
DEC-28-l9'.3E, 09:27 T0:213 - ,J, [LEIN 

EXECUTIVE OFFICE OF THE PRESIDENT 
OFFICE OF MANAGEMENT AND BUDGET 

Waahington, D.C. 20503-0001 

P. 1/25 

LRM N0:3347 

FILE NO: 1493 URGENT 12128/96 

LEGISLATIVE REFERRAL MEMORANDUM Total Page(a): J-6 
TO: Legislative Liaison Rfficer • ~e /Distribution below: 

FROM: Janet FORSGRENfh•tll ~. · ld\'f"rr)fAsstsfiiit Director for Legislative Reference 

OMB CONTACT: Robert PELLICCI 395-4871 
Leglslatlve Assistant's line (for simple responses): 39S-7362 
C=US, A=TELEMAIL, P=GOV+EOP, O=OMB, OU1=LRD, S=PELLICCI, G=ROBERT, l""J 
pelllccl_r@a1.eop.gov 

SUBJECT: Office of Personnel Management Proposod Testimony on medical savings 
accounts under the Federal Employees Health Benefits Program 

DEADLINE: 2:00 p.m. Thursday, December 28, 1996 

In accordance with OMB Circular A-19, OMB requests the views of your agency on the above subject before 
advising on its relationship to the program of the President. 

Please advise us if this Item will affect direct spending or receipts for purposes of the 
"Pay-As-You-Go" provisions of Title XIII of the Omnibus Budget Reconciliation Act of 1990. 

COMMENTS: The attachment document will be handed out at tomorrow morning's briefing by OPM for the 
House Government Reform and Oversight Subcommittee on Civil Service on medical savings 
accounts under FEHBP. The briefing begins at 9:30 a.m tomorrow. December 29th. 

DISTRIBUTION LIST: 
AGENCIES: 52-HHS - Sondra S. Wallace - 2026907760 

76-National Economic Councll - Sonyla Matthews - 2024562174 
118-TREASURY - Richard S. Carro - 2026221146 

EOP: Nancy-Ann Min 
Chris Jennings 
Diana Fortuna 
Jennifer Klein 
Barry Clendenin 
Mark Miiier 
Bruce Long 
Bob Rideout 
Joe Minarik. 
Randy Lyon 
Janet Murguia 
Allison Eydt 
Lisa Kountoupes 
Jennifer O'Connor 
Elena Kagan 
Melissa Cook 
Jim Murr 
Janet Forsgren 



DEC-28-1995 09:27 T0:213 - J. KLEIN FROM: ~1.~DE, .J. 

RESPONSE TO 
LEGISLATIVE REFERRAL 

MEMORANDUM 

LRM NO: 

FILE NO: 

P /j·JS 
• :.J ;..J -

3347 

1493 

If your response to this request for views Is simple (e.g., concur/no comment), we prefer that you respond by e-mail or 
by faxing us this response sheet. 

If the response is simple and you prefer to call, please call the branch-wide llne shown below (NOT the analyst's line) 
to leave a message with e legislative assistant. 
You may also respond by: 

(1) calling the analys1Jattomey's direct llne (you will be connected to voice mall If the analyst does not answer); or 
(2) sending us a memo or letter 

Please include the LRM number shown above, end the subject shown below. 

TO: Robert PELLICCI 395-4671 
Office of Management and Budget 
Fax Number: 395-6148 
Branch-Wide Line (to reach legislative assistant}: 395-7362 

FROM: ------------------ (Date) 

(Name) 

------------------ (Agency} 

------------------- (Telephone} 

SUBJECT: Office of Personnel Management Proposed Testimony on medlcal savings 
accounts under the Federal Employees Health Benefits Program 

The following Is the response of our agency to your request for views on the above-captioned subject: 

___ Concur 

No Objection 

___ No Comment 

___ See proposed edits on pages ___ _ 

___ Other: ------------

___ FAX RETURN of __ pages. attached to this response sheet 
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The Su'bcommirtee rec~ntly held a hearing tc explure odding the opiiDn of Medical 
~:,J .. ·ing!. A~•;u1•.llts (MSAsj to the federal Employee: lfeo.lth 1.knefit (FEHi>) prosr..n1. I a.m 
writing to re.quest irifom1ation related to the developmenr :md imi:i1emer.1ation of MSA~ In lhe" 
FEHl3 profP'11.m. 

Th~ Su~omn1itte"- would npp~iate lh~ Adrninisi.ration providing ell 11oniden~i1;3l cop!e~ 
·.il' \he folh1 .,.,foe, mm~ril\\ relntlng to MSA~ in 'U'le Fr~\-W ?rt-gram" corrcspond~ncc (incoming tlf.d 
«Jut~ning), mernorand&... hriefing papen, t<ilkini:z: [')rJirm. t.>n::is rclc~!e~. Ji~uHjf.'n do~un'lorAt' or 
.iny rnher written mo.tcrial rclaling or referrin& to the (1ption Clf a.dding M~:A~ lo lhc the FF.RB 
;:irogTJm Thi~ irLfomn1.tion ii: rcque~ted under R1.1k= X to.rid Xl c;iftl1i: Ruh.::; of ~lie tlnitcd Srati:-s 
House of Rcprt::.cr.lafr,•e~. Tha Subcorrunittec woulcl a~·preci(l\t you prnvidins a h1iefin5 on 
Friday, Dc~-.i.:mb:r 29, a1 10:00 a.m. In n.oom .l20J. The bricfin~ S~•Ould aciurei>s: 

1) Whether the Admin\sllation hn..c: fonnulatcd an official pos:i<io:1 with regard 10 

MSA" in the FEHB program? 

2) He. ... ·e yol1 done lillY an.aly~is rcg:uding lhc a..s~enion that MS As would cau:>e 
adverse si::lcction in the FEHB pro~ra.rn'l HRs there been £ny 1~vicfon(·.r. c•f advc~·se 
se)C(;tion in the private sector when~ MSAs 2.le in plac:o" Have )IOU. found any 
r.vidt!!ncc t!iat HMOs: in the fI;.HIJ rn:;vi;.rr. have led to ti.dve1~1: ~dc1;tlon? If so, 
whti.t step:» have you taken, or showld C0ngrcs:- Ul.kc, tc ac!ciress this problem? 

J) f-leve )"O\J done CJl)' CnrolJee SUI'>'e>·; Of rbr Ff:.J Jf3 popuJution \Q cklC?ltlille the 
!ntcrest l.rl MSAs tu a "1e11lth CA!t" (,ptic.,.,? 
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4) The Nntional Treasury F.mplo]'C:cs Union (NTEU) released a pre~s release the dny 
of the ht>tirbg wh;i:".'li <;t?lei:l "Fnrollc~s wr.11lrl he templed to join to traditirinAl 

health care plan in.years which they U1ticipated hi~h health cure needs." 

Ht.s Ol>M conduc\cd any studies regarding the success of the LOverngc cnrl)llee tn 
guess what their health can: needs will be in the following pl!\n yi:o.r? Anumil'lg 
th:it an enrollee could predlcc hl1 health e~r~ ne.e~s ftccn~rt-.ly, hfl~ OPM round 
that \here is .n substantial percentage of the FEHB population ttun char.~cs health 
plans bnseo striclly on onlicipalc:d heAllh <,;urc: ncc:ils? 

5) Al a previous hearing of lhc Subcommlnee, \he President of the American 
federation of Govemme.nt Emplci,.~es (A~OF). Jn'hn Sturdivn.nt. lcsrified 1h111 
" ... the rEHBP's rclatiYcl)' hi~h prcmi,Jm costs for c111ployccs hilve left roughly 
~oo.ooo ft<lcrol employees tL'iins1,;red.'' 

Has OPM conducti;:d 311)' i;L1.1di1;i:: ti.) ucvmnirie the actual nurnbt::r of uninsured 
fodoral eimplO)'Ccs? It his been sugr,cst~~ th!lt t.he 400,000 ficure i~ CX4l.l,!~1mm:d 
and th:lt il Includes employees who volur.1a..ily opt·OUt of the Fl~HB progr~rn 
becauS(. they have insu.ra.nce els.cwhen:. Who.t numb~r uf ihr; :il.lj.JJJO.sdly 

uninsured federal employees ere in5llred elsewhere? l f MSA~ w~rc introdtJccd 
into lht FEHB program, would MSA enroll~s have any he~lth premiums 
autom1\ic11lly withdrawn fwrn th~.ir p~yr.hr:r:b? Hnw would MSA~ affect the 
unin!!!U!ed populalion? 

Pk:isc cor.l:ict, D::i-'1i~l R. Moll at !he Civil Ser<kc Suhcommiucc. if y~h.' have: llJl)' 

quc::stium. Thiink you for ~·our assistance. 

Jonn l. Mic• 
Chairmari 

Subcornmlucc on Ci•'il Service 
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PROPOSAL. TO INCLUDE MEDICAL SAVINGS ACCOUNTS UNDER 
THF. FEDERAL EMPLOYEES HEAL TH BENEFITS PROGRAM 

a briefing for the 

SUBCOMMITTEE ON CIVIL SERVICE 
COMMITTE.E ON GOVERNMENT REFORM AND OVERSIGHi 

U.S. HOUSE OF REPRESENTATIVES 

by 

WILLIAM E. !'=LYNN, Ill 
ASSOCIATE DIRECTOR FOR RETIREMENT AND INSURANCE 

U.S. OFFICE OF PERSONNEL MANAGEMENT 

DfCEMBER 29, 1995 

THANK YOIJ FOR THE INVITATION TO BRIEF YOU ON THE PROPOSED 

INCLUSION OF MEDICAL SAVINGS ACCOUNTS UNDER THE FEDERAL 

EMPLOYEES HE/~L TH BENEFliS !FErlBl F'ROGRAM. 

MEDICAL SAVINGS ACCOUNTS (MSA) ARE A RELATIVELY NEW CONCEPT 

P. 5/25 

VVHICH PROPONENTS DESCRIBE AS A NON-BUREAUCRA1'1C APPROACH TO 

HEALTH CARE REFORM. THE IDEA COMBINES RELATIVELY LOW-COST 

CATASTROPHIC HEAL TH INSURANCE, WHICH FE.4 TURES A DEDUCTIBL.E OF 

$1,500 OR MORE BEFOHE BENEFITS BEGIN, WITH AN INDIVIDUAL MSA. 

IDEALLY, MSAs VVOULD PERMIT TAX-FREE ACCUMULAl"ION OF FUNDS TO ~AY 

FOR ANY QUALIFIED MEDICAL EXPENSES THAT ARE NOT REIMBURSED BY 

INSURANCE BECAUSE THEY ARl: BELOW THE INSURANCE DEDUCTIBLE OR ARE 

SIMPLY EXCLUDED UNDER THE F'Ol.lCY. 
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UNDER THE MSA SC:ENARIO, HEAL TH CARE COSTS WOULD DECREASE. FIRST, 

BECAUSE INDIVIDUALS, OR EMPLOYERS ON BEHALF OF EMPLOYEES, WOULD 

f"URCHASE LESS COSTLY INSURANCc POLICIES TO COVER ONLY LAHGE, 

UNBUDGET ABLE EXPENSES AND WOULD DEPOSIT RESULTING PREMIUM 

SAVINGS, AND PERHAPS ADDITIONJU. CONTRIBUTIONS, INTO INDIVIDUALLY· 

OWNED MSAs ON A PRE· TAX BASIS. EACH ACCOUNT OWNER VliOULD NOT 

ONLY HAVE TAX-FREE ACCESS TO ACCUMULATED MSA flJNDS TO PAY OUT-

OF-POCKET EXPENSES THE ACC.OUNT OWNER INCURS FOR OU.A.LIFY1NG 

MEDICAL CARE. BUT WOULD ALSO HAVE AN iNCENTIVE TO AVOID ANY 

UNNECESSARY HEALTH CARE SPENDING IN ORDER TO BUILD SAVINGS. IN 

ADDITION, TO THE EXTENT THAT CONSUMERS BECOME MORE COST-

CONSCIOUS IN SHOPPING FOR MEDICAL SERVICES THEY PAY FOR DIRrCTL Y, 

THERE WOULD BE GREATER COMPE:TITION AMONG HEALTH CARE PROVIDERS 

TO LIMIT COSTS, AND THE C";ROWTH OF NATIONAi. HE.A.L TH CARE 

EXPENDITURES WOULD SLOW. 

THE U.S. CHAMBER OF COMMERCE HAS ENDORSED MSAs AND AT LEAST A 

DOZEN STATES PERMIT STATE TAX DEDUCTIONS FOR MSA coN·rRIBUTIONS. 

BUT, WHILE A FEW EMPLOYERS HAVE INTRODUCED PROTOTYPE HIGH· 

DEDUCTIBLE/MSA HEALTH PLANS, MSAs ARE LARGELY UNTESTED SINCE THEY 

DON'T CONFER FEDERAL TAX ADVANTAGES FOR EMPLOYERS AND 

INDIVIDUALS AS DO EMPLOYER· PROVIDED HEAL TH INSURANCE. FLEXIBLE 
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SPENDJNC:i ACCOUNTS, OR INDIVIDUAL RETIRff1.llnJT ACCOUNTS. THE 199~ 

BUDGET RECONCIUATION BILL Pfa.SSED BY EACH HOUSE OF CONGRESS 

WOULD EST ABU SH POWERFUL INCENTIVES FOR MSAs BY CHANGING THE 

FEDERAL TAX CODE TO TREAT MSAs SIMILAR TO 401(k.) RETIREMENT 

SAVJNGS PLANS--ALL.OWING EMPLOYERS AND EMPLOYEES TO MAKE PAE-TAX 

CONTRIBUTIONS TO ACCOUNTS THAT WOULD GROW TAX-FREE AND BE 

INDIVIDUALLY OWNED--AND BY INTRODUCING MSAs AS f;,N OPTION FOR 

MtDICARE BFNEFICIARIES. ANOTHER BILL, H.R. 2341, wou1_0 INCi.UDE MSAs 

UNDER THE FEDERAL EMPLOYEES HE:AL TH BENEFITS (FEHB) PROGRAM. OPM 

IS VE~Y CONCERNED THAT ANY PUSH FOR WHOLESALE USE OF MSAs, GIVEN 

THE UMITEO EXPERIE:NCE WITH THl:M, IS PREMATURE. 

SOME WHO BELIEVE THAT THE MSA CONCEP1' WOULD HELP CONTAIN HEALTH 

CARE COSTS POINT TO A SCIENTIFIC STUDY DONE BY THE RAND 

CORPOHATION IN 1 HE 1970'$ WHICH SHOWE:D THAT SPENDING FOH ME()ICAL 

SERVICES DECR~ASED IN RcSPONSE TO INCREASED COST-SHARING, WITH NC 

APPARENT DIFFEREf\JCE IN HEALTH OU1"COMF.S FOR THE VARIOUS ~fiOUPS. IT 

IS IMPORTANT TO RECOGNIZE, HOWEVER, THAi COUNTLESS CHANGES HAVE 

DRAMA Tl CALLY RCSHAPE:D THE HEAL TH INSURANCE MAHKET IN THE 20 

YEAHS SINCE THAT STUDY. THEN, FEE-FOR·SEHVICE PLANS WITH FIRST-

DOLLAR COVERAGE WERE COMMON UNDER HEAL.TH INSURANCE CONTRACTS 

AND MANAGED CARE WAS IN ITS INFANCY. THE CONGFH:SSIONAL. BUDGET 

3 
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orr1cc 1 IAG CONCl.UDEO THAT THE HIGH-DEDUCTIBLE INSURANCl:::/MSA 

UPTION WOULD HAVE LESS POTENTIAL FOR CURBING NATIONAL HEALTH 

SPENDING THAN THE RAND EXPERIMENT IMPLIES FOR TWO REASONS. FIRST, 

THE RAND F.XPERIMENT INVOLVED ONLY FEE-FOR-SERVICE REIMBURS!:MENT, 

WHEREAS fv1SAs MAY AlTRACT PEOPLE FROM HEAL TH MAINTENANCE 

ORGANl7 ATlllN$ SO THAT THE l!FFICIENCIES OF MJ\NJ\OED CARE WOULD 0[ 

LOST. ALSO, UNINSURED MEDICAL EXPENSES WHICH PEOPLE NUW 

PURCHASE WITH AFTER·TAX INCOME WOULD BECOME TAX-EXEMPT 

EXPENDITURES WITH AN MSA, SO SPENDING WOULO LIKELY INCREASE FOR 

SERVICES SUCH AS EYE CARE, ORTHODONTIC CARE, ANO OTHER SERVICES 

WITH LIMITED COVERAGE UNDER CONVENTIONAL HEAL TH INSURANC:F=. 

A MAY '1 S95 FIEPORT OF THE AMERICAN ACADEMY 0~ AL I UARIES, ENTITLED 

IOENTiFIE5 A. WIDE RANGE OF POSSIBLE EFFECTS FROM MSA USE, DEPENDING 

UPON HOW THIS OPTION IS INTEGRATED WITH EXISTING HEAL TH INSURANCE 

Pl.ANS. THE REPORT NOTES THAT SINCE MSA ELIGIBILITY REQUIRES HFAL TH 

INSURANCE WITH AT LEAST A S 1, 500 DEDUCTIB~E. THE POTENTIAL INCREASE 

IN INDIVIDUAL. COPAYMENTS WILL eXCEED ANNUAL PHt:;MIUM SAVINGS 

WHICH WOULD BE GAINED BY CHANGING FROM LOW-DEDUCTIBLE 

INSURANCE. SO MSAs WOULD BE MOST ATTRACTIVE TO PERSONS WHO 

HAVE LITTLE OR NO HEALTH CARE EXP~NDITURF.S AND LEAST ,b.TTRACTIVf. 

4 
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TO THOSE \VITH HIGH HEAL IH CARI: EXPENSES. PART!CUL/\RLY THE ELDERLY. 

AND. IF MSAs ARE COMPLElF.L Y OPTIONAL, RISK SEGMENTATION COUl .. D 

RESULT IN A DESTHUCTIVF: COST SPIRAL FOR LOW··DH)UCTlBLF. COVERAGE. 

THE AEPOHT SUGGF STS THAT AN MSA OPT!ON OFFERFD !N A CONTROLLED 

SITUATION SUCH AS AN EMPLOYER HEAL TH PLAN MIGHT BC: DESIGNED TO 

AVOID TtiE COST SPIRAL BY MAINTAININc-i ·1 HE SAME REL.ATIVE LEVEL. OF 

EMPLOYEE CONTRIBUTIONS AMONG T~E VARIOUS OPTIONS FROM Yt:AR TO 

YEAR. IN CONCLUSION, THE REPORT STMONGLY CAUTIONS THAT ACHIEVING 

M~X!MUM SAVINGS FROM MSAs WILL DEPCND HEAVILY ON THE DESIGN OF 

THE ENABLING LEGISLATION TOGETHER 1NITH INDIVIDUAL ACTIONS 

lJNDERTAKEt--1 BY EMPLOYERS IN f1EDE!'ilGNING f;XISTING HE/\l TH PLANS 

AROUNCl AN ~/ISA. SAVINGS ALSO Will. DEPf:ND ON THE DEGRcE TO VVHICH 

INDIVIDUALS VIEW THEIR MSA AS A ?ERSONAL SAVINGS ACCOUNT, ,a,5 

OPPOSED TO ALTERNATIVE INSURJ.i.NCE. IF INDIVIDUALS './1EW THEIR MSA 

AS ADDED INSUP.ANCE, UTILIZATIOr'1 WCULD APPROX!MA TE THAT WITH A 

LOW-DEDUCTIBLE PLAN. 

Wl"rH "t"HESE CONCERNS IN MIND, i WISH TO BRIF.FL Y CllSCUSS THE PROPOSAL 

ro INTRODUCE MSAs UNDtR THE rEHB PROGRAM. H.R. 2.34-1 WOULD 

AUTHORIZE OPM TO CONTRACT WITH c;OVERNMENTWIDt INSURERS .A.ND 

ELIGIBLE EMPLOYEE ORGANIZATIONS, Bf:GINNING IN 1997, FOR Af.J 
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UNSPECIFlfD NUMBER OF CATASTROPHIC HF.A.llH PLAN~-> WHICH OFFER 

F' i··· /·IC • I)/ l ·J 

BENEFITS SIMILAR TO OTHER FEHB PLANS, BUT ONLY TO THE EXTE:NT THAT 

COVERED EXPENSES EXCEED $3,000 A YEAH. ANYONE WHO ENROLLS IN A 

CATASTROPHIC HEALTH PLAN WOULD NO LONGER BE SUBJECT TO THE 

USUAL 75-PERCENT LIMIT ON GOVERNMENT CONTRIBUTIONS TOWARD A 

PLAN'S ENROLLMENT CHARGE; THEY WOULD ALWAYS RECEIVE THE 

MAXIMUM GOVEHNMf:o'.NT FEHB cor-.JTRIBUTION AMOUNT. SUCH 

CONTRIBUTION WOvLD FIRS'l PAY UP TO THE ENTIRE PREMlUM FOR THE 

CATASTROPHIC PLAN PREMIUM AND ANY REMAINING CONTRIBUTION WOULD 

GC INTO A MF.DICAL SAVINGS ACCOUNT MAINTAINED FOR THE INDIVIDUAL'S. 

BENEFIT IN ACCORDANCE WITH APPLICABLE INTERNAL REVENUE CODE 

PROVISIONS. 

OPM ACTUARIES PROJECT THAT ANNUAL ENROLLMENT CHARGES FOR A 

TYPICAL FEHB FEE-FOR-SERVICE PLAN FEATURING A DEDUCTIBLE OF= $3,000 

FOR SELF-ONLY, OR $6,000 FOR SELF-AND·FAMIL Y, WOULD BE. $ 1 ,400 AND 

$3, 100. RESPECTIVELY. MAXIMUM GOVF.RNMENT FEHB CONTRIBUTIONS IN 

1996 WILL BE APPROX!MATEL Y $1,600 FOR SELF-ONLY AND $3.400 FOR 

FAMILY ENFlOLLMENTS. SO, IF H.R. 2341 WAS IN E:FFECT FOR 1996, 

ENROLLEES IN CATASTROPHIC HEAL TH PLANS WOULD PAY NO FEHB 

PREMIUMS AND WOULD RECEIVE A $200 TO $300 MSA CONTRIBUTION, 

Wt-ilLE FEHB ENROLLEES IN GENERAL WOULD PAY APPROXIMATELY $670 FOR 

6 
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SELF AND $1 .400 !-=OR FAMILY COVERAG(;. BASED THE WEIGHTED AVERAGE 

OF All FEHB PREMIUMS. EVEN If ENROLLEES IN CATASTROPHIC PLANS ALSO 

CONTRIBUTED THEIR PREMIUM SAVINGS TO THEIR MSAs AND MADE NO 

WITHDRAWALS, IT WOULD TAKE THEM 3 TO 4 YEARS TO ACCUMULATE 

SUFFICIENT FUNDS TO OFFSET THE $3,000 OR $6,000 CATASTROPHIC 

DEDUCTIBLE. SO, THIS OPTION WOULD l.b,P.GELY APPEAL TO EITHER VERY 

HEALTHY OR FINANCIAL!... Y WELL-OFF PEOPLE! 

CERTAINLY, OPM WANTS THE FEHB PROGRAM TO OFFER EVERY 

OPPORTUNITY FOR ADDED CHOICE, AFFORDABLE HEAL i H CARE, ANO 

QUALITY MEDICAL SERVICES. HOWEVER, EXPERIENCE WITH MSAs TO DATE 

IS SO LIMITED THt\T IT RAISES MORE QUESTIONS THAN IT ANSWERS. THE 

FEHB PROGRAM IS WIDELY REGARDED AS A HIGHLY SUCCESSt-Ul EMPLOYER-

SPONSOF'ffO HEALTH BENEFITS f"ROGRAM. OVER THE LAST SEVERAL YEARS, 

MANY HAVE PROMOTED IT AS A USE'.FUL MODEL FOR EFFORTS TO PROVIDE 

ACCESS TO QUALITY HEAL TH CARf NATIONALLY. OPM BELIEVES THAT MSAs 

COULD SIGNIFICANTLY ALTER THE WAY THAT THE FEHB PROGRAM DELIVERS 

ITS BENEFITS AND WE ARE CONCERNED THAT NO HARM BE DONE TO THE 

PROGRAM OR ITS ENROLLEES. 

WE ARE GREATLY CONCERNED THAT THE INCLUSION OF MSAs IN THE FEH8 

PROGF'<AM, WHICH OFF~RS THE SAME BENEFITS TO BOTH ACTIVE AND 

7 
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RET!RF.D PARTICIPANTS, WOULD LEAO TO SEGREGATION OF PEOPLE IN PLANS 

av RISK CATl:;GORIES. HEALTHY INDIVIDUALS WHO CONSIDER THEMSELVES 

AT LOW RISK FOR OUT-OF-POCKET MEDICAL EXPENSES WOULD TEND TO 

ELECT THE CATASTROPHIC-PLUS-MSA OPTION. AS A RESULT, OTHER FEHB 

PLANS WOULD ENROLL A HIGHER PROPORTION OF INDIVIDUALS WHOSE 

HEALTH PROFILE IS POOR, PARTICULARLY J\MOt-JG THE ELDERLY; AVERAGE 

PER~PERSON COSTS ANO ASSOCIATC.:D PREMIUMS FOR THESE PLANS WOULD 

INCREASE MORE RAPIDLY THAN IF THE RISK POOL WAS REPRESENTATIVE OF 

THE ENTIRE ELIGIBLE POPULATION: AND MORE OF THE HEALTHIEST 

ENROLLEES WOULD LEAVE WITH SUCCESSIVE PREMIUM INCREASES. Vv'ITHIN 

A 3 TO 5-YEAR PERIOD. IT IS LIKEL y THAT sue~ ADVERSE SELECTION WOULD 

DRIVE UP THE COST OF CONVEN1 IONAL TYPES OF COVERAGE SIGNIFICANTLY, 

PUTTING THEM BEYOND THE REACH OF MANY WHO NEED THEM. 

INCRFASINGLY, EVF.N PEOPLE WITH COSTLY. CHRONIC HE.AL TH CONDITIONS 

COULD Bt FORCED INTO CATASTROPHIC PLANS THAT REQUIRE THEM T(J PAY 

$3.000 OR MOR!: our OF POCKr.T EVERY YE:AR. 

MOREOVER, THE COMBINATION OF MSAs WITH THE ANNUAl FEHB OPEN 

ENROLLMt:NT SEASON BRINGS THE PROSPECT OF ADVERSE SELECTION 

AMONG GENERAl.L Y HEALTHY F'EOPLE AS WELL. FOR CXAMPLE, MSA 

PARTICIPANTS WHO CAN ANTICIPATE THE NEED FOR AN EXPENSIVE 

PROCEDURE WILL HAVE AN INCENTIVE TO .IOIN A PLAN THAT PROVIDES THE 

8 
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MOST COMPREHENSIVE COVERAGE:, HAVF. THE PROCEDURE PERf:ORMED, AND 

RETURN TO CATASTROPHIC, MSA·LINKED COVERAGE IN THE FOLLOWING 

OPEN SEASON. cor•liBATING SUCH BEHAVIOR WITH WAITING PERIODS AND 

BARS TO PRE-EXISTING CONDITIONS WOULD UNDO ONE or THE FEHB 

PROGRAM'S MAJOR STRENGTHS. OPM HAS WORKED HARD TO CONTHOL "fHC. 

FEHB PROGRAM'S PREVIOUS PROBLEM WITH ADVERSE SELECTION AFTER THIS 

CAUSED ONE OF THE TWO GOVERNMENTWIDF PLAN CARRIEHS TO QUIT THE 

PR0<3RAM IN 1989 A~~D OUR SENSE IS THAT THE INTRODUCTION OF MSAs ON 

A PURF.L Y OPTIONAL. BASIS WOULD CAUSE THE PROBLEM TO REAPPEAR. 

TODAY, ABOUT 30 PERCENT OF ENROLLEES ARE IN HMO~ WHICH Al.READY 

EXEHT INSTITUTIONAL CONlROL ON UTILIZATION THAT MSAs ARE INTENDED 

TO ENCOUR/~GE AMONG INDIVIDUALS. ANOTHER COMPONENT OF MANAGED 

C/\RE: THAT COULD BE LOST UNDER MSA::; 1$ THE COST-SAVING POv\IER o~ 

PRF.FERRED PROVIO~R ORGANIZ~ TION (P?Ol NETWORKS. PPO NET'NORKS OF 

HOSPITALS, PHYSICIANS, AND PHARMACIES REDUCED MEDICAL EXPEl\JSES 

PAID UNDER THE FEHB PROGRAM BY ;\Bu UT $i .3 BILLION IN COt~TRACl YEAR 

1894. THESE SAVINGS WERE REALIZED BECAUSE PROVIDERS AGREED TO 

PRACTICE PATTERNS AND/OR OFFERED su~ST ANTIAL DISCOUNTS IN RETURN 

FOR ACCF:SS TO A L,b,RGE EMPLOYEE GROUP. THE SIZE OF 1'HE. DISCOUNTS 

\NILL EHODE IF TH[; GROUP IS FRAGMENTED, PAFHICULARL Y IF THE HEAL THIER 

LIVES ARE REMOVED FROM THE RISK POOL MSAs DO NOT TAKE ADVANTAGE 

9 
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OF THE LARGE MANAGED CARE COMPONENT CURRENTLY AT WORK IN THE 

FEHB PROGRAM. 

IT ALSO APPEARS LIKELY THAl MSAs VVOULD UNDERMINE INCENTIVES TO 

OBTAIN PREVENTIVE HEALTH CARE SERVICES SINCE THE COST OF SUCH CARE 

WOULD ORDINARILY BE BORNE EXCLUSIVl:L Y BY AN INDIVIDLJAL WHO IS 

SUBJECT TU A CATASTROPHIC DEDUCTIBLE:. IGNORING OR DEFERRING 

PREVENTIVE CARE HAS BEEN DEMONSTRATED TO BE A FACTOR IN THE 

EMERGENCE OF LATE, MORE EXPENSIVE MEDICAL CONDITIONS. 

FINALLY, CATASTROPHIC HEALTH INSURANCE: LINKED TO MSAs MAY DO 

LITTU: TO MODERATE INCREASES IN HEAL TH CARE COSTS IN THE'. ~ONG RUN 

SJNCE MOST SPENDING 1$ CONCENTRATED ON A SMALL PERCE:.NTAGE OF 

PEOPLE WHO ARE: BEYOND THF. COST -REDUCING INCENTIVES O~ EVEN A 

CA1'ASTROPHIC DEDUCTIBLE. ONCE SOMEONE HAS A CONDITION FOR WHICH 

TREATMENT COSTS WILL EXCEED THE DcD'JCTIBLE, THE INCENTIVE TO 

ECONOMIZE rs GONE BECAUSE THE ADDITIONAL COST OF MORE CARE 1$ 

ZERO. 

IN CLOSING, WE THINK THE APPROPRIATE COURSE FOR NOV-/, AS FAR AS THE 

FEHG PROGRAM AND MSAs ARE CONCERNE:D, IS ''WAIT·AND-SEE." IF 

FEDERAL TAX CODE CHANGES AFFORD MSAs TREATMENT COMPARABLE TO 

10 
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HEAL TH INSURANCE AND Rt:TIRFMF:NT ~AVIN(.;S ACCOuNTS. WE SHOULD 

ALLOW A. fiEASONA~LE orr'OR1U~JITY TO CARr:;t=ULL.Y STUD'1' HOVI VARIOU~ 

IN~UHt:IJ,S ANU l::MPl OYERS APPLY THE CONCEPT, AS WELL AS n-1E RESPONSE 

OF CONSUMERS AND HEAL TH CARE PROVIDERS. THE DEMOGRAPHIC 

DIVERSITY PRESENT IN THE Fl:HB PROGRAM AND THE BROAD RANGE OF 

CHOICE WHICH IS .AN INTEGRAL PART OF THE rJROGRAM MAr~E IT VF.RY 

SlJSCFPTIRI F TO RISK $F.(;MFNTA"llOl\J IT IS UNLIKF. ANY OTHER PROGRl\M IN 

THlS ncsrc:cr AND roR Tl llS REASOr"J ~[W BENEFITS MUST BE APPROACHED 

W!"rH EX:REME CAUTION. 

I WOULD NOW BE HAPPY TO ANSWER Af\iY FOLLOW-UP QUESTIONS THE 

SUE3COMMITTr.E MAY HAVE. 

, 1 
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Corrunenrs on Medical Saving, Accoums within th~ FEHB 

The Office of Personnel Managemem (OPM) has learned that the House of Representatives 
may con.sider the esi.ablihhment of Medical Savings Accouncs (MSAs) in the Federal 
Employees Health Benefits Program (FEH.BP) as part of its action on the Reconciliation 
Bill or othr:.r legislation this Fall. 

The propose.d leiislation envisions that the Government would: 

provide MSA participants an uncDpped Govcrrunent contribution up to the maximum 
dollar amourn determined under I.he starutory compuui.t.ion f onnula (but maintain the 
75 percent cap on other insuren. and Hclllth Maintenance Org3niiatlons panlcipating 
in rhe Program); 

pay the entire cost of the catastrophic premium; 

cornribUie the balance of the Gciv~rnmenr's c.ontribu!ion inro the employee's MSA. 

Thi!.i particular proposal has not been the subject of any hearings in the Congress. Indeed. 
the House Govcrnmem Refonn and Oversight Corruninc~ has schr:du!ec1 hearings on 
Medical Saving!. Accounts for mid-November. The p1oposed legislation, which is being 
considered l!; part of lhe R~-conciliation process has a proposed effective da~e of January 1, 
1996. Implerncndng s1J.ch a far-reaching &t:t of cb:rnges in the Feder2l Employees Health 
Benefits Program on that schedule would be virru3lly in1possible. Even if possible, it 
would have umold effects on the insurers already in che Program. whose benefit and race 
propos<1ls wc:re submined months ago ~rid upon \l.hich negmiaiion.~ have already been 
complet~d. 

MSA Is ARE UNTESTED 

The OPM believes lliat MSA 's could sign.ificamly alter the way that the Pro&ram delivers 
its benefits. The FEHBP is widely regarded as a highly suecessful eniployer·sponsored 
health benefas program The Oi;M is conc.t:med about any change in the FEHB that could 
h:um the Program. 

'There i~ concern that the inclusion of MSA' 5 in the FEHB Program could segregate people 
imo ri~k .-:ategories. Healthier. generally young.a ~mployees would tend to select MSA's 
over other p1 ograms. lndividuals whose healtlL piofile is poo{, panicuhuly the ~lderly, 
could Lend l.O become isolated in plans offered by ocher insurers, driving up the costs of 
cheir coverage significantly. 

In a i)'pical ye: ... r, 17 percent of che elderly covered by Medicare file no claims: the 
proportion of youn~er people who have n~~ medical claims is substantially higher. 
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Govemmem sLudies show about l 0 percer1t of all Americans arc responsibl~ for 
about 70 percenc of medical ex.pcnses. A 199.5 srudy by the American Academy of 
Acruaries found Lhat if everyone now covered by ordinary rnc:dical insurance moved 
into a S)'S(ern of high deductibles and medical savings ~ccoums, roughly two-thirds-­
most: who need little or no m~dical treaunc:nt-- would gein finimcially and one-third 
would lur.e. 

Since healthy people would be most likely to choose the MSA approach, those remaining 
undc;r low-dedu~tible healtl1 imuranr.e policies would tend to be sicker people. As a resull, 
the per-person costs for tow-deductible policle$ could in.;rease more rapidly than if che 
c(1sts were ba5ed on groups reprcsentAtive of the emire populacion. The cost o! 
convemional health insurance for frail and sicl ptople who continlle to want comprehensive 
coverage may eventually soar out of reach. 

The combiuacion of MSA' s with the annual FEHB Open Sea.son brings the prospect of 
adverse selection among the healthy as well. for example, MSA participants who require 
expc::nsive bul eleccive procedures will ha\·e an incentive to join a plein that prcivid.es me 
more cornpreh~nsive coverage, have the proi~edures performed, and rerum 10 the MSA 
during che followio~ open s~ason. Combating such beh=iviors wi1h \Vii.iting periods and bars 
to pre-e;.;isring condittons would undo one of the FEHB Program's major strengths. 

The OPM has worki:d hard co control !his problem of .adverse risk selection and i~ 

con:;emt'.d lhat the irnroduccion of MSA 's would cause ir to reappear 

MA.NAGED CARE SAV~'GS COULD ERODE 

Mcdicu\ Savings A-.:coums do not iake ad"a.nugt of the large m~nagtd care component 
c:urrem!y in the FEHBP. Tod9y abour 30 pt:rcern of enrollees art- in HM Os which already 
ex.en the conirol on urilizarion lhac MSA's are intended to encourage. Ano!:her compoMnt 
of mana8ed care that could br. lost under MSA · s is the c.osl saving. power of PPO networks. 
PPO networks of hospitals, physicians and phannacies reduced medical expenses paid under 
the FEHBP b)' abour Sl.3 billion in contract year 1994. These savin~s were realized 
because providers lgrced co practice piHtems and/or offered substr.ntial discoums in rerum 
for access to a large employee group. The siz.~ of the dlscounts will erode If the group is 
fragmen:ed. parricularly if thf'. healthier lives arc n:moved from tl1: risk pool. 

REDUCED INCENTIVES FOR PREVENTIVE CARE 

It hZLs been suggested that MSA's eli!ninate incentives to obtain prevemive care since tl1e 
cost of such care would ordinarily be borne ex.elusively by the individual. Ignoring or 
defcmng preventive care: has been demonstrated as a factor in the emergence of later, more 
t~pensive medical c..onditions 
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POTENTIAL FOR OVEMLL SAVINGS l)1"CLEAR 

While MS,\ 's might bring coruumers inlo the health care arena ~.~ active play~rs, ir is 
dnubriul chat MSA's would affect con;;umption of the more costly m~dical services since 
those decisions gt:uerally are made by do\.to1s :rnd not pBlients. Since 70 percent of 
medical claims o~wr after $3,000, MSA's will not dramatically reduce the costs of non· 
elective medical treatments. 

Catastrophic health insurance may du little to moderate increases in FEHB cosrs in the long 
run since most e;pending is concentrated on a small percentage. of people who are beyond 
rhe cost-reducini incentives of a deductible. On~e someone has ~ condition for which 
treatment costs will ~xcced the deductibk, the incentlve to economil.e is gone because the 
additional cost of more. care is zero. 

All of these taccor~ ~uggesr that the Ooverrun'!nt as an employer ~llould move dehberat,:Jy 
in this area. The OPM has a successfiJl tr~ck re:ord. forged through a remarkable 
partnership b~tween che Legislative arid Exec:ut[vc branches, in offering a wide variety of 
h~islth br.ni;fit chCJices which are competitively priced and highly regc:rded by both 
employees and health poli1;)· cc.imrnemator~ 

OPM wanrs the Fed~rn.l Employee:; Healch Be.nefits Program to ot'fer opporrunities for 
added c.:hoice. afforcl:ible health tare .rnd qualil)' medical servlct!s. However, many questions 
r:=Kisc about how these objec:ti\'es mighc be achieved with 1he inuodui;1io11 of MSA's In 
order lo carefully corisidtr these mane rs, the Congrc:~s should stick to its p!an and Mid 
extc::nsive hearings on the ma!ter. The OPM believe~ tha1 the Medical Savings Acc:oun[ 
pre>poSial being considered as pan of either the Reconciliation Bill or other legislation 
sho·t.JJd not proceed further until nil parties havt had adequate opporruniry ro consider this 
matter 
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1. Hl'l.r> the Administration formulated un 0fficial positior· with regard to MSAs 
In tlie FEHB Program? 

The Federnl l:mployees Health Benefiti:; (FEH8) Program is vv1dely regarded as El 

highly suC'.cessful employer-sponsored health benefits pro~r;.:m Over the lssot 
severol yi::nrs, many have promoted it as tJ useful model for efforts to provl<.Je 
P.cCe$S to quo!ity haalth oare nationally. Conainly, OPM went~ tho fEHf3 Program 
to otfer every opportunity for added choice, more affordable health care, and 
occ;ess 1u l.ll1t1llly medical services. But, we are concernerJ that MSAs could 
significantly alter the way thet the FEHB ProgrrJm delivers its benefits and we wsni· 
tc be reason~bly c.e:rtaln that any change will do m1 harm to the FEHB Program or 
its enrollGOS. 

Thero ia relntively little ectL1el experience with 1l1t. MSA concept to c1ote. As 
testlmoliy at a Subc~mrnittee hearing on December 13th reflected, suc!i 
experlerice. lnvolve\1 relatively smell uroups v,;ho typic1'11y hl;lve a very limited rnnge 
of plan choices. These groups obviously are not rec:ire:sentativA nf 1hl3 FEHtl 
Program, which covers more thc:in 9 million µeople, offers a bro~d range of options, 
;rnrl h~1<:,; been h;ghly ~ucc!i~£ful in rwo£int yoMc ~t .i;,hic\lln9 ~oving~ throu~I, 
promotion of prepaid medlcal plans and 3 variety of other managed care 
mech.:inb111;:;. Tt1e MSA proponents who H:StlTted conceded th~t 1he!r health plan$ 
provided v~ry limited options, with MSAs b~i11g lhe only opt!on in somg cases, anrl 
that givun a wida ch~ice of health plt1ns, adv8rse selection could be a problem. 

As a respnnsible health plan admirii5tre1tor. OPM wants to know mere about the 
potontiol consequences of M8As br:fure e11J<,,.J1 :;;i11y lhem for rhtt. FEHB Program. 
The Administration hus also expr~~~!!d c:oncern that tro~os:iis to offer Medicare 
beneficiaries the IV!::'.:iA option could lead to fragmeriti'lTlon cf r_he risk pool and 
1ncreas~d co~ts. 

, 
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option\'.: avr1ilablc~. If cost5 lncrroase di::spitt'! F.1 low cost for the: NlSA tubset, 
tt·1et Is a<l indi(;.:ition ot ad\·~1:;;lj M'l~ 1.:liu11 i11 Lh: yruuµ d~ a wlwle." 

c. Have you found eny evidence that HMOs in the FEHB Program have 
lad to adverse aalection? If so. what ~teps havti you taki?.n, or should 
Congress take, to address thl:; problem? 

Advf'lr&e !ieler:ticn is u function of the benEtlts offnrad bv plans end choice. Any 
tirne tnere is a Wid~ array of plan benefit designs with choice t.her~ will be 
differential rates of selection. To elimineto thi~ effect requirss standard nlan 
design. OPM, In response to adverse seletJtion in the 1980' 1;, took steps t.o rnove 
1nw11irrl :. mrir~ 1;1t8ndardiz~d plan de~i9n. W01 set minimum benefit level.:: to 

minimize th~ dlve:r~ence "f plEtn desig11 and this has :ed to a stabiliu1tion of the 
Prcigre.m. MSA!. vre so diffl!lrcnt ir r l1::1111::s L' r ::;lruc:;ture end benefit design th21t we 
bellevt the potential exists for LJnmtir1ageabl~: level~ c-f advo:rsc~ gelection. 
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2. a. Have you done any analysis regarding the assertion th1tt MSAs would 
CtJu&e eidvcrtie selection In th.: f'EH~ Pruyrnm? 

We hsve not dorie any quantitative 6nslysis of the effect MSAs would have on the 
FEHBP with mg a rd to adverse sel9ction. however we hav~ ht• 1ri.:tn ~dver&e 
solnctlon In the FEHBP. 

A 1988 study, commissioned by OPM i:nd pedormed by the benefits consulting 
nrm at Towers, f{;:rrln, Forster end Crosby, Irie., tound the following: 

"The history of FEHBP is a study in the er(')alon of the group lnsura1ice 
prinl'.'.irl~ by risk GGloction. Tnt ~'~H1c.t:J of group in~uranc.;a io to pool 
together e larg\~ group of people representing veriOui; levels of risk so that 
cru:!I!> tiul,;,~iJ(i;;:;:; u(;1.;ur t.Jctwaer1 young end old and sick and healthy, and the 
entire group ~an be insured at e reeisoneblei charge per Individual. The 
introduction of choice Into a group insur11nce program is always problematic, 
b1Jt the introduction of unfettered choir.A Rmnna r.l~ns sponsored by different 
competlr1g entities, as in the FEHBP, virtually guarantees risk selection. 

Risk selection occurs when individuals representing the $Bme level of risl<. 
congregate In a given plan or option. Low riealth riska rnay know that lhey 
ere healthy ar.d, given the choice, wlfi likely seek less costlv and less 
comprehensive health benefit plans ihE.:n higher health risks. Insurers seek 
tn r:ittrnr.t thP.~~ p111nrili::i i'.HJcciuse, as a group. they u'u:ally 9oner3to fcvoroble 
claims experlenc8. This allows premiums to remain low relative to plans that 
enr-.-11 hi9IH~' risks, thus atl1octi11't:j tiiJdilional participants who are low heal1.I'\ 
risks." 

b. Ha~ there beell any ~vid~nce of advrHse selP.r.tlnn in the private sectcH 
where MSAs are in place? 

We are nut aware at adverse t>elect1on in the private sector where MSAs are in 
place. bur It Is Important to realize tria! EBlection occurs over a period of time, so 
littl~ evidence would have emerged by this pc.lint in time. Also. t!1e divl)rsity of th~ 
FEHBP 1s much greater than th~ cnvlronm12nt in which MSAs are being introduced 
in tl1e privme !'P.1~1nr. 

Th~ MEiy 19$5 report of the Arn01lci511 A1,;ocJ~rny of Ac·~uarles no1ea tnat 

·Measurement OT eoets must, by necessity, be on an aggregate basis. If 
only thA healthiest employees are i:hoosl11Q th& MSA arrcmgemP.nT th;:rn 
achieving lower costs for the MSA arrangement, as compared to other 
011rinni;;, ~hl"'o11lrl nnt be the critMion '.Ji~d for m;eeuring cuccoc;3 or rcducln9 
costr;. Rather, costs should b·'! mea~ur~d across the entire group and eill the 
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3. Have you dor1e any enrollee surveys of the FE.HB population to 
df:termine the interest In MSAs as a health care option? 

P :") ·) /.j c: 
I !.J !.J/ .!.,; ·-I 

No, OPM has not surveyed FEHB enrolltes to determine the levll!I of Interest in 
MSAs. Since there is only limited experier1ce with the MSA concept, and little to 
rely on for purposes of predictin9 how the concept would work In a very large 
environment such as the FEHB Program. we think a survey would be premature. 
We want to avoid creating unrealistic expectations or confusion for FEHB 
participants. 
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4. The Natlonal Treasury Employees Union (NTEUJ released a press rolea&e the 
day of the haaring which f;.·tated "Enrollees would be tempted to join a 
traditional health care plan in year& which thtty anticipated high hel'llfth care 
neods. 11 

Has OPM conducted any studies regardinu the success of the averag• 
enrollee to guess what their hialth care needs will he In the following plan 
year? 

Auumlng that an enrollee could predict his health care needs accurately, 
hr:ss OPM found that there Is u substantial percentage of the FEHB popul~tion 
The.t changes henlth plans best:d strictly on anticlpeted health care needs? 

OPM has not conducted any studies tocv~ed on the enrollees' ~bll!ty to guess their 
health csre noeds. However, 11ome ctirrlers in the FrHB Program study first·vear 
claims costs for nor only FEHB participants. but new enrollees in general, so we 
have some anecdotal information. Those studies have indic·ated that first year 
costs cire often hlgher than in subsequent years, leading to es conclusion that some 
people de predict tt1eir health care needs, and choose on that basis. A l 990 
survey, prepared for OPM by Science Man<!gement Corporation, found that among 
employees the third most frequent reason for choosing a plan wets the special 
tienefiH:: tt1at it provides. 

At thl'J samP. tirne, only about 5 percent r.Jf FEHB enrollees che.rige health plans 
during thi; anr,ual open enrollment pl:lriod. This, we beli&ve, reflects ou~ efforts to 
minimize d;fterences In plan design. The situation would likely be oifterent if the 
Program perrnim~d •.vide!y divergenr plan design$. 

6 
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5. a. At a previous hearing uf th(.' Suticomrnittee, the President of the 
American Federation of Government Employee (AFGE). John 
Sturdlvent, testified theit " ... the FEHBP's relatively high premium costs 
for employoes have left roughly 400,000 rederal employees 
uninsured.•· 

Has OPM conducted any studies to determine the actual number of 
uninsured Fod11ral employees? It heB been suggest•d that the 
400,000 figure la exaggerated and that It Includes employees who 
voluntarily opt-out of the FfHB Program because they have Insurance 
elsewhere. Whet number of the iupposadly uninsured Federal 
employees are Insured elsewhore? 

Our bent information, as of September 30, 1994, suggests about 630,000 
ernploye~s who are eligiblft are nol enroll1;:1d. The 1990 Science Management 
Corporat;on survey, commissioned by OPM, found people not Insured for a variety 
of rea!.ons. To be more precise, we would have to redo this type of study. 
Hovvever, projecting the ~urvey results to our current enrollment records would 
indicate about 76,000 eligibles d1~r1't participnta btlcause of cost Eind this translates 
to about 200.000 ~overed lives . .t..notner 75,000 eligibles say they ''don't need" 
health Insurance or have other reasons for non-partlclpation. Of the remaining 
eligibles not enrolled, about 166,000 3re covernd by someona el.3fJ in the FEHBP 
and 215,000 E.tro covered by a non·FEHBP pl1=ir1. 

b. If MSAs were lntroducsd into tho FEHB Program, would MSA 
enrollees have any health premiums eutomatically withdrawn from 
their paychecks? 

If MSAs were introduced to the FEHBP any heslrh premiums or deductions could 
be handled through payroll offices In a simil~r· menner to current withholdings. 

c. How would MSAs affoct the unlmwred population? 

If those uninsured l.Jecause of cost vi1tre offeri;;d MSAs without crJst, they would 
likely join and th~ GovGtrnmeni: would incur additional cost. Additionally, some of 
thos<:1 cov~red by non-FcHBP plans would join the MSA and the Government would 
incur further additional cost. 
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TO: 
FROM: 
RE: 

MEMORANDUM 

Interested Parties September 28, 1995 
Chris Jennings 
CBO (Financial Coercion) Reference and Backup to "Managed Care" Scoring 
Description 

Attached you will find a copy of CBO memo to the Senate Finance Committee staff 
that outlines the breakout of how CBO scores Medicare Choice. This is the memo that no 
doubt was used by Robert Pear in today's New York Times article. 

As you will note, only $7.1 billion out of the total $47.5 billion in savings cited by the 
Senate Finance Committee would be attributed to managed care savings. $42.6 billion of 
savings is produced solely by the fact that the Finance Committee plan has placed a cap on 
the growth of the managed care plans being utilized by the current Medicare population. 
Another interesting finding worth noting is that CBO scores Medical Savings Account as $2.3 
billion coster to the Medicare program as a result of adverse selection. 

Lastly, in their analysis, CBO assumes that the elimination of the state requirement to 
help pay for low-income elderly beneficiaries premiums, co-payments, and deductibles will 
result in increased enrollment in managed care for these beneficiaries who can no longer 
afford their fee-for-services plan. 

We are trying to get a sense of how many beneficiaries and how much money is 
assumed in that projection, but the most important fact, of course, is that CBO clearly states 
that the beneficiaries would move into these plans as a result of negative financial incentives. 

You should feel free to use and circulate as you please. Don't hesitate to call me at 
456-5560. 



MEMORAI\'"DUM 

TO; Julie James 
Bruce Lesley 

FROM: Murray Ro~ 

September 27. 1995 

SUBJECT: Estimating savings from Medicare Choice in the Chaim:ran's Mark 

CB O's estimate of savings from Medic:are Choice is the net result of changes in 
spending from thr=e sources: · 

o _ lower update_$ on payments made on behalf of current emollces (strictly 
speaking, the share of Medicare beneficiaries enrolled in risk cont:raets under 
current law); 

o savings associated with new enrollees (the estimated fraction of Medicare 
beneficiaries moving from traditional fee-for-service to Choice plans other 
than high deductiole pla:os); and 

o payments on behalf of beneficiaries choosing the high deductible 
insurance/medical savings account option. 

Over seven years, CBO estimates that savings on current enrollees '\l/Ould total $42.6 
billion (see ana.c:hed table). Savings on new ecrollees would ?oral about $7. l billion. 
PaymentS to Choice enrC>liees 'With high deductible plans would cost about $2.3 
billion as a result of adverse selection not fully compensated for by risk adjustment. 
The net savings atttibured to Medicare Choice is $47.5 billion. 

-CBO's estimate assumes tlm emollment in Choice plans (including high deductible 
plans) would reach about 22% of Medicare beneficiaries by 2002, compared. with the 
14% of beneficiaries projected to be covered by risk plans in the CBO baseline. 
Most of the increase is attributable to CBO's assumptions about beneficiaries' 
responses to the ne'\I.· govemment-coordmated open emollment process and. o."'Panded 

choices. CBO assumed That there would be a short-nm increase in emollment 
reflecting these facto~ bu! a slightly lower rate of growth in futwe enrol.lm.ent.. In 
addition, CBO asslmled eiimina: · titlement to cost~sharin for l\1edicaid 
eligibles and QMBs. would increase enrollment as ose beneficiaries soughr out 
pl~ ~1th lowe; .cosf-Sbartng requirements.· "'" 



( 
CBO ASSUMPTIONS UNDERLYING CALCULATION OF MEDICARE CHOICE SAVINGS 

Flecal Veara 

CHANGE IN SPENDrNG 1996 1997 1998 1999 2000 2001 2002 
(Bifltons or dofrarsl 

Baseline Enro11ees -0.4 -1.9 ·3.G -5.4 -7.5 -10.2 -13.7 

New Enrollees (excluding high deduc1ibfe plans) -0.0 -0.1 -0.7 -1.0 . r.J -1.8 -2.3 

High-Deductible Plans/MSAs 0.0 0.4 0.4 0.4 0.4 0.4 0.4 

iTo~at' · -0.4 -1.5 -3.9 
- - -·· - -· ·- . 

.. ·-. -.:1t~·-· . - ~.r5-:t -6.0 ·8.4 
~ -·--·- .. 

MANAGED CARE ENROLLMENT 1996 1997 1998 1999 2000 
(As perc~mt of all Medicare beneficiaries) 

CBO Baseline {risk contracts only) B 9 10 11 12 
Medicare Choice B 13 17 19 20 

Risi< Plans 8 12 16 18 19 
High-Deductible Plans!MSAs 0 1 1 1 1 

Note: Change in sf}ending is difference from Budget Resolution baseline. 

Source: Preliminary Congressional Budgef Office estimates based on policy in Chairman's mark and discussions 
with ComrniUee staff. 

2001 2002 

13 14 
21 22 
20 21 
1 1 

"· 

Tota 

-42.6 

.. ]. t 

2.3 

.. 
. "-4'7.5 

····- - -

09/27/f 



Medical Savings Accounts (MMAs) have been proposed as an 
option both for the Medicare system and for the private health 
insurance market. Since the Medicare version has hit the news 
most in recent weeks, we begin by examining that concept, and 
then turn to specific issues regarding the private market. 
However, the principal issues are the same for both kinds of 
MMAs. 

MEDICARE MEDICAL SAVINGS ACCOUNTS 

Giving seniors more choice in choosing health care options has 
been one of the most touted planks of the GOP's medicare-cutting 
proposals. Both the House and Senate proposals ostensibly offer 
seniors more options for coverage. Both would allow seniors to 
withdraw from the traditional medicare pay-for-service system and 
join HMOs or, more relevant here, set up "medicare medical 
savings accounts" ( "MMSA") . 

What is a Medicare Medical Savings Account? 

In essence, the Medical Savings Account option would allow a 
beneficiary to elect to receive a check from the medicare system 
equal to the average amount the Medicare program spends each year 
on a beneficiary -- roughly $5,200 per year in 1995. (Under some 
proposals, this average would be ''risk adjusted" to take into 
account characteristics like age, gender, geography, etc.). The 
contribution would be used to buy a health insurance policy with 
a very high deductible -- up to $3000 in the Senate version and 
up to $10,000 in the House version [check]. And any money 
remaining after that expense would be deposited into the "medical 
savings account." Those funds would be used to pay any 
deductible cost for health care expenses during the year. 
Beneficiaries would also be able to withdraw some of the funds 
for other purposes, so long as the account maintained a minimum 
balance equal to % or more of the deductible amount. 

What are some of the benefits of Medicare Medical Savings 
Accounts? 

Republicans see both practical and ideoligical benefits to 
the MSA concept. 

• Fewer unnecessarv orocedures. Practically speaking, 
Republicans see MSA's as a cost-containment method. Since 
MSA-holders would bear the full cost of any health care 
procedure up to the deductible limit, particpants would have 
a strong incentive to cut back on unnecessary tests and 
procedures. Some claim that MSAs will achieve high savings, 
but none of the recent studies have been able to reach any 
definitive conclusions about the magnitude of the savings. 

• Less Government. MMSAs also appear to have an ideological 
appeal, since they embrace a non-governmental approach to 



health care coverage. Indeed, for at least some 
Republicans, MSAs are probably viewed as the opening wedge 
of a plan to unravel the medicare program once and for all. 
Once MMAs take hold, it may be just a matter of timne before 
the whole system collapses. 

Given the practical and ideological appeal of the MMSA 
concept, it is highly likely that some kind of MSA option will be 
included in the Republican medicare proposal. 

What's wrong with the Medicare Medical Savings Account? 

Irrespective of the benefits, the MMSA concept has a number 
of serious drawbacks. It essentially gives a costly subsidy to 
the healthiest and wealthiest beneficiaries, while putting just 
about every one else in the medicare system at great risk. For 
that reason, VHI-Lewin recently concluded that, "the MSA model as 
currently conceived is actuarilly unsound." 

• MSA's will benefit only the healthiest and wealthiest 
beneficiaries -- those who need help the least. MSAs will 
attract only the wealthiest beneficiaries -- who will be 
willing to take a risk on a high deductible program -- and 
the healthiest ones -- who will be confident of receiving 
more from the medicare system (based on the average cost of 
providing health care) than they would pay out in health 
care costs. CBO projects that only 1% of the medicare 
population will ultimately open an MSA program. VHI-Lewing 
predicts that only 3% will join. 

• MSA's will cost the Medicare system $3 billion dollars or 
more -- its a good way to break the bank. While MSA holders 
would receive from the medicare system a check equal to the 
average cost of care, they actually cost Medicare far less 
than this average. As a result, MSAs will cost the 
medicare big bucks. CBO projects a cost of $3 billion over 
7 years. VHI-Lewin puts the cost at between $15 and $20 
billion, based on conservative assumptions. 

• Everyone else loses -- in higher premiums or less care. 
With the healthiest beneficiaries in MSA plans, the 
traditional medicare program will be left both with a pool 
of the more costly beneficiaries and with significantly less 
money to go around. If CBO and VHI-Lewin are right that 
MMSAs increase overall medicare spending, the rigid spending 
caps set forth in the GOP proposals would force a cut back 
in payments to traditional fee-for-service providers. That 
would mean that beneficiaries would likely recieve less care 
-- or fork over higher premiums -- for everyone left in the 
traditional medicare system. 

• More choice -- or less? Apparently, some Republicans are 
considering adding a provision that would bar MSA-holders 



from later opting back into the traditional fee-for-service 
medicare plan. This "lock-out'' provision is a point of 
great controversy. On one hand, the lock-out provision 
would could create hardship on individuals that become 
chronically ill. These individuals may not have saved 
enough in their MSA to cover the deductible over a series of 
years. Many beneficiaries would be extremely unhappy with a 
lock-out policy. On the other hand, without such a policy, 
individuals could choose the MSA program during their 
healthy years and opt back into the traditional program as 
their health declines. Costs would rise. 

Recommendation 
~~ 

The negatives of the Medicare Medical Savings Account :.ice too 
great. We recommend that you strongly oppose this measure. 
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EXECUTIVE SUMMARY 

Under the Medical Savings Account (MSA) plan, beneficiaries would have the 
option of accepting a Medicare voucher that could be redeemed for MSA coverage with a 
private insurer. Insurers would offer beneficiaries a catastrophic health plan covering 
expens_es over a high deductible amount (e.g., $3,000) together with a contribution to the 
beneficiary's MSA account equal to the difference between the Medicare voucher amount 
and the cost of the catastrophic plan. The MSA contribution could be used by enrollees to 
pay for medical expenses up to the plan deductible amount .or to pay for health services 
that are not otherwise covered under Medicare .. Enrollees are at risk only for health 
expenditures between the MSA contribution amount and the amount of the plan 
deductible. 

The program creates strong selection incentives that would increase Medicare 
spending. The MSA program would be likely to attract only Medicare beneficiaries who 
expect to have low health expenses during the year. leaving the most expensive individuals 
in the traditional Medicare program. This "selection effect" would lead to a substantial net 
increase in program costs. This is because plans would be paid an amount equal to average 
beneficiary costs under the current Medicare program even though the individuals who 
would be inclined to select the MSA option generally would be those who use 
substantially less than the average amount of care. 

In this analysis, we found that even after adjusting plan payments by age, sex and 
disability status, Medicare payments to MSA plans woulcl be nearly twice what the 
predominantly healthy MSA enrollee population would have cost under the current 
Medicare program. The key findings of our analysis include the following: 

• Medicare program costs would increase by about $15 .3 billion under the MSA 
program over the 1996 through 2002 period due to selection effects, even if 
demographic and geographic adjustments are" used to set plan payment 
amounts. 1 This estimate is before applying the fail-safe mechanism included in 
some proposals that would eliminate cost increases through reductions in 
provider payments under the traditional Medicare program. We consider this 
selection effect estimate to be conservative because. we have assumed that only 
a portion of those who could potentially benefit under the plan actually enroll. 

• We estimate that only about three percent of all. Medicare beneficiaries ( 1.1 
million persons) would enroll in the MSA program in 1996. Our enrollment 
estimates reflect the fact that not all of those who could potentially benefit 
under the program would actually enroll due to the risk of incurring uncovered 
expenses, These estimates also reflect the fact that in many areas of the 

1 This estimate represents an increase over Medicare spending levels permitted under the recent 
Congressional budget resolution. 
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country, the Medicare payment amount would not be high enough to finance 
both a private catastrophic insurance policy and a substantial MSA 
contribution. 

+ Those who enroll in the MSA program would tend to be in better than average 
health. Enrollment is also likely to be greatest in higher income groups where 
beneficiaries are more likely to be willing to go at risk for a substantial portion 
of the catastrophic deductible. 

+ ·· MSA enrollment would increase to about 1.8 million persons by permitting 
MSA enrollees to make a tax-deductible contribution to the MSA for use in 
paying uncovered medical expenses. The increase in enrollment would occur 
primarily among higher income groups with over half of the tax benefit going 
to beneficiaries with incomes of $75,000 or more. Allowing this tax deduction 
would increase the net cost of the MSA model to $20.3 billion over the 1996. 
through 2002 period. 

+ Enrollment also could be increased to as many as l .6 million persons by using a 
higher deductible amount under the catastrophic plan. Raising the deductible 
amount would increase the net potential financial benefit of the MSA program 
for healthier individuals resulting in increased enrollment among higher income 
groups who can afford to go at risk for the high deductible. This increase in 
enrollment would be partly offset however, by a loss of enrollment among 
lower income persons who are less able to go at risk for a large deductible. 

+ Permitting individuals to cash-out unspent MSA contribution amounts also 
would increase the appeal of MSAs thus increasing enrollment to l.7 million 
persons and increasing the net cost of the MSA model to $17 .3 billion. 

+ In theory, the net increase in Medicare costs could be eliminated by lowering 
voucher payments to plans to reflect the actual costs for those who enroll. 
However, this would require lowering the plan payment amount to 55 percent 
of the AAPCC amount. At this level, however, plans would be able to make 
only very small contributions to the MSA (if any), thus lowering enrollment to 

·less than 100,000 persons. 

+ Enrollment in the MSA plan would decline over time if enacted with the 
spending limits in the recent Congressional budget resolution. Under the 
resolution, the per-capita payments to plans would be indexed at 4.9 percent 
per year while private insurance costs are expected to grow at 7.4 percent per 
year. 

Our MSA analysis shows that an optional health coverage program that promises 

potential cash benefits to persons who are able to keep their health spending low will 

experience extreme selection bias. Even adjusting MSA plan payments by age, sex, 

disability status and geography as under the. AAPCC method fails to correct for the 
selection effects that such a program would experience. Moreover it is unclear whether 
any other risk adjustment methodology could ever fully correct for these selection 

95TKO/fJ3 II LEWIN-VHI, INC. 



problems. Thus, the MSA model would almost certainly result in a net increase 01 

Medicare program costs regardless of the risk adjustment method used. 

Our estimates are very sensitive to assumptions concerning behavioral responses 
by both health plans and beneficiaries. The impacts discussed above would change 
depending upon how attractive the program is made to health insurers and beneficiaries 
through: the methods used to pay plans; tax preferences for MSA enrollees; and MSA 
balance withdrawal policies. Thus, our estimates should be considered illustrative of 
potential impacts rather than point estimates of actual policy outcomes. 

'15TKO/f>3 Ill LEWIN-VH/, INC. 
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THE WHITE HOUSE 

WASHINGTON 

October 31, 1995 

MEMORANDUM FOR TIIE~ENT 
FROM: 

SUBJECT: 

TODD ST~ 
:.-----

Medical Savings Accounts 

The attached Tyson/Rasco memo seeks your guidance on the position we should take toward 
proposals for medical savings accounts (MSAs), which are included in both the House and 
Senate budget bills. 

MSAs could be introduced in the private market or as a Medicare alternative. In the 
Medicare context, subscribers would receive an annual voucher equal to the amount 
Medicare pays for an average beneficiary (about $5,200 in 1995); the voucher would be used 
to purchase a high-deductible (essentially, catastrophic) insurance policy, with the balance 
deposited in a Medicare MSA. Withdrawals would be tax free for medical expenses and 
tax.able for other expenses. 

Supporters claim MSAs would help control health care costs by forcing individuals to bear 
more of the direct costs. But there are serious downsides: "adverse selection" -- MSAs 
would attract healthier, wealthier people (who could risk high deductibles), leaving a pool of 
poorer and sicker people in comprehensive insurance coverage; a shift of Medicare money to 
those choosing MSAs, because the "average" voucher would be more than they'd get under 
Medicare (since they're healthier than average); administrative difficulties; a loss in tax 
revenues; no expansion of coverage; possible reduced spending on preventive care because of 
the high deductibles. 

NEC, DPC, OMB, HHS and Treasury oppose Medicare MSAs; CEA sees some possible 
benefit. Laura and Carol present three options: (A) oppose MSAs and threaten a veto, 
at most sugg~1ing p~ibility of private market demonstration project; (B) oppose but 
leave open p~ibility of compromise, ~-uch as private market or Medicare demonstration 
project; (C) express preliminary interest in the idea. Leon favors option B. George 
favors a variation of B -- he would strongly oppose MSAs, but sees no need at this stage 
either to mention a veto or to suggest a demonstration project. 

A: Oppose, suggesting veto 
B: Oppose, leaving open possibility of compromise 
George's variation: Oppose, don't mention veto or compromise 
(C) Indicate interest 



THE WHITE HOUSE 

WASHINGTON 

9 5 OCT 13 P ~ : 2 g 
October 13, 1995 

MEMORANDUM FOR THE PRESIDENT 
I '· 

-sf.:'; ~- \:_:::~~I'----
FROM: LAURA TYSON AND CAROL RASCO 

RE: Medical Savings Accounts 

PURPOSE: 

To reach a decision on an Administration position on the use of Medical Savings 
Accounts for the private insurance market and the Medicare program. 

OVERVIEW AND BACKGROUND: 

A few nights ago, CBS News broadcast a scathing attack on Medical Savings Accounts 
(MSAs), suggesting that their popularity was due largely to the financial contributions of their 
backers rather than their actual merit. Yet, while concerns about the concept have also been 
raised by the elite print media, by CBO, and by Lewin-VHI, MSAs continue to ride a wave of 
support in the Congress. 

Both the House and Senate budget bills contain some version of an MSA option. The 
concept has also received strong support from certain elements of the insurance industry, 
particularly those firms that once excelled at the traditional underwriting method of "cherry 
picking" beneficiaries from low-risk populations. While these methods have been rejected by the 
public and by policy makers, MSAs offer a subtle way of accomplishing much the same effect. 
Given the depth of financial and Congressional support behind this concept, some form of MSA 
proposal likely will be included in any reconciliation bill that reaches your desk. 

Medical Savings Accounts, as their name suggests, are special accounts used primarily to 
pay personal medical expenses. Typically, these accounts offer tax benefits or other financial 
incentives. But, in return, they impose one basic requirement: Participants must switch their 
health insurance from a "comprehensive" plan to a "catastrophic" plan with a high deductible, 
sometimes as high as $10,000. 

Supporters in Congress contend that, by forcing individuals to bear more of the direct 
costs of health care, MSAs discourage the use of unnecessary or excessively costly medical 
procedures, thus reducing medical expenditures. Opponents counter that the plans simply allow 
healthy and well-to-do populations to self-select out of the traditional insurance pools -- thereby 
increasing costs for those left behind. Other criticisms are that MSAs: ( 1) are untested; (2) are 
extremely difficult to administer; and (3) may discourage use of cost-effective preventive care. 



DISCUSSION: 

In general, MSAs have been proposed for both the private health insurance market and the 
Medicare system. These two options are described briefly below. The pros and cons of the 
MSA concept are then examined in greater detail. 

Private Market MSAs 

Various MSA proposals have been introduced for the private (under 65) insurance market. 
One of the most significant, Representative Archer's proposal (H.R. 1818), allows individuals to 
open an MSA whenever they enroll in a health plan with a minimum deductible of $1,500 for a 
single plan and $3,000 for a family plan. 

H.R. 1818 provides a significant benefit for individuals who open an MSA: Not only are 
employer and employee contributions into an MSA deemed tax exempt, but withdrawals from an 
MSA for medical expenses are also tax free. By comparison, under current law, an individual 
must generally spend after-tax dollars on medical expenses (with a few exceptions). 

Medicare MSAs 

Both the House and Senate Medicare plans allow beneficiaries to withdraw from the 
traditional fee-for-service system and set up a Medicare MSA account. When a beneficiary 
opens an MSA, Medicare gives the subscriber a voucher equal to the amount of money that the 
Medicare program spends on the average beneficiary per year -- roughly $5,200 per beneficiary 
in 1995. (Under some proposals, this average would be "risk adjusted" to take into account the 
beneficiary's demographic characteristics, like age or gender). This voucher can be used only for 
the purchase of a high deductible insurance policy -- with deductibles ranging from up to $3,000 
in the Senate version to up to $10,000 in the House version. Any remaining credit is then 
deposited into the Medicare MSA. 

MSA funds can be used to pay for both medical and non-medical expenses. When used 
for medical expenses, withdrawals from the account are tax-free. However, when used for non­
medical expenses, the withdrawals are taxed as income and, under the House plan, subject to an 
additional penalty whenever the MSA balance falls below a specified threshold (60% of the 
deductible amount). 

GENERAL PROS AND CONS 

Pros -- Private Market and Medicare MSAs 

The advantages of the MSA concept for the Medicare and private market system are relatively 
straightforward: 

• More Choice, MSAs may offer new options for private health insurance consumers and 
Medicare beneficiaries. 
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• Ideological appeal. MSAs resonate with the anti-government mood of the 104th 
Congress. Medicare MSAs, for example, appear to eliminate the federal middle-man in 
the Medicare system -- replacing a government-run insurance program with what seems to 
be a more market-oriented one. Moreover, MSAs in general enable individuals to decide 
how to cut costs, rather than imposing institutional rules such as those found in managed 
care programs. 

• Incentives to reduce unnecessary procedures. By requiring individuals to bear more of the 
direct cost of medical expenses, MSAs probably lead people to become more cost­
conscious consumers. A reduction in the use of unnecessary procedures would reduce 
aggregate health care spending and could benefit the entire economy. As such, MSAs 
provide an initial attraction to many economists who worry that the existing preferential 
tax treatment encourages the purchase of excessively comprehensive insurance coverage. 
Nonetheless, the effect on medical expenditures is unlikely to be as dramatic as some 
proponents claim: MSAs do not address the principal cause of increased spending -- the 
rising costs of catastrophic illness. Roughly 20% of individuals account for 70% of all 
medical spending. MSAs would do little to reduce spending on the small number of very 
sick individuals responsible for most medical expenditures. 

• Popular among certain segments of the population. MSAs appeal particularly to the 
healthier and wealthier segments of the population, and their inclusion in a final budget 
package would avoid confrontation with their fierce supporters on Capitol Hill. 

Cons -- Private Market MSAs 

The MSA concept raises a number of concerns when applied to the private insurance market. 

• Untested. The MSA concept is a largely untested concept. It makes little sense to 
implement the idea nationally without better understanding its implications. 

• Adverse Selection. Adverse selection is one of the most significant defects associated 
with MSAs in general. Adverse selection refers to the fact that MSAs will likely attract 
wealthier and healthier beneficiaries -- those rich enough to risk a high deductible and 
healthy enough to be confident that they will do better with their own catastrophic policy 
than in a comprehensive pool of riskier and sicker individuals. Adverse selection could 
lead to a situation where people left in comprehensive insurance coverage are sicker than 
average, leading to increasing costs for such coverage as the risk pool shrinks and 
becomes less favorable. This problem is a variation on cost-shifting, but it does not 
necessarily mean that aggregate spending on health care increases. It is unclear how 
severe the adverse selection problem would be in the private market because employers 
who provide MSAs as part of a benefit package would have some flexibility to adjust an 
employee's wages or other fringe benefits in order to limit the amount of adverse 
selection that occurs. (Existing flexible spending accounts and cafeteria plans are not 
associated with large adverse selection problems.) 
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• Possible reduction in preventive care. High deductible policies may discourage families 
from spending funds on certain services, like preventive care, that have short term costs, 
but long-term benefits. In many cases, providers may be better positioned to recognize 
the benefits of cost-conscious and medically effective preventive care. 

• Administrative problems. According to the Treasury Department, private market MSAs 
will lead to significant administrative problems, increase the paper-work burden on 
taxpayers, and create the potential for significant non-compliance. (Imagine the 
difficulties in distinguishing between a legitimate medical expense and a feigned one.) 

• Loss of federal revenues. Since private market MSAs allow individuals to pay for 
medical expenses with tax-free dollars, a significant revenue loss for the Treasury can be 
expected. The Joint Tax Committee projects that H.R. 1818 will cost $1.8 billion over 7 
years. The Treasury Department estimates that the seven-year loss would be $3.5 billion. 

• No significant increase in coverage. Private market MSAs are unlikely to expand 
insurance coverage to any significant extent. Although some individuals who are 
currently uninsured may participate in an MSA plan, others who are currently in 
comprehensive health insurance plans may drop coverage because of changes in the risk 
pool. Moreover, by encouraging healthy and wealthy individuals to self-select into 
segregated insurance groups, MSAs would probably make it more difficult in the future to 
achieve comprehensive health care reform that depends on large community-rated 
insurance pools. 

Cons -- Additional Concerns about Medicare 

While the Medicare MSA has many of the same drawbacks as the private market version, most 
health policy analysts (including Alain Enthoven and others with influence with the Democratic 
Leadership Council) have pointed out that adverse selection problems will pose a particularly 
serious problem for the Medicare system: 

• Under both the House and Senate Medicare plans, an MSA subscriber receives a voucher 
equal to what the average beneficiary costs the Medicare system each year -- even though 
these healthy subscribers cost the system far less than average. In this way, MSAs boost 
spending on healthy beneficiaries, thus increasing costs. The only way to address the 
adverse selection problem is by adjusting the Medicare contribution to more accurately 
reflect a subscriber's cost. As Lewin-VHI notes, however, such "risk adjustment" 
methods are "still under development and largely untested." Moreover, modifying 
Medicare contributions based on factors like gender or age would likely face serious 
obstacles in the political process. Because it is skeptical about the development of an 
effective risk-adjustment method, Lewin-VHI projects that Medicare MSAs will cost 
between $15 and $20 billion over 7 years. 

• The GOP Medicare plan imposes an overall entitlement cap on Medicare expenditures. 
As a result, the higher cost of Medicare MSAs must be offset by cuts of an equal 
magnitude in Medicare's pay-for-service program. 
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• The GOP Medicare plan allows MSA-holders to transfer back into the traditional pay-for­
service system on an annual basis. As a result, subscribers will be tempted to enroll in 
MSAs during their healthy years, and then opt back into the traditional pay-for-service 
program when their health declines. This feature exacerbates the adverse selection 
problem. To address this problem, some have suggested extending the "lock-out" period 
beyond one year, but such proposals obviously would prove unpopular with beneficiaries. 

Taken together, the negative effects of MSAs should be a concern for the overall health insurance 
market. But adverse selection problems raise particularly serious questions for the Medicare 
system. Even Senator Dole has expressed some misgivings about Medicare MSAs. 
Acknowledging reports about the cost of MSAs, Senator Dole recently said, 

"I picked up the paper this morning, the New York Times said the Medical 
Savings Accounts are a rip-off, when it costs $2.9 billion. They're only for 
healthy people. Well, should we spend $2.9 million (sic)? I don't think so. 
We're going to check it out." (quoted at the Business Week Symposium of Chief 
Executive Officers, 9/28/95). 

CONCLUSION AND RECOMMENDATIONS 

There is opposition to the concept of Medicare MSAs throughout the Administration 
(NEC, DPC, OMB, HHS, Treasury), although the CEA sees some possible benefit. Similar 
concerns have also been raised about MSAs for the private market, but with the exception of the 
Treasury Department division with responsibility for administering MSAs, the depth of this 
opposition is not as great. 

In all likelihood, some form of the MSA concept will likely pass the Congress. The 
question arises how best to position the Administration on this issue to ensure that the final 
compromise is acceptable. There are a range of options available to the Administration, 
including the following: 

OPTION A: Oppose MSA concept for both Medicare and private industry and suggest that 
proposals might attract a veto. At most, suggest possibility of establishing a demonstration 
project for the private market. 

OPTION B: Oppose Medicare MSAs and raise concerns about private market MSAs, but leave 
open the possibility of compromise -- perhaps a demonstration project for MSAs in either the 
Medicare or private market. 

OPTION C: Indicate need for more information to evaluate proposals, but express preliminary 
interest in MSAs as a concept. 

DECISION: 

OPTION A OPTION B OPTION C DISCUSS 
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THE WHITE HOUSE 

WASHINGTON 

October 13, 1995 

MEMORANDUM FOR THE PRESIDENT 
1-:; -r \~I:_ 

FROM: LAURA TYSON AND CAROL RASCO 

RE: Medical Savings Accounts 

PURPOSE: 

To reach a decision on an Administration position on the use of Medical Savings 
Accounts for the private insurance market artd the Medicare program. 

OVERVIEW AND BACKGROUND: 

A few nights ago, CBS News broadcast a scathing attack on Medical Savings Accounts 
(MSAs), suggesting that their popularity was due largely to the financial contributions of their 
backers rather than their actual merit. Yet, while concerns about the concept have also been 
raised by the elite print media, by CBO, and by Lewin-VHI, MSAs continue to ride a wave of 
support in the Congress. 

Both the House and Senate budget bills contain some version of an MSA option. The 
concept has also received strong support from certain elements of the insurance industry, 
particularly those firms that once excelled at the traditional underwriting method of "cherry 
picking" beneficiaries from low-risk populations. While these methods have been rejected by the 
public and by policy makers, MSAs offer a subtle way of accomplishing much the same effect. 
Given the depth of financial and Congressional support behind this concept, some form of MSA 
proposal likely will be included in any reconciliation bill that reaches your desk. 

Medical Savings Accounts, as their name suggests, are special accounts used primarily to 
pay personal medical expenses. Typically, these accounts offer tax benefits or other financial 
incentives. But, in return, they impose one basic requirement: Participants must switch their 
health insurance from a "comprehensive" plan to a "catastrophic" plan with a high deductible, 
sometimes as high as $I 0,000. 

Supporters in Congress contend that, by forcing individuals to bear more of the direct 
costs of health care, MSAs discourage the use of wmecessary or excessively costly medical 
procedures, thus reducing medical expenditures. Opponents counter that the plans simply allow 
healthy and well-to-do populations to self-select out of the traditional insurance pools -- thereby 
increasing costs for those left behind. Other criticisms are that MSAs: ( 1) are untested; (2) are 
extremely difficult to administer; and (3) may discourage use of cost-effective preventive care. 
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DISCUSSION: 

In general, MSAs have been proposed for both the private health insurance market and the 
Medicare system. These two options are described briefly below. The pros and cons of the 
MSA concept are then examined in greater detail. 

Private Market MSAs 

Various MSA proposals have been introduced for the private (under 65) insurance market. 
One of the most significant, Representative Archer's proposal (H.R. 1818), allows individuals to 
open an MSA whenever they enroll in a health plan with a minimwn deductible of $1,500 for a 
single plan and $3,000 for a family plan. 

H.R. 1818 provides a significant benefit for individuals who open an MSA: Not only are 
employer and employee contributions into an MSA deemed tax exempt, but withdrawals from an 
MSA for medical expenses are also tax free. By comparison, under current law, an individual 
must generally spend after-tax dollars on medical expenses (with a few exceptions). 

Medicare MSAs 

Both the House and Senate Medicare plans allow beneficiaries to withdraw from the 
traditional fee-for-service system and set up a Medicare MSA account. When a beneficiary 
opens an MSA, Medicare gives the subscriber· a voucher equal to the amount of money that the 
Medicare program spends on the average beneficiary per year -- roughly $5,200 per beneficiary 
in 1995. (Under some proposals, this average would be "risk adjusted" to take into account the 
beneficiary's demographic characteristics, like age or gender). This voucher can be used only for 
the purchase of a high deductible insurance policy -- with deductibles ranging from up to $3,000 
in the Senate version to up to $10,000 in the House version. Any remaining credit is then 
deposited into the Medicare MSA. 

MSA funds can be used to pay for both medical and non-medical expenses. When used 
for medical expenses, withdrawals from the account are tax-free. However, when used for non­
medical expenses, the withdrawals are taxed as income and, under the House plan, subject to an 
additional penalty whenever the MSA balance falls below a specified threshold ( 60% of the 
deductible amount). 

GENERAL PROS AND CONS 

Pros -- Private Market and Medicare MSAs 

The advantages of the MSA concept for the Medicare and private market system are relatively 
straightforward: 

• More Choice. MSAs may offer new options for private health insurance consumers and 
Medicare beneficiaries. 
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Ideological appeal. MSAs resonate with the anti-government mood of the 104th 
Congress. Medicare MSAs, for example, appear to eliminate the federal middle-man in 
the Medicare system -- replacing a government-run insurance program with what seems to 
be a more market-oriented one. Moreover, MSAs in general enable individuals to decide 
how to cut costs, rather than imposing institutional rules such as those found in managed 
care programs. 

Incentives to reduce unnecessary procedures. By requiring individuals to bear more of the 
direct cost of medical expenses, MSAs probably lead people to become more cost­
conscious consumers. A reduction in the use of unnecessary procedures would reduce 
aggregate health care spending and could benefit the entire economy. As such, MSAs 
provide an initial attraction to many economists who worry that the existing preferential 
tax treatment encourages the purchase of excessively comprehensive insurance coverage. 
Nonetheless, the effect on medical expenditures is unlikely to be as dramatic as some 
proponents claim: MSAs do not address the principal cause of increased spending -- the 
rising costs of catastrophic illness. Roughly 20% of individuals account for 70% of all 
medical spending. MSAs would do little to reduce spending on the small number of very 
sick individuals responsible for most medical expenditures. 

• Popular among certain segments of the population. MSAs appeal particularly to the 
healthier and wealthier segments of the population, and their inclusion in a final budget 
package would avoid confrontation with their fierce supporters on Capitol Hill. 

Cons -- Private Market MSAs 

The MSA concept raises a number of concerns when applied to the private insurance market. 

• 

• 

Untested. The MSA concept is a largely untested concept. It makes little sense to 
implement the idea nationally without better understanding its implications. 

Adverse Selection. Adverse selection is one of the most significant defects associated 
with MSAs in general. Adverse selection refers to the fact that MSAs will likely attract 
wealthier and healthier beneficiaries -- those rich enough to risk a high deductible and 
healthy enough to be confident that they will do better with their own catastrophic policy 
than in a comprehensive pool of riskier and sicker individuals. Adverse selection could 
lead to a situation where people left in comprehensive insurance coverage are sicker than 
average, leading to increasing costs for such coverage as the risk pool shrinks and 
becomes less favorable. This problem is a variation on cost-shifting, but it does not 
necessarily mean that aggregate spending on health care increases. It is unclear how 
severe the adverse selection problem would be in the private market because employers 
who provide MSAs as part of a benefit package would have some flexibility to adjust an 
employee's wages or other fringe benefits in order to limit the amount of adverse 
selection that occurs. (Existing flexible spending accounts and cafeteria plans are not 
associated with large adverse selection problems.) 
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Possible reduction in preventive care. High deductible policies may discourage families 
from spending funds on certain services, like preventive care, that have short term costs, 
but long-term benefits. In many cases, providers may be better positioned to recognize 
the benefits of cost-conscious and medically effective preventive care. 

Administrative problems. According to the Treasury Department, private market MSAs 
will lead to significant administrative problems, increase the paper-work burden on 
taxpayers, and create the potential for significant non-compliance. (Imagine the 
difficulties in distinguishing between a legitimate medical expense and a feigned one.) 

Loss of federal revenues. Since private market MSAs allow individuals to pay for 
medical expenses with tax-free dollars, a significant revenue loss for the Treasury can be 
expected. The Joint Tax Committee projects that H.R 1818 will cost $1.8 billion over 7 
years. The Treasury Department estimates that the seven-year loss would be $3.5 billion. 

• No significant increase in coverage. Private market MSAs are unlikely to expand 
insurance coverage to any significant extent. Although some individuals who are 
currently uninsured may participate in an MSA plan, others who are currently in 
comprehensive health insurance plans may drop coverage because of changes in the risk 
pool. Moreover, by encouraging healthy and wealthy individuals to self-select into 
segregated insurance groups, MSAs would probably make it more difficult in the future to 
achieve comprehensive health care reform that depends on large community-rated 
insurance pools. 

Cons -- Additional Concerns about Medicare 

While the Medicare MSA has many of the same drawbacks as the private market version, most 
health policy analysts (including Alain Enthoven and others with influence with the Democratic 
Leadership Council) have pointed out that adverse selection problems will pose a particularly 
serious problem for the Medicare system: 

• 

• 

Under both the House and Senate Medicare plans, an MSA subscriber receives a voucher 
equal to what the average beneficiary costs the Medicare system each year -- even though 
these healthy subscribers cost the system far less than average. In this way, MSAs boost 
spending on healthy beneficiaries, thus increasing costs. The only way to address the 
adverse selection problem is by adjusting the Medicare contribution to more accurately 
reflect a subscriber's cost. As Lewin-VHI notes, however, such "risk adjustment" 
methods are "still under development and largely untested." Moreover, modifying 
Medicare contributions based on factors like gender or age would likely face serious 
obstacles in the political process. Because it is skeptical about the development of an 
effective risk-adjustment method, Lewin-Vffi projects that Medicare MSAs will cost 
between $15 and $20 billion over 7 years. 

The GOP Medicare plan imposes an overall entitlement cap on Medicare expenditures . 
As a result, the higher cost of Medicare MSAs must be offset by cuts of an equal 
magnitude in Medicare's pay-for-service program. 
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• The GOP Medicare plan allows MSA-holders to transfer back into the traditional pay-for­
service system on an annual basis. As a result, subscribers will be tempted to enroll in 
MSAs during their healthy years, and then opt back into the traditional pay-for-service 
program when their health declines. This feature exacerbates the adverse selection 
problem. To address this problem, some have suggested extending the "lock-out" period 
beyond one year, but such proposals obviously would prove unpopular with beneficiaries. 

Taken together, the negative effects of MSAs should be a concern for the overall health insurance 
market. But adverse selection problems raise particularly serious questions for the Medicare 
system. Even Senator Dole has expressed some misgivings about Medicare MSAs. 
Acknowledging reports about the cost of MSAs, Senator Dole recently said, 

"I picked up the paper this morning, the New York Times said the Medical 
Savings Accounts are a rip-off, when it costs $2.9 billion. They're only for 
healthy people. Well, should we spend $2.9 million (sic)? I don't think so. 
We're going to check it out." (quoted at the Business Week Symposium of Chief 
Executive Officers, 9/28/95). 

CONCLUSION AND RECOMMENDATIONS 

There is opposition to the concept of Medicare MSAs throughout the Administration 
(NEC, DPC, OMB, HHS, Treasury), although the CEA sees some possible benefit. Similar 
concerns have also been raised about MSAs for the private market, but with the exception of the 
Treasury Department division with responsibility for administering MSAs, the depth of this 
opposition is not as great. 

In all likelihood, some form of the MSA concept will likely pass the Congress. The 
question arises how best to position the Administration on this issue to ensure that the final 
compromise is acceptable. There are a range of options available to the Administration, 
including the following: 

OPTION A: Oppose MSA concept for both Medicare and private industry and suggest that 
proposals might attract a veto. At most, suggest possibility of establishing a demonstration 
project for the private market. 

OPTION B: Oppose Medicare MSAs and raise concerns about private market MSAs, but leave 
open the possibility of compromise -- perhaps a demonstration project for MSAs in either the 
Medicare or private market. 

OPTION C: Indicate need for more information to evaluate proposals, but express preliminary 
interest in MSAs as a concept. 

. DECISION: 

OPTION A OPTION B OPTION C DISCUSS 
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National Committee to 
Preserve Social Security 
and Medicare 
2000 K Street. N.W .• Suite 800 
Washington. D.C. 20006 202-822-9459 

FOR IMMEDIATE RELEASE 
September 25, 1995 

Contact: Kris Phillips 
703/836-9811 

Report Shows Medical Savings Accounts Will Increase 
Medicare Spending by at Least $15 Billion in 7 Years 

WASHINGTON - Medical Savings Accounts (MSAs), the centerpiece of 

the GOP effort to restructure Medicare and reduce costs, will actually increase 

costs by at least an additional $15 billion from 1996-2002. That's according to a 

report released today by the National Committee to Preserve Social Security and 

Medicare and Lewin-VHI. 

"It is alarming that Congress is moving with such speecj. on an MSA 

proposal that is actuarially unsound and will likely cost the program money," 

National Committee President Manha McSteen said. "If the Medicare program is 

really in crisis. why is a proposal being moved forward that's more expensive and 

primarily benefits upper income beneficiaries?" 

"The MSA model will almost certainly result in a net increase in Medicare 

program costs regardless of the risk adjustment used," the report says. It also 

concludes that a revenue-neutral MSA model would only attract an estimated 

100,000 beneficiaries, and alternatives to make MSAs more attractive would 

benefit predominantly higher-income groups. cost Medicare more money, or both. 

The study also reveals that: 

- Allowing tax deductible contributions for MSAs would increase the net cost to 

$20.3 billion over the same time period. 

- The 'selection bias effect' - attracting mostly beneficiaries who have low health 

expenses. and leave sicker people in the traditional program - would lead to 

substantial net increases in program costs, regardless of the risk adjustment method 

used. 

- selection incentives would cause Medicare to pay MSAs roughly twice what the 

healthy population would have cost under the current Medicare program, even 

after adjusting payments by age, sex and disability. 

"This report raises significant questions," Mrs. McS teen said. "If the 

leadership insists on implementing an MSA option for all seniors, who will pay for 

the cost increases to the Medicare program? Will .the traditional Medicare 

program be forced to bear additional cuts under the so-called 'fail safe' provision?" 
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EXECUTIVE SUMMARY 

Under the Medical Savings Account (MSA) plan, beneficiaries would have the 

option of accepting a Medicare voucher that could be redeemed for MSA coverage with a 

private insurer. Insurers would offer beneficiaries a catastrophic health plan covering 

expenses over a high deductible amount (e.g., $3,000) together with a contribution to the 

beneficiary's MSA account equal to the difference between the Medicare voucher amount 

and the cost of the catastrophic plan. The MSA contribution could be used by enrollees to 

pay for medical expenses up to the plan deductible amount or to pay for health services 

that are not otherwise covered under Medicare. Enrollees are at risk only for health 

expenditures between the MSA contribution amount and the amount of the plan 

deductible. 

The program creates strong selection incentives that would increase Medicare 

spending. The MSA program would be likely to attract only Medicare beneficiaries who 

expect to have low health expenses during the year, leaving the most expensive individuals 
in the traditional Medicare program. This "selection effect" would lead to a substantial net 

increase in program costs. This is because plans would be paid an amount equal to average 

beneficiary costs under the current Medicare program even though the individuals who 
would be inclined to select the MSA option generally would be those who use 

substantially less than the average amount of care. 

In this analysis, we found that even after adjusting plan payments by age, sex and 

disability status, Medicare payments to MSA plans would be nearly twice what the 

predominantly healthy MSA enrollee population would have cost under the current 

Medicare program. The key findings of our analysis include the following: 

• Medicare program costs would increase by about $15.3 billion under the MSA 
program over the 1996 through 2002 period due to selection effects, even if 
demographic and geographic adjustments are used to set plan payment 
amounts. 1 This estimate is before applying the fail-safe mechanism included in 
some proposals that would eliminate cost increases through reductions in 
provider payments under the traditional Medicare program. We consider this 
selection effect estimate to be conservative because we ha\e assumed that only 
a portion of those who could potentially benefit under the plan actually enroll. 

• We estimate that only about three percent of all Medicare beneficiaries (I. I 
million persons) would enroll in the MSA program in 1996. Our enrollment 
estimates reflect the fact that not all of those who could potentially benefit 
under the program would actually enroll due to the risk of incurring uncovered 
expenses. These estimates also reflect the fact that in many areas of the 

This estimate represents an increase over Medicare spending levels permitted under the recent 
Congressional budget resolution. 
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country, the Medicare payment amount would not be high enough to finance 
both a private catastrophic insurance policy and a substantial MSA 
contribution. 

+ Those who enroll in the MSA program would tend to be in better than average 
health. Enrollment is also likely to be greatest in higher income groups where 
beneficiaries are more likely to be willing to go at risk for a substantial portion 
of the catastrophic deductible. 

+ MSA enrollment would increase to about 1.8 million persons by permitting 
MSA enrollees to make a tax-deductible contribution to the MSA for use in 
paying uncovered medical expenses. The increase in enrollment would occur 
primarily among higher income groups with over half of the tax benefit going 
to beneficiaries with incomes of $75,000 or more. Allowing this tax deduction 
would increase the net cost of the MSA model to $20.3 billion over the 1996 
through 2002 period. 

+ Enrollment also could be increased to as many as 1.6 million persons by using a 
higher deductible amount under the catastrophic plan. Raising the deductible 
amount would increase the net potential financial benefit of the MSA program 
for healthier individuals resulting in increased enrollment among higher income 
groups who can afford to go at risk for the high deductible. This increase in 
enrollment would be partly offset however, by a Joss of enrollment among 
lower income persons who are less able to go at risk for a large deductible. 

• Permitting individuals to cash-out unspent MSA contribution amounts also 
would increase the appeal of MSAs thus increasing enrollment to 1.7 million 
persons and increasing the net cost of the MSA model to $17.3 billion. 

+ In theory, the net increase in Medicare costs could be eliminated by lowering 
voucher payments to plans to reflect the actual costs for those who enroll. 
However, this would require lowering the plan payment amount to 55 percent 
of the AAPCC amount. At this level, however, plans would be able to make 
only very small contributions to the MSA (if any), thus lowering enrollment to 
less than I 00,000 persons. 

+ Enrollment in the MSA plan would decline over time if enacted with the 
spending limits in the recent Congressional budget resolution. Under the 
resolution, the per-capita payments to plans would be indexed at 4.9 percent 
per year while private insurance costs are expected to grow at 7.4 percent per 
year. 

Our MSA analysis shows that an optional health coverage program that promises 

potential cash benefits to persons who are able to keep their health spending low will 

experience extreme selection bias. Even adjusting MSA plan payments by age, sex, 
disability status and geography as under the AAPCC method fails to correct for the 

selection effects that such a program would experience. Moreover it is unclear whether 

any other risk adjustment methodology could ever fully correct for these selection 
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problems. Thus, the MSA model would almost certainly result in a net increase m 
Medicare program costs regardless of the risk adjustment method used. 

Our estimates are very sensitive to assumptions concerning behavioral responses 
by both health plans and beneficiaries. The impacts discussed above would change 
depending upon how attractive the program is made to health insurers and beneficiaries 
through: the methods used to pay plans; tax preferences for MSA enrollees; and MSA 
balance withdrawal policies. Thus, our estimates should be considered illustrative of 
potential impacts rather than point estimates of actual policy outcomes. 
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A. INTRODUCTION 

Medical Savings Accounts (MSAs) have been proposed as a vehicle for reforming 

the Medicare program. Under the MSA model, beneficiaries would have the option of 

accepting a Medicare voucher that could be redeemed for MSA coverage with a private 

insurer. Insurers would offer beneficiaries a catastrophic health insurance plan covering alJ 

expenses over a high deductible amount (e.g., $3,000). They would also make a 

contribution to the beneficiary's MSA account equal to the difference between the 

Medicare voucher amount and the cost of the catastrophic plan. The MSA contribution 

could be used by enrollees to pay for medical expenses up to the plan deductible amount 

or to pay for health services that are not otherwise covered under Medicare (i.e., 

prescription drugs, etc.). Thus, enrollees are at risk only for health expenditures between 

the MSA contribution amount and the amount of the plan deductible. 

However, the amount of the contribution to the MSA generally would be 
substantially less than the deductible amount under the catastrophic plan. This is because 

an increase in the deductible amount would not reduce plan costs for those individuals 

who would have spent less than that amount. Since many individuals consume little or no 

health care, the per-capita amount that becomes available for contributions to the MSA is 

less than the amount of the increase in the deductible itself.2 Thus, beneficiaries who elect 

the MSA option would be at risk for a substantial portion of the catastrophic deductible 
amount. This would tend to discourage enrollment in MSA plans particularly for those 

who expect to have substantial medical expenses during the year. 

In fact, the MSA model creates strong selection incentives that would mcrea-;e 

Medicare spending. The MSA program would be likely to attract only Medicare 

beneficiaries who expect to have low health expenses during the year, leaving the most 

expensive individuaJs in the traditional Medicare program. This "selection effect" would 

lead to a substantial net increase in program costs. This is because plans would be paid an 

amount equal to average beneficiary costs under the current Medicare program even 

though the individuaJs who would be inclined to select the MSA option generally would 

he individuals who use substantially less than the average amount of care. In fact, we 

found that even after adjusting plan payments by age, sex and disability status (as is done 

in the existing AAPCC payment methodology for Medicare HMOs), Medicare payments 

to MSA plans would be nearly twice what the predominantly healthy MSA enrollee 

population would have cost under the current Medicare program. 

White, Joseph. "Medical Savings Accounts: Fact Versus Fiction," Brookings occasional paper, 
Government Studies Program. The Brookings Institution. Washington DC. 1995. 
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Due to these selection effects, the MSA model will actually result in a net increase 

m Medicare program costs. In this respect the MSA model as currently conceived is 

actuarially unsound. While in theory, these increases in program cost could be corrected 

with a careful risk adjustment process, the resulting reduction in health plan payments is 
likely to result in substantially smaller MSA contribution amounts, thus discouraging 

participation by both health plans and beneficiaries. 

In this analysis, we estimated enrollment and the net change in Medicare program 

cost under the MSA model. We also estimated the impact of varying program design 

element<> such as: permitting tax deductions for additional beneficiary contributions to 

MSAs; varying catastrophic plan deductibles; and permitting MSA disbursements for non­

medical uses. Our analysis is presented in the following sections: 

+ Selection Effects 

+ Alternative Catastrophic Deductible Amounts 

+ Allowing Additional Tax Deductible MSA Contributions 

+ Alternative MSA Withdrawal Policies 

+ Enrollment under Budget-Neutral Scenario. 

A detailed discussion of the data and methods used in this analysis is presented in 
Appendix A. 

B. SELECTION EFFECTS 

The beneficiaries who would enroll in the MSA program would be individuals who 

believe that they can benefit under the program financially. Under the MSA model, private 

insurers would market a package of coverage including a high deductible insuranc~ plan 

and a ca<>h contribution to the individual's MSA. In general, persons who find that the 

MSA contribution amount would be greater than what they expect to spend on health care 

during the year are persons who could potentially benefit from the program. Conversely, 

persons who, because of their health status, expect to spend more on health services than 

the MSA contribution amount would not expect to benefit under the program. Thus, the 

MSA model would attract healthy individuals who expect to spend little on health care 

while discouraging enrollment by individuals in poorer health who have high health care 

costs. 

This "selection bias" in the health status of individuals who enter the MSA could 

lead to a substantial increase in overall Medicare program spending if it is ignored. For 

example, Medicare currently uses the Average Adjusted Per Capita Cost (AAPCC) to pay 

HMOs that accept Medicare recipients on an at-risk ba<>is. These AAPCC amounts 
represent the average Medicare program cost for beneficiaries in each geographic area by 
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age, sex, and disability status. While these AAPCC amounts adjust plan payments for 

demographic and geographic cost variation, they do not vary the payment amount by the 

actual health status of the individual. This is an important deficiency because there is 
substantial variation in health status across beneficiaries within each of these demographic 

groups. Thus, if payments to health plans under the MSA model are based upon the 

AAPCC amount, payments to plans under the program would exceed what enrollees 

would have cost under the traditional Medicare program resulting in a net increase in 
Medicare program costs. 

I. Analytic Methods 

To illustrate the potential increase in Medicare costs resulting from these selection 

effects, we simulated the impact of an MSA program that is similar to what is now being 

considered by Congress. 3 This plan would allow beneficiaries to accept a voucher amount 

that can be redeemed for MSA coverage offered by private insurers. For example, the 
MSA package would include a catastrophic health plan covering all Medicare covered 

services in excess of a $3,000 deductible. The plan would then make a contribution to the 

MSA equal to the difference between the Medicare voucher amount and the cost of the 

catastrophic plan. Medicare payments to plans would be equal to the AAPCC amounts 

which varies with the age, sex, disability status and geographic location of beneficiaries. 

We assumed that at the end of the year, beneficiaries are permitted to withdraw unspent 

MSA balances in excess of 60 percent of their plan deductible amount. 

We estimated the number of persons enrolling in the MSA option using the Lewin­

VHI Health Benefits Simulation Model (HBSM). HBSM was used to estimate the cost of 

catastrophic plan premiums by geographic area and expected health spending for 

individuals in various health status groups. We assumed that individuals would enter the 

MSA program only if their expected level of health spending is less than the MSA 

contribution amount that they could receive.4 A portion of these individuals were selected 

to enroll based upon studies showing the rate at which individuals change from traditional 

fee-for-service plans to other types of coverage as lower cost alternatives become 

available. 5 In addition, to reflect the risk-adverse nature of this population, we assumed 

that no one would enroll in the MSA if the amount for which they are at-risk (i.e., the 

difference between the plan deductible amount and the MSA contribution amount) is 

See: "Saving the Medicare System with Medical Savings Accounts," National Center for Policy 
Analysis. September 12, 1995. This study analyzed an MSA program where plans would be free to 
market plans with a deductible of up to $10.000. 
The MSA contribution amount for each individual is equal to the difference between the AAPCC 
amount and the cost of the catastrophic pol icy. 
See: Buchmueller. T. and Feldstein. P .. "The Effect of Price on Switching Among Health Plans," May 
1995. 
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greater than five percent of family income. The methods used to develop these estimates 

are presented in detail in Appendix A. 

2. Enrollment and Selection Effects 

Using this methodology, we estimate that about I. I million Medicare beneficiaries 

would enroll in the MSA program in 1996 (Figure 1). This would result in a net increase 

in Medicare program costs of $3.1 billion in 1996 due to selection effects. We estimate 

that the total amount of AAPCC voucher payments to plans would be $6.8 billion in 1996. 
However, Medicare program costs for those individuals who would elect the MSA would 

have been only $3.7 billion in that year had they remained in the traditional Medicare 

program. This reflects the fact that the MSA would attract a Jisproportionately healthy 

population with low health care costs. Thus, plan payments under the program would be 

nearly twice what the MSA enrollees would have cost under the traditional Medicare 

program even though the AAPCC payment to plans adjusts for the age, sex and disability 

status of the MSA enrollee population. 

The net increase in Medicare program costs over the 1996 through 2002 period 

would be $15.3 billion. This estimate represents an increase in Medicare program costs 

over the spending levels called for in the budget resolution. This estimate assumes no fail­

safe mechanism to limit total Medicare outlays through reductions in provider payment 

rates as has been proposed. Application of the fail-safe would result in reduced provider 

payments under the traditional Medicare program.6 

~ Thus. these estimates reflect the decline in enrollment over time resulting from the fact that the 
voucher amounts would be indexed to the per-capita program growth rate of 4.9 percent per year while 
private insurance costs are expected to grow at 7.4 percent per year over that period. (See discussion 
below.) 
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FIGURE l 

SUMMARY OF CHANGES IN MEDICARE HEAL TH SPENDING UNDER AN 

ILLUSTRATIVE MSA SCENARIO a1 

Total Spending (in Billions) 

Beneficiaries by Number of Cost under AAPCC Payments to Net Increase (Decrease) 
Enrollment Status Beneficiaries in Traditional Plans in 1996 dt in Medicare Spending et 

1996 Medicare in 

(in thousands) bt 
1996 c/ 

1996 1996 · 2002 II 

Enroll in Medical 
Savings Account 1,070 $3.7 $6.8 $3.1 $15.3 

Remain in Traditional 
Medicare 35,742 $205.2 - - - - - -

All Beneficiaries 36,812 $208.9 $6.8 $3.1 $15.3 

a/ Assumes an MSA program where private plans receive a total payment equal to the AAPCC amount (i.e .. age, sex 
and disability status adjusted amount by geographic area) for all MSA enrollees. Assumes private insurers provide 
a catastrophic plan with a $3.000 deductible and contribute to the MSA the difference between the catastrophic 
plan cost and the AAPCC-based plan payment amount. Assumes no tax deduction for additional contributions to 
the MSA. Assumes that beneficiaries are permitted to withdraw unused MSA account balances in excess of 60 
percent of the deductible amount at the end of the year. 

bl Figures include only those persons enrolled in both Part-A and Part-B of Medicare. MSA enrollment-is assumed 
to be limited to only Medicare beneficiaries who are not in nursing homes. 

cl Medicare program costs in 1996 including benefits and administration under current trends. 
di Includes the AAPCC amount for each individual electing the MSA option. Estimate represents the weighted 

average of the AAPCC amount corresponding to the age. sex. and disability status of each beneficiary entering the 
MSA program. 

el Etjuals plan payment amounts less actual costs for MSA enrollees under traditi\lnal Medicare. 
fl These estimates represent an increase in Medicare program costs over the spending levels called for in the recent 

budget resolution. The increase in Medicare spending declines each year because enrollment in MSAs declines as 
a result of capping the per-capita growth in payments to health plans to 4.9 percent per year as implied by the 
budget resolution. 

Source: Lewin-YHI estimates using the Health Benefits Simulation Model ( HBSM). 

The average AAPCC plan payment would be $6.342 per MSA enrollee which 1s 

actually about 12 percent higher than average Medicare spending per enrollee under the 

current Medicare program in 1996 ($5.655 ). 7 This reflects the fact that MSA enrollment is 

likely to be greatest in those geographic areas where the AAPCC payment amount is 

highest.x By comparison, the beneficiaries who enroll in the MSA would have cost only 

Medicare expenditures in calendar year 1996 are projected to be $208.1 billion and Medicare Part-B 
enrollment is projected to be 36.8 million which gives an average Medicare expenditure of $5.655 in 
calendar year 1996 before spending reductions under the budget resolution. 
AAPCC amounts vary substantially across geographic areas Jue to geographic differences in 
utilization patterns anJ provider payment levels. 

Y5TK!J/fi3 5 LEWIN-VHI, INC. 



about $3,482 under the traditional Medicare program in that year (Figure 2). Thus, 

Medicare spending would increase an average of $2,860 per MSA enrollee. The average 

cost of the catastrophic plan would be $3,872 for MSA enrollees (reflecting private sector 

costs) resulting in an average MSA contribution of $2,470.9 

$7,000 

$6,000 

$5,000 
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$3.000 

$2,000 

$1.000 

$0 

FIGURE 2 

CHANGES IN PROGRAM SPENDING AND PER-CAPITA MSA CONTRIBUTION 

AMOUNTS a/ 

Change in Program Spending per MSA Enrollee .i 

$6,342 

Traditional Medicare Payment Amount 

$7,000 

$6,000 

$5,000 

$4,000 

$3,000 

$2,000 

$1,000 

$0 

Average Catastrophic Plan Premium and 
MSA Contribution tor MSA Enrollees"' 

$6,342 

AAPCC-Based Catastrophic Plan MSA Contribution 
Payment Amount" Premium" Amount"' 

a/ Assumes an MSA program where private plans receive a total payment equal to the AAPCC amount 
(i.e., age. sex and disability status adjusted amount by geographic area) for all MSA enrollees. 
Assumes private insurers provide a catastrophic plan with a $3.000 deductible and contribute to the 
MSA the difference between the catastrophic plan cost and the AAPCC-based plan payment amount. 
Assumes no tax deduction for additional contributions to the MSA. Assumes that beneficiaries are 
permitted to withdraw unused MSA account balances in excess of 60 percent of the deductible 
amount at the end of the year. 

bl Includes the AAPCC amount for each individual electing the MSA option. Estimate represents the 
weighted average of the AAPCC amount corresponding to the age. sex, and disability status of each 
beneficiary entering the MSA program. 

cl Assumes a catastrophic policy with a $3,000 deductible. Reflects utilization savings and provider 
payment amounts consistent with private Preferred Provider Organizations (PPOs). 

di Equals the difference between the AAPCC-based payment amount less the catastrophic premium 
amount for persons who enroll. 

Source: Lewin-YHI estimates using the Health Benefits Simulation Model (HBSM). 

3. Changes in Enrollment Over Time 

Our estimates indicate that MSA enrollment would actually decline in future years 

due to the way the AAPCC voucher amount would be indexed over time. To be consistent 

with the $270 billion reduction in Medicare spending called for under the recent 

The catastrophic premium was estimated for each geographic area by adjusting the AAPCC amount to 
retlect differences between the Medicare program and private insurance including: managed care 
savings: increases in provider payments to private payer levels: and administrative costs. 
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Congressional budget resolution, we assumed that the AAPCC payment amount would be 
indexed to the annual rate of growth in per-capita costs implied by the resolution (4.9 
percent). By comparison, per-capita private insurance costs are projected to grow by 
about 7.4 percent per year through 2002. 1° Consequently, the buying power of the 
AAPCC-based voucher amount will decline over time resulting in smaller potential MSA 
contribution amounts with an associated reduction in enrollment. We estimate that MSA 
enrollment would decline from about l. l million persons 1996 to about 350,000 persons 
by 2002 (Figure 3). 

FIGURE3 

NUMBER OF MSA ENROLLEES: 1996 - 2002a1 
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a/ Assumes an MSA program where private plans receive a total payment equal to the AAPCC amount 
(i.e., age, sex and disability status adjusted amount by geographic area) for all MSA enrollees. 
Assumes private insurers provide a catastrophic plan with a $3,000 deductible and contribute to the 
MSA the difference between the catastrophic plan cost and the AAPCC-based plan payment amount. 
Assumes no tax deduction for additional contributions to the MSA. Assumes that beneficiaries are 
permitted to withdraw unused MSA account balances in excess of 60 percent of the deductible 
amount at the end of the year. 

bl Assumes that the Medicare payment to plans is indexed at 4.9 percent per year (i.e., the per­
beneficiary growth rate implied by the budget resolution) while per-capita private insurance costs are 
as' med to increase by 7.4 percent per year. Declining enrollment in future years reflects the 
declining buying power of the voucher over time. 

Source: Lewin-VHI estimates using the Health Benefits Simulation Model (HBSM). 

C. ALTERNATIVE CATASTROPHIC DEDUCTIBLE AMOUNTS 

The MSA model could be implemented with a variety of catastrophic deductible 
amounts. In fact, an MSA model could be implemented where the insurer sets the 

10 Based upon HCFA projections of private insurance costs and CBO projections of enrollment in private 
health plans. 
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deductible amount based upon market conditions and consumer demand for coverage vs. 

MSA contributions. To illustrate the impact of these alternatives, we used HBSM to 

estimated enrollment and costs under alternative catastrophic plan deductible amounts. 

Our analysis indicates that the number of persons enrolling in the MSA model 

would increase as the deductible amount is increased. For example, MSA enrollment 

would increase from I. I million under the $3,000 deductible plan to 1.3 million under a 

$5,000 deductible plan and 1.6 million with a deductible of $I 0,000 (Figure 4). This 

reflects the fact that the MSA contribution amount increases as the deductible amount is 
increased, thus increasing the potential financial benefit of participating in the MSA. This 

is particularly the case among healthier individuals with low expected health care costs. 

This increase in enrollment occurs primarily among higher income groups where 

individuals are most willing to go at risk for a higher deductible amount. This increase in 
enrollment is partially offset by decreased enrollment among lower income persons who 

are far less likely to go at risk for a substantial deductible amount. 

FIGURE4 

MEDICARE BENEFICIARIES ELECTING MEDICAL SAVINGS ACCOUNT OPTION 

UNDER ALTERNATIVE PLAN DEDUCTIBLE AMOUNTS a1 

$3,000 Deductible Plan $5,000 Deductible Plan $10,000 Deductible Plan 

Family Income Number of Percent in Number of Percent in Number of Percent in 

of Beneficiary Enrollees Group Enrollees Group Enrollees Group 
(in thousands) Taking MSA (in thousands) Taking MSA (in thousands) Taking MSA 

under $15,000 162.7 1.4% 36.5 0.3% - - - -
$15,000 - $20,000 177.6 3.5% 24.9 0.5% - - - -
$20,000 - $30,000 117.4 1.7% 142.9 2.1% - - - -
$30,000 - $40,000 150.9 4.2% 267.3 7.4% 122.3 3.4% 

$40,000 - $50,000 162.3 7.4% 248.0 11.3% 410.6 18.7% 

$50,000 - $75,000 164.3 6.1% 318.9 11.9% 580.6 21.6% 

$75,000 - $100,000 68.0 4.5% 144.8 9.5% 307.3 20.2% 

$100,000 or more 67.0 6.1% 92.9 8.5% 208.9 19.1% 

Self-Reported Health Status 

Good I Excellent 664.9 3.8% 888.8 5.1% 1,425.3 8.2% 

Poor I Fair 405.2 2.4% 386.7 2.3% 204.4 1.2%, 

TOTAL 1,070.1 3.1% 1,275.5 3.7% 1,629.7 4.7% 

al Assumes an MSA program where private plans receive a total payment equal to the AAPCC amount (i.e., age, sex 
and disability status adjusted amount by geographic area) for all MSA enrollees. Assumes private insurers provide a 
catastrophic plan with a high deductible (i.e .. $3.000. $5.000 or $10.000) and contribute to the MSA the difference 
between the catastrophic plan cost and the AAPCC-based plan payment amount. Assumes no tax deduction for 
additional contributions to the MSA. Assumes that bendiciaries are permitted to withdraw unused MSA account 
balances in excess of 60 percent of the deductible amount at the end of the year. 

Source: Lewin-VHI estimates using the Health Benefits Simulation Model ( HBSM). 
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For example, under the $3,000 deductible model, about 28 percent of MSA 
enrollees (299,000 persons) would have annual family incomes of $50,000 or more. Under 
the $10,000 deductible plan, the number of MSA enrollees with incomes in excess of 

$50,000 would increase to I. I million while the number of persons in lower income 

groups would decline dramatically. The analysis also shows that as the deductible is 
increased, the number of persons reporting themselves to be in good health who enroll 
would increase while enrollment would decline for those reporting themselves to be in 

poorer health. Thus, our estimates suggest that higher deductible amounts will tend to 

increase enrollment among healthier individuals in higher income groups while reducing 
enrollment among lower income individuals in poorer health. 

Under all three deductible amounts, the MSA program would experience strong 
selection bias resulting in a net increase in Medicare program costs. However, due to the 
demographic shifts in enrollment, the average net increase in Medicare costs per enrollee 
declines as the deductible increases. Consequently, there is little change in the total net 
increase in Medicare program costs due to selection bias across the three scenarios. Thus, 
the dollar amount of the increase in Medicare spending is roughly $15.0 billion under all 
three deductible levels (Figure 5). 

FIGURES 

SUMMARY OF CHANGES IN MEDICARE HEALTH SPENDING UNDER THE MSA 

PROGRAM UNDER ALTERNATIVE CATASTROPHIC PLAN DEDUCTIBLE AMOUNTS a1 

Total Spending (in billions) 
Number of Cost under AAPCC Payments Net Increase (Decreas~ In 

Beneficiaries Traditional to Plans c1 Medicare Spending 
(in thousands) Medlcareb' 

1996 I 1 996 - 2002 eJ 

Assuming $3,000 Deductible Plan 
Beneficiaries Enrolled In MSA 1,070 $3.7 $6.8 $3.1 I $15.3 

Assuming $5,000 Deductible Plan 
Beneficiaries Enrolled in MSA 1,275 $4.6 $7.6 $3.ol $14.8 

Assuming $10,000 Deductible Plan 
Beneficiaries Enrolled In MSA 1,629 $6.1 $9.2 $3.1 I $15.4 

al Assumes an MSA program where private plans receive a total payment equal to the AAPCC amount (i.e., age, sex 
and disability status adjusted amount by geographic area) for all MSA enrollees. Assumes private insurers provide a 
catastrophic plan with a $3.000 deductible and contribute to the MSA the difference between the catastrophic plan 
cost and the AAPCC-based plan payment amount. Assumes no tax deduction for additional contributions to the 
MSA. Assumes that beneficiaries are permitted to withdraw unused MSA account balances in excess of 60 percent of 
the deductible amount at the end of the year. 

b/ Medicare program costs in 1996 including benefits and administration under current trends. 
cl Includes the AAPCC amount for each individual electing the MSA option. Estimate represents the weighted average 

of the AAPCC amount corresponding to the age, sex. and disability status of each beneficiary entering the MSA 
program. 

di Equals plan payment amounts less actual costs for MSA enrollees under traditional Medicare. 
e/ These estimates represent an increase in Medicare program costs over the spending levels called for in the .ecent 

budget resolution. The increase in Medicare spending declines each year because enrollment in MSAs declines as a 
result of capping the growth in payments to health plans to 4.9 percent per year as implied by the budget resolution. 

Source: Lewin-VHI estimates using the Health Benefits Simulation Model (HBSM). 
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D. ALLOWING ADDITIONAL TAX DEDUCTIBLE CONTRIBUTIONS TO THE MSA 

Under some variants of the MSA model, beneficiaries who enroll in the MSA 

program are permitted to make additional contributions to the MSA that are tax 

deductible. For example, enrollees could deposit in their account an amount equal to their 

expected health expenses in excess of the MSA contribution amount. This would 

effectively permit individuals to pay for virtually all health care expenses (including 

Medicare covered and non-covered services) with pre-tax dollars resulting in a reduction 
in federal tax liability. For higher income individuals in particular, this would increase the 

financial benefit of participating in the MSA, thus leading to an increase in MSA 

enrollment. 

Using HBSM, we estimated the number of persons enrolling in the MSA program 

assuming that these tax deductible contributions are permitted. In this analysis, we 

assumed that individuals who enroll in the MSA would deposit in their account an amount 

equal to what they expect to purchase in non-Medicare-covered services. 11 We then 

calculated the tax reduction associated with these contributions based upon the marginal 

tax rates that apply to individuals at various income levels. These tax savings were 

counted as an additional financial benefit of enrolling m the MSA which results in an 

increase in our enrollment estimates. 

Permitting tax deductible contributions to the MSA would increase MSA 
enrollment from I. I million persons without the tax deduction to 1.8 million with the tax 

deduction (Figure 6). This increase in enrollment would be associated with an increase in 
the net federal cost of the program over the 1996 through 2002 period from $15.3 billion 

without the tax deduction to $20.3 billion with the tax deduction. This reflects both the 

loss of tax revenues due to the deduction ($2.0 billion) and additional plan overpayments 

under the AAPCC model for those who are added to the MSA program. 

11 This amount was estimated from the HBSM out-of-pocket spending data. For persons who have 
MediGap coverage under current policy. we assumed that individuals deposit an amount equal to the 
MediGap premium amount they would have paid under current policy. 
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FIGURE6 

THE IMPACT OF PERMITTING TAX DEDUCTIONS FOR ADDITIONAL BENEFICIARY 

CONTRIBUTIONS TO THE MSA a1 

Number of MSA Enrollees in 1996 (in thousands) Net Increase in Federal Spending: 1996 - 2002 (in billions)" 

2.000 1,809 Tax Revenue Loss 
$25.0 

~ 1.600 
$20.3 

$20.0 

1,070 $15.3 Plan 
1,200 $15.0 Overpayments 

800 $10 0 ~ 
400 $5.0 

$0.0 
WithoutTax With Tax Without Tax With Tax 
Deduction Deduction b/ Deduction Deductionb' 

a/ Assumes an MSA program where private plans receive a total payment equal to the AAPCC amount 
(i.e., age, sex and disability status adjusted amount by geographic area) for all MSA enrollees. 
Assumes private insurers provide a catastrophic plan with a $3,000 deductible and contribute to the 
MSA the difference between the catastrophic plan cost and the AAPCC-based plan payment amount. 
Assumes that beneficiaries are permitted to withdraw unused MSA account balances in excess of 60 
percent of the deductible amount at the end of the year. 

bl Assumes that MSA enrollees are permitted a tax deduction for additional contributions to the MSA. 
cl Includes the difference between Medicare AAPCC-based plan payments and what Medicare program 

costs would have been under traditional Medicare in these years. Also includes amount of federal tax 
loss. 

Source: Lewin-VHI estimates using the Health Benefits Simulation Model (HBSM). 

The increase in MSA enrollment due to the tax deduction would be concentrated 
among higher income groups. In fact, we estimate that with the tax deduction, about 21 
percent of all beneficiaries with incomes in excess of $100,000 would enroll in the MSA 
program (Figure 7). The average value of the tax deduction would be $238 per MSA 
enrollee. The average tax deduction per enrollee would vary from $4.0 for those with 
incomes of less than $15,000 to $540 for enrollees with incomes in excess of $100,000. 
Over half of the tax revenue loss due to the deduction would be among MSA enrollees 
with annual incomes of $75,000 or more. 
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FIGURE 7 

MSA ENROLLMENT AND TAX BENEFITS UNDER THE TAX DEDUCTION SCENARIO a1 

MSA Enrollment and Average Tax Benefit 

Percent in Average 1ax 
Family Income Group Benefit per 
of Beneficiary Taking MSA Enrollee 
under$15,000 1.4% $4 
$15,000 - $20,000 3.5% $27 
$20,000 - $30,000 2.4% $61 
$30,000 - $40,000 5.4% $137 
$40,000 - $50,000 10.4% $145 
$50 000 - $75,000 14.8% $319 
$75,000 - $100 000 17.2% $406 
$100,000 or more 20.7% $540 
TOTAL 5.2% $238 

Tax Loss by Family Income 
under MSA Option in 1996" 

JI 
under $20,000 

$20,000 - $30,000 

$40.000 - $50.000 

Total Tax Loss: $430.9 million 

a/ Assumes an MSA program where private plans receive a total payment equal to the AAPCC amount 
(i.e., age, sex and disability status adjusted amount by geographic area) for all MSA enrollees. 
Assumes private insurers provide a catastrophic plan with a $3,000 deductible and contribute to the 
MSA the difference between the catastrophic plan cost and the AAPCC-ba"ed plan payment amount. 
Assumes that beneficiaries are permitted to withdraw unused MSA account balances in excess of 60 
percent of the deductible amount at the end of the year. Also, assumes that MSA enrollees are 
permitted a tax deduction for additional contributions to the MSA. 

Source: Lewin-VHI estimates using the Health Benefits Simulation Model (HBSM). 

E. ALTERNATIVE MSA WITHDRAWAL POLICIES 

Under all of the MSA scenarios discussed above, we assume that individuals are 

permitted to withdraw the amount of unspent MSA account balances at the end of the 

year in excess of 60 percent of the plan deductible amount. Our estimates indicate that 

under this provision, most individuals would not be able to withdraw significant amounts 

from the MSA for non-medical uses until after they have participated in the program for a 

few years. This has the effect of reducing the value to the individual of whatever financial 

benefit he/she expects to derive by participating in the MSA program. In fact, in the 

estimates presented above, we adjusted our MSA enrollment model to reflect the impact 

of this delay in access to these amounts in estimating the net financial benefit of enrolling 
in the MSA. 1 ~ 

To test the importance of this provision, we estimated MSA enrollment and costs 

assuming that individuals are permitted to withdraw the entire amount of unused MSA 

balances at the end of the year. This has the effect of increasing the value to the individual 

1
' In developing the estimates presented above. we discounted the expected financial benefit derived from 

enrolling in the plan to reflect the time value of money. This was done by calculating the net present 
value of all net benefits from enrolling in the MSA. We used this discounted amount in simulating the 
enrollment decision. See Appendix A for details. 
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of any expected financial benefit from participating in the MSA program by requiring the 

individual to wait only until the end of the year to access unspent account balances. Under 

this scenario, the number of MSA enrollees would increase from about I. I million with 

withdrawal restrictions to 1.7 million assuming no restrictions on end-of-year withdrawals 

(Figure 8). The net increa5e in federal costs under this scenario over the 1996 through 

2002 period would increase from $15.3 billion under the program with restrictions to 

$17 .3 billion without the withdrawal restrictions. Again, this reflects the fact that the 

AAPCC-based plan payment amount is substantially greater than the costs that would be 

incurred by these disproportionately healthy MSA enrollees under the traditional Medicare 

program. 

FIGURE 8 

MSA ENROLLMENT AND NET INCREASE IN MEDICARE SPENDING WITH AND 

WITHOUT RESTRICTIONS ON NON-MEDICAL WITHDRAWALS al 

1,800 

1,400 

1,000 

600 

200 

MSA Enrollment (in millions) 
1,706 

1,070 

With Restrictions on Without Restrictions 
Non-Medical Withdrawals Non-Medical Withdrawals bl 

$20.0 

$15.0 

$10.0 

Increase in Medicare Program Cost (in billions) 

$15.3 

With Restrictions on 
Non-Medical Withdrawals 

$17.3 

Without Restrictions 
Non-Medical Withdrawals bl 

a/ Assumes an MSA program where private plans receive a total payment equal to the AAPCC amount 
(i.e .. age. sex and disability status adjusted amount by geographic area) for all MSA enrollees. 
Assumes private insurers provide a catastrophic plan with a $3,000 deductible and contribute to the 
MSA the difference between the catastrophic plan cost and the AAPCC-based plan payment amount. 
Assumes no tax deduction for additional contributions to the MSA. Assumes that beneficiaries are 
permitted to withdraw unused MSA account balances in excess of 60 percent of the deductible 
amount at the end of the year. 

bl Assumes that all MSA end-of-year balances can be withdrawn at the end of the year. 
Source: Lewin-Y HI estimates using the Health Benefits Simulation Model (HBSM). 

F. BUDGET-NEUTRAL OPTION 

In theory, the increase in Medicare program costs under the MSA model could be 

eliminated simply by reducing the plan payment amount to better reflect the actual costs of 

the disproportionately healthy individuals who will be most inclined to enroll in the 

program. However, our analysis suggests that to eliminate the net increase in costs under 

the MSA model, payments would have to be reduced to 55 percent of the AAPCC 

amount, even though the AAPCC already adjusts payments for age and other factors 

(Figure 9). This is because the promise of cash rewards for MSA enrollees with low 

health care costs results in such extreme selection bias that the AAPCC amount fails to 

approximate the true actuarial cost for MSA enrollees. 
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FIGURE 9 

A VERA GE PROGRAM PAYMENTS, CATASTROPHIC PREMIUMS AND MSA 

CONTRIBUTION AMOUNTS UNDER ALTERNATIVE MSA PLAN PAYMENT 

METHODOLOGIES al 

$6,342 

AAPCC-Based Catastrophic MSA Contribution Budget-Neutral Catastrophic MSA Contribution 
I Payment Premium Amount g Payment Premium Amount 

AAPCC-Based Plan Payment Scenario Budget-Neutral Plan Payment Scenario bl 

a/ Assumes an MSA program where private plans receive a total payment equal to the AAPCC amount 
(i.e .. age, sex and disability status adjusted amount by geographic area) for all MSA enrollees. 
Assumes private insurers provide a catastrophic plan with a $3,000 deductible and contribute to the 
MSA the difference between the catastrophic plan cost and the AAPCC-based plan payment amount. 
Assumes no tax deduction for additional contributions to the MSA. Assumes that beneficiaries are 
permitted to withdraw unused MSA account balances in excess of 60 percent of the deductible 
amount at the end of the year. 

b/ Assumes Medicare payments are adjusted to reflect actual cost of MSA enrollees 
Source: Lewin-YHI estimates using the Health Benefits Simulation Model (HBSM). 

Reducing payment levels to budget neutral levels would reduce the average plan 

payment amount from $6,342 under the scenarios discussed above to about $3,971. With 

this payment amount, plans would be able to make MSA contributions of about $250 per 

enrollee. This is likely to make the program unattractive to both health plans and 

beneficiaries resulting in reduced MSA enrollment. In fact, under this scenario, we 

estimate that fewer than I 00,000 persons would enroll (Figure 10). 

Research is currently under way to develop better risk adjustment methodologies 

for the Medicare population. Once these methods are developed they would provide a 

basis for making risk-adjusted payments to plans that reflect differences in risk associated 

with particular health conditions as well as the basic demographic and geographic 

adjustments now used. Competitive bidding for MSA contracts could also help offset 

selection effects. However, these methods are still under development and are largely 

untested. Moreover, none of the risk adjustment models now being developed is designed 

to correct for the extreme selection invited by an MSA program that rewards low health 

services utilization with cash balances. 
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FIGURE 10 

NUMBER OF PERSONS ENROLLED IN MSA OPTION UNDER ALTERNATIVE MSA 

PLAN PAYMENT METHODOLOGIES a1 
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a/ Assumes an MSA program where private plans receive a total payment equal to the AAPCC amount 
(i.e., age, sex and disability status adjusted amount by geographic area) for all MSA enrollees. 
Assumes private insurers provide a catastrophic plan with a $3,000 deductible and contribute to the 
MSA the difference between the catastrophic plan cost and the AAPCC-based plan payment amount. 
Assumes no tax deduction for additional contributions to the MSA. Assumes that beneficiaries are 
permitted to withdraw unused MSA account balances in .:xcess of 60 percent of the deductible 
amount at the end of the year. 

bl Assumes Medicare payments are adjusted to reflect actual cost of MSA enrollees 
Source: Lewin-YHI estimates using the Health Benefits Simulation Model (HBSM). 

G. CONCLUSION 

Our MSA analysis shows that an optional health coverage program that promises 

potential cash benefits to persons who are able to keep their health spending low will 

experience extreme selection bias. Even adjusting MSA plan payments by age, sex, 

disability status and geography as under the AAPCC method fails to correct for the 

selection effects that such a program would experience. Moreover it is unclear whether 

any other risk adjustment methodology could ever fully correct for these selection 

problems. Thus, the MSA model will almost certainly result in a net increase in Medicare 

program costs regardless of the risk adjustment model used. 

Despite the potential for profitable selection activity however, we find that only 

about three to five percent of Medicare beneficiaries would enroll in the MSA model. This 

reflects the fact that Medicare beneficiaries tend to be risk adverse and are often unable to 

go at risk for high deductible amounts. It also reflects the fact that the value of the 

AAPCC-based payment amount relative to the cost of insurance in an area varies 
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substantially across geographic areas. Moreover, only individuals in very good health 
would have low enough expected health care costs to be able to realize the potential 
financial benefits of participating in the program. 

The impact of the MSA model on beneficiaries and program spending would vary 
depending upon the actual provisions of the plan. The impacts discussed above would 
change depending upon how attractive the program is made to health insurers and 
beneficiaries through: the methods used to pay plans; tax preferences for MSA enrollees; 
and MSA balance withdrawal policies. Moreover, this study examined a Medicare reform 
policy that has never before been attempted on a broad scale in the U.S. Our estimates are 
very sensitive to assumptions concerning behavioral responses by both health plans and 
beneficiaries. Thus, our estimates should be considered illustrative of potential impacts 
rather than point estimates of actual policy outcomes. 
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APPENDIX A: DATA AND METHODS USED IN THE MSA ANALYSIS 

This analysis required developing a model of health expenditures and Medicare 

beneficiary behavior when presented with coverage alternatives. We developed a micro­

simulation model of individual Medicare beneficiaries based upon the Lewin-VHI Health 

Benefits Simulation Model (HBSM). This approach permits us to estimate the impact of 

alternative Medicare voucher programs including MSAs based upon actual health 

expenditure data for a representative sample of Medicare beneficiaries. It also permits us 

to develop enrollment and selection effect estimates based upon behavioral models where 

consumer decisions vary with individual circumstances. 

The methods used in this study are presented in the following sections: 

• The Health Benefits Simulation Model (HBSM) 

• Estimation of Catastrophic Premiums 

• Enrollment Behavior 

A THE HEAL TH BENEFITS SIMULATION MODEL (HBSM) 

The Health Benefits Simulation Model (HBSM) is a microsimulation model of the 

U.S. health care system.
11 

HBSM is based upon the National Medical Expenditures 

Survey (NMES) which is a representative sample of the U.S. population that provides 

information on household health insurance coverage; health services utilization; and health 

expenditures by source of payment. The survey also provides basic demographic 
information as well as income and employment data. These data provide detailed 

information for Medicare recipients including: health expenses; supplemental coverage 

data; and beneficiary out-of-pocket expenses and premium payments. These data also 
include: Medicaid coverage and expenditures; retiree coverage and expenditures data, and 

MediGap covered services information. 

The NMES data are ··aged" in HBSM to be representative of the population and 

health expenditures in the year(s) of analysis (i.e., 1996 through 2002). Population data 

are first adjusted to reflect the most recent Bureau of the Census data (i.e., the March 

1994 Current Population Survey) on the distribution of persons by age, sex, income, 

family status, sources of coverage, employment by industry firm size and other factors. 

These data are then aged to future years based upon population projections by age, sex, 

and state of residence developed by the Bureau of the Census. Income data is also aged to 

reflect projected income levels by source of income in future years. These income 

1 
·

1 
For documentation of HBSM see: 'The Finan..:ial Impact of the Health Securirr Act." Appendix D, 
December 9. 1993. 
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adjustments are developed with a methodology that reflects historical trends on the 

changing distribution of income across population groups. These adjustments are based 

upon data showing income growth for individuals at each decile level of family income for 

aged and non-aged persons. Tax payments are also estimated for each family using the 

Lewin-VHI Household Income and Tax Simulation Model (HITSM). 14 Finally, the health 

expenditure data in the model is adjusted to reflect projections of health spending by type 

of service and source of payment in future years developed by the Health Care Financing 

Administration (HCFA). 

The resulting database provides a sample of individuals and families that is 

representative of health expenditures, income and the demographic composition of both 

Medicare beneficiaries and the population as a whole in future years. These data were 

used in this analysis to estimate premiums for private health plans with alternative 
deductible and copayment requirements. These data were also used to identify individuals 

who would potentially benefit under voucher programs such as the MSA model and to 

estimate the share of this population that would enroll in the program. 

B. ESTIMATING PRIVATE PREMIUMS 

A key issue in measuring the impact of the MSA and other voucher-ba<;ed 

Medicare reforms is estimating the premium that private insurers will charge for covering 
Medicare beneficiaries. We developed separate private premium estimates for each state 

based upon the Average Adjusted Per-Capita Cost (AAPCC) data used to pay HMOs 

under the current Medicare at-risk program. These data reflect differences in the cost of 

care provided to Medicare beneficiaries across geographic areas by age, sex, and disability 
status. We adjusted these AAPCC amounts to reflect various differences between 

Medicare coverage and private insurance coverage by state. These premium estimates 

were developed in the following steps: 

+ Calculate Weighted Average AAPCC Levels by State: Using Medicare 
program data, we estimated the average AAPCC amount for urban and rural 
areas for each state. These AAPCC amounts represent the average cost of 
Medicare services provided in each county for various age and sex groups by 
disability status and Medicaid coverage status. These data are the basis used to 
calculate Medicare payments to HMOs under the at-risk contracting program. 
We used a weighted average of the AAPCC amounts in each state because our 
simulation model does not permit disaggregation of data below the state level. 
These figures were updated to future years and were used as the AAPCC 
levels that would apply to persons in each state. 

i-1 Lewin-YHI. ··Documentation to the Household Income and Tax Simulation Model.·· December, 1991. 
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+ Adjust the AAPCC Amounts to Reflect Catastrophic Plan: The value of 
services covered under a high deductible plan generally will be less than the 
amounts reported in the AAPCC data. We used the Medicare benefits 
simulation module of HBSM to estimate the amount of physician and hospital 
benefits covered under a catastrophic policy. These data were used to adjust 
the state average AAPCC amounts for physician and hospital spending to 
reflect the higher deductible. 

• Adjust for Changes in Utilization under a High Deductible Plan: We 
adjusted the AAPCC amounts to reflect the fact that individuals are expected 
to use fewer health services under a high deductible plan. We based this 
adjustment on data provided by the American Academy of Actuaries indicating 
that utilization of health services is about 30 percent lower than after the 
deductible is met. 15 These data were used to adjust the state-level AAPCC 
payment levels to reflect HBSM estimates of changes in the amount of hospital 
and physician services reimbursed under a high deductible catastrophic plan. 
This step was executed in HBSM as part of the prior step to capture the 
interaction between reductions in service use and covered expenses in excess 
of the deductible amount. 

+ Adjust for Managed Care in the Private Sector: In this analysis, we 
assumed that all private catastrophic health plans under the MSA option will be 
provided through Preferred Provider Organizations (PPOs). We did this by 
adjusting private plan expenditures to reflect state-level differences in hospital 
utilization rates in managed care plans as compared to fee-for-service 
utilization. These adjustments were constrained so that managed care savings 
in the aggregate do not exceed 12 percent overall. 16 We capped managed care 
savings at 12 percent to reflect recent research showing that PPOs reduce costs 
by about 12 percent as compared to fee-for-service plans. 17 

+ Adjust to Private Sector Provider Payment Levels: Hospital inpatient 
payment levels under Medicare are on average equal to about 90 percent of 
costs while private sector hospital inpatient payment levels average about 130 
percent of costs.' 8 Payments for physician services under the program are also 
equal to about 65 percent of private payment rates for comparable services. 19 

In this analysis, we adjusted the catastrophic premiums to reflect an increase to 
private payment rates based upon data on actual payment differentials by state. 
We assumed that hospital costs under the plan are increased by an average of 

15 American Academy of Actuaries. "Medical Savings Accounts: Cost Implications and Design Issues," 
May 1995. 

16 Based upon state level data obtained from the Health Care Investment Analysts (HCIA) for 1993. 
17 Lewin-VHI, Inc .. "New Evidence on Savings from Network Models of Managed Care," Washington, 

DC, May 1994. 
ix ProPAC. "Medicare and the American Health Care System," June 1995 (based on AHA data). 
19 Holahan, John. ''Medicaid Physician Fees. 1990: The Results of a New Survey," The Urban Institute, 

October 1991. 
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I 6 percent to I 05 percent of costs and that physicians payments are increased 
to match private sector payment levels. Separate adjustments were performed 
for each state due to wide variation in Medicare payments relative to private 
sector payment levels across states. 

t Adjust Premiums to Private Sector Levels: We assumed that administrative 
costs would equal 12 percent of benefits costs. This assumption is based upon 
recent data on administrative costs in managed care plans. 20 In estimating 
administrative costs as a percentage of benefits, we computed the 
administrative cost as a percentage of the full AAPCC payment amount to the 
plan rather than the catastrophic premium alone to reflect the fact that the 
insurer must process claims both for the catastrophic plan and the MSA 
account. 

These steps produced estimated AAPCC amounts and private catastrophic 
premiums by age, sex and disability status for urban and rural areas within each state. 
These data were then used to estimate which individuals will enroll in the MSA option. 

C. ENROLLMENT BEHAVIOR 

We estimated the number of persons enrolling in the MSA model based upon the 
expected savings to the individual under the plan. In this analysis, we estimated the 
voucher amount for each individual Medicare beneficiary in HBSM based upon the 
AAPCC amount estimated in the prior step which colfesponds to each individual's 
demographic characteristics and state of residence. The catastrophic premium for each 
individual is then taken from the matrix of catastrophic plan premiums corresponding to 
that individual's state of residence and his/her age, sex, and disability status. The 
difference between the voucher amount and the catastrophic premium is assumed to be the 
amount of the MSA contribution amount. Thus, under this model, the MSA contribution 
amount varies across beneficiaries by both the demographic characteristics of the 
individual and the geographic variations in the price of private insurance relative to the 
voucher payment amount. 

The decision to enroll in the MSA plan is estimated based upon the potential 

savings to the individual. In this context, the potential savings to a beneficiary is defined to 

be the difference between the MSA contribution amount and the individual's expected 

level of out-of-pocket health spending. For example, consider an individual who could 

potentially enter an MSA with a catastrophic deductible of $3,000 and MSA contribution 

amount of $2, 100 who expects to spend only $700 on health care in the next year. In this 
case, the individual could be expected to benefit under the plan by $1,400 (i.e., $2, I 00 -

~ 0 Data provide by American International Healthcare. 
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$700). This individual would be more likely to enroll than another individual who expects 

to spend $1,800 on health care (i.e., potential benefit of $2, 100 - $1,800 = $300). 

Thus a crucial step in this analysis is estimating the expected level of health 

spending up to the amount of the deductible for each Medicare beneficiary. We did this by 

estimating the average amount of spending up to the catastrophic plan deductible for 

Medicare beneficiaries using HBSM. These figures include the amount of spending for 

Medicare covered services adjusted to reflect the reduction in utilization resulting from the 

increased deductible. Average expenditure amounts were calculated for beneficiaries by 

age, sex, disability status, and self-reported health status. Under a plan with a $3,000 

deductible, these average amounts ranged from and average of $730 for younger Medicare 

beneficiaries reporting themselves in excellent health to over $2, 100 for older Medicare 

beneficiaries in poor health. 

Each Medicare beneficiary m the HBSM was then assigned the average 
expenditure amount for individuals in corresponding age, sex, and health status groups. 

The imputed amounts were assumed to be the amount that each beneficiary expects to 
spend on health services up to the amount of the deductible. The difference between the 

contribution and the beneficiary's expected level of spending is assumed to be the net 
benefit amount to the individual. 

The next step was to estimate the value of the expected benefit to the individual 

adjusted for the time value of money. For example, under an MSA model where the 

individual can not withdraw unused MSA balances for non-health-related uses, the value 

of the benefit to the individual would be less than if they could withdraw some portion of 

the benefit at the end of the year for other uses. To approximate this effect, we converted 

the expected net benefit to the individual to its net present value. Thus, benefits that could 

not be withdrawn until health expenses are incurred in future years were discounted to 

reflect the time value of money. 21 Consequently, our model shows greater enrollment 

under a plan that permits end-of-year withdrawals of fund balances than under a plan 

where these balances must be retained in the account until they incur health expenses in 

future years. 

The MSA enrollment decision is simulated on the basis of this estimate of the 

discounted present value of the expected benefit to the individual. In this analysis, any 

individual that has an expected benefit amount under the MSA (i.e., MSA contribution 

amount minus expected expenses) is assumed to consider the MSA as a lower-cost 

coverage option to the beneficiary. We then select individuals to take the MSA option 

"
1 The portion of balances that can be withdrawn at the end of the year are discounted for one year 

assuming an interest rate of eight percent reflecting the fact that cash can not be withdrawn until a 
year has passed. Balances that must be retained until future years are assumed to be discounted at an 
interest rate of eight percent per year assuming funds will remain in the account for ten years. 
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based upon a study of changes in health plan enrollment associated with differences in 
individual premium costs in employer groups with multiple health plan offerings. 22 Using 

data provided in this study, we assumed that each one dollar difference in monthly plan 
costs attributable to the MSA is associated with 0.34 percent of affected beneficiaries 

shifting to the MSA option. 

The model also estimates the increase in MSA enrollment that is likely to occur if 
individuals are permitted to make tax-deductible contributions to the MSA. Such a policy 
would effectively permit individuals to make payments for services not covered under the 

catastrophic plan in pre-tax dollars. Thus, the tax deduction increases the expected benefit 

of the plan to the individual by the amount of the tax savings to the individual resulting in 
higher enrollment. In this analysis, we estimated the potential contribution amount to the 
MSA to include: I.) whatever individuals now pay in MediGap premiums; and 2.) the 
average expected amount of spending for services not covered under Medicare. The tax 
benefit to the individual is then computed by multiplying the individual's contribution 
amount by the marginal federal tax rate faced by each individual. This tax benefit amount 
is added to the expected benefit from the MSA itself. This increases the expected benefit 
to the individual resulting in higher enrollment. 

We impose certain other constraints on the simulation including: 

• Individuals enroll in an MSA only if the catastrophic premium is less than the 
voucher amount. 

• Individuals do not enroll in an MSA unfess the MSA contribution amount 
exceeds the expected health spending up to the amount of the deductible. 

• We assume that no one will join an MSA if they are at risk for a non-covered 
expense (i.e., deductible minus MSA contribution amount) in excess of five 
percent of family income. 

• Medicaid recipients are assumed not to enroll. 

22 Buchmueller. T., and Feldstein, P., "The Effect of Price on Switching Among Health Plans," May 
1995. 
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