, medical IRA, are a 
" centerPiece of the Republican proposal' to transform Medicare. While they would 

have little impact on Medicare, which is not insurance so much as a 
goverm'neri.t-to-recipient subsidy" they wOuld' have pernicious consequences if 
appiied'to yoUnger people, ''Iofho are more lik~ly' to avail themselves of the 

, system', 
, " 

Under the proposal, p~C;ple ~would' r~ceive a set amount -from the government 
intJ:i~case 'of Medicare. or -from. their employers~ They wo~d be expected, to buy 
an inSurance policy to cover lt14jor hospitalizati6nsand ',other medical 
catastrophes. The rest: of the money would go" into a meru,cal Sj:lV~gs account, 
which could be u~ed for rotitinecare. Any amount left at the 'end of the year 

,would be the acco~t holder's to keep. 

'The key numbers he~e are 't~e difference between the, t:igure at which the ,', 
catastrophic policy' k1cks iIlimd the amount in tbemediCal savings account. 
Proponents oftell us~ theexan1p~~' of someone ,wit:Ji, 'ri: $ 1,S0<l account and an 
insurance,poliey forexpt;nse~,~ve $ 5,OOO~ If the accoUht:holder required 
treatment for a chronic condition thatdi~notr~quir~ ~Q~pit~lization, he or 
she might have' tti spend $' 3; 500 out of pocket. " , 

, , 

House Republicans have tagged, this plan c:mto the Medicare section of the huge' 
budget reconciliation bill: Tne Congressional Budget Office expects that if 
approved, ,it might' cost $ 600 million a year. This is comparatively small change 
in the $ 160 billion ann~al'Medicare budget. Most: elderly people, the CBO 
reckons, will decide against the plan on the risk that they would have to,pay a 
large out-of-pocket amount. 

, The real danger lies in a parallel GOP proposal that would use tax breaks to 
encourage younger people to open these accounts. With such incentives, many 
healthy people might be tempted to switch from conventional insurance. 

Any discussion of medical savings accounts obscures the. real crisis in healeh 
insurance: the face that 39.7 million Americans lack protection. a number that 

~' LEXIS'· NEXIS' LEXlS-· NEXIS· 
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.. 
has increased from 31 million in 1987. 

In 1984 Singapore revised its health care system to mandate medical savings 
accounts for its 2.9 million citizens. Every wage earner pays into a series of 
funds; those who cannot afford the" contribution are assured of subsidized care 
in public hospitals and clinics. Something like this plan might have merit in 
the United States if every citizen were included and if the government committed 
itself" to subsidize the poor, both healthy and sick. 

The Senate excised medical savings accounts frornits version of the bill, but 
the plan was restored in conference committee. That was a mistake. This flawed 
proposa1 shou1d have no place in the health care debate until Congress is ready 
to conside~aplan that s~r~ds the cost of one person's illness among 250 

million Americans. 
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:COllgl'eSS ready to adopt his pet project 

By l.Irry M.<:lnlyr' 

and 060'11" Slurevlll. 
SIAII W',HIIIS 

-I I.lOhlJI'IIIII t:Ilt1Ilj(~s IS IIkr "lay' 
Ing III a IlIlih,sla_I,,'~ Las Vtllas 
1J(,krr 1'"lInamCII!. 

II rll~IS it lui III )11 ill Iilr lahk, 
ulldlht IlI'I'Ollcnl~ MC 101l1lll, Ilul 
1/ ylll' ~I~)' In I hI' ~'lIl1e - an,l 

, 11",1'1 laIc! ,- )'1111 (,,10 "'III bIg, 
1'011 HIMIIIC'Y, ch;lIrulilllll( C .. IIl· 

ftl nllie IlIsllt~tll'c (:11 .. 1\1~>·1>t 011 

i Iht \'ClllC flf wlnnlllll allcr Ihree 
ytar~ I,r IlIuhyltlll ('ollllrcs_, (nr 
OItdll al ~avlnl!s ,lI'rnllnlS - hl~
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• Aftcr \'('al's (If thlllallollli., 
Ol{ Sl'('li fill' SOliII' type' tI( '('011111. 

IIIMktl·bil~"" slJllUlun (II' "lIlllrul' 
illig Amerl. a'!j heallh c;are ('osls, 

To makc CIII"en Rule n lI('r101l5 
1,I"yrr In Ihr ('nng,rNs il( Ihr 
1U!.IIlII, IlUoIUI'Y. lils rOllli",ny 111111 
IIlher Ul'rIlIl",11 hllvc IIlIled "I' 
Ilrillly 81.~ 11111111111 In ruugrn· 
~loni1 call1l.'lIl1n andl'ollllr.al 
(1111115 ainu 198!). ThoM ,'onlrlllil' 
IIl1ns Inc/utiI' Slgn,OOO III 1I0ilu 
S,xakcr Neil'l GingrIch, R,Oa" 
I'trhaps IIII' IIlIIsl hllpnrlalll (ltal, 

rr 1111 ('.II,lIill 11111 
Anll lIullllllr 11"111111111',111'('111' 

lrollt" ('OIlWI'I\~ hall de"U /looney 
1"'0 11I"l'r~ III Ic'RllIlaUanlllil1 cilli: 
lillli 1IlI'llIl'illlI:lvblll.:I al','IIIIIIIS, 

11111" hili I. n'lllll,' ",,'alilia 
l'iI~5 II IVulIlll'rl j'lC'lIll1c III' ull afcs 
UIIII,II$h IjI)Nlcdllclible- IIIrdlra 
111111'1/$ ar'(,olllllll C'(llIpled 1111111 
raJasll/'llhlC hrullh III,"rolO('(' I~II· 
1I'les 

Tlu' 1,llIrr 1IlI',l~lIrt wnll"'III~ke 

IlIr Ihr rldrrl)' 111111 
IHI 11:11;5:11/1' drJlr litiS 'III I he 

dilullulllht Met/I('are 
/IIkC5 In ('olll/rclIs,(hIS 
, In lIolh 111115. 1II1111I'IIIl\i1YllIg~ 
ill'(lIlIlIllI;I((' Ihc I'rnlrrplrl'r O( 
Ihr Url"lhUr.IIII",IIIIIIII'lhu'(' Ihe 
1IIIIIIIIrr III Amelll'lIIlS IVllhlllll 
he-allli JIISllr,lIlre- lIud l'OI1(rullht 
oallon'~ rl~llIJ( hc.IUII (illI' l'IISI~, 

Willi ubolll .. IlIlrIl 01 Ihe I/allse 
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What are medical savings accounts? 
1 he plan lOf medicjl $<!vin!)s 
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deductiole. or signinlS U? ,,;th an H\10, ! 
a lirm's emplovecs '.~ould purchase: a l 
high-<leductiblc caustrophic 'policv that! 
,...ould. 5J.Y, onl" cover COSts o....er s3,OOO, ! 
BUI tilc c~pio"er ,,'ouid :liso c,;t:lblish d I 
medical sa\;n~s account 01 S 1.500 ~o pay '\ 
for medical expenses. If healthv individu· 
als spent less than s1.500 during the Year. 
they could pocket the remainder. 

Golden Rule touted MSAs as a way of 
keeping dO\ffl medical 'COSts by discour
aging policy. holders from purchasing FROM WASHINGTON health care. Doctors liked them because 
thev weren't managed care. Andvoung, 
healthy employees liked them because 
they might get money back. :--tost busi
nesses. howC\'er. shied away because 
:-.tSAs didn't save them any mOney. And 

The gold standard 
J< 
,0 

ro~ 

. CenU':l1 to the House Republicans' Con
,ract \"ith America is the distinction 
!1C(ween ~o\'ernment ~eared to -the peo-I 
?ie- :md ~o_"ernment g~ared to,-$pecial 
: nterests. We are umted· here loday. 
,vcr J50,current members of the House I 

.nd O\'er ~OO,candidates, united in the I 
·.,eliei that the people's House must be \ 
·,-Tested from the ~np oi special interests· \ 
.1Odhanded back to vou. the American 
:>eoo1e,- Dick :vmev declared in 
September 1994 when he introduced the 
conU':lct on the CapitOl steps. That's 
good populist rhetoric. yet this year's 
Republican House has turned into a bac
chanalia for special interests, It's the 
most lobby-driven Congress since the 
postbellum days when Jay Cooke and the 
r.lilroad interests had free rein. 

There are examples all over the place. 
in Republican-sponsored legislation go¥
erning eyervthing from defenss: to tele
communications, to securities. to busi
!less ta,,,c relief. But mv favorite for sheer 
:>er\'ersilV is a orovision on Medical Sav
;n~s Accounts: or \lSAs. that· the H9use 
~eadership slipped into the Medicare bill. 
\\-'hile House Republians claim that "the 
\ledicare .Preservation Act of 1995~ 
would save the federal program from 
imminent bankruptcy. this measure 
"'Quid actuaUv Tlliu Medicare cosu.--bv 
~2.3 billion Oyer seven years, according to 
the Congressional Budget Office; It is in 
the bill for only one reason-a successful 
.i\'e~'ear lobbying campaign by Indiana's 
Colden Rule Insurance Company. ' 

Colden Rule is the kind of company 
that any reasonable national health care 
rdorm' would have doomed to extinc· 
iton, This s600 million corporation built 
its business bv careful Iv choosing , ...hom it 
'"ould insure. Consu~ R.t:po-rts ranked it 
'near the bo(tom- of insurance compa· 
:lle~ oecJ.use of itS Inadequate covcra~e, 
:':eo\lcot r:ltc 1Il(lCIS,S :111<1 re:"Ji"c~s to 
ollcel polocie~, ;\.$ I{ bcgan to lo~c busi· 
nts~ in the 'SOs to imurance companies 
'1>:\\ ~c\l IlLlfl:lc,cd clre pl:ms, It devised ;1 

. fH(

'. 

policy experts like Stanford's' Alain 
£ntho\'en scorned them because 
they undermined the logic of 
health insurance: thev raised 
the costs ..,f insurance for 
the pot~fltiallv sickl\' b'i'" 

.he Repuolican·appoin ted· 
healthv from the actuanal· CBO completelv disagrees. 
pool. they didn't actuallv Indeed. the provision has 
reduce health costs. "hich no redeeming fiscal merit. 
arc concenU':lted :lmong Like :--tSAs in general. it 

remo,in~ the \'()un~ :md 

the very sick. If :ln~thing, 
they raised them bv discourag
ing people from gettjn~ preventive 
care and early treatmen L 

Failing in' the markel., Golden Rule 
and its chairman, Pat Roon~. did what 
any wily Republican does: they sought 
government help to boost their business.. 
Rooney helped start and fund a Dallas 
think tank. the National Center for Pol
icy Analysis. and a Washington lobby. the 
Council on Affordable Health Insur
ance. to promote MSAs' as a p,anacea. 
Roonev, his executives and Golden 
Rule's 'pAc began throWing money at 
Congress. spending about s1.4 miilion in 
five years. Last year. they contributed 
more to the Republican National Com· 
mittee than any other business., They 
funded not only Newt. Gingrich. but also 
COPAC and the ProgresS and Freedom 
Foundation. 

In 1993, Phil Gramm. a recipient of 
Golden Rule la~ess, sponsored a bill 
that would have made MSAs the model 
for national health insurance. In the 
HollS<.':, another Colden Rule beneficiary. 
Bill Archer. who would later become 
chairman of the House Ways and Means 
Committee, introduced a' measure to 
make the funds contributed to an MSA 
LaX-deductib1e, Neither bill pa.s.scd in the 
Democratic Congress, but when the 
Republicans took over l:lst :-Jovember 
Ronnc\' ;lOd C,}lden Rule h;l(i ro,son to 
celebrate, Archer has put a deducuon for 
\ISA5 in the tax bill, And the Hou~e lcJd, 
(,:r ... hlp 1l1s(~rt~~d :l pro""l;\H)ll It) (ile \1('(~1" 

Here s ho'" the :--le'olC:lre :--IS,-\ '~ould 
'''ork, Those seniors wno don't "'ant the 
normal low~eductible comprehensive 
coverage couid sil..'ll \:0 ,vim an insurance 
(ompanv likc \ ;.,idcn KUIc lor :In :'IS:\. 
The supposedly to{(cr.n~ ~1cdic;:ue iund 
''''ould give Golden Rule what it deter. 
mines to be the a\'erage COSt of insur-, 
ance-s5.081 per person in 1996. 
Golden Rule would then establish a pol
icy with a deductible of s3,OOO and set up 
asl,5oo ,MSA for the policyholder. 
Senior citizens would be liable for any 
cost berween s 1.500 and s3,ooo and for a 
percentage of the charges over s3.000. If 
they became ill. they '..-ould lose money. 
bUL \<.;th illness imminent, theY could 
abandon the policv In favor or'regular 
fee for sef\ice aiter only a year . 

The Roonev-funded'National Cen
ter cbims that MSAs would save 

s220 billion. of the s270 bil
lio'n the Republicans want to 
.:ut in :--Ieakare costs: but 

"'ould discourage preventive 
care and eariv treatment with

out bringing down the cos~ of 
high-tech medicine, And it would 
threaten the ~kdicare fund by siphoning 
offhealthy seniors. Instead ofpaying only. 
for what these Medicare recipients actu

'ally spend on health care, ~edicare 
would have to .pay the full $5,081-to 
Golden Rule and its ilk. Those standing 
to benefit would include healthy and 
wealthy seniors who could afford to gam
ble for a Year. Colden Rule and similar 
insurance companies that had been 
locked out of the lucratiye Medicare mar
ket and doctors '",ho '"ould escape the 
stric'tures of mana~ed care and Medicare 
fee limits. The poor. the infirm and any 
American bank.ing on a solvent Medicare 
system would lose out. 

Both the proposal for a taX deduction 
for MSAs and for an MSA option within. 
Me'dicare are expected to pass Cong-res.s 
this "ear. along ,v\th similar proposals 
that stem directly from lobbying efforts 
by doctors and pharmaceutical compa
nies, On a party-line vote. the House 
Ways and Means Committee has already 
defeated Democratic Juempts to strike 
or amend these proposals, If they do 
pass, and get lhrough, they'll encourage 
the most inefficient lnd unsavory ele
ments within liw hCJlth C:lre industry. 

. sewn\i h~ck ,";"" L:: ,her ! he CJtI~e ~f 
h<.'Jhh (;11<.' :'.';'" I!l '·;ors<:. p;lss;lge of 
these propos.1.h \0;,11 demonstrate that in 
,his Con~rcs.', "',, mnn('ycd intercsts :lnci 

JOHN B, JUOIS 
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Medical Shelter Accounts 

Milton Friedman is at it again. It seems that the 
Hoover Institution .economist, who got a Nobel 
Prize for his observations about inflation, has be
come an all-purpose endorser for the latest trendy 
Republican economic nostrum, whatever it may 
be. This time around it's medial savings ac
coW'\ts (MSAs). But even Friedman cannot bring 
himself to be more than lukewarm in his endor
sement. (The Wall Street Journal., Apr. 171 1996, p. 
A20.) 

After condemning health maintenance or
ganizations as socialist, and blessing the doctor
patient relationship as precious, Frlei:lman recites 
a short history of how we got into the mess we 
are in. The mess we are in chiefly consists of 

.- ...delivery of medical insurance through employers 
and a income tax exclusion for this perqulsltethat 
encourages overconsumption and raises prices. 
But then Friedman concludes that,. because the 
repeal. of this populir exemption is poli,tically im
possible, the next best alternative is to extend tax 
exemption to all medical spending via MSAs. 

How's that again? Employees who now lack 
the bargaining power to raise their wages wouldt 	 presumably negotiate medical benefits with their 
employers, and opt for ~ash instead of expensive 
first-dollar insurance. With the cash, they would 
self-insure through MSAs. And then ·despite 
MSAs being tax-favored, e~ployees WO~I~. tr~~~ 
withdrawals as though-they were pa}1hg.from, 
their own pockets, reducing. overcons\m:'lpD:0n. 
As the drafters of MSAs recognize, low-deductible 
medical insurance encourages overconsumption, ' 
which raises the price of medical services by rais
ing demand. . 

The economic logic behind MSAs is '*h2:t..con
sumption of medical' services can be redu~ by 
a tax bribe to purchase high-deductible policies. 
The drafters hope that MSAs will wean 
Americans from their 50-year-old habit of treat
ing medkal services as a free gOOd. It would b:~ 
far more effective (and a revenue raiser) to llirilt 
the present section 106 exclusion to the high
deductible policies descnoed in th~ MSA bill. (An 
ironic aspeCt of the MSA debate is thatfew, if any, 
involved have ever been HMO members, or, for 
that matter, have ever had experience with any
thing but the best private medicine America has 
to offer_) , 

Why should tax practitioners care about 
MSAs? Because, as drafted in Title IfI of H-R.t 3160, the "Health Coverage Availability and Af
fordabilit)' Act of 1996," MSAs would be one 
whnppcr of a tax shdter. (The same pr0vi<;ioflS 

NEWS 

w~re struck out of the Senate's bill, S. 1026; see 
Tax Notes, Apr. 22, 1996, p. 4271 and p. 559 of this 
issue.) MSAs would encourage businesses that do 
not now provide medical insurance for their em
ployees to pretend to do so by purchasing cheap 
high-deductible catastrophic care insurance. This 
encouragement would take the form of what are 
basically Buper-lRAs exempt from every conceiv
able form of federal tax. Freidman's statement 
that employers would find MSAs attractive 1s an 
understatement. As drafted, MSAs would be 
more a~ractive than cash salary. 

For most employers, which already provide 
comprehensive medical insurance, employee 
complaints would prevent a wholesale conver~ 
sion to MSAs, just as employee resistance has 
prevented the quick adoption of other cheaper 
alternatives. The small revenue loss attached to 
MSAs- $1.8 billion oVer six y-ears - indicates 
that this law 'would not be expected to change the 
behavior of many employers. The revenue es
timators believe that MSAs will be offered as an 
option in existing caIeteria plans, so that most 
MSA 	holders will be people earning between 
$40,000 and $75,000 a year. MSAs would not, 
legally or otherwise, replace the section 106 ex
clusion for employer-provided medical in
surance, which is the single largest tax expendi
ture - projected to cost more than $70 billion in 
fiscal 1997. (See Tax Notes, Apr. 1, 1996, p. 24 and 
p. 107.) Friedman and other proponents of MSAs 
argUe that they will at least accomplish some
thing, and something is better than nothing. 

I
Hew muchmlJdlcs/ CovlJrage are 
tJmp/oyerl goIng til buy lor thslr 
emp/oylJlJ$ for what the government 
would spsnd bribing them to do It7 

But for those who make this incremental argu
ment, the important question about the proposed 
new tax eXpenditure is its cost effectiveness: how 
much medical coverage are employers going to 
buy for their employees for what the government 
would spend bribing them to do it? The tax bene
fits for the employer would be largely divorced 
from the medical benefits that would have to be 
proVided fo! the employees. MSAs might be c0rI1:
parable to the classic cost-inefficient tax expendl
ture: the low-income housing credit - the bulk 
of the spending on which goes to enrich real es
tate developers instead of producing housing. 

Super IRAs 
Generally, an individual covered only by a 

qualif~'ing high-deductibJe medica! i;-1surance 
polin: co~dd mJke tax-ded:..<ctibll' (at-o"e- :r(' !:ne' 



the f~lir market value of the MSA is included in 
the decedent's gross ino;>me on his last income 
tax return, where it would be taxed at a rate lower 
than the estate tax rate. This income tax liability 
could be deducted in computing the decedent's 
estate tax, making the approximate tax cost of 
accumulating assets in an MSA 20 percent of the 
value 0,£ the MSA (assuming the decedent is sub
ject to an income tax rate of 40 percent and an 
estate tax rate of 50 percent). If the MSA passes 
to a specified benefiCiary, then that beneficiary 
includes the MSA value in his income for the year' 
that includes the decedent's death. 

This treatment would encourage rich people to 
accumulate money in MSAs while paying their 
medical bills out of other funds. They could still 
c;ied.uct payments of medical ex:penses out of other 
funds, because payments or distributions out of 
MSAs would ~ot be considered in determining a 
taxpayer's section 213 medical expense deduction. 

• 

There is no medical policy argUment for ex .. 
eluding MSAs from the estates of holders. People 
do not need medical self-insurance reserves when 
they are dead; nor do their surviving spouses 
need their accumulated reserves free of tax. This 
estate tax' treatInent was not inadvertent; it was 
elaborately thought out. The explanation for this 
drafting is the pliobia that owners of closely held 
businesses and many Republicans - including 
the House Ways and Means and Committee chair
man - have about transfer taxes. The estate tax 
break affirmatively encourages rich people not to 

. use their MSAs for medical purposes by giving 
them a roughly 30-point advantage for fetting 
money accumulate in them. This provision un
dermines the crediblUty of the whole MSA pro
posal, though it accounts for ,a small portion of 
the revenue loss. , 

Everybody Out of the Pool 
The principal argument against MSAs is not, 

that they would enable the rich to buy more or 
better medical care. The riro can already do that, 
and will be able to continue to do 80, as they do 
in any free SO(;iety. (Even' in European countries 
with comprehensive state-financed medical care, 
the rich buy better care for themselves in the 
private market.) The principal argument against 
MSAs is that the rich will use them as just another 
tax-preferred inveStment account and continue to 
purchase medical care as they do now. And very 
little of the benefit of MSAs will trickle down to 
currently uninsured employees of closely held 
businesses. ' , 

• House.Ways and Means Committee Democrats 
y 	 have objected that MSAs will segment the medi

cal care market by taking the young, healthy, and 
wealthy out of the insurance pooL ,-\s the de-

TAl( NOTES. April 29.1996 
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signers of the ill-fated Clinton medical insura:-.ee 
plan recognized, it is imperative to get these 
people into the pool iJ insurance is going to 
spread ther1sks. But the reality is that these 
people are already out of the pool. The medical 
insurance pool is badly segmented, such that 
there is little broad riBk-sharin.g going On. (Howls 
about "two-tier medicine" are Inapposite because 
two tiers would be an improvement Over the 
present situation.) It would be impossible lor the 
enactment of MSAs to affect this segmentation for 
better or for worse, though the opponents are 
correct in pointing out that MSAs do not shift 
risk. 

I
Thll principal a;gumant agaInst MSAs 
III thllt thll rich wIll us~ thllm ,/16 

anolhsr tax-preferred Invilstment 
account ' 

Here is how the mediCal insurance market 
breaks doWri. The rich and executives covered by 
luxury plans get whatever they want The old get 
very good care through Medicare. Employees of 
large employers get good coverage, even if they 
have preexisting conditions, because a large 
enough group can absorb the risks and because 

. many large employers run their own pools. Em
, ployeesof smaller employers and others with 

preexisting conditions buy from the Blues, which 
are generally the insurers of last resort (and some 
of which, like New York's Empire Blue Cross, are 
effectively wards of the state). The young and 
healthy among this latter group either do not buy 
insurance at all, or buy it cheaply from cherry~ 
picking companies that reject anyone who has or 
might make a large claim. (The New York Times, 
Apr. 14, 1996.) The poor get their care through 
Medicaid and the emergency room. , 

Finally, even if they worked as their 
proponents assume, MSAs would not address the 
ability to afford medical care. MSAs would not 
lower medical costs; indeed, contribution deduc
tions would be indexed for medical inflation. 
MSAs would be an extension of the present sec-' 
tion 106 tax subsidy, so that they would tend to 
drive 'Up medical prices even if MSA holders be
haved in the ways the proponents hope, Basic 
economics dictates that every tax subSidy is 
reflected in a higher price for the thing sub
sidized. (For discussion of the medical policy and 
economic issues raised by MSAs, see Tar Notes, 
Apr. 22, 1996, p. 537.) • 

- LecA. Sheppard 

Full Text Citation: H:R, 3160. Doc 96-9343 (221 
pages) 
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~aBh C0I1!ri~utiQn5 .to' an~MSA, l'h~ legl;;lation 
sets a floor uI1der the, deductible of: $1,500 for 
al) individual policy and $3~OOO for. a family 
polley. The amount oUhe contribution deduc
,t~on is the lesser of $2,000 per individual ($4,000 
per famlly)or the amount of the annual deduct
ible under the policy. There is no ceiling on the 
deductible, 60a policy with a huge deductible 
cQuld be very cheap to purchase. ,(SomepoUdes 
,have deductibles as high as $10,000 per insured, 
and gaps in coverage or ceilings on reimburse
ments beyond that.) 

Earnings of the MSA would be free of income 
tax. No income tax would be imposed On with
drawals spent on an expansive array of medical 
services. Income tax, but not sodal s~ty tax, 
would be Imposed on all other withdrawals, with 
a 10 percent penalty tax on top unless the In
dividualwas older than age 59·1/2, dead, or dis· 
abled. 

If an employer contributed to an MSA on be
half of an employee, the contribution would be 
excluded from the employee/~ incomeAt would 

'" 

, 
, , also be exempt from the employer and employee 

shares of the social 'security tax (combined 15 per
cent~":and, u!,eo:ploym.eJit"!a.x. (~mployer
proVlded medical msuranceis not sU9Jed to these 
taxes.),Of course, adopting'employers wQuia be 
able.to adjust wages to makeup for ,:contributions 
to MSAs that they might make on the employees' 

,behalL Because, all compensation is,deductible, 
the income tax deduction would not be much of 

", a ,stimuluS to etnployer contributions. But the so
cial security tax saving' would lead the~~ployer 
to ,prefer, an MSA as a form of. compensation in 
ll~u of ,paying the empl~yee ltv cash'andletting
hun set up ,the ,MSA hunself~;;:,:'1,;r,:V ' 

Perversely, the' social sectU'ity tax saving is so 
,great -Jiveperc~t of thecontrlbu.tion~;.;;.;.,that 
both parnes would be ahead: if the employer put 

, mOtley in an MSA 1iU\d:the employee W:unediately 
, wit11.drewit."By withdrawing for,n~mmedicalj)ur

P,9ses,the employee woUld'stibjeCthifnsetfto in· 
, cg~e ,l:<lx and penalty tax which combined are less 
,t~ the Ilormal burden of income and social se

,," , curity t~ on cash.income: Because of the,way the 
" social security tax exdusion is, drafted,' the em

'p19y~;r, would not have to make up social seeurity 
, tax Qn an MSAcontribution that an employee 

used, for nonmedical purposes. . 
MSAs ,resemble IRAs but differ from them in 

important ways. rRAs provide deferral; amounts 
withdrawn during retirement are subject to in
come tax. Amounts withdrawn from MSAs for 
medical purposes would be completely exempt 

'. from tax, And the definition of medical purposes 
is broad, designed to give the holder unfettered 
choice in spending "ChQice" is the !'nantra of 

567 ' 

MSA proponents, who recognize Americans' sen: 
timental attachment to doctors. (Hollywood's so- ~ 
dally irresponsible deeds inclUde routine depic
tion of doctors as saints.) 

The MSA definition of qualified medical ex
penses hooks into code section 213( d), the subject 
of much colorful litigation. Section 213(d) is so 
broad that the wimp word ''health'" - or even 
the more direct Ilfeel goOdN 

- might be a more 
appropriate description of the permitted spend
ing than the scientific--sounding "'medical." It was 
on1y as recently as 1990 that Congress enacted 
section 213(d){9),whichdenles a medical expense 
deduction for elective cosmetic surgery. Medical 
expenses for MSAs would not inelude medical 
insurance premiums. ' 

The soclal.ecurlty tax saving 18 so 

greal Ihal bolh partlslI would be ahead 

If the employer pul money In lin MSA 

and the employee Immediately 

wllhdrsw II. 


A series of pehalties,fprod IRA holders to take 
withdrawals after they.reach age 70, so IRAs do 
not nave excessive accumulations. No with
drawalS~woitld, ever be requireq. from MSAs, al- ~ 
lowing holoers'toaccuOlulatequlte a bit of' • 
money in them. It is not,reqUired that the holder 
pay his medical 'expenses out of his MSA,so an 
MSA could become jilsfanother tax-sheltered in
ves:m~!nt ac~oUnt.,Ri~ P!ople, w,ght w~t to l:t 
theU' MS~ac~umula;t.e fii~e.s whilE! paymg theu 
medical billS out of other 1p.orues. 

',' ~ h, .-' '" 

Death and Taxes 
The upper east side of New York City is chock 

full of doctors catering to the reilla.Ild .4nagined 
illnesses of the rich and th~it' Pe.ts: 'f..rid' rich 
·people, thougft generally healthier 'than the rest 
oftl\e population, do have real medical pro~lems. 
They tenii to get melanoma more often ~hAA less 
affluent people. And facelitfs have to be redone 
fairly often.,. lest the wearer look' worse than a 
"before" picture. Butoften it seems, that.. the rich 

'simply enjoy the attention and indulgence that 
pricey medical care provides. They go to the doc
tor for, the same reason they go to spas - to be 
pampered and have Someone listen to their com
plaints. (Vogue, May 1996, p. 240.) 

Bet there is something in H.R. 3160 to stop the 

rich from consuming medical care with money 

from their MSAs. MSAs would be excluded from 

the faxable estate. If the MSA'passes to. a surviv
ing SPOUs€; then the income tax exciu510n for its' 
 f 
earningsco;\tinues in Ihe hands of the spouse. If 

the MS:\. pas~cs as pari l'i the general estate, then 


TAX NOYES. April 29, 15% 
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~HO WILL USE MEDICAL ,SAVINGS ACCOUNTS 
AND WHY WILL THEY USE THEM? 

by Iris J. Lav 

Prior analysis of Medical Savings AccoWlt proposals has shown that MSAs would 
primarily benefit those athigh income levels because MSAs create opportunities to 
accumulate tax-sheltered funds for purposes other than medical costs. Higher-income 
taxpayers would be most likely to take advantage of these tax shelter opportunities because 
the tax benefits are worth more to taxpayers in higher tax brackets and because such 
taxpayers can afford to pay substantial out-of-pocket medical costs if they choose to leave the 
tax-advantaged funds on deposit in the MSAs or if funds accumulated in the MSAs, are, 
insufficient to cover their medical bills.1 

Recently, the Joint Committee on Taxation has released data estimating what 
proportion of people in each income class woUJ.d make use of Medical Savings Accounts, 
Hndingthat a large portion of the participants would be middleclass.2 These data have 
been used to bolster claims that MSAs would benefit middle class taxpayers as well as the 
wealthy. But the Joint Tax data are not incompati1:?le with the conclusion that higher-income 
taxpayers would be the pri.J;nary beneficiaries of MSAs. 

. , .. .'. 

As the text of the Joint Tax analysis makes clear, participation in an MSA may not be 
, volWltary. Taxpayers who participate in MSAs because their employers offer no other 
, option for health care coverage may n9t benefit from their participation and may become 
worse off as a result of their employers' switch from offering a conventional insurance policy 
Qr a managed care plan to a plan that offers only a high-deductible insurance plan with an ' 
MSA 

Joint Tax Highlights Benefits to companies, Not Employees 
, ' 

The Joint Committee notes that its estimat~ based "on the assumption that a larger 
proportion of small- and medium-sized companies might potentially benefit from the MSA 

1 For a description of how high-income taxpayers would benefit from MSAs, see Iris J. Lav, MSA 
Provision in Health Care Reform BiU Creates Tax Shelter and CilSts Doubt on Expansion of Insurance Coverage, 
Center on Budget and Policy Priorities, March 26,1996. 

2 Letter to Chairman Bill Archer, March 27, 1996. The Joint Tax <;:ommittee estimates that less than one 
percent of participants would have incomes below $30,000, 25.4 percent ofMSA participants would have 
income between $30,000 and $50,000, 51.5 percent of the partidpants would have incomes between 
$50,000 and $75,000, and 22.2 percent would have incomes above $75,000. 

777 North Capitol Street, NE, Suite 705, Washington, DC 20002 Tel: 202-408-1080 fax: ~02-408-1056 
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, ;",' proposal and offer such plans to their employees." To assume that a co;"pany would benefit
,.' , generally means that the company would pay less for its employees' insurance coverage. 
" .'" This suggests two further assumptions that likely underlie the Joint Tax analysis; 

Small- and medium-sized companies that do not now offer any health insurance 
,. would not begin to offer high-deductible coverage with MSAs as a result of this legislation . 
. ,' Such an assumption would result in increased rather than decreased costs for the companies 

and thus would incompatible with the statement that the companies would benefit. The 
" analysis must instead assume that employers currently offering conventional coverage or 
, managed care plans would begin to offer high-deductible insurance with MSAs. ' 

Furthermore, companies would receive a cost-saving benefit from such a switch only 
, if the total cost of the high-deductible insurance including the MSAs would be less than the 

,,>". cost of the insurance the company currently offers. Thus the small- and medium-sized 
, 'companies that switch to high-deductible insurance with MSAs likely would not put the 

, " entire difference between the conventional insurance premium and the high-deductible 
insurance premium into their employees' MSAs. Companies would realize cost savings from 

, " the switch only if they choose to keep, as a profit-enhancing savings, at least a portion of the 
\ , ,', difference in premiums between the two types of plans. 

, ./ 
';' . 

" Low- and Moderate Income Taxpayers May Participate in MSAs Involuntarily 

The Joint Committee onTaxation analysis goes on to say that uEmployee wages for 
sm~ll- and medium-sized are weighted tow-Mdthe lower- and middle-income classes. Asa 
result, the revenue estimate asstqIl.es that taxpayers in the lower"" and middle-income classes 

:,:,:,' are more like~y to be offered a high deductible plan coupled with an MSA as their primary 
health plan" (Emphasis ad4ed) Although the Co~ttee's use of the term #primary" is 

" ,~mbiguous, it su~gests some further issueS.' . "" ' 

Low-and middle-income employees may be reluctant voluntarily to accept high
, deductible insurance with MSAs, because they usually do not have the resources to pay large 

", " 'out-of-pocket health care costs. ,An<:t~~pti.on that subs~antial numbers of suc?-~ploy:ees 
would participate suggests that their employers Inight offer only high-deductible insurance 
with MSAs and would no longer offer either a conventional fee-for-service policy or a 
managed care plan. Foi low- ana moderate-income employees who consume significant 

":', ' 	 amounts of preventive care for their' young families through a health maintenance 
organization, for example, or have chronic health problems that require continuing care, the 
'restriction of choice to a high-deductible plan could substantially degrade their ability to 
afford necessary health care services. ' 

,", 	 Inadequate MSA Deposits Transfer Large Costs to Moderate-Income Employees 

Low- and middle-inco'me empfoyees are likely to face high out-of-pocket costs under 
"', -: the high-deductible insurance plans with MSAs because the MSA contributions made by 

.: ".' 

: " 2 
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their,employers are likely to fall short of the annual deductible amounts under those 
insurance plans. In fact, employers are unlikely to be able to afford to deposit the full 
deductible amount. Consider the following. A company may currently offer its employees 
family coverage under a conventional insurance policy and pay an annual premium of 
$5,200 for that coverage. If the company switches to offering a high-deductible plan with an 
MSA, the annual premium for the high-deductible insurance policy would be approximately 
$3,900. These costs assume the insurance plans are comparable except that the conventional 
coverage includes a $200 deductible while the high-deductible plan has a $3,000 deductible.3 

Betause the company's annual premiums savings from switching to the high-deductible 
insurance plan is only $1,300 per family ($5,200 minus $3,900), the company is highly 
unlikely to be willing to deposit $3,000 - the full amount of the deductible - into the 
employee's MSA. In addition, employers are likely to keep some of the difference as a cost
saving benefit to the company. Thus low- and middle-income employees likely would have· 
significantly less than half of their annual deductible amount _. and most likely no more 
than one-third of the deductible - deposited into MSAs by their employers and thereby 
available to meet ongoing health care costs. 

Moreover, nothing in this bill requires employers to make any deposits to MSAs as a 
condition of offering high-deductible insurance. Once small- and medium-sized employers 
shift to offering only high-deductible insurance and no longer offer conventional insurance 
or managed care plans, they would be free to reduce or eliminate contributions to the MSAs 
at any time. If that occurred, the low- and moderate-income employees of those companies 
would be left to finance the entire deductible amounts out of their own pockets. Although 
the low- and moderate-income employees could make deposits on their own to an MSA, 
they would receive little or no tax advantage from using MSAs - because they either do not 
pay income taxes or pay taxes at much lower rates than the higher-income taxpayers who 
would be the primarily beneficiaries of this MSA legislation. 

In short, if low- and moderate-income taxpayers use MSAs in substantial proportions, 
it will likely be because they have little alternative. And the use of the MSAs with high
deductible health insurance plans is likely both to increase their risk o~ incurring 
unaffordable health care costs and reduce their ability to afford adequate levels of health 
care services for themselves and their families. 

3 The American Academy of Actuaries estimates the employer cost of the annual premium for a family 
plan with a $3,000 deductible would be between $3,900 and $4,050, which may be compared to an 
employer cost for a conventional $200 deductible plan of $5,250. That implies a premium cost savings of no 
more than $1,320 for the $3,000 deductible plan. 

3 
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:prop th~ Medical Savings Accounts 

:.!' A . key element. of the. Republican Medicare 
reforms. the misguided medical savings accounts. 
has been knocked out of the comprehenstvebudget 

,:pUI on a technicality. But th~re are plans to revIVe 
:;:#:. That would be a disservice.. The accounts would 
~ costly and benefit only the healthy and wealthy. 
- Republicans buttress their claim that the ac·. 
:-:COunts would be affordable and attractive to Medi
~:care enrollees by cIting a 'study from a respe;cted 
::.actuarial firm. But the study. by Miltiman & Robert
:~n. is irrelevant. It analyzes a plan very different 
;'J'rOm the bills the Senate and House passed. 
- The overall G.O.P. Medicare reform would cut 
: ;S270 billion out of Medicare and give the elderly new 
~ ';enrollment options. Besides traditional coverage. 
~+.hey could use their share of the Government mon
-:::y to join a managed-care plan or set up medical 
r-:-savings accounts. The accounts would combine cat
~tropnic (high-deductible) coverage and a tax-free 
;.',oank deposit from which to pay rouune bills. The 
~ea appeals to doctors because they would be free 
~ charge whatever they liked. thereby avoiding 

price controls that the G ,O.P. would impose on other 
Medicare options to achieve the si70 billion cut. 

The savings accounts would attract healthy 
retirees because they would profit (rom the tax-free 
buildup of savmgs. The accounts y.lould also attract 
wealtlw retirees because thev could afford the h!f'~ 
deductible, l'he Conp..resSlOnai Budge! Ofl:('~' .... 
dlCted thJt (he oOl1on ""ould aurJC! onl\' ;;t)O~~ : 

percent Of retirees ano Increase the defiCit The 

Government would ~nd more to set up aCcoWlts 
for healthy retirees than to cover them under 
traditional Medicare. 

The Milliman & Robertson study assumed that 
Congress would nearly triple out-of-pocket expenses, 
for those who stick with traditio~~ ~edicare. But 
the actual bills do not go nearly that far. From that 
false assumption followed the absurd estimate that 
80. percent of the elderly would swltch to .medical 
saVings accounts. Under the actual prOVISions the 
House and Senate passed. the savmgs accounts 
would not attract most retirees. 

There are other problems with the G.O.P. plan. 
For example. retirees could game the system by 
choosing tax~tree accounts when they are welt and 
traditional Medicare when they are sick. That prob
lem could be licked by requiring retirees to give five 
years' notice before switching out of the tax-free 
accounts. To figure out how to solve the idea's other 
problems. Congress should set up demonstration 
projects before it offers the option to everyone. 

The Senate parliamentarian temporarily 
knocked the idea OUt of the Senate plan because it 
violated special rules governing the budget bill of 
which Medicare reiorm is a pan, The Republicans 
can probably gel around that ruling when the bill 
relUrI1s from conference, The Wiser course would be 
'0~ r:C;::'1r;:'(:~,$ :,~, '(';::0::'1 1:-,(; ~a\'lOgs accoums and' 
. ";' ,-\;;:';~;.!!\' :.., ... ~;:( .;:',: ::i; ::',;:!l Il harnesses market 
f0rCt:,S (In' he!l;;;! (,; ,:II !'(':!fCCS. not :USI the pnvt· 

1C'p-('cj-fC\A' 
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Medicare M'isfire 
'I" . l 

House Speaker Newt Gingnc;h promised a bold" ' retirees by o{fenng the option of choosing a Govern
market-dnven reform of Medicare. He has not' :nent·patd castrastrophic policy alongwtl11 a tax
delivered. The Policy ht;! outlined on Friday w~uld free savmgs aCCourit to cover pan of the deductible. ' 
shut off effecuve compeution :andpOsstbly damage, TheseaccouritSWouldattract only healthy individ
nea1th care for, the elderly. Pemaps, the Senatt: uals who woulii expect to have some of the deduct
leadership plan. to be released this week.: Wlll do, ible left over at the end of the year:. . 
better. ' (,\",' , The plan Mr.' GingriCh releasE!d owes more to 

Medicare IS. as Mi. GingriCh never ceases to \ his concern about sa$& $i70 billion to balance the 

charge. excessively co~y~dotit,o~ dat~,bavmg. bud&.et thah ii ~~ ~o,h~ ~on~ril.about reformrng 

adopted. few of the innovatrie tediniques. that ',are , " ,Medicare. Even'so. the'speedlc measures appear 
. 

. used in the private Sector to inip~e'quaiiiy ,and:·,· unlikely' tcfgeneratf~"anthjrig close to the' required 
lower costs.~fr: Gingrich- would solve thes~.prob- ;;avmgs.1 The oniv'sa1eguard is a, pro:vtslon that 
lems by, In effect.;' ~mr\g the el~erly\t:l~' opUot\;oi': . would have 'tti~ ~Ver;#rii~~,:~utOma9<:allY cut fees 
usmg a Government'voucher, ~o buy pn~~lte,',~over-:' for docto~arid' fiqsplt~,lS.pi!-rticipating m ,the Gov
age. But the proposal reneg~ O,l1l1uroQIlClngmar~; '., ernment pfqgr~~ ~fco~JS' rose faster than. budget
ket compeution when itdenies health plans the right· ed. But therein lies"a big prople.m,. The cuts will 
to rebate pari of the voucher' t6enro'uees~Privt\te ," almost certamlv need to: be huge. because doctors 
plans would have, no i~tiy~:~o cut premiums :' have histoiic!lliyoffsetpdee cuts by pushing addi
below theamowlt of lh:e vo~i::her. .,' ,tional tesiSand'procedures on their patients. Big 

Apparently' th'e House refused to allow' rebates' cuts could drive manY,dOCtors to, flee the program. 
lest it be attaCked for driving the eid~rlY, into draggmg theirpaiients with them into private care. 
pnvate managed care··for their financta.r~llrvival~ If that IS Mf:Gingrlch's goal. it needs to be spelled 
Its voucher. from the sketctiy outline pr51'l/lded. out and justified., . 
seems tied to the' cost of. the existing ~~(ticare, Whether the Republican leaders can offset 
program. and thus offers (ittle ho~ of reining In these problems WIll depend in part on details that, 
Costs.·Medicare costs Will almost surely rtse faster' lhey have not ',;et released. For example. they mIght 
than the,proposalexoeCts,. , adjust ,the \,oucner amount paid to a pnvate plan 

:'.1r. Gin~nch would allowpnvate plans to com· according to the health status oi its enrollees 
pete for customers by olfenng (hem attractive :mroduclnE: e~ormous c.omolexltv remlfllscem of 
beneil{s.like coveraee ot dru~sand eveglasses. But ',:,e C!irltO!; ,"'G:;.;~:s:::"l(j,:'i :ltxH'tc:d pl::UL Or mev 
·.,:at ~:lOci .:: (om~uuon ::1Vlte5 pians ~o taIlor - ~Ig,!lt reg~j2;c ::.. ..: '::;:W(: 01 .. :-.( \,oiJcner :0 keen the 
Jencllts to :!lll:lCt l1ealtl1v f"!uree5 '''''no would not be :051 of nn,,:;; €: :i:lns irom flSlnl; ;-JfCCIOHouslv. But 
:nsu\' to ((j':r:'~. :-~3Vtn~ :r:e c:-:~oOlc::ui\' til to' sign U::l ::;e !niorm::'llon rc!e2.s~o ~o i;:H ;1rovtaes no such 
·...:Hh the ::1::~.;::!ca C:?rc ano Government progr2ms ~ec:1:lntSn~~, -:-':r ~~(:'J'.(: ;)!~;; I:: :",o~c :!:. ::U:1(" on 
-:-:;(' :',~,;~~ :·;~:~·.I~:· , ... \.:;(..... '·:-'(·'·:-:·";('~l:-;~' -.::' ~·,{'.;jt~·: -:.c-:::;c:::! 
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SECTION: COMMENTARY; Pg. 29;' ZONE: N 

LENGTH: ~02 words 

HEADLINE: AMAZING TRICKs; 
DON'T PUT MUCH FAITH IN THE REPUBLICANS' HYPE ABOUT FIXING MEDICARE WITH MEDICAL 
SAVINGS ACCOUNTS 

BYLINE: Joan Beck. 

BODY: 
"There's no use. trying," she·said. "One can't believe impossible things." 

"I daresay you haven't had much practice," said the Queen. "When I' was your 
age~ I always did it for half~an-hour-a-day. Why, sometimes I've believed .as 
many as six impossible thin~sbefore breakfast. 

Lewis Carroll in "Alice's Adventures in .Wonderland... · 

Republicans in the House may:not have fallen down a rabbit hole. But they are 
asking the elderly to believeimpossibl-e things:about the Medicare. "reform" plan 
passed by the HoUSe last week. Seniors--and those who have an interest in their 
well-being--will go along at their own risk. 

Congress stilL hasn't passed final Medicare legislation. President Clinton 
has promised to vet:¢ it. The regulations that· would govem its operation haven't 
been written. But it· would take a lot of fa1th in governmen~ and practice in' 
believing impossible things to be confident that proposed changes would really 
save the $270 billion Republicans want to. chop out of increases in Medicar~ 
spending by 2002 without harming the elderly. 

It takes a lot of faith, for example, to believe thcit the Medical Savings 
Accounts in .the House legislation would actually contribute to those savings":'...,as !". 
much as $220 billion of the $270 billion goal, according to .proponents. 

The idea of Medical'Savings Accounts is largely tan untried theory, especially 

when people over. age 65 are involved~ It was developed primarily by Gqlden Rule 

Insurance, an Indiana company which wanted to generate new business ·a:nd"whfch


SiCiiifully pushed the' plan by means of a think tank it h~lped to fund;' by savvy 
lobbying and by strategic and lavish political contributions. 

A major supporter of MSAs is House Speaker Newt Gingrich, who often pra1ses 

the idea in talks and in his book, "To Renew America.~· He, his COPAC ca~paign 

committee and other Republican legislators are reported to have received 

con1:ributions from the insurance company lobbyis1:s, 


'Medical Savings Accounts are being praised, as a way "to "privatize" health 

, 

LEXlS·· NEXlS· 
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car,,"',;again. t.o prov:lde ind:lv:ldua~ i.ncent.ives to keep cost.s down and t.o give 
seni,ors' fearful of the constraints of managed care a way to "manage their own 

heayth"care." The, way it: would work is generally like this: 
", ':~,,' '. . . 
",:., ' 

-:~ach Medicare recipient who chooses a MSA would get a voucher good for about 
th~.:';a~erage amount Medicare spends on each beneficiary--estimated to be a little 
mor~::.'than $5,000 in 1996. With the voucher he would buy a high-deductible , 
cat:,?,~trophic, health insurance policy that would pay most of his health care 
exp~nses over $3,000. ' 

,.'i,· , 


'.:..- ", 


<.:rh'e, rest of the money--$l, 500 by one example:--would go into an account to be 
used,:"to pay small medical bills. Once that sum was spent, recipients would have 
to '~~y any other expenses themselves until they reached the $3,000 level ~here, 
thei,;'in,surance policy would kick in. If recipients hadn' t used all of the money 
in :;~h.eir account by'the end of the year, they could withdraw it and use it as 
they.; choose, provided they pay taxes on it. Or they could roll it over into the 
foll'owing year to cover future medical expenses.

,t/y' . 
)~upporters say MSAs will motivate patients' to help keep health care costs 
' ..... 

dowl"Lbecause they are essentially paying their own bills until they reach the 
higii.:'deduptible and be~ause they can choose their own doctors . 

• ,' t .•• 

":.':\ 
4riti~~'point out that giving money t~ M~dicare recipients who stay healthy 

jus'i::,adds to the total cost of the system--$2. 3 billion over seven years 
acci?rding to an estimate by the Congress,io~§l,l ,,Budget, Office. The elderly who 
fac~>high bills or who have long-term medical expenses would probably opt for 
tra~~,t,ion?:~;Me4icar~"opponents say, an<~ ):~hei:r: l).igher-than-average expenses 
wou~d". no, long.::!r, be balanced by seniors,:Wl).<;>. stay well and cost the syst,em very 
little'.' '\ 

, 'Jou ,need practice believing in impossible things to assume that pushing 
sen~6rs intq ma~ged-care organizations,.,~s~"the House bill would do by raising 
the::'cos,t,~, 91: tradi,tional care, will' s~v~Medicare ;money and assure the elderly 
of ,:a,dequ~~~ ,car,e. HMOs ";r!7 skilled at s.igIling.up the healthiest groups of people 
and:)ivoiding the high-:cost. ilL They p,ft;eIl give,doctors incentives to minimize 
treatmen't. And they 'cost ,Medicare about, a§. much as other, 'options for the ' 
eld~r:Ly, according to limited studies. , , . ' 

'it' tak~~,:/aith to be;li~,,:~ ,that chcmge.s"inMed;icare won't, do harm to hospitals 
and".t9 medical, training prog,r,~msi,fo.r P.l).y~~c:j,an::;. ,And that patients won' t suffer 
as ,,/ewe.r 'special ists are: trai'i-t,ed ,.o,r are. ill, Howeg ,to" see Medicare patients. And 
that':. 'all the seniors who would like to stay in the current Medicare program will' 
beia,ple to "afford the price in,creases ,thC!-t se~m inevitable in the next seven 

i,' .. " .. - '. . ') 

yeax::s. lAnd that the elderlY-,-who r,ange from s~V"fY CEOs and presidential 
candidates ,to ,the comatose and thos~"witll J\.~zheimer·s disease-,-can shift through 
thei'(?pti9ns and" find 'away to get good car-e at'reasonable cost. 

-: ::": . 
. .' . " . 
';:It even takes faith to believe that all the Republicans who voted for the 

Med,i~are legislation in the House and ,who ~r~ trying to drum up national support 
fo£';'~treafly understand wh~t's in thebill~~orhaveeven read it . . .. 

:-~~. ";, 

:'~o'st of us do see a necessity for helping Medicare hold down its steeply 

rid;Lhg costs, But we will need a lot more practice and evidence- -before we 

bel~:i:'~veGingrich and his colleagues have solved the problem, \-Ie may never get 
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BACKGROUND AND INTRODUCTION 

Medical savings accounts (MSAs) provide a mechanism through which out
of·pocket medical expenses can be paid on a pre-tax basis. A variety of research 
organi7ntions have prom.oted MSAs for a numbe.r of years, often advocating their 
use in conjunction with a high-deductible (or '/cata~trophir.") ;nSUT'ance policy. 

Recently, MSAs have gained prominence as an element of health reform 
proposals being considered by Congress. The balanced budget proposal enacted 
by Congress and vetoed by the President last year included MSAs along with 
catastrophic insurance as an option for Medicare beneficiaries as wen as for 
people under age 65. 

. Insurance market reforms passed recently by the House (H.R. 3103) also 
provide for the creation of MSAs in the non-Medicare market. The House MSA 
proposal will by. considered by a House-Senate conference committee/ along with 
insurance reforms passed by the Senate - which do not include an MSA 
provision. H.R. 3103 would provide for employer or individual contributions to 
an MSA in conjunction with the purchase of an insurance policy that has a 
deductible of at least $1/500 for an individual and 53J ooo for a family. An MSA 
contribution would be prc--tax (i.e./ not included in taxable income, like an 
Individual Retirement Account) up to the amount of the deductible or $2,000 
($4,000 for a family)/ whichever is less. TheJoint Committee on Taxation 
estimates that the MSA provision in H.R. 3103 would reduce federal tax revenue 
by a total of $1.8 billion over the period 1996 to 2002.1 

This paper is inhmded to inform the current debate by reviewing recent 
research related to MSAs in the non-Medicare rnarkt.:l.2 OUf purpose in this 
paper is to summarize the existing work that has been done oil MSAs; we have 
made no judgment about the methods used in these studiesor the validity of 
their findings. We have sought to present a cross-scction of different 
methodologies and points of view, but have not attempted to review everything 
that has been written about MSAs. We first describe the common characteristics 
of MSAs.We then discuss the possible effects ofMSA initiatives similar to H.R.· 
3103 on the health system and summarize any prominent recent research or 
analysis where appropriate. . 

CHARACTERISTICS OF MEDICAL SAVINGS ACCOUNTS 

Medical savings accounts arc generally designed with the goal of putting 
high-deductible coverage on an equal footing from a tax standpoint with morc 
comprehensive employer-sponsored coverage (i.e., coverage with less patient 
cost sharing). 

Paget . Lewin-VHlJ Inc. 
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Currently, health care expenses paid by employers on behalf of employees 
either through premiums paid to an insurer or through direct payment of 
expenses through a self-funded health plan - are tax deductible as a business 
expense for the employer and exempted from taxable income for employees. If 
the employer offers a high-deductible health policy (e.g., with a deductible of 
$1,500), the premium would be paid on a pre-tax basis, but the employee would 
have to pay for any out-of-pocket expenses and uncovered services with after tax 
income. As a result, the tax system tends to favor coverage with lower patient 
cost sharing over more catastrophic coverage . 

. Under current law, employees can, in fact, pay for out-of-pocket costs and 
uncovered services with pre·tax income by contributing to a flexible spending 
arra.ngement (FSA). However, the value of flexible spending arrangements is 
limited by the fact that any unused balances at the end of evcry year are returned 
to the employcr. In 1992, 21.% of employees eligible to contribute to a .health care 
FSAdid SO.3 

Unlike FSAs, MSAs generally permit unused balances to carry forward to the 
following year rather than being returned to the employer. In addition, MSAs 
are usually designed to be I'portable," meaning that an employee could retain it 
when changing jobs. . 

Eligibility for p~rticipation in an MSA is often predicated on an indlvidual/s 
purchase of a high-deductible insurance policy. In that ease, the MSA would be 
used by an individual to cover his or her out-of-pocket costs under the 
deductible, ns welt ~s topurchClse services not covered by the insurance policy. 
Typically, the amount of pre-tax contribution that can be mnde to nn MSA is 
limited by the amount ofthe deductible in nn individual's insurance policy. 
Undcr some npproaches, either an employer or an employee can contribute on a 
tax-prefE:!rred basis to the employee's MSA. Under other approachcs, an 
employee may not make a contribution to the MSA if the employer has already 
done so. . 

Generally,MSA funds can only be used for medical expcn.c:cs; a tax pena Ity is 
assessed on withdrawals for non-medical purposes. The IntcrnalRevenue 
Service definition of medical expenses is commonly used to determine 
appropriate uses of MSA funds. Some proposals (inc1uding H.R. 3103) permit 
funds to be withdrawn for non-medical uses without penalty after the account 
holder reaches a certain age (e.g., 59~). . 

Some MSA approaches permit the interest income generated by an MSA to. 
accrue tax free, while others tax that income. ' 

Page 2 LeWiH-VHI, Inc~ 
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DISCUSSION OF TIlE LlKELY EFFECTS OF MSAs 

Tn this section, we discuss the likely effects of an MSA-type proposal similar 
in structure to H.R. 3103. The PriInary effects include: 

• 	 Lowering health care costs by reducing service usc through higher levels 
of cost sharing. ~. 

• 	 The potential for risk selection and segmentation of the insurance market. 

• 	 Potential financial gains or losses for employees and individuals. 

• 	 The compatibility of MSAs and managed care. 

For each issue, we discuss conceptually what the effect would be and how it 
might influence the efficacy of MSAs. We then summarize any recent research or 
analysis that helps to quantify the effect. 

Attached as Appendix A is a table summarizing the key conclusions of a 
selection of major MSA analyses. 

Lowering Health Care Costs by Reducing Seroice Use 

The ability of l'vfSAs to lower overall hca lth care costs hinges, in large part, on 
the degree to which people respond to higher deductibles (along with the 
presence of an MSA) by reducing their use of services. The idea is that the 
presence of insurance induces people to use more services than they would if 
they had no insurance, because they arc n.ot paying the full cost for the services. 
In the extremc, fulJy comprehensive insurance with no deductibles or 
copayments means that people who arcinsurcd f;;lee no financial cost for seeking 
care, and might therefore seek significantly more care than they would if they 
had no insurance or less comprehensive coverage. 

o 	 , 

Quantifying the effect of different levels of patient cost sharing on the use of 
services is difficult, because it is hard to separate the effect of the cost sharing 
from the consequences of risk selection. Risk sp.ltrlion would occur if people 
who are sicker tend to choose coverage with lower dedudibles and people who 
are healthier choose coverage with higher deductlbles~ If risk selection is present, 
then the fact that people enrolled in higher deductible planS use fewer services 
than people enrolled in lower deductible plans is ambiguous. It could be the case 
that the higher deductible discourages service use, or it could alternatively be the 
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, 
case that the people in the higher deductible plan are simply healthier and use 
fewer services (or the truth could lie somewhere in between). 

Because of this difficulty, analysts generally rely on the RAND Health 
Insurance Experiment to estimate the effects of patient cost sharing on service 
use. Although the RAND study is somewhat dated (it was conducted during the 
19705), it avoided the problem of risk selection by assigning participants to 
different levels of cost sharing rather than allowing them to choose the coverage 
themselves. The experiment looked. at the effect of various levels of coinsurance, . 
which ranged from no coinsurance to a plan with 95 coinsurance. The 
coinsurance rate was charged to expenditures below a. maximum dollar 
expenditure (which was related to family income, but no more than $1/000 per 
year). The experiment found that health spending rose steadily as the level of 
coinsurance fell; persons with no coinsurance had 60 percent greater expenses 
than persons with 95 coinsurance." . 

The estimates of reduced service utilization used by various MSA analysts 
include: 

• 	 cato InstitutelNational Center for Policy Analysis. Researchers affiliated 
with the Cato Institute and the National Center for Polley Analysis 
(NCPA) often cite the result from the RAND study that families with no 
dedudible USL..J 58°"';, mllrc he411th reSOUTCt:!s than families paying 95% of 
their health care expenses out of their own pockets (up to a 51,000 
maximum).5 If this result were indicative of how service use would 
decline as people switch tt()m current levels of coverage to high
deductible cover~gc and MSAs, then health care costs would decline 
significantly Under an MSA approach. NCP A researchers estimate that 
universal catastrophic insurance combined with MSAs could reduce total 
U.S. health care spending by as much as one-fourth.6 

• 	 American Academy of Actuaries. Tn their analysis of MSAs, the American 
Academy of Actuaries (AAA) used utilization factors deve10ped by the 
Health Care Financing Administration (HCF A).1 The Actuaries use two 
sample plans for the purposes of their an.'l1ysis. The "standard plan" 
(meant to approximate the coverage many people have h')day) ha~ a $200 
deductible for an individual. a required 20% copayment on expenses in 
excess of the deductible, and a maximum individual out-of-pocket 
payment of $1/000. The "high-deductible plan" that would be offered in 

. conjunction with an MSA has a $l,?OO deductible for an individual, the 
same 20% co payment, and an out-of-pocket limit of $2,500. Among the 
AAA's primary conclusions are: 

Lewin-VHl., Inc. 
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- The AAA estimates that health cxpcnditur~s (including administrative 
costs) for individuals would average $3,040 under the standard plan 
and $2,638 under the high-deduchble plan. In other words, health 
expenses would decline by about 13% ifeveryone switched from the 
standard plan to a high-deductible plan. 

- The presence an MSA in conjunction with a high-deductibleplan 
would mitigate some of the reduced utilization cauSed by higher 
patient cost sharing, since some people may view the MSA as more of 
an insurance policy than a savings account. The AAA's estimates 
indicate that with the presence of an MSA,health expenditures under a 
hlgh-deductible plan would be between 2% and 12% lower 
expenditUres undcr a standard plan (rather than 13% without an 
MSA). . 

• 	 Brookings Institution . .A researcher from The Brookings Institution 
suggests that the changes in utilization cited by the Cato Institute and 
NCPA analysts are overstated because "most Americans have nothing 
resembling the kind of unlimited insurance" thcy describe.s He argues 
that most people today already ~ave coverage with some level of 
deductible or copayments, and that managed care approaches have 
already lowered use rates since the period during which the RAND 
experiment was conduded. 

• 	 Other Analysts. Researchers from the Urban Institute u.';(! uti1i:.t:ation 
factors similar to those used by the American Academy of Actuaries.9 A 
researcher with the.Congressional Budget Office estimates a reduction in 
hCCllth expenditures of between 5% and 8% based on a change from 
standard coverage to a high-dcductible policy. If the high-deductible 
policy is paired with an MSA, he estimates the reductions·in spending 
would be only 2% to 4%.10 

In addition to discouraging service usc, higher patient cost sharing m.ight also 
cause patients to shop more aggressively for better values (e.g., lower physician 
fee...), thus lowering overall health care costs. Some analysts qllcstion this 
conclusion. They note that most health care spending is attributed to pcople who 
would have already exceeded their out..of-pocket limit in a high-deductible plan, 
and therefore would have little incentive to shop around for lower prices. 
According to onc estimate, over 80% of health spending by people with ' 
cmployer-sponsored coverage is attributed topeople who usc more than $2,000 
in services in a year.ll 
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. One researcher responds to this argument by suggesting that a sizable 
proportion of spending fans below a high deductible (e.g., one-third to one-half). 

, He argues that people would have an incentive tu shop for better values until 
they meet their deductible, and that the lower prices resulting from this market 
pressure would carry-over to the rest of the health care system.12 

Potential For Risk Selection And ~egmenfatiDn Of The Insurance Market 

An issue frequently raised about MSAs relates to their potential effects ~n the 
availability and cost of other iru;urance products in the health iru;urance market. 
By design, MSAs expose participants to the risk of higher out-of-pocket spending 
than morc traditional plan designs - such as typical indemnity plans or . 
managed care alternatives - in exchange for a lower premium. Thjs type of 
arrangement tends to be more attractive to healthier individuals, who have fewer 
concerns that they might incUr high health care costs. U If MSAs tend to attract 
relatively healthier enrollees in the marketplace, the premiums for other types of 
insurance plan designs may increase because the average health status of the 
enrollees covered by such plans wi1t be reduced.!" 

Concerns about MSAs attracting a healthier than average mix of enrollees are 
important because this type of risk selection can have a destabilizing effect on 
insurance ~arkets. Risk selection in favur of ur against certain plan dC!'Signs can 
result in severe differences in the health status characteristics of enrollees across 
different insurance plans, which will have substantial effects on the premiums for 
such plans. To the extent that the premiums of plans reflect their enrollment mix . 
rather than their efficiency, market competition among different type of plans 
will be distorted. 

The potential for risk selection existo; primarily within employer plans that 
offer multiple health plans and within those segments of the insurance market 
where significant pooling of risk across individuals or employers exists, such as 

. the individual and small group health insurance markets in states that have 
adopted insuranc:e refMms. In ~tates that have n(')t adopted reforms, there is far 
less pooling in these markets and risk selection would be less of a concern. 

Recent anaJysis of risk selection issues under MSAs includes: 

• 	 Urban Institute. Researchers at the Urban Institute15 developed a 
simulation to test the potential risk selection effects associated with MSAs. 
Using data from the National Medical Expenditures Survey, they· 
simulated the effects on premiums of offering a chuice oftwo immrance 
arrangements to empluyed persons: a comprehensive insurance 
arrangement16 and an MSAwith a catastrophic insurance plan.l7 They 
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foUnd that if only oneo-quarter of the people who would be better off (in 
terms of out.of.pocket spending) underMSAs enrolled in MSA plans 
i~e., that some risk selection occurred - the premium. for comprehensive 
coverage would increasE! by 6..1% relative to a scenario where there was no 
adverse risk selection. The higher the enrollment in MSA plans among 
those who would be better off, the larger the increase in the premium for 
comprehensive coverage. 

.Cato Institute. A CATO Institute researcher argues that the risk selection 
problem is overstated.18 He reviewed the experience of a number of large 
employers that now offer MSAs with high deductible insurance plans to 
their employees and concluded that risk selection has not been a serious 
problem. He also argues that since low-deductiblehealth insurance 
policies are "~riving up the cost of health care," it wou1d "not necessarily 
be a bad thing" if the cost of such policies rose as a resul.t of adverse 
selection. He further suggests that risk selection occurs because of 
insurance market refonns that restrict insurers from charging premiums 
based t:m health status or denying coverage to people with pre~xisting 
health conditions. If insurers were not restricted in this way, then an 
individual who deveJoped an expensive health condition wou.1d not 
necessarily be able to switch from high-deductible to low-deductible 
coverage. 

• 	 Brookings Institution..An analysis by a researcher at the Brookings 
Institution questions the anecdotal evidence offered about.the effects 
MSAs have had in the market. He points out that other plan changes were 
made when MSAswere implemented, and that the American Academy of 
Actuaries was unable to obtain actual claims information from any of 
these arrangements in order to perform a thorough, quantitative 
analysis.19 

Premium Levels for High-Deductible COfJerage and fl,e Fimmcial 

Implications for Employees . 


A number of analysts <.)f MSAs assume that employers would be willing to 
deposit into an employee's MSA all (or at least most) of any premium savings 
generated by moving from a standard plan to a high-deductible plan.. Given this 
assumption, the financial implications fM employees are affected greatly by how 
much premiums decrease when switching from low-deductible to high
deductible coverage. This dt:!crease influences how much premium savings 
would be avai.lnble to contribute towards an MSA, and in turn influences the 
level of an employee's financial exposure to out-of-pocket costs. In other words, 
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a key issue is: When switching coverage, how'much docs an individual's 
deductible rise relative to how much his or her premiwri falls? . 

. Scenarios presented by MSA analysts lead to very different concllisions about 
. the financial implications for employees and individuals: 

• 	 Calo InstitulelNath:~nal Center for PoUey Analysis (NCPA). These 
. researchers present a variety of scenarios similar ~o the following: An 

employer now pays about $4~OO for a typical family insurance policy. 
The employer couldl instead, p~chase a policy with a $31000 deductible 
for about $l,SOO.and put the $3,000 in premium savings into a. MsA.20 

The implications of this scenario are that all employees (regardless of their 
health'status) would be better off than under the status quo. An employee 
who used more than $3,000 in health services would not have any out-of· 
pocket obligation - the MSA would cover the full $3,000 deductible. An 
employee who used less than $3,000 in health services would also have no 

. out-of-pocket obligation, and could use the remaining MSA balan.ce for 
services not covered by the insurance policy, either now or in the future. 

One NCPA research report presents premiums for a" range of health 
insurance policies offered in the marketplace, ()bserving that "by 
increasing the deductible from $250 to $2,5001 the average family would 

.save as much in pr~miums as the coverage it foregoes."21 

• 	 American Academy of Actuaries. The AAA'", analysis reaches a very 
differen.t conclusion, suggesting that the premium savings from switching 

. out of a low-deductible plan into a high-deductible plnn would be 
significantly less than the increase ill the deductible faced by an 
individual. 

As described above, the AAAls results depend on the extent to which' 
people view an MSA ~s an insurarice policy or a savings account. Based 
on their IImedium effect" case, the Actuaries present the follOWing 
results:22 

Combined employer and employee premitlm savings resulting from: 
switching out of a low-deductible plan and into a high-di=ductible plan 
would be $623 for an individual, which could be contributed to the . 
individual's MSA. TIus amount is significantly lower than the 
maximum out-pf-pocket obligation of $2,500 under the high-deductible , 
plan, leaving an ind.ividual with potential out.of-pocket expenses of 
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$1,877 (the difference between the maXimum out-<>E-pocket obligation 
and the MSA contribution). 

- Since the MSA contribution is lower than an individual's maximum 
out-of-pocket obligation, people who USC a large amount of health care 
services would be worse ofE under the high-dedudible/MSA 
combination (i.e., they would' face significant out-oE-pocket costs under 
a high-dcductible insuiancepolicy once their MSA accounts were 
depleted), People who use few services would be better off, because 
they would build up balances in their MSAs. The AAA estimate that 
74% of employecs would be better off financially in a single year, while 
26% of employees would be worse off. 

, , 

• Urban Institute. Researchers from the Urban Institute produced results 
similar to those presented by the American Academy.oE Actuaries:23 

- An individual enrolled in the high-deductiblc plan would have $591 
available for an MSA (the combincd employer and employee premium 
savings from switching out of a low-deductible plan). The high- ' 
deductible plan used for the Urban Institute's analysis had a $2,000 

, deductible with no copayments (i.e., the insurer covers 100% of costs 
once the deductible is met). Therefore, an individual is left with 
potential out-<>f-pocket costs of $1,409 (the difference between the 
deductible and the amount available for an MSA). 

- . After a one year period, 80% of individuals would be better off 
financially and 20% worse off. After the cumulative effects of a three 
year period, 73% or individuals would be better off and 27% worse off. 

• 	 Congressional Research Service (CRS). Estimates prepared for CRS by 
The Hay Croup show results similar to those from the Actuaries and the 
Urban Institute. These estimate show a $627 premium difference between 
a standard policy ($200deductible and' 20% copayment) and a high
deductible policy ($2,500 deductible).z4 

Compatibility ofMSAs and Managt'4 Carc 

Another issue frequently raised about MSAs is their compatibility with 
managed care.2S The MSA approach to reducing costs -ina:easing individual 
autonomy and cost consciousness - is very different from the approach 
employed by managed care, which involves relatively little cost sharing but the 
active management of each enrollee's health care use.26 
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Several analysts have considered whether and how MSAs could be integrated 
with managed care approaches. 

• 	 American Academy of Actuaries. The AAA conclude that it woUld be 
livery difficult" to integrate HMO coverage and MSAs, and that 
integrating MSAs and other types of managed care plans would be 
possible but could present "serious problems."Z? Several potential 
approaches to integration arc considered, including using MSAs to control 
the use of outpatient and physician office services or incorporating MSAs 
as part of an exclusive provider organization (EPO) or preferred provider 
organization (PPO) product. TheAAA suggests that the large deductible 
a~sociated with an MSA approach would make capitation impossible 
unless some part of the MSA funds could be used as part of the capitation 
to providers .. 

• 	 National Center for Policy Analysis. Researchers at the NCPA state that 
HM:cj enrollees would have the same opportunities to use MSAs as 
individuals enrolling in conventional fee-for-service plans. They point out 
that many HMOs are incorporating deductibles, which will provide 
incentives for :HMO members to have MSAs.28 

SUMMARY 

MSAs arc a relatively new and highly controversial concept, and there is little 
evidence about their potential effects on the health care system. Although 
programs similar to MSAs are being used by a number of employers (including 
several large employers), n(.l systematiC analyses of -these arrangements has been 

. conducted and published for public review, either by MSA advocates or critics. 

MSA advocates (e.g., researchers affiliated with the Cato Institute and the 
Nation.al Center for Policy Analysis),have presented arguments suggesting that 
MSAs would reduce health spending substantially, permitting large 
contributions into MSAs that would substantially offset the higher deductible 
people would face. Under this scenario, virtually all indIviduals would be better 
()f[ under an MSA/high-deductible insurance'plan than under the status quo. 

In the absence of empirical evidence, a number of analy~tq - induding the 

American Academy of Actuaries and researchers from the Urban Institute
. have sirItulatcd the effects of MSAs. The results from these studies arc, in many 
cases, at odds with the arguments made by MSA advocates. They predict 
significantly smaller decreases in health spending (which means that less is 
available to fund MSAs), in part due to the argument that higher patient cost 
sharing and managed care approaches have already lowered health care costs. In 
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addition, these studies suggest that MSAs could exacerbate risk selection 
problems, further segregating the healthy from the sick in the insurance market, 
and that many individuals would be worse off under MSAs (particularly those 
with expensive health conditions). 
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NOTES 

I Joint Committee on Taxation. "Estimated Budget Effects of Items Contained in an Amendment 
in the Nature of a Substitute to H.R. 3103 to be offered by Chain:nan Archer on Tuesday, March 
19, 1996'" (March 18, 1996). The Joint Committee on 'I'aution (JCT) prepares revenue efOtimates of 
the tax-related provisions of legislation. Their analysis has not been included in our review 
bp.cau~ there;8 no public document describing the dctiills of their assumptiON and results. A 
description of JCT's methodology for analyzing MSAs can be found in: Joint Committee on 
Taxation. "Description and Analysis of H.R. 1818 (liThe Family Medical Savings and Investment 
Act of 1995"), JO-28-95, (June 26, 1995). 
1 A nwnber of papers also have looked at the efft.'cts that MSl\s would have if introduced as an 
option for Medicare beneficiaries, including: Jac:k Rogers and Jim Mays, "Medical Savings 
Accounts for Medicare Beneficiaries," (August 1995); National Center for Policy Analysis, 
"Saving the Medicare System with Medical Savings Accounts," (September 1995)i Milliman & 
Robertson. "Vouchers as an OpU,)n on Medicare, Projected Saving~," (September 1995); Heritage 
F()undation, "Rcforming Medicare: What Congress can Learn from the lieatth Plans of 
America'5 CorporatioM,H the Heritage Foundation Bilckgrounder, (October 1995); and 1.ewin· 
VHI Inc:, "Changes in Medicare Program Spending Under Alternative Medical SavingM Ar:r:ount 
Models" (September 1995). These papers have not been included in thc discussion becau.qe the, 
characteristics of the Medicare market are different from the v"luntary health insurance market 
fl.)r n(ln~Medicarc individuals (e.g., the Medica.re program is highly structured, offers universal 

. coverage to il. uniform benefits package, is prim61rily dclivered in a fee-fnr-service m.anner, and is 
characterized by individual rather than employer choice). 
3 Paul Fronstin, "Medical Savings Accounl'i: Issues to Consider," EBRI Notes, v. 16, n. 7 Ouly 
1995). 
• Joseph P. NewhouS\:, et al, "Some Interim Resultq from a Controlled Trial of Cost Sharing in 
Health Insurance," New England Jounu1l of Mcdidne, v. 305; n. 25, (December 17, 1981). 
S For example, see: Peter J. Ferrara. "More than a Theory: Medical Saving!' A.,counU; <'It Work," 
Cato Institute Policy Analysis, n. 220 (March 14, 1995); Michael Tanner, ''Medical Savings 
Accounts: Answering the Critics, U Cato Institute Policy Analysis, 11. 228 (May 25, 1995); Brink 
Lindsey, "Patient Power: The Cato Institute's Plan for Health Care Reform," Cato Institute 
Briefing Paper, n. 19 (October 4/ 1993); and John C. Goodman and Gerald 1. Musgr<we, 
"Controlling Health Care Costs with Medical Savings Accountql" National Cenfer for Policy 
Analysis Policy Report No. 168 Ganuary 1992). 
6 Goodman and Musgrave, page Xl. 
7 The American Academy of Actuarie!t, IIMedical Savings Accounts: Cost Implications and 
Design Issues," Public Polley Monograph (May 1995). 
8 Joseph White, "'Medical Savings Accounts: Fact Versus Fiction," Brookings Occasional Paper. 
'I Len M. Nichols. Mari.1yn Moon, and Susan WaU, "'I'ax·Prefcrred Medical Savings Accounts and 
Catastrophic Health Insurance Plans: A Numerical AnalY!l1s of Winnrrs and Lo~er:;/' The Urban 
Institute (April 1996). . 
10 L-my Ozannel "Effects of Catastrophic Insurance and Medical Savings A<..'L'OWlt.. on Medical 
Spendi.ng;" unpublished paper (March 21, 1996). The author U! a senior analyst with the 
Congressional Budget Office (COO), thl)ugh the viewscxpressed in the paper do not necessarily 
represent the views ofcao. . 
11 Len M. Nichols, Marilyn Moon, and Susan WaH, "Medical Savings Account...;: A Policy 
Analysis," The Urban Institute (March 1996). 
U Tanner, page 9. 
1:1 American Academy of Actuaries, page S. 

14 EBRl Notes, page 3. 

l~ Nicht,I~, Moon, and Wall (April 1996). 


Page 12 tewin-VHI, Inc. 

http:Spendi.ng
http:Medica.re
http:becau.qe


SENT BY: 5-14-96 ;12:02PM ... 202 4017321;#15 

DRAFT May 14, 1996 

1~ The comprehensive plan had a $250 deductible and 20 percent coinsurance with a $1,250 
annual limit on out-of-pocket spending. 

11 The catal:>trophic: insurance plan provided comprehen..(;ive coverage after a $2,000 d.eductible. 

U Tanner, pages 16 and 17. 
19 Whitp., pagp.15 
2D This example is from Ferrara. Similar exampJes can be found. in Tanner and. Lindsey. 
21 Goodman and Musgrave, page 13. 
U American Academy of Actuari~. 
%I Nichols, Moon. and Wall (April 1996). 
2' Bob Lykc, uCRS Report for Congress: Medical Savings Accounts,'" Library of Congress auly 21, 
1994). . 
25 Sec for example, EBRI Notes, page 4; American Academy of Actuaries, page 12. 
2t> See Nichols, Moon. and Wall (April 1996), page 22. 
rt American Academy of Actuarics, pages 12 and. 13. Por example, the Actuaries point out that 
federal law would not permit a federally-qualtfied HMO to incorporate an all-purpose 
deductible. . 
2S Goodman and Musgrave, page 32. 
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analysts cite the 
assumption that families 
with an insurance'polley that 
has no deductible use 58% 
more services than families 
with a hlgh-<leductible. 

r: 
:'j 
::I 

N .... 
D 

I " qt .... 
I n 

Health spencling for 
individuals with a high
deductible plan would 
be about 13% lower than 
spending under a low
deductible plan 
normally found in the 
current market. 

• 	 When a high--deductible 
plan is paired with an 

. MSA. health spending 
would be between 2% 
and 12% lower than 
spending under a low
deductible plan. 

• 	 Spending on services not 
covered by insurance 
which could be paid for 
on a pre-tax basis out of 
an MSA - would rise . 

c. I"~ 

,;!!iHmJ~iilfn;"Hl~!tdthi;'~i!~\,;,~;ffdJJj:1 ' !' 

Uses the same assumptions Savings esfunates cited by 
as the American Academy o~ Cato and NCPA analysts are 
Actuaries. oVet''''Stated because: 

• 	 Few people today have 
coverage with no 
deductible. 

• 	 Managed care 
approaches have already 
lowered service use. so 
high-deductible plans 
and MSAs would save 
less than earlier studies 
might indicilte. 

.. 

.... 
X] 
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Argue that risk selection 
is not a major problem, 
based in part on the 
experience ofseveral . 
employers that offer 
MSAs and high
deductible pLans. 
Since low-dedudible 
health insurance policies 
are "driving up the cosl 
of health care," it would 
"not necessarily be a bad 
thing" if the cost of such 
policies rose as a result 
of adverse selection. 

II individuals are free to 
choose a standard plan (Le., 
similar 10 a fee-for-seMce . 
plan in the current market) 
or a high-deductible plan, 
then the premium in the 
slandard plan could.riseby 
61%. 

If one-quarter 
who would be better off 
financially under an MSA 
enrolled in a high-deductihle 
plan with an MSA, the 
premium for standard 
cmlerage (i.e., with a low 
deductible) would increase . 
by 63%. If more of these 
people enrolled in an MSA, 
the percentage increase in 
the standard premium 
wou1d be even higher. 

Questions the anecdotal 
e\ridence that high
deductible plans and M5As 
have not led to risk selection 
when. used by certain 
employers. He observes that 
the American Academy of 
Actuaries was unable to 
obtain actual. claims 
information from any of the 
eUlployers or insurers that 
have used MSAs~ 

~ 
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arrangements. 

Present a variety of • 
scenarios that indicate 
that all employees 
would be better off 
under an MSA and high-
deductible plan than 
under CWTent insurance 

One scenariodted: An . 
employer now pays 
$4,800 for a typical 
family insurance policy. 
The employer could, 
instead, purchase a 
policy with a $3,000 
deductible for a 
premium of $1,800 and • 
pUI the $3.000 in savings 
into an MSA. Under this 
.scenario, no employee 
would have to pay 
anything out-of-pocket 
and could accrue savings 
in an MSA account if he . 
or she uses less than 
$3.000 in services in a 

Switching from a )OW • Similar to the AAA. Suggests that premium 
deductible plan 10 a analysis. The maximum red ucti.ons cited by Cato 
high-deductible plan employee obligation Institute and NCPA analysts 
would not reduce the under a high-deductible are over-stated. in part due 
premium enough to plan would be $2,000, to risk selection. That is, 
fund an MSA that covetS while the premium premiums charged for high-
all of an employee's out- savings available 10 deductible plans reflect the 
of-pocket costs~ The contribute towards an fact that healthy individuals 
maKimwn employee MSA would amount to are more likely to ch(X)se 
obligation under a high onJy$591. such plans. 
deductible plan would • After a one year period, 
be $2,500, while the 80% of individuals 
premium savings would be better off 
available to contribute financially Wlder an 
towards an MSA would MSA approach, ....'bile 
amount to only S623 2O'YiJ would be worse off. 
In any given year, 74% After a three year 
of employees would be period. 73% of· 
better offfirianciaUy individuals would be 
under an MSA than better off and 2'7% worse 
under a standard off. 
insurance plan, while 
26% of employees would 
bewoIseof£.. 
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t HMO enrollees would, 
have the same 
opportu:nities to use 
MSAs as individuals 
enrolling in conventional 
fee-foNJemce plans. 
Many HMOs are already 
incorporating 
deductibles, which \viII 

. prOvide an opportunity 
for HMO members to 

~ \L~MSAs. 
o 

C\I ..... 

gs 
I 
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. 
It would be "very diffirull" 
to integrate HMO coverage 
and MSAs. Integrating 
MSAs and other types of 
managed care plans would 
be possible but could present 
"serious problems." 
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Medical Savings Accounts (MSA) Proposal 

4:'::Ye~r Eiperbrteht. Before consideration of the merIts of expanding MsAs to the entire 
nation, a 4-year experime'nt would be initiated, concluding with a report submission by a 
nationally-recognized, independent third-party. The report would address the feasibility 
arid advisability of extending MSAs more broadly. It would focus on: 

• 	 Th'e number and demographiC characteristiCs of MSA users. ' .. 
• 	 The impact of MSAs on cost containment for users and the entire market. 
• The cost of MSAs (in terms of revenue loss to the Treasury). 

iii The correlation, if any, of MSAs to positive/neg"ative health insurance coverage 'rates. 

• 	 The effect of MSAs on the insurance market, including risk seleCtion issues and their 

potential impaCt on 'premiums of non-MSA users. , 
iii the iIiipaCt Of MSAs on the use of preventive care serviCes arid on the health care 

delivery system in general. , . , 
II 	 NoTE: As a cOndition of health plans ability to participate in the exp~eriment, they 

would agree to providing all necessary data to adequately evaluate MSAs. 

Thre~ 	Design Options for the Exi)eriment: 

1. Expa'nded ge"ographic 2. Firms with < 50 3. Fitms with >' 50 
based experiment Limit participation to # Limit participatio{l to' # 

Qf workers/revenue of workers/revenue 
loss projected for MSAs loss projected for MSAs 

MSA StruCture: 

• 	 All structtJr~1 pOliCies in latest Republican MSA proposal (6'-10-96) are assumed unle'ss 
inconsistent with the amendments outlined below. 

• 	 Conlrioutions to MSAs for employees can be made only by employers. 

.. 	 The defInition of'catastrophic (high , deductible) health pl~ns is h1odifl~d to: 

(1) Cap the maximum deductible at $1,500 for individuals and $3,00'0 for families and' 

(2) Irtstitute a total annual out-"of-pocket stop-loss at $2,500 (including the deductible) for 
individuals and $5,000 for families (including the deductible) with no additional artificial 
dollar limits on covered benefits. { 

• 	 The ~ll~wablebuild~up of savin'gs in the MSA accouht is limited to three times the'maxiInufu 
deductible. 

'. ' 	 Insurers and fli'ms offering MSAs are required to also a tr~ditiori.al insurartce policy. 
Differences in premiums across the two plans must reflect only the objective differences in 
benefit levels and cannot reflect the health status of the individuals who choose (or are 
expected to choose) the plans. 

http:tr~ditiori.al


• The maximum employer ctmtribution to the MSA account in a year cannot exceed the lower 
of the MSA deductible OR the savings from difference in costs between <a traditional benefit 
plan and the high deductible MSA plan. ' 

• Tax-free withdrawals a:re limited to health care expenses that count towards the deductible 
under the high deductible plan. 

ill Tax treatmerit for the self-employed is structured tob~ consistent with health deductions for 
, traditional plans ~- (so as to not bias selection in favor of MSAs.) 

COllsumer Protectio'n Assurances: 

• 	 Assure that the model MSA regulatory act by the National Association of Insurance 
Commissioners (NAIC) (outlined in the Republican proposal) provides for adequate consumer 
and market protections for MSAs, including provisions to deal with risk selection concerns. 
M'SAs must be a full insured plan subject to the small group insunirtce reforms provided in 
the state in which the product is sold, and must be in compliance with the insurance refoims 
included iri the Kassebaum-Kennedy bill. 

Affirmative Vote' to Expand MSAs Nationwide. ' 

• 	 After receipt <of recommendations and analysis from the ind~penclent national organization, the 
Co'ngress will take a vote on whether or not to continue or 'extend MSAs to the rest of (or 
any part) of the nation's popUlation. An affirmative vote will be required to expand the use 
of MSAs. < 



.;... 

• 

Medical Savings Accounts (MSAs) 

House Bill. The House bill would establish trusts or custodial accounts called 
"medical savings accounts'; (MSAs). The bill would: 

• 	 permit an individual who has catastrophic health care insurance (with a 
deductible of at least $ i ,500, or $3,000 for family coverage) to make tax- ' 
deductible contributions to an MSA up to the lesser of the deductible or 
$2,000 for individuals (or $4,000 for a family); or 

.' 	 provide, subject to the same limitations, an exclusion from employees' 
income (and social security wages) for employer contr'ibutions to MSAs. 

Earnings on amounts in an MSA would accumulate tax-free. Distributions from 
MSAs could be used, without being taxed, to pay for medical care (including 
deductibles under the catastrophic coverage, noncovered services, and long-term 
care services), but could not be used.to purchase insurance (other than qualified 
long-term care insurance, COBRA-type continuation coverage, or coverage while 
unemployed). Amounts not used in a year could be carried forward into the next 
year. 	 Distributions used for nonmedical purposes would be subject to income tax, 
plus a 	10% penalty tax if paid prior to age 59 1/2, death or disability. The . 
balance remaining in the MSA at death would be excluded from estate tax. 

• 	 Adverse selection. By providing a tax incentive for the purchase of cat~strophic, 
insurance, as opposed to comprehensive coverage, MSAs would further 
encourage healthy individuals to leave the insurance risk pool. The remaining , 
participants in the pool would tend to be sicker than average, and the costs for 
those employees would escalate. This segregation of the more healthy from the 
less healthy -- with a tax break for the healthier -- would not promote sound 
health policy. Those most in need of coverage would have the least access to it. 

• 	 Tax shelter for the healthy. MsAs wovld permit individuals with 10V\' medical 
expenses or substantial financial resources to save $2,000 a year (or $4;000 fo'r a 

. family) on a tax-free basis. 	 Individuals who wished to maximize tax-favored' 
savings would be free tQ pay their medical expenses out of their other,funds, and 
essentially let the MSA serve as an additional IRA without income limits. 
Moreover, because the MSA balance would not be included in the taxable 'estate, 
individuals could use MSAs to avoid estate taxes when they die. 

• 	 Use of MSAs by high-paid versus low-paid. According to an October 1995 
mon'ograph of the American Academy 'of Actuaries:' ' 

The employee demographics will determine whether a high-deductible/MSA approach is feasible. 
If most of the jobs are low-paying -- say, between $10,000 and $20,000 -- there would likely be 
very little interest in any plan with a deductible as high as $1,800, because low-paid employees 
may not have enough money to self-insure the, high deductible. Even less interest would ensue if 
employees were required to contribute to the MSA, instead of employers, because low-paid 
employees usually have very little discretio'1ary funds. 



On the other hand, if there were substantial numbers of employees with salary of. say. $50.000 
or more, the chance to put'money into a tax-advantaged fund could be very attractive. Such 
employees are better able to self-insure the high deductible arid have more in the way of 
discretionary funds to contribute to the MSA .... 

• 	 Undermine targeted health ,spending. Under the proposal, individuals would be 
free to withdraw !VISA funds tax-free to pay for less critical health care items that 
are not covered by their catastrophic insurance, such as vision care and 
orthodontic expenses. This would deplete the funds set aside on their behalf for 
health care. If they later experienced more serious health care problems, they 
would lack funds to pay the high deductible for more critical care . 

• 	 , MSAs may discourage cost-saving preventive care. The high deductible coverage 
associated with MSAs may lead to delayed care and under-utilization of routine 
and preventive health care services. 

, • 	 MSAs divert participation from ma'1aged care.Capitated plans and other managed 
care arrangements hold the promise of coo,rdinated, quality-tested care and cost 
efficiency not provided through MSAs. 

• 	 Employer contributions overstated. Proponents of MSAs have overstated the . 

amount employers could contribute to employees' MSAs without increasing 


. employer cost. The reduction in premium's when employees switch from 
comprehensive to catastrophic coverage (the source of employer contributions to 
MSAs) will typically be less than the increase in the deductible. Therefore, 
employees with MSAs would be at risk for larger out-of-pocket costs than under 
current plans; because employers are likely to contribute less than the increase in 
the deductible. ,(In an impartial analysis' by the American Academy of Actuaries, , 
the mid-range estimate of these reductions in premiums was $1,562 per family 
for an employer that switched from a plan with a $200 deductible to a plan with a 
$3,000 deductible for all its employees. An employer contribution to an MSAof 
this full $1,562 ,amount would not meet the employees' full $3,000 deductible if 
the individual had high health expenses.) And because of adverse selection, if 
employers offered employees a choice between the plans, employers cpuld not 
hold their costs constant without reducing their MSA contributions to a level 
which may be well below the $1,562 amount described above. ' 

./

• 
• 	 Questionable effect on cost containment. While catastrophic coverage can 

encourage cost containment by requiring higher deductibles, individuals could 
establish an MSA during their young healthy years, and drop their high-deductible 
coverage -- switching to a more comprehensive plan -- 'during their high-cost 
years. After doing so, they could still keep their MSA and, continue earning tax
free build-up to pay for additional health benefits, long-term care, or retirement' on 
a tax-preferred basis. Moreover, MSAs would also discourage cost containment 
by enabling more employees, self-employed individuals and others to pay for out
of-pocket expenses with t'ax-preferred dollars. And even if MSAs encourage 

. some individuals to reduce health expenditures, low participation in MSAs would 
result in very little overall cost containment. 



• 	 Inconsistent with tax simplification and difficult to administer. MSAs would 
constitute a major step away from tax simplification. The addition of this new 
arrangement under the tax code would add complexity for taxpayers and the IRS, 
and could lead to a risk of significant'noncompliance. For example, individuals 
would have to keep'their own records on what Section 213 expenses they had 
incurred that were not reimbursed by insurance to determine whether they 
constitute qualified medical expenses that could be paid with MSA withdrawals. 
The IRS would need to verify the amount of these unreimbursed expenses, and, 
for tax-deductibility, would need to verify, on a month by month basis, that the 
taxpayer is covered only by a high-d~ductible health plan. 

• 	 Needs further study. It is important to make sure that we understand fully the 
consequences of this proposal for the tax system and health care. To that end, it 
should be analyzed in the context of the overall health care plan of which it is a 
part. In this case, it'seems inconsistent with the basic thrust of the larger bill, 
which is directed toward broadenin'g the risk pool. 

• 	 Revenue loss. JeT estimates that the MSA proposal would reduce revenues by 
$1 .8 billion over 7 years. 

I.' 
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. ,. 	 HEALTH INSURANCE REFORM COMPROMISE 

Principals' Issues ' 

Tier I:' ReSolved Issues 

A. 	 An MSA experiment of a fixed, duration (3.-5. yea:Cs), evaluated by an independent, 
nationally,...recognized body, that requires an affirmative vote (under regular order. 
procedures) to extend or expand. 

,B. 	 Populations eligible to participate in the experimept: 

1. 	 The self-employed and 
. 2. 	 Businesses with 100 and less employees .. 

. (Utilizatioll of MSAs by businesses and the self-employed is limited to 
projection of users by the Treasury Department). 

Tier IT: Unresolved Is~es 

A. 	 Mental Health Parity . 

Staff Issues 

Tier I: 	 ResOlved Issues . 

(Accept latest -- 6.....10-96 ....- Republican MSA tax policy and insurance changes, which 

assume that MSAs are ,an insured product that comply with state insurance laws and the 


. insurance reform provisiOns in H.R.3103, UNLESS inconsistent with amendments outlined 

below.) 	 . 

A. 	 Catastrophic benefit package designed to be consistent with RAND study 
reco~endations to avoid risk selection., Maximum deductibles (and total out-of
pocket costs) for individuals and familieS are set consistent with RAND 
recommendations (Le., $2,000/$4,000) and the minimum deductible is set at one half 
the maximum deductible (Le., $1,000 for individuals and $2,000 for families). 

B. 	 Contributions ,to MSAs can be made only by employers anq.the amount of the 
contribution is limited to the lower of the plan's deductible OR the difference in the 
cost of the premium between the catastrophic benefit plan and the traditional plan. 
(Experts say that it is about on~-half the set deductible.) 

• 	 No requirement for a cap on build-up during the experiment; no requirement that' 
. insurers and plans must offer choiCe of traditional/MSA plans; no requirement that 
MSA 'account spending be solely limited to benefits covered by the catastrophic 
beDf:fit plan; and no requirement 'that a risk adjustment·mechanim must be in place to 
sell MSAs. 



Tier ll: Unresolved Issues 

A. 	 Defmition of the self-employed and ways to address the potential problems associated 
. with "favored tax status." ' .. 

B. 	 How is the MSA.utilization cap mechanism monitored·and enforced? 

. 
c. 	 Who is designated as the independent,nationally-recognized evaluator of 

, 

the study? 
How is it referenced in the statute? What are the various issues this body is charged 
~-~ 	 . 

D. 	 Review Qf provisions of the bill to assure there are no major problems. Issues of 
particular concern include: 

• ' 	 Medigap d~pliQtion issueS 

• 	 Medicare fraud and abuse issues 

• 	 Insurance reform provisions ,.,. 

.• 	 Other'issues, such as long-terni care tax clarifications and ,other revenue 
raisers/losers. 



c 

·' 


\ 

Problems With Medical Savings Accounts 

1. LAVISH TAX BREAKS FOR THE RICH 

* 	 The $1.7 billion revenue loss will go almost exclusively (0 the highest income and 
healthiest Americans.. . 

* 	 Joint Tax Committee Analysis concludes that less than I % of those who will 

purchase MSAs under this amendment will make less than $30,000. a year. 

Virtually no one will purchase these plans who make less than $20,000 a year. 


* 	 The well-to-do will be able to use MSA as a second IRA, except that this IRA will 
have no income limits and will accrue disproportionately to the extremely wealthy. 
People' choosing this option with large assets can use their own money to pay their 
medical bills and protect their tax deferred MSA savings. 

* 	 A little known provision that helps only people with assets of over $600,000 
excludes MSA balances from estate taxes. Even the most generous IRA expansion 
proposed by Republicans and Democrats does not provide for this exclusion: 

* 	 Health care analysts are virtually unanimous in their opposition to MSAs: 

--The American Academy of Actuaries says that MSAs are "Taxing money from the 
unhealthy and giving it to the healthy." ( 

--The Center on Budget Policy Priorities says, "MSA~ create new tax shelter 
opportunities. Use of an MSA would be highly advantageous to substantial 
numbers of high income taxpayers." 

\ 

2. HAND-OUT TO GOLDEN RULE INSURANCE COMPANY 

* 	 To select MSAs, an individual is required to select a catastrophic insurance plan, 
and Golden Rule is one of the largest marketers of catastrophic plans in the country. 
MSAs would simply allow Golden Rule to greatly enlarge their market. 

* 	 This company gave $1.6 million in political contributions to Republiqms over the 
last 5 years. 

* 	 They are near the bottom of insurance company rankings done by consumer 

groups, such,as Consumers Union, because they provide inadequate. coverage, 

frequent rating increases, very aggressive underwriting, and readiness to contest 

claims and cancel policies: 


3. UNRA VELS HEALTH INSURANCE AND INCREASES PREMIUMS 
FOR WORKING .AMERICANS 

* 	 Because healthy and wealthy individuals are most likely to purchase MSAs, those 
who remain behind in the traditional insurance plans will likely face higher 
premiums because the insurance pool has been weakened. 

* 	 The premium increases could be high enough to force lqwer income working 

. people to drop their coverage. 


~\ 

\ 

\ 

J 
/ 
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* Insurance pool for ordinary Americans, without MSAs, wm suffer both from 
, healthy people pulling out to obtain tviSAs and also from individuals with MSAs 
,:"ho become sick going back into the traditional insurance pools. 

, 
4. PART OF THE REPUBLICAN PLAN TO "WITHER AWAY" 

MEDICARE 


* 	 This Golden Rule plan is the tool that Republicans want to use to have Medicare 
"wither on the vine." It is advocated by Speaker Gingrich -- who coined this 
phrase and by Leader Dole who proudly talks about his vote against the original 
enactment of the Medicare program. 

* 	 Clearly Medicare MSAs have an even greater potential to undermine the financial 
, stability of the Medicare program to both beneficiaries and the taxpayers who 

support it by exposing the program to an option that rewards cherry picking healthy 
beneficiaries -- not competition over cost and qUality. Medicare MSAs were 
'included in the Republican reconciliation bill vetoed by President Clinton in 
December, 1995 

* 	 Today's amendment is just,the first step back toward the Republicans and Golden 
Rule's ultimate goal of putting in MSAs into the Medicare program. They were 
rejected doing Medicare MSAs when the President vetoed their excessive Medicare 
cuts; now -- through today's amendment .,- they are setting the stage for pushing 
Medicare MSAs as the next logical step. 

5. DISCOURAGES PREVENTIVE CARE 

* 	 MSAs may discourage cost-saving preventive care, such as annual check-ups. 
immunizations and otherwellness efforts. The high deductible coverage 
associated with MSAs may lead tO,delayed care and under-utilization of routine and 
prev~ntive health care services. ,. . 

, * 	 MSAs divert participation from managed care. Capitated plans and other managed 
care arrangements hold the promise of coordinated, quality-tested care and cost 
efficiency not providing mrough MSAs. 

* MsAs will not promote cost containment in the long-run. By allowing people to 
( 	 have MSAs when they are healthy but switch to more traditional coverage when t 

hey become ill, the MSAs simply become a vehicle for sheltering income, not a . 
means of promoting more cost-conscious consumers. 



, , 

American Academy of Actuaries Estimate of Savings , 

Individual Plan Family Plan 
$1.5001$2,500 $3,0001$4,000 

,1. Employer savings for MSA plus. 

high deductible plan ' $508, . $1,250 


2. Employer savings as a 

percentage of deductible 33.9% 42% 


3. Employer & employee &avings $635 $1,568 

4. total savings asa 
, percentage of deductible 42.3% 52% 

5. Reduction in premium from 

baseline for higher deductible plan 

with no MSA $703 $1.719 


6. Premium reduction as a 

percentage of higher deductible: . 47% 57.3% 


7. Savings in premium for individual 

plan with $2,000 deductible and no MSA $828 


8. Above savings as a percentage 

of the deductible for MSA option 55.2% 


• 33.3% increase in deductible but only 8.3% increase in savings 

9. Savings in premJtlffi' for individual 

plan with $3,000 deductible and no MSA $1,033 


10. Above savings as a percentage 

of the deductible for MSA option 68.9% 


• 100% increase in deductible but only 21.9% increase in,savings 

11. Savings in premium for family 

plan with a $6.000 deductible and no MSA $2,906 


12. 'Above savings as a percentage 

of the deductible for'MSA option 96.9% 


, Note;, These savings assume as a baseline an individual plan ($200/1000) and a family plan 
($400/4000) with no MSA ' 
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Table 11-3 
Cost EfRct ofChange to $t,5oo Deductible Plan fur Individuals 

S1,500 OedtKtiblt, 
5200 ·$2.500 Maximum Out-of~Podet 

Deductible. 
$1,001 After Induction 

Maximum Low HeFA High 
Out-Qf-Podet' Induction' . Induction' InductiOn' 

Plan 
1. Premium S2,f/J9 S2,178 S2,03O $1.996 $1,920 
2. Out-at-Pocket 341 794 5697 642 $522 
3. Total H€alth 

Expenditu~ 
t(l) + (2)J $3.040 $1,972 SVl7 $2,638 $2,442 

'(ost offllll5trO!ive standiJrd plao USil1g Ament:afl Ac.1demy :IfActuaries disttibution. 

I(;y,t of iUtlStT.llive nigfrOOluctrbk plan before indlKtion. 

<Cost of mtlWatM! hiQh ·,ifductiblt pl~n (oosldenng ~ range of i!lduC1:ioo fll(tIlrs. . . 


Table IJ-3 shows the premium and out-of-pocket expenses 
that would result jf the average insured perSQn wert moved 
into the high-deductible plan. assuming that the person had 
no other cil,)lC€S for cov(rage. Before taking induction into. 
consideration, the premium would dec:rease from $2,699 to 
$2,178, because of the appli<;ation of the higher copayments.. 
The insured's out-of-pocket apenses would increckc:e from 
$341 to $794. The total health expenditures woulddc:dioe 
slightly, because no administrative expenses would ,be associ
ated with the insured's out-of-pocKet payments. The effect of 
induction is shown using each of the three sets of factors 
from Table II-lA.. 

Tables Il-4A andiI-4B show, for individuals and families, 
respectively, the premiums for 'Various high-deductible plans. 
The premiums.were determined by the foliowingprocess: 

1. The increase in copayments from the assumed current 
individual plan was detcrmined for each health cart apense 
in the worlq;roup'$ datasrt. 

2. The increase in copayments from the assumed ,urrent 
family plan was determined for fach health eMe expense in a 
family distrihution, based on the NMES model. 

3. The reduction in health care expense resulting from the 
indU(;tion effect ....'as determined byappiying the HCFA 
a~:rumptions and method, to tJH! increase in copayments. 

4. The copayments of trJ.e high-<kductible pial] were then 
applied to th~ revised healt.i} care expenses, to determine th( 
aggregate hc31th care costs rei.-nbursed by insurance. 

S. The aggregate insured health care costs were incr~ased 
by 15% to account for administratiw. expenses. 

Table 11-4A 
Cost of Different (opayment Designs-Individual Plan 

D:e<ftKtibleJ Reduction from 
Maximum Premium Baseline Premium 

Out-of-PlXket 

Baseli~ 
SlOO/S l)lXJ $2.699 -0. 

. S 1,00J/S2,(XX) 2.176 523 
$i .500/52,500 1,996 703 
$2,iXXl/S3.003 1.871 828 
S3,OC(l/S4,iXXl 1,666 1.033 
S4,WJISS.OOJ 1.501 1.198 
SS,OCO/S6.00J 1,369 1.330. 

.~'~,~<J~ 

Nott ~ cost ofp~1\) a~ ron\ifki~ior, of indl!ct'iOII, ~(~ionoflhf MSA. 

Tabfell-48 
Cost of Different C~ent Des~gns-Fam,ily Plan 

-
Deduaib!el Maximum Reduction 

Out-Of-Pocket Premium from Baseline Premium 

Baseline . 
$-1001 SZJXX) $6,567 . 4
Sl,(xx)1 SUXX) 6,170 397 
SZ,iXXll S3,OCKl 5,411 1.156 
$3.0001 S4,(X)J 4.848 . 1.719 
$4,000/ $5,000 4,385 2.182 
SS,ihJl S6.lXXl 3,989 2,578 
S6.0CI1IS7,0CIJ 3.661 2,906 

. S<'Oltdrneric3n~dAl:!uaril!'. . 

Note: ReIiltiwt: COSIo! plarls after (otlIi&ra:io!l of ind\lctit;t!,befure coosid~tiol1 of the M5A. 
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COMBINING HIGH-DEDUCTIBLE PLANS WITH MSAs 


S
eerion II discussed the' induction effect. Here. we THE AVERAGE EMPLOYEE 
will attempt to quantify that effect. on (1) the 

The case considered here is a switCh from the Iow-deductible 
e."<:p.endi::ures of the average employee, and (2) the . 

plan to a combination ofa high-deductible plan with anaverage total claim cost and administratiVe ex.pe.nses. 
MSA. This illustration assumes that the empl-oyer willfreaeAlso, we briefly analyze the various winners and 
his contributions (line 5 of Tables IV·l and 1V-2) and thus . losers that would result from a shift from the lowadeducnble 
reflects all savings back to the tmployee who contnbutes a plan to the MSAJh~.deductible plan arratigcment; Finally, 
relatively small part of the total plan cost In evaluating this . we discuss the potential effe<:t of the arrangement on employ. 
possibility, it is necessary to consider whether this is a realistic ers, including some of the factors that It\-1)uld influence fisk 

,asSumption for the employer,and selection. 

Table IV-' 	 Table IV-2 
Employee Savings-Individual Plan 	 Employee Savings-Family Plan 

Deducttle/ ~ 


Maximum Out-Of-floctft SNJlSlffJJ $1~t$2,500 . Maximvm (M..(lf..Ptd.et SKJJ/$1,(XX) S3Jn:J{$4ffJJ 


~ofMSA Not 1006 50% SWO ~ofMSA No\ 50% ~• 1006 
COIl5iden:d a5 Sa-lings App!~bie LowElkct MeOI1JITl meet IfKJll Effl!a ~<G~ A~icable LowEffl!a Medium £If«t I1tgh EIkct 

Employer Cos($' 	 Employer CostS' 
I. 	 Prmlium 1 P!tmivrn 

la. For Administliltil'e t.xpen~ 282 220 215 209 Ie, tor Administ~tive Expen:e $685 . SS29 $519 S5~ 
lb. tor(l(jims 1)377 1,471 '1,436 1,398 1b. For Claims 54.569 $3.525 $3,460 $3392 

'1 	 Subtotal [Pal + (l~)J S2,159 $1,691 S1,651 SlJm 2. Subtotal [(13) ~ (lbll SS,254 $4,054 $3,979 53.SQl 
3. 	 MSA (ontrihuliM 3. . M$A Cootribu\ioo 

3.1. fat Administrative Expense 0 9 10 11 30. For Administrativt' ~ 0 24 25 /t 
)b: fot MSA Claim fund 0 459 498 541 .~b. For MSA Claim ftlnd 0 1.176 1..250 1.326 

4. 	 5ubtDtai [(3a) + (3b)J SOl S468 .Ss;)8 SSS2 . 4.. S.JDtota! [(3c) + (3bl] SO $1,21XI S1,27S $U53 
S. 	 TOJ'll [(2) + (4)] s. Tot.lI [(2) +(4)] 


(80% of $2,699) S2,159 S2J59 $2159 . $2.159 (tmb of $7,S69) $5154 $5,.254 $5,254 $5,254 


£mpioyl!e C(ISf5t 	 EmpliYjei.' Costs~ . 
6. 	 Premium 6. Premium 


6a. Rx Admini$lrative,~ 70 . 55 54 52 00. FoI Administr<l'!M ~ 17i 132 130 . 127 

6b. For Oaims 470 368 359 350 6b. For Claims 1,142 882 865 848 


7. 	 ~I [(6a) ... (6bJ] $540 $423 $413 $402 7. Subtotal [(6i!) ... (6bjJ SU13 $1,014 $995 5975 
S, 	 M$A{ontJibution 8. MSA~' 


Sa. f()( Mmi1i.~~ 0 1 2 ·3 Sa. furAd~~ 0 6 6 

8b. fur MSA C14irn fund 0 115 125 135 Sb. For MSA Claim ftmd 0 293 312 331 


9. 	 Subrotal ((Ba) + (80)] SO 5117 $127 . S138 9. Subtotal [(Sa) + (SIl)j SO $199 . S318 5338 
10. 	Total 1(7) + (9)] 10. Tot~1 [(7) + (9)] 


(20% of $2,699) SS40 $S40 $540 SS40 (21110 of S7,869) $1,313 $1,313 $1.313 SUB 

11. (AA-Q(-px:ketmedital ~ 5342 5851 $772 5672 11. OUt-of..podet medical ~ S973 $2.173 $2.004 Sl,798 
12. 	 MSA (ontrib!llion 11. MSAC~ 


j(3b) + (8b)I 0 $S74 5623 $676 [(3b) + (8t)J N/A Sl.469 51.562 51.657 

13. 	Net employee (OS! 13. Net~{OSI 


((10) +(11) - (12)] $882 sa17 $689 SS36 {nO) +(11)'- (12J) $2.286 $2.017 S1.7SS S1,454 

14. 	Em~ Saving:> (S) 14.~~{$) 


~·(13)J . <.,,:- NfA $65 Si93 $346 [52,644 - (Hli NJA $169 5531 $831 

15. 	8npIoyee Savings (%) 15. ~Saviogs(%) 


[(14) 1$882] N/A i% 22%. 39% [(14}1S2.lPJ5J N/A 11% 23% 36% 


';Quit\'; A!M1a:i ~ cl Ac;u~ 	 Scum: American ~QfActuoties 

'As~umes that the er.1p!~r ",ill ~i(t the savings from copaymeol ch.ingt c10d flO)' that. al'nOtml .~ Ih;l; ,he ~p1~ will pre:lict me 9Vi~ from (~(!I'I' {\lange and pay that amount 
tD an MSA. Total ~IQyer oos., (line 5) are h~d (onsta~t. \l) an MSA. TOld! employer Cll% (line S) ore r.-tId constant. 
•The tmal of prffilium ~re p1vs OVl-of-pocket medical ~~ the MSA {l)f1(ribu!ioll li~ •The rotal of premium sI'.are pi\!S out~-~ medf(a/ &pen$€S less tile MSA <omr1bution. Ull~ 
13 ~ ~ annual el'lljll~ cost. lines 14 and 15 snow reducrron ill m:t ~ cost 13 is net annual mrp!oyel'(O$t lines 14 ai1tl15 shvw reductiooin ~t tmpI~~t 

14 



__ .. ___:._"..~ ..__ ..... , .•.. ___T_. ~"_ ..._~"___•..____ ~ , __ ~ , ____ ~ • _ •• _ _. _ __ _ ~.~ "'~••••••• - ~'-.~."", ,~ ___~_',__<w--,, ___.,. -~••••----.,.-~.~ .-"""---'.-.------- -_....--._••__..--""--;- ------~-.-.--~.--~-'- •• -~-, ..~- •••W. __ 

06571.002 April 1996 

TAX..PREFERRED MEDICAl.. 

SAVINGS ACCOUNTS AND 


CATASTROPIUC HEALTH INSURANCE 

PLANS: A NUMERICAL ANALYSIS 


OF WINNERS AND LOSERS 


IAn M.Nichols 

Marilyn MOOD 


SuSan Wall 


The Urban Institute 
lHHl M Street, NW 

, Washingtollt DC 20037 

The authors are grateful to the Robert Wood Johnson Foundation for rmancial support of 
this research, to John Holahan, Steve Zuckerman, and Edwin Hustead for helpful 
comments on earlier drafts, and to Michael TIog for programming and computational 
assistance. The opinions expressed herein are those of the authors alone and are not those 
of the Urban Institute or its trustees. " 

i ' 



spendable value of left-over MSA balances, were taken into account. 111. We calculated the 

financial effects on winners and losers for one year and over three years. We also investigated 

whether the socio-demographic cbar;acteristics of winners were different from those .of losers. 

Table 1 reports the premium and MSA contrIbution ~timates used in our simulations. 

Table 1.: Premium and MSA Estimates 

Health Insurance 
Plan type 

, . 

Actuarial 
Premium 

Employer 
Insurance 

Contribution 

Employee 
Insurance 

Contribution 

MSA' 
contribution 
by employer ' 

Comprehensive . $1,701 $1,361 $340 nla 

---Catastrophic $1,110 $1,110 0 r$2S1~ 
~ / 

Source: Urban institute analysis of NMES da~ 1994 dollars. " 

We estimated the comprehensive single premium at $1.701 and the catastrophic premium 
, 

at $1,110. We assumed that the empJo~erwould pay. on average, 80 percent of the premium in 

the comprehensive case and would be willing to spend the same amount on each worker in the . 

MSAlcatastrophic arrangement. Thus, the employer would spend $1.361 rega.rdless: either al) 80 

percent of the comprehensive premium or as 100 'percent of the catastrophic premium plus a 

deposit .of there1D3inder,S2S1 t into the worker's MSA. This means that shifting to the 

MSAlcatastropbic arrangement immedi~ly returns $340 t.o the worker in saved .out-of-pocket 

~o+c: 	.~ 1114~~pt.;c". ()Lc.v, . i+ -4 ~DlJI~O 
a~~p~~ i~ 1»1 i'51>·fl,~ 

. 	 . . 
IIWe could not measure the implicit valu.e of fW.1'Idal proto:tion in eidlef the cQmprdl¢nsive or , 

MSAlcatastrophic arransemer..t. fOT while real, this amount is subjective. Because we could not take this value into 
account. we h~ve somewhat overstated the number of winners - for some the financial gairui from swiU::hing to the 
MSAlcatastrophk plan will be smaller tha., the value they place on gn:atcr financial protection. In rea.llife. these 
woi\cer.; might not switch from the hypothetical CQrrtprebensive arrangement tQ.me postulated MSNcat3strophic plan. 

. even though from a sheer financial point of view they' could "win" by dOing so. .. 
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PREMIUM INCREASES IN CONVENTIONAL PLANS AS THE RESULT OF 
FAVORABLE SELECTION TO MSAs AND ADVERSE SELECTION FROM 

.·CONVENTIONAL PlANS 

American Academy of Actuaries estimates that the conventional plan 
premium will increase from $2,699 to $4,343, an increase of. 61 % . 

. Urban Institute estimates that even low incidence of adver~e selection 
will increase conventional plan premiums from $1,701 to $2,766, an 
increase of 63%. 



M SAs: Cos TIM P Ll CAT l O.N S A ~ 0 DES I G 1'4 Iss u 1l 5 

PRACTICAL CONSIDERATIONS 

.This discussion shows how a plan that wasn't designed with 
sufficient forethought could end up losing much of the sav
.ings attributable to the induction effi:ct of a~high-deductibk 
. plan. This is the dampening ~ffect we referred toearlier. While 
it is possible that a sponsor ofa tightly cootrolled plan can. 
introduce design constraints that preserve much of the induc
tion savings. it might be.much harder to accomplish that goal 
in a loosely~regulatednational pian. Absent restrictions, 
employees would be free to select from plans .with a range of 
copayments and co-ordination features. Employers and insur
ers could (and many would) design theirplaru; saGS to take 
advantage of the selection process. Restrictions could narrow 

·the freedom of employrrs, insurers,and employees to select 
against the program, but such restrictions would narrow the 
range of choices individuals could make. Also, enforcement 
of increased restr:ictions would add to the administrative 

· expense of the program. 
. -----lrt the least regulated system, COngress would simply enact 

the tax framework necessary for MSAs, and permit employers, 
states. and individuals to change their health insurance within 
that framework, Emplo~ and insurers.could replace the . 
current .plans with high~deductiblc plans-but that would not 
~ il requirement. Employtrs would also be fn.:t to mai~tain . 
their cur-ent levd. ofexpenditures for health care or reduce, 
or increase, those payments. .. 

Individuals would be free to select from among the range of 
insurance products available. For example, when a choice was 
available, the healthier individuals would tend to select the 

· high-deductible.low-c:ost plan, while the less healthy would 

Tablell-S 

Effect of Selection 


tend to choose a low-copayment plan. In many families. one 
memlx!r would se1ect·a low-<:opaytttent plan, while anothtt 
family member who works for another employer would select a 
high-deductlbJe plan, or choose not to be coVered. Or, if avail
able, all family members would select high-deductible plans . 
from their respective tmpiQyers and rely on the coordination
of-benefits provisions to pay most Or all of covered charges. 

. As a consequence, the high-copayment plans would cover 
the hEalthiest individuals, and the lower-copayment plans 
would cover me less healthy individuals. That selection 
process would, in turn, result in increases in premiums for the 
low-copayrnent plans and decreases in premiums for the 
high-deductible plans. . 

EFFECTS Of SELECTION 

Table 11-5 shoW'S the potential premiwn levels that would 
result from the selection pmces.s if individual~ were free to 

. select either the current or the high-deductible plan. The cal· 
culation assumes that three-fot.irth.s of the individuals with. no 
significant health care expenses would Select the high
deductible plan. It was also asswntd that half the individuals 
~ith the highest health care expenses would select the high~ 
deductible plan and that half would select the current plan. 
For individuals other than those with insignificant health care 
coots and those with high heaJth care costs, the percentage 
sclecting the high-deductible plan was graded between 75% 
and 50%. The scle<=tion would be greater for the higher 
deductible plans .and lower for the relatively low deductible 

. pJans_ Table Il-S only shows the same selection at each point. 

Deductiblel 
. Maximum' . . Premium Before SelectiOn Premium After Selection 

Out-of-Pocket in $200 High $200 High 
High-DedtKtible Plan Dedu<tible Plan Deductibl@ Plan Deductible Plan Deduaible Plan 

$:,0001$2,000 SUfi} $2.176 S(~43 g585 
S1,500/52.500 S2.699 $1,996 $<1.343 $1,430 
S2,OOOIS3,OCVJ $2.699 S1,871 $4.343 $1.330 
S3.\XX)/S4,{XX) 's 2,699 . S1.61:6 . $4.343 $.1,171 
$4,{XX){$S,QOO Sl.699 $1,SOl .S 4.343 . S 1.048 
55,000/$6,00} $2.699 . $1.369 $4,343 .$ 950 

~. Amei'tCdl\ N.!drmr of A(r~ 


Note: AnalysiS ~O~ tile dlan<Jt in ellS! of pi.l~ ifbrtth are cffenid (0 ~ ,~ !.lJIlUl.!tion. 


.A"\ e \{ ; C ~ ". I+c~ l.q~a erf 
'AL+c..-c.n'ej 



Table 4. Effect on 'Comprehensive Premium of EmPloyer Offering an MSA Alternative 

percent ChOosing 
MSA 

Comprehensive 
Premium 

. 

Employee 
contribution toward 

comprehensive 
premium if the 

employer 
contributes the 

same amount to aD 
workers 

Employee 
contrlbudontoward. 

comprehensive ' 
premium if the 

' employer reduces 
tbeMSA 

contribution to zero 
and diverts these 
f'unds to shield 

workers in 
comprehensJve 

plans 

0% $1701 $340 niB 

25% of winners 
(20% of total) 

$2766 ·$1405 $1342 

50%. of winners , 
(40% of total) 

$3444 , $2083 $1916 

75% ofwinners 
(60% of total) 

$4628 '$3267 $2891 

alJwinnei-S 
(80% of total) 

$7396 ' $6035 $5031 

Source:'Urban Institute analysis of NMES data, 1994 data. 
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MEDICARE: Preliminary Administration vs. Breaux/Chafee Comparison 

Savings:' 	 $124 billion vs. $154 billion 
Primary ,difference is from additional benefiCiary savings 
* (CBO has not yet scored Breaux/Chafee) 

Structural Reforms: Seems very similar (or acceptable compromises) to Administration 

• 	 Provides for variety of ne,.> plan choice ?ptions, including Preferred Provider 
Organization (PPOs)' and '~ov.id~r Sponsored Organizations (PSOs)' . 

• 	 No arbitrary budget failsafe;.m?chani&m . 
• 	 No repeal of balance billhig protectiOns for private fee-for-service plan 
• 	 Does not 'allow higher premiums to be charged !Qrbask benefits in managed care 
•. 	 No full-scale MSA option; substitutes a MSA de~onstration . 

Provider Proposals: Similar to Administration savers packag~. Major differences:' 

• 	 Medicare 10% Disproportionate Share Hospital (DSH) cut. (We have no cut). 
• 	 Drops some of our savers from long-term care and nursing home reimbursement 
• 	 Physician cut slightly lower 

Beneficiary Proposals: Most of Savings D~fference (estimated about $40 billion more) 

'. . Consistent with Administration premium~ pr~tections; including QMBs, up to 200 
percent of poverty 

• 	 After 200 percent of poverty, begins a phase-out of Medicare premium subsidy. 
(E.G., couples above $20,000 will pay a premium equal to 31.5 percent of Part B 
ptQgram costs, phasing in to 100 percent at around $150;000 per couple.) , 

• 	 Increase initial Medicare eligibility age to 67 (to conform with Social Security phase
in). 

.~ 



Today's vote against lVi.edical Savings Acounts (MSAs) is a 
victory for the mainstream, a victory for bipartisanshi,p, and 
-- most importantiy -- a victory for the American public. It 
·responds to the·President's State of the Union call on the 
Congress to pass a long overdue package of much needed 
health insurance reforms. By defeating MSAs, the Senate 
took an importantfirst step toward 'achieving this goal~ 

The Senate showed today that Democrats and Republicans 
can work together to pass health reform initiatives that 
reflect the priorities that the vast majority of Americans 
support., And that ,they can do so without insisting on 
controversial amendments that could hurt the health care 
delivery system and that have no broad-based support. 

It is our hope that the upcoming conference will follow the 
Senate and report out a bill that can retain the bipartisan 
support that the Kassebaum-Kennedy bill currently has. 
We look forward to, working with the conferees in the 
upcoming days and weei(S to producing a bill that we all can 
proudly support. 
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UPd~te on Hill Vis A Vis K/K Bill and MSAs" 	 , ! 

• 	 Update on the other "M's": 
MEWAs 
Medical malpractice . 

i 
~ 

Mental health panty r 

Medicare fraud and abuse (advisory opinions) 
-- MisceliaIieouS (we have not seen ANY language on all other provisions) 

• Republicans latest MSA offer 
• Democrats response : 
Ii 	 Republican StrakgylCOnferee AppOintm<dnts' 

I 

" 

D~monstratioh: What ar~ tlie options for the broad strUc~rai design of demo? 

• ,rTraditional MSA study, ' 

• MSA to targeted populations, bilt available to any Slichpopulatiori in the nation 

,"', D~iriofis'tr~ti6n Struct.i'r~e: ' Wtlois' i~iti~lly' studi~d and who' evalu~tes ~emo? 
.. . ' 	 ." 

'. If a 'traditional d~mo, ~o we' cOnduct' asttldy' 'on,all pbssible ti~;ers 
• " Fi.fir.ts that'have ~50,em.pioyees (iIidudmgself':':employed?) (See bidu(.:..out of #'s) 


, • Firms that have >50 ~mployeeS (See bie8k::i;out of #'5) " , , 

• Evaluator Options:, (NotCoiiiriiittee Qlai.iliieil) Adminisfration under contract, AAA;

NAtC, GAO, etc. ' 	 ,,' . 

<, ' 

• . 'Deductible isSue 

.. Income limits 

• Caps ori savings btiild"':up .. 


, • Risk adjuster requirements on states' . 


MS~ Expansion: How is it structure(l to eXpand (if desirable) to otlier 'populations? 

• Mfirmative vote yes to expand 
• . Mfiimative vote to repeal automatic expansion 

.. Who and when do we phase-in? ' (Link to study?) 


Additional MSA issues , , 

• Linkage to Medicate MSAs 

http:Fi.fir.ts


APPLICATION OF NORMAL CHURCH PLAN COlMPLIANCE RULE 

Amend section 202(b) by adding at the end thereof the folloWing: 

"Nothing in this section shall apply to church plans, except such plans shall comply with 
the reform standards established under this Act, and if such plan fails to meet any . 
requirements imposed on such plan by this Act, the plan shall make corrections to meet 

_. 	 such standards as provided in section 3(33)(D) of the Employee Retirement Income 
Security Act of 1974 as if the standards in this Act are requirements of such paragraph.". 



CLARIFY EMPLOYER AND EMPLOYEE DEFINITION 

Amend definition ofemployee and employer (sections 2(2) and 2(3)) by adding before the period 
in both places: 

"except in the case of a church plan such term shall have the meaning given such term 
under section 3(33)(C) of the Employee Retirement Income Security Act of 1974." . 



SPECIAL CHURCH PLAN BENEFITS RULE 


Amend section l03(d) by adding at the end thereof the following: 

, ' I 

"The Secretary shall exempt a church plan, ,as defined under paragraph (33) of section 3 of 
the Employee Retirement Income Security Act of 1974, from any provision of this Act, if; 
the plan's terms to prevent adverse selection conflict with such provision, or ifthe phm 
certifies to the Secretary that compliance would cause the plan to be,actuarially unsound." . 

.. . : 



DEFINITION OF CHURCH .BENEIFT PLANS AS NOT AN INSURER 

Amend Section 201 by adding the following new subsection: 

"(d) Special Rule for Church Plans;-,Neither a chtirch plan (within the meaning 
of section 3(33) of the Employee Retirement Income Security Act of 1974) nor any trust 
established under such.plan.sh~ill be deemed to be an insurance 'company or other insurer, 

_ or to be engaged in the business of insurance for purposes of, or be subject to, any law of 
any state purporting to regulate insurance companies, insurance contracts, annuity 
contracts, multiple employer welfare arrangements, providers of third party 
administrative services, or other similar arrangements, providers or organizations. A 
church plan shall be deemed to be a single-employer plan for purposes of this section and 
for the purposes of ERISA.". 

f' 
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n'eresa Albergbini 

Chair 

Vermont liealth Care Authority. 

89 Main Street 

Drawer 20· 

Montpelier, vr 0562,0 


DouMa. Alberghini; 

•.wanted to respond to questions th~t have been tah:ed regarding the inolusion of . 
Medica] Savings Accounts (MSA) a~ l:l component of a section 1115 statewide Medicaid 

. demonstration. 	 We hirve"received your state's demonstration application, which does not 
currently include an MSA proposal, and hi1ve been discussing the Medicaid managed 
care f>.xpansion arid c'overage features with state staff. We would have. concerns if MSAs 
were to be proposed for the Mcdi,caid popuJaLiuD under such R demonstration.. 

In reviewing such a request, the Health Care Pilla.llcing Administration would raise the 

following issues, assumins the proposal is similar to MSA proposals being discussed 

nationally: 


. 	 . 

o 	 We arc l1ut sure haw the proposal would further the goals of the Medicaid 

program, foJ' both the Medicaid population and individuals newly eligible under 

the demonst.ration. 


o 	 One important issue is the posSible "cashing-out'" of the Medicaid eutitlemen~ 
which could change the fundamental nature of the Medicaid progi-aJJ! ~way from 
a program that provides health seIVices.. 

o 	 SeveraJ issues arise regarding how MSAs would work with a low income 
popuJation •• would individuals havc to cboose catastrophic coverage only, along 
with an MSA; who would pay for the hieh cost sharing typically used under such 
proposals?' 	 . 

o 	 A basic principle for us is to make slire that Mtdicaid beneficiaries are not 
potentially worse off under a demonstration thl1D they otherwise would be under 
the regular MedIcaid program in terms of the llcope of services covered and their 
out-of-pocket costs. An MSA proposal could lead to reduced Medicaid benefits 

for current eligiblcs. . 	 . ' 



Page 2-- ,Theresa Albcrghini 
. '. 	 ' 

o The demo~tratioD Would need to be budget neutral over It 5-year perlod. , 
, .' 

We would carefully,examine,thcc08u for wliich federal matching fundi were 
tequ,ested and hoW the federal dollars would be used. 
, ' 

." "I· ' , 

,.0 	 What inlpaci wotild MSAs bave6n adverse scl«tioD ioto llw-MSA choices and 
,Oll tb'e p"er capita costs of!health plans serving the ~emainillg popUlation? , 

HCFAccintinues'to encourage state innovation in' the section 1115 demonstration 
process. Any propOHI that would includeMSAs needs to be put forWard by'the state. 
along with an analysi~ of how it would affect elements of the current Medicaid program 
and addresaiilg the, issues disCussed in this Je.tter. In' any event, we ATC nlovmg. 

,eXpeditiously to coDsider the demonstration application Vermorithas submitted . 

. Sincerely, 

, 
, ' ·t~'( .. ~' 

Kathleeu A. Buto 

ee: '" : 

Keitt,Stoneman, Director of Medicaid Div:isi~n, Department of 


Social Welfare ' ' ' 

Veronica Celani, Health Policy Director, Agency of Human Services 

Sherrie I'ried, Offioe of Research .and Demonstrations, HCFA· 



