Congressman Hastert Meeting Concerning MSA Design
| July 16,1996

What is the nature of selection and adverse risk selection for the market which
would be eligible for MSAs under the pilot project?

A. Potential for selection and adverse risk selection

1. Articulate difference between selection and adverse risk selection

2. Clarify which insurance markets are most susceptible to adverse risk selection,
i.e, large group market, small group and individual market

3. Elaborate on the benefits of pooling certain higher cost or lower cost
subscribers

4. HMO's/Managed Care's impact on risk selection in the private insurance market

B. Potential for adverse risk selection - small employer market

1. Features of the small employer market
a. premium costs facing small employers
b. State Insurance commission oversight of policies (consumer protection)
c. benefits of selection in the small employer market under MSA proposal

C. Potential for adverse risk selection - individual (self-employed) market -

1. Features of the individual market
a. group versus individual underwriting :
b. State Insurance commission oversight of policies (consumer protection)

How does the structure of the MSA for the pilot project relate to selection and
adverse risk selection? s

A. Design - flexibility of benefits and dollar limitations

1. Impact on adverse selection potential (ability to control premiums via design) .
a. Small employer market '
b. Individual market

2. Key design issues’
a. Minimum and maximum deductibles
b. Level of MSA contributions
c. Nature of out-of-pocket limitations

B. Tax treatment - level playing field (differentiate between tax treatment and design
flexibility) ; '

1. Impact on incentives (is tax-preferred treatment most important feature?)
€. Combination of Design limitations and Elimination of Tax.Favored. Treatment. .
1. Impact on adverse selection potential

a. Small employer market
- b. Individual market
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. 1 am transmitting with this memorandum, the tentative staff proposal on medical

_savings accounts as discussed today.

If you have any questions, please call me.
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- July 17, 1996 6:00 p.m.
Tentative Staff Proposal on Medical Savings Accounts
Limits on Contributi

Annual contributions to the MSA would be limited to 65 percent of the
deductible under the high deductible plan in the case of individual coverage,
and 75 percent of the deductible under the high deductible plan in the case of
family coverage. For example, if a high deductible plan providing family
coverage has a deductible of $4,000, the MSA contributions would be
limited to $3,000. No other dollar caps would apply. :

In order for an MSA to receive tax-preferred treatment, the maximum
deductible under the high deductible plan could not exceed $2,250 in the

_case of individual coverage and $4,500 in the case of family coverage.
Consequently, the deductible under the high deductible plan would have to
be within $1,500 to $2,250 in the case of individual coverage, and $3,000 to
$4,500 in the case of family coverage. As under the original MSA proposal,
these amounts would be indexed for inflation, except indexing would be
delayed for one year and the index would be based on the regular consumer
price index ("CPI") instead of the medical cost component of CPL.-

Dollar Limit on Total Ouf-of-Pocket Expenses

' The maximum total out-of-pocket.expenses with.respect to allowed costs

- under the high deductible plan could not cxceed $3,000 in the case of
individual coverage, and $5,500 in the case of family coverage. Both
amounts would be indexed for inflation like the deductible amounts (i.e.,
indexing delayed for one year and based on regular CPI). This limitation
would be in Lieu of the requirement that cost sharing under the high
deductible plan after the deductible has been met cannot exceed 30 percent. -
The maximum total out-of-pocket expenses limitation would include the
deductible under the high deductible plan and is designed to give insurers
flexibility in designing their high deductible plans. For example, if the
deductible under a high deductible plan providing individual coverage is
$2,250, the maximum total co-payments or coinsurance under the plan after
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the deductible is satisfied could not exceed $750. Alternatively, if the

deductible under the same plan is $1,500, the maximum total co-payments or |
coinsurance after the deductible is satisfied could not exceed $1,500.

Employer and Employee Contributions Allowed

Both the employer and the emp]oyce would be permitted to make MSA
" contributions. As with previous MSA proposals, employce contributions

would be permitted only if therc is no employer contnbutnon to an MSA on

‘ bchalf of the. employee
- Po t« istributions

~ No penalty tax would apply to distnbunons from -an MSA after age 65 which

are not-used for medical expenses. Such distributions not used for mechcal

expenses would continue to be subject to regular income tax.

Co ilit Rl r Emplover C ibution

To the extent an emplayer prowdes h:,g,h deductible hcalth plan coverage

~ coupled with an MSA to employees and makes employer contributions to

the MSAs, the employer would have to make the same contribution on
behalf of all employees with comparable coverage. For example, if the -
employer contributes $500 to an' MSA for one employee with individual
coverage under the high deductible plan, the same $500 contribution would
have to be made to.an MSA on behalf of all employees with individual
coverage under such high deductible plan. If the same employer contributes
$1,000 to one employee with family coverage under the high deductible

~ plan, the same $1,000 contribution would have to be made to an MSA on

behalf of all employees with family coverage under such high deductible
plan. As under present law, an cmp]oycr would not be required to cover all

~ employees under the high deductible plan. Further, if an employer prowdes

high deductible health plan coverage to employees but makes no
contributions to MSAs, an employee so covered on his or her own would be -
permitted to make a deductible contribution to an MSA without regard tc
whether other cmployces make such contributions. |

No reqmrements would be 1mp<>sed with respect to self-employed persons. “
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o Tcntatlve Staff Pmposal on Medical Savmgs Acoounts
Limits on Contribytions - |
Anﬁual coiitributfon's to ﬂlé MSA wéuld be limited to 63 percent of the

deductible under the high deductible plan in the case of individual coverage,
and 75 pereent of the deductible under the high deductible plan in the case of

- family coveragc No othcr dollar caps would apply.

Maxnmum I)eductxbles Under lllgh I)eductlblc Plan and Dollar lelt gg

~Total Qut-of-Pocket Expenses -

In order for an MSA to receive tax-px eterred trcatmenl the maximum

. deductible under the high deductible plan could not cxceed $2,250 in the case

of individual coverage and the out-of-pocket expenses with respect to

allowed costs could not exceed $3,000 for such claims. In the case of family o

coverage, the maximum deduchblcvcould not exceed $4,500 and the out-of- -
pocket cxpenses with respect to allowed costs could not exceed $5,500. As

under the original MSA proposal, the maximum deductible and out-of-pocket’
- "limits would be indexed for inflation, except indexing would be delayed for
“onc year and the index: would be based on the regular consumer price index
- (“CPI") instead of the mcdxcal cost uomponcnt of CPL.

Emnlover and Emnlovce Commbutmm Allowed

% m— e
T

"Both the cmp]oyer and the employcc wou d be permltted to make MSA
- contributions. As with previous MSA proposals, employee coumbutmns o

would be permitted only if there is no employer contri ounon to an MSA on
behalf of the employ ce.

‘ Pest-é‘i Distnbutwns :

No pcmalty tax would apply to dminbuhon% from an MSA dfter age ()5 which ”

- are not used for medical expenscs. Such distributions not used for medical -
-expenses wauld continue to be subject to regular income tax.,



Comparability Rule for E_?Ln_lnlm"er Contributions

To the extent an empIOyef provid‘c_s high deductible health plan coverage

coupled with an MSA to employees and makes cmployer contributions to the
~ MSAs, the employer would have to make the same contribution on behalf of

all employees with comparablc coverage. Yor example, if the employer
contributes $500 to an MSA for one employee with individual coverage under
the high deductible plan, the same $500 contribution would have to be made
to an MSA on behalf of all employees with individual coverage under such
high deductible plan. If the same employer contributes $1,000 to one |
employee with family coverage under the high deductible plan, thc samnc
$1,000 centribution would have to be made to an MSA on behalf of all
employees with_family coverage under such high deductible plan.. As under
present law, an ecmployer would not be required to cover all employee§ under
the high deductible plan. Further, if an employer provides high deductible
health plan coverage to employees but makes no contributions to MSAs, an
cmployee so covered on his or her own would be permitted to make a
deductible contribution to an MSA without regard to whether other
employees make such contributions. No special requirements would be
imposed with respect to self-employed persons who own a company.’
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~ POSSIBLE MSA COMPROMISE

Extent of Pilot : 4 years
' o ' L Companies of 50 employees or
fewer and self-employed

| Number of ﬁarticipafntsj , No limit on number of uninsured
' : "~ Limit of +56:666 500,000 for
those now insured

Continuation after Test ~ An affirmative vote to expand

- ] No vote to continue-existing pilot
for individuals enrolied durmg
test penod ‘

Structure of MSA and ©~ | To be determined, consistent
high-deductible plan - with attached guidelines by the
' : American Academy of Actuaries

" Medical Savings Account Work
‘Group, RAND, or similar body
appointed by the Majority and
Minority Leadership of the
House and Senate

Study . -~ | Study and report by impartial
‘ .| . body named by Majority and
Minority Leadership completed
by January 1, 2000

July 10
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~ The American Academy of Actuaries or. RAND shan determme the .
structure of. the high deducﬂbie plan and MSA to S

.t -t T
‘L E -

~—Prowde adequate fmanczal protectlon ‘and meamngful health
coverage for people choosmg high deductible: ptansfMSAs who
\experxence seneus lllnesses o :
--Avold tax. wundfalls unrelated to. medxcal needs minimize
disproportionate - tax benefits for upper income individuals relative |
to other individuals, and provide eqwtabte tax treatment between '
MSAS and convent:onal health msurance plans Co

--Mlmmlze adverse selectlon and potentla! premmm mcreases
for firms and mdwnduals malntammg convennonal coverage

--Avmd mcemnves to reduce coverage for. lower paid workers to

“benefit more hngy compensated emp!ayees or, owners ’

--Maximize dtsciosure of mformatnon to consumers that wdl ;

promote an informed cholce between hngh deductlble/MSA pans and .
: other types of coverage :

-<Limit, - in consultat on thh the Treasury Department and Jomt Tax
Committee, per capita tax expenditures to the leve! assumed in
revenue est mates g ~ o '

i,
B

A
l
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EXPANATION OF DEMOCRATIC POSITION ON REPUBLICAN PROPOSAL

1. Extent of pilot. We have accepted Republican proposal for a broad-
based pilot project. The target market for the “test” is the market (small
_business and self-employed): which is the major potential market. for
medical savings accounts. According to Joint Tax estimates, three
quarters of high deductible/MSA policies would ‘be sold in this market if
no restrictions were mcluded in the law. A

2. Number of participants Allowmg 500,000 policies to be sold in
' ‘the pilot, with no limit on total participation (because those without
current insurance coverage are not subject to the cap) is a major
Democratic -concession in view of our willingness to drop insistence on a
sunset. This level is far in excess of that needed for a genuine test.
Establishing a limit of 750,000 plus unlimited coverage for the uninsured
“would establish a cap that actually exceeds Joint Tax projections
(750,000 for all participants). Because the limit is on policies rather:
~-than participants, the actual number of people covered would be
approxcmatey 750,000 under our proposal.

3. Continuation after test. .~ This is a major concession for Democrats,
since it effectively means we’' have dropped our insistence on a sunset. . 1t
responds to Republican’ concerns that people will be deterred from
enrolling during the test period because they would be unable to continue
if Congress fails to extend the program. It is critical for Democrats that
new people not be allowed to enroll after test period ends, unless

~ Congress votes to broaden the program.

4. Structure of MSA and hugh deductlble plan We have accepted the
Republican proposal, with modification that the impartial body

establishing the structure of MSAs and high deductible plans be given
guidance. Proposed guidance would allow body to “structure MSAs and =
‘deductible plans in. any way it thinks best but should address major |
concerns about program: adequate financial protection for participants, I‘
tax equity, adverse selection, and cost to Treasury.  We have specified

that the body des:gmng the MSA/high deductible would be selected by the
Majority and Minority Leadership of the House and Senate, to assure
impartiality. «

¥

5. Study. WeJhave added a?reqqirement for a study and .repor,t by an
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-on .

. .

- also include. a compromise proposal on mental health equity--Domenici
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“outside body, selected by the Majority and Minority Leadership, so that the
|mpact of MSAS can be evaluated at the end of the test period. '

ADDITIONAL
[ Since we have nncluded a compromnse proposal on MSAS we should

proposal to require that any ‘mental health benefits provided by a plan be

~included within any lifetime 'and annual limits established by plans for
. other semces rather than under a separate, lower cap.

o Any agreement on the b:ll has o include compromases on other

.pérts of the bill where Democrats and Republicans: differ. We need to be

. ‘gaven the current draft of the bill immediately for review.




TO: ' (See Below)

EXECUTIVE OFFICE OF THE PRESIDENT
i

o . 11-Jul-1996 08:32am

FROM:  Christopher C. Jennings
" Domestic Pollcy Council

'SUBJECT: Kassebaum—Kennedy update

i
f

We are quietly making ‘progress on reaching closure on an

" acceptable MSA compromise. If and when we reach consensus on this

issue, the pressure will be overwhelming to finalize agreement on

~all other aspects of the Kassebaum-Kennedy bill.

The MSA compromise diScussions/negotiations are being handled

almost exclusively by Senators’ Daschle, Kennedy, and -- of late
-- Senator Breaux. They are talking directly with Senator Lott.
We are in the loop, but certainly a step removed -- which, for

now, is probably the best thing from our perspective.

The Republicans -- other than Lott -~ are gettlng frustrated that
the Dems are not moving as much as they perceive the Republicans

- are compromising to us; as such they are writing and calling us

to get more actively and visibly involved -- in other words, to
jam our Dems a bit. Today, Lott held a press conference to go
after Kennedy:s and criticize him for contlnulng to object to the
appointment of conferees. .

Having said the above, it is clear that Lott and Glngrlch want a
deal and are willing to try to push their right wing members to
get somethlng if they can obtain an MSA deal that allows them to
save face. Clearly any deal we accept will be a time-limited,
constrained (i.e. population capped) demo that cannot be expanded
unless Congress votes afflrmatlvely (under regular order
procedures) and the President sings a ‘bill to do so. 1In return
for issues we have won, we will probably accept the notion that
those who sign up for MSAs during the study period will not have
to give them up at the conclusion of the study. (The argument
goes that no one or few people will sign up for MSAs durlng the
study if they think they will eventually be required to give them
up; Kennedy and Daschle are ok with this as long as- they are

~ satisfied w1th other prov151ons of the compromlse)

We are worqug with Nancy Ann, Treasury and HHS to assure that our
MSA populatlon cap is workable. This is a critical element of our
compromise that must 'pass the credlblllty test. Nancy Ann and I
thlnk 1t will and we. should have an English language version of

S
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our mechanism done 1n:a couple of days.

The other 1ssues around the de51gn/structure of the MSA and the
consumer protectlons for the study period are still unresolved,
but both sides are moderatlnq their rhetoric and their demands.
(These are issues liké where to set the maximum deductible and

'~ out-of-pocket cost limits, how much to 1limit contributions to the

MSA account, whether or not employees as well as employers can
contrlbute to the accounts )

In addltlon to the MSA issue, we ate still supportinq the Domenici
mental health parity compromise. (This drops all the parity
requirements, like copayment, deductible, benefit structure parity

- requirement, and only retains a parity requirement for lifetime

and annual caps.) The Reépublican Leadership seem determined to
not include this at this point; they don’t dlsagree that the
provision is now but a shell of its former self, but they hate the
“"camel’s nose under the tent" issue. At this p01nt virtually all
the Dems are supportive and Domenici and Simpson are trying to
soften up the Republlcan leadership. [On both the MSA and the
mental health provision, we are trying teo stay low, have the Hill
attempt to hammer these provisions out, and keep the extent of our
knowldege of the dlscu551ons to be unknown ]

It is 1mportant not to forget that there is a whole b111 that
these two issues are attached to. Besides insurance reform

(the portability and the elimination of pre-existing exclusion
provisions, etc.), there is the increase in the self-employed tax

) deduction to 80%, the long-term care tax clarifications with

consumer prOtectlons ‘and a Medicare fraud and abuse provision
that Donna (with one exception) loves. These are all extremely
popular provisions that we need to: take credit for 1f and when we
get a bill. Co

Having said this, we Stlll ‘have not seen the Republlcan compromlse
language on all of the above-mentioned provisions. While we do
hot. believe we will have major problems with their drafting, there
are at least three issues that we are nervous about:

1. Insutance Reform.f Is their new language acceptable,

particularly ‘as it relates to the individual market protections?
(We have a concern that people going from the group to individual

' market may find the Republlcan compromise relegating them to

policies that are provide only for .this population -- which would
likely lead to accessiblée, but absolutely unaffordable policies.

2. Advisory Opinions/Fraud and Abuse. The Republican compromise
retains the House Advisory Opinion provision, which the Justice
Dept and HHS feel strongly will undermine their ability to enforce’
criminal activities related to health care fraun and abuse. CBO
has aotually scored. it as a $390 million coster over 6 years.
(This prov151on would dlrect HHS and Justice to give providers
advisory opinions regardlng whether their actions constituted
fraud or not; the. Departments fear that these could well be .

{
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missused as tools for .defense against a subsequent fraud charge
being leveled at a particular provider.) We will be working hard
to delete this provision -- apparently the Republicans on the
Senate may be sympathetlc to our position.

3. Medigap Dupllcatlon Issues. So far, the Republicans have not
provided sufficient disclosure protections to consumers (in the
eyes of the Administration and Mr. Dingell.) These are, ‘as you
may recall, the policies that duplicate what Medicare covers and
pay the beneficiary a set amount over and above: Medicare payment
rates. Most analysts think they are of questionable value (at
best), but our position is that we simply want to make .certain
beneficiaries fully understand that they are buying a: policy that
duplicates Medicare. (I think we can make some progress here,
too, with the Senate Finance Committee and the House Commerce

" Comimittee -- when thlS blll finally goes to conference.)

1 X

If we get-a deal on MSAs; we (Jen, myself, NancyzAnn, HHS,
Treasury, Labor and the Justice Department) will be asked to
quickly review the statutory language for any additional major
problems. (Any publicly stated problems will have to pass an
extremely high threshold of importance.) This review will likely
coincide with a pro forma conference and a quick attempt to get
the bill to the floor and to the President for . 51gnature If we
get that far down the road, we should talk about the signing
ceremony’s tlmlng, des1gn message and participation. My sense is
that people will want to make it a very big deal; and that the
number of people who want to participate will dwarf how many
people probably can. ' .

We will contlnue to keep you 1nformed as' more 1nformat10n becomes
avallable. Sorry this 1s so long...h

cj i
Distribution:. #

TO: '~ carol H. Rasco
TO: Laura D. Tyson
cc: Jennifer L. Klein
cc: Gene B. Sperling
cC: \ Jeremy D. Behami
cc: Elizabeth E. ‘Drye

CcC: Thomas O’Donnell SRR - 5
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To: Nancy-Ann Min
From: LarryLevitt |
Re: A few quick thoughts on the MSA language

[ have passed the language on to Gary and Len.. Here are a few thoubhts based
on a quick reading:

-1 & Thelimit on MSA contributions is the lower of $800 (singlc) /$1,600 (family)
or one-half of the deductible. The one-half of the deductible part seems
overly stringent. I might consider the full deductible (since you've got the
dollar limits in there anyway). —

¢ On page 12, it appears to say that there is no 15% tax penalty on withdrawals
after age 65. If I understand this correctly, you can withdraw balances after
age 65 and it is just treated like regular ing'ome. This seems quite generous.

e The minimum deductible for qualified plans (page 13) is $1,000 for an ‘
individual and $2,000 for a family. This is quite low. Is this what you want?
It might minimize adverse selection because a lot of people would join MSAs
(depending, of course, on the demonstration limits), including sicker people.
However, it might not be so desirable for lots of people to join MSAs.

e Forsmall cmployer'; itis the i insurance company that must apply for a
registration number for an MSA (page 24 in definition of account sponsor). It
seems to me that it should be the entity that issues and acts as the trustee for

" the M‘?A

¢ [ may be reading the language wrong, but it seems like employees have to
pay taxes on MSA contributions if no registration number is obtained. This
could be perccived as unfair. (lhere is some language on the bottom of page
© 30 that might exempt employees but | don't think so.) '

I will read it over some more and talk to Gary as well. Please call if I can help
more (415 -289-3312).

Take care.
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POSSIBLE MSA COMPROMISE
| July 10, 1996

Structure
L Cap on Enroliment During Initial Period
The Secretaty of Treasury will annually monitor the number of MSA accounts
and determine the number of individuals using MSAs. (This requirement is
~already included in the latest Republican offer.)

' If the numb_gr of MSAs exceed Joint Tax (or Treasury) projections during this
period, then only employers who are currently offering high-deductible policies in
connection with MSAs could continue to offer them.
= Staff from the Joint Committee on Taxation and Ireabury

Department would design details as to how enrollment would be
momtored and capped

2.' No &unset at end of 4-year perlod

Atthe end o{ the 4-year period, small employers (50 employees and | u»s) could f w{}

continue to offer MSA policies to their employees and ¢ould continue lo et e
contribute to these MSAs. At this time, Congress could vote to lift the capon ¢ ,;,,,....‘,iamgj
cnroliment .md!or make MSAs available to large employers and/or individuvals.. ., ../
o . - ‘- V'yﬁ? ba‘f&
Consumer Protections o Lot
1. Compromise On Maximum Deductibles
Individuals - $1,500 - $4,000 (Last GOP Offer) .

: $1,500 - $2,000 {Kennedy/Daschle Offer)
PR $1,500 - $3,000 (Compromise)

Family .- $3,000 - $6,500 (Last GOP Offer) |
' : $3,000 - $4,000 (Kennedy/Daschle Offer)
S*¥* 82,000 - $5,000 (Compromisc)
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2. Compmmi’se On Out-of-Pocket Limits,

The latest Ii)aschlelKennedy offer: proposed that no cost-sharing be
- permitted for out-of-pocket expenses for covered services in excess of
$2,500 for individuals and $5,000 for families

¥ COmpromiée: Cost-sharing for covered services could not exceed $1,000 after the
deductible has been met for ¢ither individual or famuly coverage.

Example: | Anindividual with a $2,000 deductible, would face
- maximum out-of-pocket costs of $3,000. A family with a
+ $4,000 deductible would face maximum out-of-pocket

costs of $3, 000
3. Lower CapIOn Annual M‘iA Contribution

Repuhlican§ have offered to reduce the maximum annual amount that can
be contributed to MSAs by $300-- from $2,000 to $1,700 for individuals,
and from $4,000 to $3,700 for families.

o Democrats still prapose to further restrict annual contributions. They
initially proposed a formula which would have limited contributions to
about $800, but now indicute some flexibility os to what that amount
should be.

4. No Additional Consumer Protections

Democrats have agreed 1o drop all other consumer protection requirements
contained in earlier ofters, including: (1) nondiscrimination requirements; (2) tax
penalties for non-medical withdrawals after age 65; (3) requirement that only -

- empluyers can contribule w M8As; and (4) additional fimits on contributions to

. MSAs by self-employed.
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MSA DEMONSTRATION RESEARCH SUGGESTS CONTROLS NEEDED
TO PREVENT ADVERSE EFFECT ON lNSURANCE MARKET

by II'IS ] Lav

Overview

t
i
: gy 1 51996

: Health insurance reform Iegrslatlon is stalled largely because of controversy over
 whether tax-advantaged Medrcal'Savmgs Accounts should be permitted.’ A‘potential

' compromise would allow a "demonstratlon” to test and evaluate the effects of. MSAs. |

~ before Congress considers whether to make them permanent. Senator Kassebaum and

. other Senate Republicans have proposed a broad demonstration that would allow
MSAs to be used during the demonstration perrod by employees of smaller businesses
(those Wrth up to 50 employees) a]nd by self—emplozed Eersons L2

'I’here contmues to be c0n51derab1e dlsagreement about Whether itis poss1ble to
~ conduct a safe and effective demonstration project — one that will provide mformatlon
- about the effect of MSAs on workers, employers, and insurers while not creating -
. widespread irreparable harm to .any of those participants orto the insurance market as .
-awhole. Although many issues remain outstanding, two types of issues affectmg the
" - design of the demonshatron are partlcularly thorny
LI The extent to Whlch the demonstratron desrgn should mclude relattvely
- stnngent limits on deductible amounts, coinsurance requirements, and
total out-of-pocket expenses for the hlgh-deductlble insurance plans used .
~in con]unctlon w1th MSAS, and ' Y ~ ‘

s The size and sc0pe of the populatlon permrtted to use MSAS durlng the
demonstratlon penod 2 : , :

| | C

! Medical Savings Accounts are tax-advantaged personal savings : dccounts that may be used by persons
covered by high-deductible health i msurance policies. Funds in the MSAs may be used to pay for a.wide
range of health care expenditures, including types of expénditures not covered by the insurance pohcy
MSAs are included in H.R. 3103, the Health Coverage Availability and Affordability Act of 1996, that the'
House passed on March 28, 1996. Medical Sawngs Accounts were not included i in the Senate version of the
- leglslahon that passed on Apnl 23 g ‘ -
S F Thxs paper focuses on desxgn issues that would directly affect the insurance market A number of other
o desxgn issues remain outstanding. For example, as the leglslatxon stands, the tax treatment of MSA funds °

| : i : : , SR (contmued J
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‘ The issues of demonstratlon de51gn are 1mportant because there isa strong
‘potential for widespread use of MSAS to result in a division of the health insurance
‘market — known as “adverse selectlon”m that could drive, up ‘the cost and curtail the -

_»avallabﬂuy of conventional insurance. Adverse selection would occur if young, healthy
'pe0ple with low medical costs were to become concentrated in one type of insurance
“plan, in this case the MSA plans.; MSAs would be attractive to such people because the
-MSA legislation allows participants to retain unspent health care dollars in their own
‘accounts. People with low health care costs could accumulate tax-free investment

. -earnings on those funds and eventually use them as retirement savings or (in some
-'-circumstances) for other purposes. - '

" Because the younger, healthier people choosing MSA plans would no longer
-~ participate in conventional insurance, conventional, low-deductible insurance would be
i left covering those who are less healthy and have higher medical costs. As a result, the
" cost of conventional insurance would increase; the prermums for it would reflect the
hlgher average medical expenses of the pool of people remaining in conventional
" insurance. According to the American Academy of Actuaries, a disproportionate share
of these people would be older employees and pregnant women. -

Recent research suggests that the premiums for coverage under a conventional
health insurance policy could nearly-doublé or even increase’as much as four-fold,
dependmg on the degree of adverse selection MSAs trigger in the insurance market. At
- those increased premiums; it is likely that significant numibers of employers would be

_ unwilling to offer their employees conventional insurance and that this decline in the
- market for conventional i insurance would lead some insurers to cease selling it. If this
- degree of adverse selection in the insuranceé market were to occur on-a broad scale -
* during a demonstration period, the disruptions to the insurance market might not be
~readily reversﬂ:le if Congress subsequently decnded net to continue'the MSA
expenment IR “ :

.
(B Cod
SRRy H

The available research su ggests that the probabxhty and degree of adverse
~ selection would be related to the two critical issues of demonstration design identified
above: the types of high-deédtictible insurance plans permitted to be used with MSAs
and the number of people permitted to participate in the experiiment.
‘ i
. The degree of adv'erse selection and cost increases for conventional
insurance appears, to be related to the difference in the risk of out-of-
‘pocket costs consumers would bear under an MSA. plan as compared with
the nsk of such costs under conventional insurance. Healtluer workers

2at
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2 (. contmued) ‘ v
. used for non-medical purposes is too lement to prevent use of MSA accounts as tax sheltered means of
"+ accumulating savings for a variety of purposes. :
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“would be more llkely than less healthy workers to accept an'insurance
policy under wh1ch they might have to pay.a few thousand dollars of
‘health care costs from their own funds if they became very sick, because -
healthy workers. would judge that the probability of their actually having .
" to incur such costs is low. But among less healthy workers, the greater the.
probability that their.out-of-pocket costs under an MSA could
significantly exceed such costs under conventional insurance, the more:
likely they would be to stick with conventional insurance. The research
finds that the différence in potential out-of-pocket costs.under the two
types of insurance does not have to be exceptionally large to trigger. th1s
type of division of the health insurance market by health status. When
workers covered b}lr high-deductible insurance/MSA plans risk incurring
annual out-of-pocket costs that are just $1,000 more than the potential out-
of-pocket costs under conventlonal plans, the research f1nds substant1al
-adverse selection. } o :
Both the House MSA leg1s1atlon and’ the Kassebaum compronruse could
o tngger extreme adverse selection. The Kassebaum proposal allow's
»insurance deduct1bles to be as high as $5,000 for individuals and $7,500 -
for families; while the House bill puts no limits on deductibles. In _
addition, while conventional insurance typically limits the out-of-pocket
“costs an'individual must pay to $1,000 or $2,000 over the course of a year, -
consumers could be liable for unlimited out-of-pocket costs under either -~
“'the House bill or the Kassebaum compromise. Given the research .
fmdlngs that differences of this magnitude trigger adverse selection, it is

° critical that the demonstration design put strict limits on both.the

deductible amountsiand the total out-of-pocket costs consumers can incur

- . under the h1gh-deduct1ble insurance policies used w1th MSAs.

T 'The effect of adverse selecnon on the insurance market also depends on.
the proportion of all'msured people who would choose to enroll in the .
plan thatis the most[flnanaally advantageous to.them, given their
expected health status Since in any given year most people are healthy .
" and few are sick, up, to 80 percent of all people could benefit financially in
the short run by choosmg an MSA plan. While the Kassebaum . ... '
compromise makes as many as 40 million workers eligible to use MSAs -
— that is the number of individuals who are’self employed or work in a -
business employing fewer than 50 people — the potential for adverse
selection argues for l|<eep1ng the scope of the experiment far smaller than
that until the effects of MSAs on health insurance markets and people
_who rely on health i insurance coverage can be carefully evaluated

: . } _ P
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- Thereseatch cited above on adverse selection; which mcludes work by RAN D,
the Urban Institute, and the Amerlcan Academy of ‘Actuaries, was conducted through
computer simulations of the heal th insurance market. Some MSA proponents believe
that.intermediating factors, such as the extent to which choices concerning which types
of health insurance are purchased are made by employers rather than individuals, will
prevent the degree of adverse selection found in the research from occurring in the real
world. That may or may not turn out to be correct. But allowing a large-scale test
without adequate safeguards and limits on the high-deductible insurance plans used
with MSAs is comparable to playing Russian roulette with the health insurance market.
- Without appropriate limits, substantial and perhaps irreversible harm to insurance
markets and to less-healthy segments of the population could result from the process of
“demonstrating” and “evaluating” the MSA approach

* * * * *

Potential Damage to Insurance Market Relates to Design Issues

Adverse selection in the health insurance market takes place when healthy and
less healthy segments of the: pOpulatlon become segregated in different types of
insurance plans. -If healthier people choose high-deductible insurance with MSAs, the
pool.of people covered by- comprehensive health insurance will tend to be sicker on
average than it would be:without MSAs. And if the pool of people who are
conventionally insured incurs higher-than-average health care costs because some of
the healthier people are no:longer in the pool, the. premiums for conventional i insurance
will rise. MSAs pose a strong risk; of tnggermg thrs type of effect

EURRIERE S0 S L T e el

Young, healthy- people who antrapate havmg low health care costs in the near
future would likely choose to part:cnpate in MSA plans. .They would do so because the
MSA legislation allows participants to retain unspent health care dollars in their own
accounts: Thus; people with low-health care costs can accumulate tax free earnings on
those funds and use them as retirement savings or for a wide variety of other
purposes On the other hand, older and less .healthy people who judge they are likely
to incur health.care costs would be better-off financially if they remained covered by
conventional health insurance, ‘which generally has lower deductible amounts and
relatively low caps on out—of-pocket expenditures.. As a result, the pool of workers
covered by conventional insurance could incur. far higher average health care costs than
the larger pool of workers who noW are:covered by such insurance. To accommodate

507

(PR VAT AR v ;
KR A R A R PR

3 Under the leglslatlon, a10 percent penalty apphes to wrthdrawals prlor to age.59 % for purposes other
than medical expenses. - Those negotiating a demonstration project reportedly have considered a 15 percent
penalty for non-medical withdrawals priorto age 65. Even with the high penalty, however, some
taxpayers could gain financially by saving { for non-medical purposes through an MSA (which exempts
employer deposits from income and FICA taxes and allows interest to compound free of tax) rather than
through an investment taxéd under normal provisions of current law.
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those hrgher average health care costs, the premmms charged for conventional fee-for-

service insurance policies would have to increase dramatically: (See appendlx for

i

ﬂlustrahen of how such a d1v151on of the insurance market could affect premiums.)

1

Y

If such a d1v1sron of the i msurance market and the resultmg increase in the cost of

conventxonal insurance — the process
~known as “adverse selection” — were to
take place on a widespread basis ‘during
an MSA demonstration period, 1t‘cou1d
become difficult to reverse those
conditions at a later date.. Experts point
‘out that many employers would not be |
“willing to pay the sharply higher'
premiums for conventional insurance

that adverse selection is likely to tngger .

~ Some emiployers would no longer offer
' conventional insurance to employees,

and some insurance companies probably.

would cease selling such insurance. If
Congress subsequently decided, based
on the results of the demonstratlon
pro]ect that allowmg tax-advantaged
MSA:s is not sound public policy and

discontinued them, it is unclear whether ;
- or how the market would recover,

Participants in the démonstration nught
no longer have the option to buy |-

convennonal msurance coverage at an s

P
i

affordable prlce

‘G'oals of Reform Could Be Undermined

' -";‘Adbver‘se selection — and the res‘ulting» ,
 increase in premiums and limits on availability of
-conventional insurance — could substantially

| undermine the goals of the health insurance-

g ereforms contained in'the proposed legislation.
“One purpose of the legislation is to help workers. .
- with “preexisting conditions,” which often result

in exclusion from coverage when a worker begins
a job, changes jobs, or loses coverage under a

spouse’s pohcy The legislation effectwely curtails |

such exclusions for group insurance policies. But
if a worker with a chronic health problemgains
only the nght to be covered by a high-deductible
policy with an MSA — because that is the only

E | option his or her employer offers — the worker

| ‘'may have to expend thousands of dollars out-of-
| pocket before insurance begins to‘pay a portion of

1 ‘health'care costs. That situation would not fulfill , -

the broader intent of this legislation. Butif .
employers cannot afford to cover their employees -
with comprehenslve insurance because adverse
selection has driven up its cost,a high-deductible
‘plan withan MSA may become the only avaxlable
choice. : ; ,

~ The two issues 1dent1f1ed above — the nsk of out—of-pocket expenses to whlch
- 'MSA users are exposed and the number of people who could use MSAs during the
‘demonstration permd — are important determinants of whether a division of i insurance
coverage between more healthy and less healthy workers would take place and - '
whether-such a division would be' mdespread enough to increase substannally the ;
. price and decrease the ava11ab1hty of conventlonal health insurance. '

v'h-w N . '.-‘y .
. .

. Research Indlcates That Adverse Selectlon Occurs at Relatwely Low Deductible

- Levels and Out-of-pocket Caps

Y

E , S ,

The levels of deducnbles, coinsurance, and risk of out-of—pocket expenses
allowed under the MSA: 1eglslat10n pose a high probability of triggering adverse’
selection i in the msurance market accordmg to research that has srmulated the effects of

i
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MSAs.. Adverse effects on the market for conventional fee-for-servme insurance policies
have been found in, three separate studles by non-parusan organ1zat10ns RAND (whlch
has been widely Imsmterpreted as reachmg the. opp051te conclusmn) the Urban '
Institute, and the American Academy of Actuaries.*

‘Each of these studies analyZed an insurance market initially offering both high-
deductible plans in conjunction with MSAs and conventional low-deductible fee-for-
 service insurance. In these studies, each consumer was allowed to choose — within
certain limits, depending on the study — the plan providing the best financial
advantage for his or her health and income status. Premium savings from purchasing
high-deductible rather than conventional insurance were assumed to be deposited in
. the consumer’s MSA account. Those deposits, however, are likely to fall short of the
annual deductible amounts under those insurance plans. For example, the American
Academy of Actuaries showed premium savings of $1,033 as a result of buying a plan
with a $3,000 deductible and a $4,000 cap on out-of-pocket expenditures rather than
buying a conventional plan with a $200 deductible and a $1,000 cap on out-of-pocket
expenditures. The risk of out-of-pocket expenditures increased by $3,000 but $1,033
would have been dep051ted in the MSA., Thus users of such MSA plans still would face
a substantlal risk of paymg for med1ca1 costs with their own funds.

In comparing the hlgh deducnble MSA plans to convennonal insurance, the
studies considered three key chffe;ences ‘between the two types of instirance. The
chfferences the studies, exammed were; 1), the deducbble ‘amount below which the
consumer pays:all health. care costs; 2).the comsurance or cost sharmg reqmred once the
deductible:amount has been expended; and 3) the f maxnnum out-of—pocket health care
expenses the consumer can mcur, above Wthh the msurance pays all expenses '

' One.of the key flndlngs across all of these studies is that adverse selection will
occur even when the insurance p011c1es used with MSAs have relatively low deducnble
amounts. The selection will occur because less healthy people would face a high
probability of paying substantial amounts of medical bills before their insurance
coverage begins; most would try to av01d that sxtuatxon In the research adverse

"‘j{’;;‘i;.r,{‘ ,wn TR S
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4 Emmett B Keeler, et al "Can Medmal Savmgs Accounts for the, Nonelderly Reduce Health Care
Costs?” JAMA, June 5, 1996, p. 1666-71; Len M. NIChOlS et. al Tax-Preferred Medical Savmgs Accaunts and
Catastraphic Health Insurance Plans: A Nurierical Analyszs of Winners and Losers, The Urban Institute, April
1996; and American Academy of Actuarles, Medical Savings Accounts: Cost Implications and Design Issues,
May 1995

e“

|

VI R R s “
b i teye S S . -
. 1o LT R SRR L [

® For example, a typical conventional iri\surance policy might require the holder to pay the first $200 in..
health care costs (the deductible) and 20 percent (the coinsurance) of costs in excess of the deductible. Most
also include a, maximum amount of covered medical expenses the policy holder must pay, such as $1,500
(the cap), above which, the i insurance pays 100 percent of expenses. This analysxs focuses on the deductible
amounts and out-of-pocket caps because those parameters are the more lmportant determmants of the cost
to the consumer.” ™
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selectlon was found at deductlble amounts of $1, OOO in. the Actuanes study, $2 000 in

the Urban Institute study, and $2,500 in the RAND study. (all amounts apply to smgle

- individuals).® By contrast, the MSA legrslahon that passed the House of

~Representat1ves requires-a mzmmum deductible of $1,500, and no limits are placed on . .

the maximum deductible amount. The MSA demonstration proposed by Senator '

- Kassebaum also requires the insurance used with MSAs to have a minimum deductlble

. of $1,500; it limits the deductible. amount for single individuals to $5,000. Thus, it is-
likely that many insurance plans offered with MSAs would have deductible amounts in
the range for which the studles found adverse selectmn occurs. (See Table 1). .

Furthermore all of the stud1es assumed consumer protectlons that are unhkely «

to occur in the real-world market for MSA plans. The studies assumed that consumers
using high-deductible insurance plans in conjunction with MSAs would be protected

" by caps:placed on the maximum amount of out-of-pocket costs they could incur. The
out-of-pocket maximums assumed in the studies all were very low relative to

- conditions likely to prevail.in the market the Actuaries and the Urban Institute

~assumed a $2,000 cap on out-of-pocket costs for individuals while RAND assumed a

- $2,500 cap Yet neither the. House legtslatzon nor the Kassebaum proposal requires insurers to -

putany cap on out-of- pocket costs a consumer could incur under the high-deductible policies. »
The Kassebaum plan explicitly ¢ says that insurers can reqmre workers to pay 30 percent

of all costs above the’ deducuble amount

“Table 1

Companson of Circumstances of Adverse Selectlon Fmdmgs -
e to MSA Proposals
: Deducnble for' | Out-of-Pocket Maximum
, | . Individuals® for Individuals
*Studies Showing Adverse Selection' | : V L
'RAND o - %2500 . [ . $2500. -
_ Urban Institute . .os2000 | $2000 .
. Actuaries - : 7 $1,000 |~ $2000
: _ o . ,
MSA Proposals T ‘ co T T
" HR3103 . V 1.~ atleast$1,500, - = | No limit on out-of-pocket | "~
o S . : l - nomaximum - expenses . (
Kassebaum Comprorrﬁse .. |, $1500t0$5,000 - | No limit on out-of-pocket
L ' _ R PR R ~ ‘expenses

3 The studles dld notall mclude analysis for family plans, but itis generally accepted that there is little
‘ dxfference in the behavror of markets for mdmdual plans and famnly plans. . -

( "? .
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Caps-on out-of-pocket costs appear to be parhcularly important in determining;
" whether adverse selection'will oécur because the cap is the ultimate determinant of the
_ amount of medical costs a person with sérious health problems would have to bear.in -,
~“any year. The higher the cap on the high deductible plan relative to the conventional -
~ plan, the less likely it is that a person anticipating potential health problems would be
- willing-to use an MSA plan. The ‘evidence from the research suggests that adverse
. selection can be triggered by relaﬁvely modest differences in out-of-pocket cost risks.

In the three studxes, there was only one scenario under which adverse selection
. did not occur. The RAND study considered one scenario in which the out-of-pocket

" cost cap for individual participants was set at an identical level of $1,500 for both the

- high-deductible plan and the conventional plan. One would not expect to find much
difference in the plans chosen by people with differing health statuses under this

. scenario, because the out-of-pocket risk of using the MSA /high-deductible plan not

" only was relatively low at $1,500 a year but also was no different from the $1,500 risk
-an individual would assume by using conventional insurance. -Not surprisingly,
RAND found little or no d1v151on of the i insurance market in this case.

) ; This RAND scenario has«=been w1dely been m1sreported and misinterpreted as
.“proving” that adverse selection will not occur: Thatinterpretation is extremely
-misleading. In another RAND scenario much more representative of conditions likely
to prevail in the market under the proposed Ieglslatlon a large degree of adverse
 selection was found. ‘
: S L BT L s
‘~ Table2'
.. Differences in Caps on Cut-of-Pocket Cost Between High-Deductible
- and Conventional Insurance in Three Studies

o I—Iigh—Deciﬁét{i;le ... .| .Study Found
Conventional | Insurance Used : Adverse
Insurance | |- W:th MSAs. Difference Selection?
RAND Scenario [* | - $1500 . | ~ " $1500 0 "~ No
RAND Scenari6 IT* $1500 | | ©  $2500 $1,000 Yes
"{ Urban Institute $1, '250 f $2,000 | - $750 ' Yés
' Actuaries - gl ooo - s2000 $1,000 Yes

‘Notes Dxfferences are shown for 1nd1v1dua1 coverage
The Amencan Academy of Actuanes showed various levels of deductiblés and out-of-pocket
. maximums. This table shows the smallest difference between the high-deductible plan and the .
. conventional plan. .. . . ¢ . | - ,
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As can’ be seen in Table 2, wluch shows the dlfference in the maxnnum out-of-

pocket costs between the hrgh~deduct1ble and the conventional i insurance plans
‘assumed in the various studies, all of the studies — including RAND — found adverse
selection when the difference in maximum out-of-pocket costs between the two types of
~ insurance was as low as $750 to $1 000. Based on this data, it would be reasonableto . .
_ hypothesize that a division of the insurance market and adverse selection is likely to
"~ occur whenever there is a significant difference in the risk of out-of-pocket "
expenditures between the conventional i insurance. plan and the hxgh-deducnble plan
,usedthhtheMSA . o : SR

~ For this reason, it also is reasonable to conclude that the proposals put forth by
. proponents of MSAs would lead toa very high degree of adverse selection. As noted,

' _neither the House bill nor the Kassebaum comproxmse mclude any hrmts on: out—of-
. pocket costs. ' C 3 e 4

| Research lndlcated the Cost of Conventlonal Insurance Would Increase Sharply

 The three stud1es found substannal degrees of adverse selecnon desplte the
A relahvely modest differences between the deductible amounts and the out-of-pockets. -
~ caps in the two types of insurance assumed in those studies. If such a degree of -
adverse selection were to take place, it is likely that some employers, self-employed "
. persons, or mdrvrduals could not afford to purchase convenuonal insurance pohaes

The RAND study looked at the relanve health care costs of workers who would .

choose high-deductible coverage w1th an MSA as compared to those who.would choose -

~ either conventional coverage or.ann HMO. As noted above, the study found little

- difference when the cap on out—‘of—pocket costs was the same $1,500 in both types of

plan. But for another scenario using an MSA with a $2,500 deductible plan and a

$2,500 out-of-pocket expenditure cap, considerable division of the insurance market .

- was found. RAND found that MSA usérs would have average annual per cap1ta health
care expenditures of only $2,840, as compared to $7,549 for the people remaining in
conventional fee-for-service plans and HMOs.' And when compared only'to people

~who chose fee-for-service plans — who would have average annual per capita ‘

; expendlmres of $8,732 — the-average mechcal expenses of MSA users ‘were only one- B

thn‘dashlgh SRR . : g ‘
With such dlfferennal health care costs among the people in the various plans, v

" the premiums charged for the différent types of insurance would have to.adjust -

accordmgly and would need to rlse sharply for conventlonal msurance RAND
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concluded that, “Sucha’ large dlscrepancy makes adverse selectlon a Iegltlmate
o 'c()ncern’” AT T , : : PRI
. The Urban Inst1tute study found a similar effect on health care costs and health

¥ insurance premiums. If open cholce between types of plans were available and all

.+ people who could gain financially from switching to an MSA did so, the study found
.. that the premium for a conventional policy (for a single person) would have to increase

~ from $1,701 to $7,396 to accommodate the higher average health care costs of those
remaining in conventional insurance. Under these circumstances, the study suggested,
>~ conventional insurance would cease to exist and no longer be available to the less
7" . healthy, older people who would be “losers” under MSA plans.®

. The study conducted by the American Academy of Actuaries found that the
' premium for a conventional plan for a single individual would rise from $2,699 to
'+ - $4,343 if individuals could select either a conventional plan or a high-deductible plan

~ with an MSA. The actuaries’ study found a smaller difference than the Urban Institute

or RAND studies because the actuaries did not assume that everyone would choose the
“plan that yielded the most financial benefit for him or her. For example, the actuaries
5. . assumed that three-quarters (rather than all) of the individuals with no significant
it"* - health care costs would choose the high deductible plan, and that half the individuals
7 with the highest. health care expenses would select the lugh-deducnble plan with an
o MSAA T T : :

N R SEELaT LT e ’ R T
K Although each of the three studxes had somewhat d1fferent assumpuons and
* . methods, each concluded that adverse selection would result in sharply mcreased
"+, premiums for conventionalinsurance. These studies suggest that the cost of -
i.. conventjonal insurance could nearly double and possibly even increase as much as
@' four-fold as a result:of ddverse selection. The extent of the cost increase would depend.
.~ on factors such.as the difference in the risk of out-of-pocket costs between the: high-
- deductible msurance/ MSA and.the convenuonal insurance and- the extent to which

R PN '
7 Emmett B. Keeler et.al,, “Can. Medxcal Savings Accounts for the N onelderly Reduce Health Care
" Costs?” JAMA, June 5, 1996 P-. 1670 The convenhonal _plan had a $250 deductlble, a 20 percent
SR coinsurance rate above the deductlble, and a cap of $1 ,500 .
o BN e R $
® These results were found for an MSA;used with an insurance plan that imposed a $2,000 deductible for
single policyholders and provided full cow}erage for all health care costs once the deductible is met. Sucha
“plan was compared in the Urban Institute;study to a conventional plan with a; $250 deductible, 20 percent
coinsurance, and a $1,250 cap on out-of-pocket costs.. .- .. L S
® The actuanes study suggests that the results it found are possnble for plans with deductxbles as low as
$1,000 combined with out-of-pocket maximums of $2,000, compared to a conventional plan with a $200
deductible and a $1,000 out-of-pocket maximum. For both types of plans, cost sharing is assumed to be 20
percent up to the maximum. , :
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people of varying health statuses choose the plan likely to prov1de the most fmanc1a1
benefit to them L : :
A ’ ;
In short, the research finds a high probabxhty that adverse selec:uon will occur at
" the levels of deductibles and out-of-poc:ket costs permitted unider the House bill or the
Kassebaum comprormise. It finds that this adverse selection will result in substantial
prermum increases for conventional insurance — increases large enough to make such
insurance unaffordable and unavaﬂable for many Amerlcans .As the American . . .
Academy of Actuaries has noted, “The greatest savings [from MSAs] will be for the

" - employees who have little or no health care expenditures. The greatest losses will be

 for the employees with substanhal health care expenditures. Those with high
‘ expend1tures are primarily older employees and pregnant women.”* These fmdmgs
raise the question of whether an appropnate MSA demonstratlon can be designed.

lmplications for MSA Demonstratlon DeSIgn

Can a ”safe” MSA demonstranon be de51gned that both tests whether the
..adverse selection found in the computer model-based research will occur in the real
world and also limits potentially non-reversible damage to the conventxonal insurance -
- market? That is not an easy.task. | A : S ,
One way to lumt damage 1si to hm1t the scale of the expenment If a relauvely
small number of companies are allowed to participate in the demonstration (perhaps-
- .several thousand), a large amount of corroborative information could be gathered and
evaluated. .This'would allow a study of the impact of MSA policy without engendering
widespread market changes. For example, information could be gathered about the
- health status of workers in companies that choose MSA plans as compared to workers
in companies that do not choose MSAs, as well as the effect of these choices on '
- employees. If the participating companies were concentrated in a few states, the effect
of the decision of some businesses!to offer MSAs would be felt throughout the market
and could be measured.”! At the same time, the limitations on the number of
companies that could offer MSAs would assure that the effects of adverse selection are-
not severe enough to damage ureparably the small-group market for conventlonal
insurance while the expenment is bemg conducted : :

H
[
i
s

Amencan Academy of Actuanes, Medzcal Smngs Accounts: Cost Impkcatwns and Deszgn Issues, May i
“1995p23 : . : A L L
n Itis genera]ly thought that small bus%ness would offer only one type of i msurance to thelr employees,
for that reason, it is unhkely that the effects of adverse selectlon would be found w1thm a single small
business. - : : :

Lo
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_ Another way. to limit damage is to'require the high-deductible insurance/MSA.
- plans to include caps on out-0 f—pdcket expenditures that are only modestly higher than

the caps typical for conventional insurance in the area. The results of the RAND study

‘suggest that high deductibles and icaps can lead to sharply delineated divisions in the

" health insurance market and to commensurate increases in the cost of conventional

" insurance, while more modest limits can dampen that effect. In addition, placing
- moderate limits on deductibles and out-of-pocket expenditures will afford some
. measure of protection during the experlmental period for less healthy workers who are

2i¢ ~forced to accept a high-deductible MSA plan, either because their employer has made
%+ the change or because insurance companies are offering only MSA plans to self-

- employed persons in their area. |

It is also important to limitgthe potential for MSAs to be used as a lucrative tax
shelter by some people who anticipate low health care expenditures. The MS5A
" proposals impose penalties for mthdrawal of funds for purposes other than paying

. - medical costs, but neither the 10 percent penalty in the House bill nor the 15 percent

penalty proposed in the Kassebaum compromise are sufficient to prevent this type of
abuse. The penalties are parncularly ineffective for funds held for a significant number
of years. The longer the funds are held, the more valuable the deferral of taxes and the
tax-free compounding of earnings on deposits becomes. In addition, the penalties are
rendered nearly meaningless if depositors earn high rates of return on funds in MSAs.
‘Rates of return high enough to overwhelm the effect of a 10 percent or 15 percent
penalty could bé earned if funds are invested in a: vehicle such as a.-mutual fund
reflecting a broad index of the stock market (on average the stock market has risen
approximately ten percent annually over the past decade) or if geneéral interest rates in
" the economy rise substantially-in the future. If the purpose of MSA funds is to pay for
“medical expenses, the penalhes for non—med1cal uses should be setat levels that insure
- funds are preserved for that purpose: - S T

‘| .
. Similarly, the MSA proposals allow w1thdrawals of MSA funds mthout penalty
* for any purpose after the holder has reacheda certain age — 59% in the House bill and
65 in the Kassebaum proposal.+A;healthy taxpayer-using an MSA, who would have far

- more after-tax savings that if the same amount of earnings had been saved in most -

. other ways permitted under current law, could spend.those funds on an extended

" vacation or any other way he or she would choose once the taxpayer reached the
designated age. Yet, that same person might require long-term care within the next
several years and might fall back on Medicaid to pay for that care. In other words, the
~ person could expend one tax subsidy on personal consumpuon and then require

- another tax subsidy for health care costs. To prevent this kind of abuse, penalties for
. non-medical use of MSA funds should apply throughout the life of the holder rather

- than ceasing at a particular age. The funds accumulated in the MSA could continue to
be used for covering out—of-pocket costs for health services in the latter years of life,
when health care costs (mcludmg out—of-—pocket costs) tend to be higher.

|
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, If healthler people choose hlgh-deducuble msurance w1th MSAs in the hope of
‘ keepmg their unspent deposits, the pool of people covered by comprehensive health
. insurance will tend to be sicker on average than it. would be without MSAs.” And if the ~
- pool of people who are conventlonally insured'incurs higher average health care costs
- because some of the healthier people are no longer in the pool the premlums for ,
conventmnal insurance wﬂl rise. L : : '

Consxder an example in Wthh there are five people w1th health insurance
provided by one company. * 2 Together the five peoplée have $15,000 a year'in medical . -
expenses. The insurance company charges the group of five a.premium of $14,000 a -

- year for insurance, out.of which: it reimburses the group. for approximately $11,000 in -

- medical expenses. 'Note that in this example the result is the same whether the med1cal
expenses of the five people are distributed as in column A 6r column B below. So long*
as the five people remain in a group, the employer would pay an average of $2, 800 on |
behalf of each employee i :

Hypothetlcal D1str1but10ns of Medlcal Expenses ‘
. o ExampleA Example B

Personl & = o 83000 | . se00 |
Person2 ;:’43‘,06‘0 | 600
| Persoii3 . . 3000 | o 1,000
.Persoh4 R ' o '34,000‘__ 6400
PersonS R ; S ___&QQQ .__ﬁ,AQQ _ “
Total Medlcal Expenses | $15,000 3 $15 Q(_)_O '

i N
' B

Now assume that the medical expenses are distributed as in column B and that -
Persons 1 through 3 chose a high:deductible plan with an MSA. The employer pays a "
- lower average premium for each of them and also deposits $2,000 in an MSA for each

. of them. Of the $6,000 deposued in the MSAs, only $2,200 (the sum of the expenses for

Persons 1 through 3) would be used for medlcal expenses The remammg $3 800
. - ‘ ‘

i
1
P
I

i'13 -

A 12 The followir{g example is not based on actuartal ana1y51s The numbers used are for ﬂlustratnon only
" N . ’ | .
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:would become savings for Persons'1 through 3. (Some of that amount might-or might
- not be used to pay medical costs m a subsequent year.)

: Persons 4.and 5 did not choose a high-deductible plan because a high- .. ;
‘deductible plan would result in higher out-of-pocket costs for them. But when the -
-'employer tries to purchase conventional insurance for a group consisting of just these

. two individuals who have average medical costs of $6,400 a year, the premiums exceed
'$6,000 per person. The employer cannot continue to offer comprehensive insurance at

- 'that price. :

This simple example illustrates how MSAs disrupt the principle of insurance.

“ MSAs make it advantageous for healthy people to leave the insurance pool, which in

! turn removes from the pool a substantial amount of funds currently available to help

. subsidize people whose medical costs exceed the premiums they pay. If MSA users

% remain healthier than average, they can use the excess funds in their MSAs for their
“retirement, or for education, vacations, or car purchases; these excess funds will not stay
"in the health care system. The resultis that the price of a basic comprehensive health
“insurance plan will be much higher than it would be if a normal cross-section of people
“of varymg health statuses part1c1pated in a comprehensive i msurance plan.

While this example consmiers the efféct of d1v1d1ng the insurance pool within a
1ngle employer, these effects also ;could occur across employers or in the insurance
- market for self-employed peoplé or mdlvxduals' “Consider two insurance companies
* that insure small busiriesses. If one insurance company offers only high-déductible
¢ policies with MSAs, the premiums charged for those policies could be relatively low,
- reflecting both the fact that those covered by such policies would tend to be healthier
i than average and the fact that insurance does not kick in until the deductible is reached.
»# 1f the second insurance company offers only conventional insurance, its busmess is
. likely to come from small enterpnses having reasons to to continue conventlonal
* ‘insurance coverage:: For example, the enterprises may employ many. nmddle-aged to
older workers or workers in their chﬂd—beanng years. But the conventional insurer in
. this example would be forced to charge higher premiums for such insurance than it
““might charge if its mix of clients was more representative. Under current laws in more
-+ 'than half the states, insurers are required at least partlally to average — “community
.3+ rate” — the differences in. employee health statuses across the small businesses they
A msure . o . . .

i
'

o In-addition, experts point out that the risks.of all insured groups are partially

.- pooled internally by insurance companies even when the law does not require such
..pooling; insurance companies tend to compute a basic rate for, say, all small businesses
" and then make marginal adjustments to arrive at the premiums charged specific

. businesses. Under the proposed MSA legislation, these opportunities for broadly

.. averaging health costs across businesses are likely to diminish sharply. Insurance. - -

)



companies that do not specialize in providing high-deductible policies with MSAs are
likely to face upward pressure on premiums and may not be able to continue offering
conventional policies at prices employers can afford.

i
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_TO:
FR:

DT:

MEMORANDUM

i
i

Interested Parties ' i
Chris J.’ i
Joint Tax Assumptlons in the MSA Model
July 8, 1996 ' |

|

E
|
'

David Nexon met with Joint Tax today to discuss the underlymg assumpnons in their Medical
Savings Account (MSA) model. Here are some quick notes/findings of interest: ‘

, unmsured !

"The ehglble population nu:mbers (that are lower than ours) are baséd on Commerce

Dept. numbers for firms ehgxble and BLS numbers for populations eligible. (Does this
make sense to Labor and HHS?) : :

For 50 and under populatxgn now under consideration by the Republicans, JCTassumes ;

. that 750,000 would choose MSAs.: They assume that it will take only two years to get

to that 750,000 number an!d then, presumably, the number would level off at 750,000.

JCT assumes that there arn?l 12.8 million self-employed individuals in the nation and
that 3.1 million of this population cover themselves (i.e., get only a 25% deduction). -

JCT projects that of the 750,000 who opt for MSAs, fully 300,000 would be self-

' employed

JCT also projects that of the 750,000 people who opt for MSAs, 300,000 would
currently have high deductible health policies. (NOTE: This is a different 300,000
from the self-employed number; having said this, most of those who have high
deductible plans are assum‘ed to be the self-employed.) :

i

Of those who opt for MSA less than 100,000 (no specific number) are assumed to be

!

Of the 450,000 employment group policies (750,000 minus 300,000 self-employed

~ who cover themselves), 60% of the policies are assumed to have employer

contributions to the account and 40% are assumed to have the employee contribute to
the account, Y :

Thought you might find th:is information to be useful.
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Medical Savings quc'ourit Study -

Summary Description While}there has been significant debate on the merits of
Medical Savings Accounts, there is virtually no empirical evidence to help inform this

debate. This study of the small group and self-employed markets is intended to provide
nationally representative data on employer and employee behavior, insurance costs and

© coverage, and tax revenue effects. In addition, data would be generated that would
“help policy makers anticipate the effect of MSAs on health care costs and utilization,

as well as the interaction between MSAs and the managed care market.

To estimate the effects of tax favored MSAs coupled with catastrophic health caré
coverage in the'small group and self-employed market, a fixed number of MSAs would

be authorized nanonauy A sample of firms would be drawn from those electing to

offer MSA-appropriate catastrophic coverage to yield nationally representative

Tinformation for firms and employees. A second sample of firms, matched by size,
industry and geographic region would be selected to yield a comparison sample of

firms and employees. Impacts on employer behavior would be estimated by 1)

‘comparing the characteristics. of MSA and control group firms, and 2) analyzing

coverage and contribution decisions made by participating firms before and after they
choose to offer MSAs. Impacts on employees would be estimated by comparing a
sub-sample of employees in firms electing to offer an MSA option with a sub-sample
of employses in control group firms. Following is a brief outline of the research design:

1. Key Research Questions@
o How do employers respond?

- the number and characteristics of employers offering MSAs;
- employer decisions regarding the number, nature, and scope of insurance
options avallabie to employees, as well as and contribution levels

o Which icipate?

- Do MSAs disproportionately attract particular employees (e g. those with
higher/lower lncoma or those in good vs. poor health)?

o How would the market be affected? .

- Which insurers market MSA-linked catastrophlc coverage, and what
level(s) of cost sharmg do they promote’?

- How would MSAs affect the supply and cost of other i insurance choices?

- How would health care costs be affected?

) How i xrv;'r; cted?

- Based on employer and employee participation .and contnbutlon rates,
what is the tax revenue effect of MSA legislation?

i
I
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o How are out-of-pocket costs affected?

- How .do MSAs affect' enrollees’ out-of-pocket spending?

o Interaction between Managgd Care and MSAs:

- To what extent do employers and employees opt to combine MSAS with
managed care products vs. Fee for-semce products?

o Effect on Utilization and. Health Status
- ‘How do MSAs affect health care utilization decisions, mcludmg us of

primary and preventnve heafth servuces, and individual health status?
. f A .
|

2.  Study Structure .

o Sarnple of Firms: nationally representative sample drawn from firms electing to
offer MSAs; comparison firms drawn to match MSA firms from sample frame
used by Census Bureau :

o  Totalcap on number of MSA accounts: To be determined |

o Leﬂm‘gj_ggmgmm: 4 years(1/98 - 1/02) | .

° Renort Dates: Interim Report January 2000 Final Report September 2001

0 WM annual

) Administrative Data S;gu[ggs. Insurer Reports

o gggfvgy: Data: Employérsi (MSA offerors and Comparisons), Employees (MSA
selectors, MSA non-selectors, and comparisons) «

3. Administration

0 The study would be administered by DHHS and Treasury through a contract
with an independent reséarch organization. An advisory committee would be

selected to advise the independent contractor on evaluation design issues.
" Members would have expertise in the areas of health insurance, health
economics, tax policy and research design.
o 1
4, Methods : ;
i
A.

Data Collection
{
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) Data on emptoyer behavior (e.g., take-up rates, employer contributions),
insurance premiums, and the insurance options offered by the firm would be
collected directly from the ﬁrm

o Data on employee behavior and dermographics would be collected from a survey
of employees. Data on utilization of medical care and out-of-pocket costs would
be coliected from insurer claims data as well as the. employee survey.

0. Tax effects would be esﬁmated based on relevant information from the insurer
reports and the employer and employee surveys.

B. Length of ngggg;ga;mn The Demonstration would last four years and baseline
and annual follow-up data would be collected from both firms and individuals.

'"""""“"'"“E.'—"'Eggimg:gg Cost of Study  $20 miliion (see attached breakdown}r v

- Rough Estimate of MSA study costs

1.  Data collection
» Families '_ V 6m W
- Firms ; o . 4m
- inéurénce records ‘ ' 2m
3. Analysis A o , 8m
TOTAL o R  20m

~ _PROPOSED SECTION ON MEDICAL SAVINGS ACGOUNTS STUDY

b

SEC. . MEDICAL SAVINGS ACCOUNTS STUDY.

{A) In order to assess the effectiveness of Medical Savings Accounts in
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conjunction with high deductible health insurance in the self-employed and small group
{up to firm size 100) market, the Secretary is authorized to carry out a study analyzing
employer and employee partlmpatlon, tax effects, out-of-pocket costs, and other
relevant information, for firms and employees offered a medical savings account option
compared to an appropriate control group. Such study shall, to the maximum extent
possible--- : _

{1) collect such data annually for up to 4 years;

{2) yield results that can be generalized to the nation as a whole;

. The results of such study shall be complled and presented within 2 years after the 4-

year study period. :

{a) AUTHOR!ZED OF APPROPhIATIONS.——For the purpose of carfying out this
section there are authorized to be appropriated a total of $20,000,000 for fiscal year

- 1997 and the succeeding six ,fiscal years.
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: MSA Reporting System
. { ’ : . .
States perform their normal'regulatory functions, consistent with the insurance reform
requirements of the Health Insurance Reform Act. This would include approval of

- qualified catastrophic health insurance plans (CHI) (see #2), and appropriate marketing,

disclosure and reporting functions. The NAiC could develop model regulations for the

states, but this is not required.

Treasury will estimate the cép on policies to be sold and will issue rules for what
constitutes a qualified medical savings account, consistent with the Health Insurance
Reform Act. Qualified CHIs can only be sold in conjunction with a qualified MSA.

Insurers sell qualified CHIs duﬁng an open em'ollnient period. There is no limit on the
number of policies which can be sold during this time. Insurers and other vendors can
establish the MSA accounts.

A count of qualified policies SQId is maintained on an ongoing basis. The insurer reports
sales (can be batch reporting) to-either the state (if the state so elects) or HHS (or its
contractor). The report woilld contain basic information on the CHI policy and MSA
account numbers, the employer and employees covered. '

HHS or its contractors would é’;pprove the sale if it occurs during the enrollment period
and the employer has 50 or fewer employees or if the sale is to a self-employed person.

- The insurer would be given an' approval numbcr similar to how credit card transactions

731100

are handlcd electronically. §

Steps 4 and 5 above constitute the data from which the demopstration study would draw =~
the study sample, A sample would be drawn from thc approved sales and more detailed e
surveys would be conducted. c

The contractor reports to HHS, which in turn forwards the data to Treasury. (if the states
have elected to participate, they would report to the HHS contractor.)

At six month intervals, the numbef of policies sold is compared to the cap.

-~ Ifthe cap is reached, then Treasury publishes a formal notice stating that,the cap
has been reached and that no new employers may open MSAs for their employees
after a specified date (e.g., 60 days later). Employers who have established MSAs
within the enroliment period and who have at least 50% of cligible employees
enrolled in MSAs may continue to open accounts for new hires or other
employees who now want to have an MSA. (The “50%” would be based on self-
reporting by the employer, subject to auditing and penalties for violations.)

-~ Ifthe cap is not reached, then enrollment continues.
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MSA REPORTING SYSTEM
% ,
pmeemnn | -' ~
' Nnale | State Insurance Regulatory
______ r T B Structure
é
{
Vendor Seils MSA Plan -
!
Reports Informationto . |  Study draws |
State or HHS contractor ~ N” 77777777 sample |
Number of MSAs reported
to Treasury -
1
i
f s
Cap Reached : A Cap Not Reached:
o ‘ Enroliment continues
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- Quick Response to Inquiry re: state regulation of Medical Savings Accounts

For the states of Arizona - Mlssoun a mdxcates that eligible medical expenses are
defined as those defined in Section 213 (d) of Internal Revenue Code. Wil make calls to
learn of other restrictions that may apply to benefit packages.

Anmna*

, -Total Deposits made to the account from either the account holder or employer are
i limited to $2,000/account holder and $1 ,000 per dependent up to 2 dependents
" -No specification re: benefit packages but presumably state law applicable to high
. deductible insurance polmes applies
-Statute states that upon agreement between employer and employec an employer may
contnb_ute to employee’s MSA exclusively or in addition to medical coverage

i

Colorado*

-Maxunum contnbuuon $3; 000 (Employer and employee contribution combined-Total- no-? #

variation based on dependent/famlly status) S
-"Qualified higher deductible plan” is defined as policy that provides for payment of -

covered benefits that exceed the deductible (which shall not exceed $3,000) that is

purchased by employer for the beneﬁt of employee who makes deposits i into med1ca1

* savings account. |

-Employer or employee may establish MSA - ' ‘. o

~ -Conversation with regulator indicated that this law has not had much effect since state tax} 4

. is 5% of federal tax habxhty : o '

Idaho* o
-~ Maximum contribution (employer and employee combined) $2,000
" -No specifications on benefit package for insurance policy used with MSA
- -Employer may offer to estabhsh MSAs for employees or may contribute to employee s
: exxstmg MSA
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Illinois* ' j

-Maximum contribution of 33,000 per taxpayer (86, 000 only in case of two account

‘holders filing j joint return), adjusted annually for CPI

-"Qualified higher dcducuble health plan” means a health coverage pohcy or contract that

provides for payments for covered benefits that exceed the “higher deductible” and that is
* purchased by employer for employee for whom employer makes deposits into amsa

(“higher deductible” deﬁned as $1,000 and $3,000, to be adjusted by CPI)

-Group high deductible pohcxes must comply with group health insurance requirements

-MSA program includes an employer purchase ofa “quahﬁed higher deductible plan or

'employer contribution i mto MSA.

i

: Indiana*

" _Deductibles must be between $1,000 and $5 OOO—ﬁgures to be adjusted
-"Qualified higher deductible health plan” means a health policy that. prowdes for payment
of eligible medical expenses (defined in tax code) after “higher deductible” (Defined as M(‘J
- $1-5,000) is exceeded | 3 ¢ (y);%\,
-Contributions must not exceed $s, 000 (per accountholder) 35( G)()(@/" 6?‘)“
-MSA programs to be established by employer and employee may contribute but may not ()Fﬁ» N-P
contribute an amount Iarger than necessary to make balance in account equal to the

- deductible . . Oﬁv
. ~Coverage. documents must be approved as for other health pohcxes )ﬁy:;b/) .
AMxehngan* KR | . : . N /

. -Maximum contnbutlon $3, 000 minimum deductible for hxghcr deductible plan $1, 000 ‘
and max. deductible is $3, 000 (As of ‘94) to be adjusted annually accordmg to general
price level i ’

-"Qualified hxgher dcducnble health plan” means health coverage pohcy that pays for
covered benefits in excess of deductible and that is purchased for benefit of MSA account
holder
-Employer or resident of statc may establish MSA

stsnssxppl* ’
-Deductibles between $1, 250 and $2, 500 for mdmduals, between $l 750 and $3, 500 for
health coverage provided to mdmdual and dependents .
-"Qualified higher deductible plan’ " is health policy that. provxdcs for payment of covered
expenses in excess of the higher deductible . ,
- MSA can be established by employer or resident

~ -MSA program includes employer purchase of qualified higher deductible plan and
employer or individual payemnt into a msa an amount equal to at least 6623% of prcmlum
reduction rcalxzcd by purchase of higher deductible plan :
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Missouri ;

' -Beneﬁt package must mclude a conmbunon level that will be equal to cost of standard gﬁ
small group plan *
-Regulation specifies that *50% of the employer s contribution level shall be used by.
insurer or self-funded plan to purchase a major medical policy.
-Employer contributions to individual MSA are tax exempt
-Dept. of insurance: m consultation with Dept. of Health to define “bona ﬁde medical and
health ¢ care expenses” l :

Montana
¢ Maximum contributioﬁ $3,000,

¢ Account can be establashed either by the employer the employee, or an individual state
resident. { : ‘

¢ Eligible medical experlses means an expense paid by the employee or account holder
for medical care defined by 26 USC. § 213 (d) for the employee or account holder ora
,dependent of the employee or account holder :

Nevada (need to call state for additional mformanon) -

¢ Account establlshed by employer.

. !
New Mexico - B

¢ Account estabhshed by the employer in which the employer provxdes a qualified higher
deductible plan, contributes to a MSA, and appoints an account adrmmstrator to
admunister the plan
¢ For 1995, the maxxmum deductrble shall not be less than $1,000 and not be more than
$3,000. The department may adjust annually the maximum employer contribution to
reflect the last known increase in the medical care component of the consumer price L’B
index. For 1995, the emp10yer s contribution shall not exceed $3,000. > m(w, ?’}\f QW

¢ Qualified higher deducnble planisa health coverage pohcy, certtﬁcate or contract that MGJ
provides for payments for covered health benefits that exceed the policy, certificate or ™

- contract deductible that is purchased by an employer for the benefit of an employee W

¢ Eligible medical ,expense means an expense paxd by the employee for meclrcal care M
described in section 213(d) of the Intemal Revenue Code of 1986 that is deductxb e for )ﬁjy

federal income tax purposes
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. Ohio (new law--summary based on summary documents) ‘ : %}3 »
-Maxxmum tax-deductible contnbunonfaccount holder-$3,000 (spouses can deduct $3,000 :
each if each hold an account) '
~No max. deductible or limit on out-of-pocket liability on catastrophlc accounts
-Benefits regulated as other health pohcles-If MSA holder applies to enroll in more
comprehensive plan with a lower deductible, insurer can appply same waiting periods and
underwriting requirements as insurer applies generally to all applicants unless account
holder enrolls during a designated open enrollment period--Other than this exception to

portability requirements, other requirements of small group laws apply
. ) | . ’

Oklahoma

i

. Indmdua]s or employers can contribute to 2 medical savings account. An individual
or employer can purchase a qualifeid higher deductible health benefit plan approved by
the state offered by an. ermty regulated by the state for the benefit of an individual or
employer and dependents. .An individual can deposit into a MSA or the employer can
make a contribution on behalf of the employee all or part of the premium differential
realized by the employer based on the purchase of a qualified higher deductible plan.

An employer that did not previously provide a health plan or health coverage pohcy, -
can contribute all or pan of the deductlble of a qualified higher deductible plan.

- 4 The amount of deposxt for the first taxable year shall not exceed $2,000 for the
account holder and spouse and $1,000 for each dependent child of the account holder.
The maximum allowable amount of deposit for subsequent years shall be increased

) annually bya percentage equal to the previous year’s increase in the national consumer
 price index. ' b :
¢ An eligible medical exbense is an expense paid by the taxpayer for medical care
described in section 213(d) of the Internal Revenue Code.
Utah : , - f
4 Account can be established by employer or individual. The program can be established
by an employer in which the employer purchases a qualified higher deductible plan and
contributes to the MSA. Or alternatively, the account holder can purchase a quahﬁed
higher deductlble plan and contribute to the MSA., | RN 4

made by an mdmdua[ account holder may not exceed the greater of $2,000 in that tax
year, or an amount equal to the sum of all eligible medical expenses paid by the
-employee or account holder in that tax year. In this latter circumstance, eligible M’)’ ‘

-~

R,

¢ A contribution into an account made by an employer on behalf of an employee, or/’\!"‘) ofM
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¢

medical expenses are expenses in that tax year that ari insurance camcr has applled to

the employee or account halder s deductlblc

Qualified higher deductible plan means a health coveragé policy, certificate, or -
contract, that provides for payments for covered benefits that exceed the higher -

deductible and that iSfpurchased by an employer for the benefit of an employee for
whom the-employer makdes deposits into aMSA or by an account holder.

Ehg1ble medical expcnse means any expense paid by the taxpayer for mcdtcal care
described in secnon 213 (d) of the Internal Revenue Code.

1
+

ergmla

Statute authorized devclopment and estabhshment of a plan upon Céngressional
__authorization (includes MSAs for medical assistance and workers’ compensatlon

, .programs)

West Virginia

L

Any individual residentﬁof the state can establish a medica'l savings account.

Medical expenses mcans the amounts pald for -services for the diagnosis, cure,
mitigation, treatment, or prevention of disease, or for the purpose of affecting any
structure or function of the body, which expenses may be included in calculating the
federal deduction for medical and dental expenses for federal income tax purposes; for
insurance premiums for combined plans issues pursuant to this section, but exlcuding
expenses for cosmetic surgery as defined in section 213 of the Internal Revenue Code
of 1986 as amended.

Insurance Commlssmner directed to promulgate regsr re: annual contribution minimum
and maximums.Any individual rcsxdent of the state or employer can estabhsh a medlcal
savings account . | - . ,

t
t

Medical expenses means the amounts paid for services for the diagnosis, cure,
mitigation, treatment, or prevention of disease, or for the purpose of affecting any
structure or function of'the body, which expenses may be included in calculaung the
federal deduction for medical and dental expenses for federal income tax purposes for

insurance premiums for ‘combined plans issues pursuant to this section, but exlcuding

expenses for cosmetic surgery-as defined in section 213 of the Internal Revenue Code
of 1986, as amended. :

Insurance Commzss:oner directed to promulgate regs regarding the annual mnnmum
and maxunum contnbunons among other items, ‘

- Igoo6
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- THE IMPACT OF» THE DEMOCRATIC OFFER ON THE
ATTRACTIVENESS OF MSAs ,

1. The allowablc deducnbles ($2,000 per individual and $4, 000 pcr fanuly) and

* stop-loss ($2,500/$5,000) under the Democratic offer are far above the typical

conventional plan. The typ1cal small business plan has a deductible of $200
(1/10th of that allowed undcr the Democranc offer) and a stop -loss of $1,000
(40% of the Democratic offer) I

2. Most mdiVlduals have med1<:a] costs each year that are below the Democratic
deductible level. Seventy elght percent of all adults bave medlcal costs of less
than $2,000 in a glven year. 2 . ~

3. The Democratxc dednctlble and stop»losé level results in major sévmgs in
premiums. Raising the deductible further does not produce a proportionate

-additional reduction. According the American Academy of Actuaries, the family

plan premium under the Democratic MSA deductible and stop-loss would be
$4,385--a savings of $2, 182 (33%) ccmpared to the conventional plan. By the
time the Democratic deductible level is reached, the law of diminishing returns _
sets in on further increases in the deductible. Going to a $6,000 deductible, a
50% increase in the deducuble mc eased savings by only one—thxrd ($724) 3.

4 ‘The Democratlc deductlble is at the Ievcl that the market has already

 established as the norm for kugh deductible, MSA-type plans. According to ‘
- experts at the American Academy of Actuaries, in general, MSA/high deductible

plans today do not impose any additional cost-sharing after the deductible is -
reached. Moreover, individual deductibles are generally in the $1,500-$2,000
range, rarely higher. Famxly plans are typlcany $2 000 to $3 OOO ‘

4. Changes in the stop-loss, the most important consumer protectxon fcature

make only a very minor differencé in premium savings, according to experts on
the American Academy of Actuanes MSA task force. An increase in the stop-
loss of $1,000 saves ordy about 3.7% in premijum costs. :

L]

; .

5
i
!
H

1 BLS. This is also, the Icvcl that the American Auademy of Actuarics uses to model the typical

, convenuonal plan M&Mm@j&&@l&m

2American Acadcmy of Actuanes‘ Medzcal Savmgs Accounts: Cost Implications and Desx‘g:zr!smes, p- 6.

i

Samerican Academy of Actuaries. p. 8.
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Analy51s of Workers Ehg1ble for MSAS Durmg 1997-99 Start Up
L Penod Under H R 3 103 Cornpromxse

' I . . __Numbcr of .Workers | ' Percent of Total Workforce
Employees in firms with 0 | < | | ' '
or fewer employees and sel.f— : 41.8 million " 329%
anployc:d ; : AN .

Al others Sl 85 2million ~ 671%
TOTAL | 127 millien 100%

‘Analysis of Potential Users of MSAs During Start;Up Period Under
H R 3103 Comprormse That Currenty Have Health Insurance
l Coverage

g ' /-""*) }:D 7v oge‘f}cﬂ

- Number of Workers With Percent of Workforce With

Health Insufance = |  Health Insurance
Eligible for MSAs ia 1997 — — o | -
" | Employees in firms with 50

'| or fewer employees with i - 7.66%
employer-provided insuranice :
and self-employed t
Not chgxbk for MSAs untd R ' S
2000 735 million 92 3%

i

TOTAL | © 79.6 willion | 100%
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Survey of Selected MSA Plans: Summary of Cato Institute Policy Analysis no. 220

Amount of Deductible

. Percent of Plans

More than $2,000

$2,000 or less

1%
L 8%

$1,500 or less

25%

_ Sour‘cé: Cato Ihsﬁmté Policy Analysié no. 220‘ More Than a Theory: Med:cal Savings Accounts at Work ‘
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MEDICAL SAVINGS ACCOUNTS"‘

STATE

| CITATION

i
[

!
{

" PROVISIONS .

"Arizona

§ 43-1028, 43

1331

I
|
|
t
i
i
i

[ Trust established as an individual MSA shall not
-add the amount of interest income received on”
obligations of the state. Employer may contribute

to the employee’s individual MSA exclusively or
in addition to medical coverage. For each taxable
year, deposits may not exceed $2,000 for account
holders and $1,000 for each dependent up to 2
dependents. Funds used solely for medical

| expenses are not taxable. Funds can be withdrawn "

without penalty on the last business day of a

| calendar year but are subject to income tax.

Withdrawals for non-medical expenses are
considered taxable income and incur a penalty

“equal to 10 percent of the withdrawal amount.

.. . | Colorado

§§ 35-22-504.5 10
13925017

Employer or employee may establish MSA.

] Maximum contribution $3,000. Al contributions
| are on apre-tax basis. Funds exempt from income

tax if used to pay eligible medical expenses.

Idaho

§§ 63-3022]

L |

MSAS may be established and contributed to by |

‘individuals or.émployers. Maximum annual
contribution $2,000. Annual contributions and .
interest earned are deducted from taxable income.
Funds used for purposes other than for eligible

- | medical expenses considered taxable income. ‘
| Account holder shall pay income tax and a penalty
- { equal to 10% of money withdrawn if funds used -

for purposes other than eligible medical expenses.

| When account holder reaches 59 1/2 years of age,
‘withdrawals may be made for any reason thhout
penalty

© NAIC 1996
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STATE
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PROVISIONS

Illinois B

T8201LCS 15271 1o

820 ILCS 152/20,
820 ILCS 152:'30

| ILCS 152/85

MSA is an account established to pay eligible

medical expenses of an employee and dependents. -

| MSA programs include all of the following:
purchase by an employer of a higher deductible
health plan; contribution into a medical care
savings account. Maximum amounts are adjustable

‘based on consumer price index; principal

contributed to and interest earned on MSA and
money reimbursed to an employee for eligible
medical expenses are exempt from taxation under
IL Income Tax Act; money mﬂmdrawn for other

| purposes considered income and is taxable.

Indiana

TIC 6-8-11, IC 6-3-

2-18

!

Employers may establish MSA for employees and
dependents of employees. Employer must purchase
a qualified higher deductible health plan, make a

| contribution that equals all of part of the difference ]
| between the cost of the higher deductible health

plan and the employer’s previously incurred health
coverage costs, and designate an account :
administrator. Maximum amounts are adjustabie

| based on the conisumer price index or other federal

indicator of general price levels. Funds withdrawn -

| for purposes other than payment of eligible
‘medical expenses shall be subject to taxation. .
| Effective January 1, 1996. '

..1

-

A

q

Louisiana

HB 1259 (1995)

Health Care Commission to forward

1 recommendation to Insurance Comxmssmner

regardmg MSAs.

© NAIC 1996
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PROVISIONS

| Michigan

§§ 550.981 to |

| 550988 -

| Employer or resident of state may establish MSA.
MSA is one of the following: program established

by an employer that previously provided a health

| coverage policy that includes all of the following:

purchase of a higher deductible health plan;

. | maximum contribution $3,000; amounts adjusted
| annually based consumer price index; if funds
| withdrawn for purpose other than payment of

eligible medical expenses, administrator shall

| withhold 10% of amount withdrawn as penalty.-

Mississippi

§§ 71-9- lto 71-9- :
2 9

i
"
f
|
H

:

MSA can be established by employei' or resident.

.MSA program includes all of the following: !
purchase by an employer or resident of a qualified 1

higher deductible health plan; payment into the
MSA at least 66 2/35 of the premium reduction

realized by the purchase of a qualified health plan;
and an account administrator. Principal and earned

interest shall be excluded from tax; money

| withdrawn and not-used to pay eligible expenses -

shall be taxable income.

Missouri

§143.999

| Employer contributions to Individual Medical -

Account for health care expenses shall be exempt
from income tax. Annually employer shall
determine contribution level to be expended for

| coverage which shall be in lieu of any standard
indemnity or health insurance provided.

Percentage of employer’s contribution shall be

‘used by the insurer, HMO etc. to provide benefits.
Remainder will be used to fund an IMA to pay for.

health care expenses not covered by the policy.
Funds in account spent on health care are exempt -

| from MO state income tax.

ONAIC 1996
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PROVISIONS

Montana

HB 560 (1995)

Employer may estabhsh MSA for an employee or’

| employee’s dependent. Resident of state may

establish an MSA. Contribution and interest are

| tax exempt. Amounts withdrawn from account not

tax exempt and subject to 10% penalty of
withdrawn amount if used for other than payment
of eligible medical expenses. Max. annual
contribution $3,000, but no limit on amount
maintained in account. '

Nevada

AB 592 (1995),

If an employer elects to provide health care

| benefits through an MSA, the program must be
| administered by an approved entity. Funds can be

withdrawn to pay eligible medical expenses not
otherwise paid by a third party, to reimburse
employee for eligible medical expenses or by the
employee on the last business day of the year.

New Jersey

AB 635 (1994) |

i

The feasibility of permitting the use of MSA plans
under the state’s small employer health benefit

program shall be studied by the program’s board of
{ directors. ]

New
Mexico

5.6

S9A-23D-1t0
| soa23D-7,7:2

Employer may es’fzblish an MSA for employees.
The employer must provide a qualified higher

| deductible health plan, contribute to the MSA and

appoint an account administrator. Funds used for
eligible medical expenses are exempt from
taxation.

Oklahoma

2623

Tit. 63 §§ 2621 to

MSA shall be an accounit to pay eligible medlcal
expenses of an account holder. The program shall
include the purchase of a qualified, approved
health plan or the deposit by an individual on
behalf of an employee into 2 medical savings
account of all or part of the premium differential

realized by the employer based on the purchase of
| a qualified health plan for the benefit of the 1

employee. Beginning 1/1/96 the amount of deposit

shall not exceed $2,000 for the account holder,

$2,000 for the spouse of the account holder and
$1,000 for each dcpcndent child of the account
holder. The maximum deposit for subsequent years
shall be based on the CPI. Contributions and -

© NAIC 1996
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| PROVISIONS

Texas

SB 604 (1995) |

The Health and Human Services Commission shall
develop a plan for a pilot program that uses

Medicaid funds to establish an MSA for recipients
of acute care services under the Medicaid program.

Utah

§ 31A-32-101t0 .

31A-32-106, 63C-
3-104

' MSA can be established by employer or resident.
- The contribution into the account may not exceed

the greater of either $2,000 in any tax year or an’
amount cqual to the sum of all elngnble medical
expenses in that tax year which an insurance
carrier has applied to the employee or account

 holder’s deductible. Contributions, interest earned

and reimbursement made for eligible medical .
expenses are tax exempt. The Health Policy
Commission will evaluate MSAs.

Virginia

38.2-5600 to 38.2-
5603

Dept. of Medical Assistance Services to develop a
plan to use MSAs for the working poor. Dept. of

.| Workers Compensation shall create and use

medical savings accounts and work in cooperation

| with the Dept. of Taxation. Dept. of Taxation to

develop a system of refundable tax credits. Jaint
Commission on Health Care to monitor the plan.
Implementation of plan contingent upon passage of
federal legislation authorizing plan components.

West

Virginia

§§ 33-15-20, 33-
16-15 i

Resident may establish a medical savings account.
A percentage may bé designated that may be

| withdrawn if not needed for medical expenses.
Any amount used for other than to pay medical

expenses shall be taxed as income of the payee.
Withdrawal requirements applicable to insurers
offering group A/H, public employee insurance
agency and ERISA health plans,

Every effort has been made to make this Information as correct and complete as possible. For further
information about Medical Savings Aceounts please consult the laws listed above.

* Although the statutory framework exxsts for MSAS in these states, the NAIC has no statlstical mfo:-matlon
with respect to the number of persons who have utilized these plans.

- © NAIC 1996
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