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To: Melanne Verveer 

From: Bob Greenstein 

Subject: Medical Savings Accounts 

Date: June 17, 1996 

I'm concerned about the potential for a deal on MSAs that, over time, could 
cause damage to health care coverage by making conventional (i.e., non-MSA) 
insurance considerably more expensive - and thereby making it unaffordable for mpre 
Americans. 

I'm enclosing a short piece we did last week explaining that the MSA 
compromise that Republicans worked out last week is not anything close to a limited 
demonstration project and poses serious dangers. (We don't h~ve information about 
changes that have been made over the weekend.) I'm also enclosing an earlier piece 
about significant problems the Republican MSA proposal raises. 
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"""' ur ~~. CENTER ON BUDGET fr ·r; <.• 

r:: ·" ~·· AND POLICY PRIORITIES 

June 12, 1996 

MSA PROPOSAL 15 A PHASE·IN, NOT A DEMONSTRATION 

The MSA compromise agreed upon by House and Senate Republica115 is not a 
carefully crafted test of the feasibility of MSAs. Rather it is a not-so-subtle phase-in of 
MSA usage. The proposal immediately allows all small businesses with fewer than SQ 
employees and all self-employed persons to use MSAs in conjunction with high- i 
deductible health insurance policies. This reportedly would encompass 25 million to 140 
million workers. An evaluation would be due on January 1, 1999. After January 1, ! 
2000, MSAs would be available to all employers and individuals unless Congress has'. 
acted to repeal or delay the expansion. 1 

This type of "demonstration" creates conditions that virtually guarantee j 

continuation and expansion of MSAs. With such a large number of workers eligible to 
participate, a sizable, entrenched constituency of healthy individuals who benefit i 
financially from MSAs and vend~rs who profit from MSAs will quickly develop and : 
push hard for their continuation. In addition, the provisions for an independent 
evaluation are a sham. Since all small businesses and self-employed workers will b~ 
eligible to participate, no valid comparison of the behavior of these segments of the ' 
insurance market with and without the potential to offer MSAs can be made. ' 
Furthermore, the timing of the evaluation is designed to produce a finding favorable ~o 
MSA policy; submission of the study to Congress is due long before adverse selectiotj 
in the insurance market or problems affecting healthy participants who subsequently: 
become ill could possibly be expected to develop. i 

........ 
The Republican proposal would create a fact-on-the-ground that Congress . . 

would have great difficulty reversing before January 1, 2000, no matter what evidence 
was developing of adverse effects. 1 

• Such widespread initial use of MSAs will create a constituency of 
currently healthy people who feel they are benefiting financially from 
MSAs. 

I 

• A nationwide "demonstration" will encourage vendors providing 
services to employers and MSA holders to develop into a significant, self­
interested lobby in favor of perpetuating MSAs. 

820 First Street, NE. Suite 510, Washington, DC 20002 
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...... . . 

• In addition, attempts to repeal MSA policy after three years would run. 
afoul of awkward transition issues. 

MSAs are known to benefit healthy people, who ultimately can keep funds not 
spent on medical carej approximately three-quarters of all Americans have little health 
care costs in any given year and could feel they benefit from retaining MSA funds. ; 
These "winners" would likely form a vocal constituency against repeal -just as do the 
beneficiaries of any tax break. This is likely to be the case despite the strong evidence 
that some current winners will become long-ten:n. losers as a result of subsequent hcillth 
problems. Nevertheless, proponents of MSAs will be able to claim that it would be : 
more practical to extend MSAs to everyone than to risk antagonizing small businessi 
employees and self-employed persons who already would be using MSAs. : 

Proponents of MSAs claim that a whole new industry will develop to track and 
verify eligible MSA expendirures through ''smart cards" and other technological j 

innovations, relieving employers of that burden. Moreover, various new banking and 
financial sector products to hold and inv~t MSA funds are certain to emerge. As such 

,· industries develop, a powerful lobby against repeal of MSAs will be born. This lob~y 
will have a self-interest in the continuation of MSAs regardles~ of their effect on the i 
health insurance market or their impact on families who face significant health care . 
costs. 

Furthermore, with MSA usage widespread rather than limited to a controlled 
demonstration, transition issues become more complex. There will be no possibili~ of 
obtaining prior agreement - as would be common in an experimental design - to; 
assure that people participating in MSAs will be made whole if the experimental I 
treatment is stopped. For example, there would be no way to guarantee that self- ! 
employed people who switched to a high-deductible plan with an MSA will be entitled 
to re-purchase a more comprehensive insurance policy, even if they develop health, 
problems in the interim. Nor could small employers be guaranteed their former 
conventional coverage at reasonable cost. 

... In addition, there are issues of what would happen to funds on deposit in MSA 
accounts if the policy was not continued. Alternatives such as allowing rollovers into 

I 

IRAs1 allowing withdrawals free of penalty I or requiring immediate dissolution and; 
payment of taxes would be viewed as equally unfair. The larger the number of people 
who would be affected by those decisions, the harder it would be to find an equitable 
and affordable solution. 

The issues of entrenched constituencies and transition problems may never be 
faced, however, because Congress will not have valid, independent information on: 
which it determine whether MSAs should be extended to all Americans. In the absence 
of such information, the extension ts likely to be automatic. 

2 
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The nationwide eligibility for MSAs proposed by the Republicans will not 
provide the type of information necessary to eval\late the policy. Since 411 
small businesses and self-employed workers will be eligible to 
participate, no valid comparison can be made of the behavior of these 
segments of the market with and without the option to offer MSAs. 

• The time frames specified in the Republican compromise are far too short 
to allow full evaluation of the impact of MSAs. They virtually guarantee 
a finding favorable to continuation and expansion of MSA policy. 

The health insurance market and the provision of health care is expected to 
change rapidly over the next few years in response to the expansion of managed care; it 
may change further in response to alterations in Medicaid and Medicare. Thus a 
comparison of the behavior of insurance markets and health care usage before and after 
the introduction of MSAs will be of little use. The best chance of obtaining accurate 1 

information on the effects of MSA policy would be to establish randomly assigned 
experimental and control populations with and without a.ccess to MSAs in a defined : 
geographic area. Clearly, a nationwide "demonstration" i:s the antithesis of such a : 
design and will not be able to disentangle the effects of :MSAs &om the effects of other 
changes taking place at the same time. · 

The timing of the evaluation also mitigates against valid results. The MSA 
provisions in the bill are effective beginning in calendar year 1997. By January 1, 1999 
an independent organization would be required to submit a study to Congress ! 

evaluating the impact of MSAs on the insurance market, health costs, use of preventive 
care, and other issues. That time frame means that MSAs will be in effect a scant two · 
years before the evaluation must be completed and submitted to Congress. This 
assures that few significant adverse effects will reported upon, because they will not 
have had time to develop. 

_ MSA usage is unlikely to be widespread until at least the second year after 
enactment, because it will take time for employers' current insurance contracts to expiJe 
and for new insurance and financial products to emerge and become publicized. Thua 
the very soone.5t any first roW\d adjustments to insurance markets might develop, in i 
response to one full year of experience offering high+deductible policies in conjWlction 
with MSAs, would be the end of the second year after implementation. Such first-year 
adjustments are likely to be minor compared to long-tenn changes, particularly if i 
insurance companies are mindful of the evaluation that is taking place. Yet the only i 
information that Congress will receive is the evaluation due as the second year of · : 
operation is completed. Thus the go/no-go decision Congress must mak~ b~for~ i 
January l, 2000 will not be informed by valid information on how MSAs are likely to ~ 
affect the insurance market over the long term. 

3 
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Revised April 26~ 1996 

MSA PROVISION IN HEAL TH CARE REFORM BILL CREATES TAX SHEL TEA 
AND CASTS DOUBT ON EXPANSION OF INSURANCE COVERAGE ' 

by Iris J. Lav 

The main purpose of the health care reform bill is to extend health insurancei 
coverage to some people who currently cannot obtain it. For a number of reasons, j 

inclusion of a Medical Savings Account (MSA) provision in the bill could make it more 
difficult and less affordable for employers to offer adequate health insurance to i 

employees most in need of it - potentially undermining the basic purpose of the 
legislation. 

• The MSA provisions approved by the House of Representatives would 
create new tax shelter opportunities. Under these provisions, use of an 
MSA to accumulate flmds for purposes other than medical costs woulid be 
highly advantageous to substantial numbers of higher-income taxpayl;?r5. 
As shown below, a taxpayer in the 36 percent bracket could increase tlhe 
value of his savings by 20 percent to 30 percent by placing funds in an 
MSA and then withdrawing them for purposes 'other than medical care, 
rather than by depositing the funds in a regular savings account. 

• Healthier employees would be most likely to choose MSAs over 
conventional insurance plans. These healthier employees would hope? to 
keep and use their unspent, ta'J{-advantaged MSA deposits for other 
purposes. 

• Because a number of healthier employees would no longer be in 
conventional insurance plans, the people served by the conventional plans 
would tend to be less healthy on average. This would raise the cost to 
employers of providing such plans and could lead some employers.to 
cease offering conventional insurance coverage. i 

~ 

• Low- and moderate-income employees would receive little or no tax 
advantage from using MSAs because they either do nor pay income t~xes 
or pay taxes at much lower rates. In addition, low- and moderate-inc!ome 
employees rarely have the resources to pay large unpla1U'\ed out-of-pocket 
health care co5ts; thus, they are less likely to be able to take the risk of 
using a high-deductible plan with an MSA. Furthermore, low- and 
moderate-income employees would be those harmed th~ mo~t if the $elf­
selection of healthy people into MSAs resulted in employers dropping 

777 Marth caplll>l ~ Ne. 5ullE 705, Wal!lhlngton, DC 20002 Td: 202-408-1080 l"ax: 202-4j08-1056 
Robert ONll!ftsten, E:ua.1tf"'! Oiftlldor-
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comprehensive insurance coverage or imposing higher costs for 
employees' shares of insurance premiums. 

• In short, proposals to use the tax code to gram substantial advantages to 
high-deductible insurance plans with MSAs as compared to conventiopal 
insurance are likely to result in fewer, rather than more, people remaining 
adequately insured. 

MSA Provisions 

Under the MSA proposal in the House health care reform bill, qualified 
1 

taxpayers (either directly or through their employers) are allowed to contribute yearly 
amounts to an MSA, up to a specified ceiling. To be qualified, taxpayers must have' 
insurance coverage through a high-deductible health plan. Taxpayer (or their 

1 

employers) may contribute the amount of the deductible to the MSA, up to a maximum 
of $2,000 for an individual and $4,000 for a family. ' 

Amounts that individuals contribute to MSAs may be deducted on their incmine 
tax when determining adjusted gross income, which means they may be deducted : 
whether or noc the individual itemizes other deductions. If MSA contributions are i 
made by employers on behalf of individuals (presumably even if salaries are reduced 
to allow the contribution5 to be made), the amoums contributed are not counted as ! 
wages or salary for purposes of computing income, FICA (Social Security and I 
Medicare), or unemployment taxes. The interest eamed on amounts accumulated in! 
MSA accounts also is exempt from taxation. 1 

Taxpayers may use the fW\ds in their MSAs to pay medical expenses. This 
includes expenses that count toward meeting the deductible of their health insurance 
plan as well as expenses for medical services such as eyeglasses or dental care that 111ay 
not be covered under their plan. Premiwns for long-term care insurance also may b~ 
paid from the accow'lt. Funds withdrawn from MSAs that are used to pay permitted 
types of medical expenses are never taxed. ! 

I 
r 

If funds are withdrawn from the MSA for other purposes, they are subject to i 
income taxes as ordinary income in the year they are withdrawn. If the taxpayer is ; 
below age 59 l/z, amowits withdrawn for other purposes also are subject to a 10 percent 
penalty. After the taxpayer attains age 59 Y.z, funds may be withdrawn from MSAs for 
any purpose without incurring a penalty. 

2 
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MSAs Create a Tax Shelter 

For higher-income taxpayers who anticipate remaining healthy, MSAs represent 
a new, tax~advantaged way to accumulate savings. Because contributions made by or 
through an employer are 
permanently exempt from Social 
Security and Medicare payroll taxes 
and .are exempt from income taxes 
until withdrawn, and because the 
interest earned on amounts 
remaining in the MSA is allowed to 
compound without yearly taxation, 
the 10 percent penalty on 
withdrawals for purposes other 
than medical expenses is not 
sufficient to prevent MSAs from 
becoming a tax shelter. 1 Even after 
the penalty is paid, the after-tax 
return to savings in an MSA would 
under many circumstances exceed 
the return to conventional savings.z 

Figure 1 shows the difference 
to a taxpayer in the 36 percent 
federal income tax bracket between 
saving $3,000 of gross earnings 
under current law and saving the 

Fi?.re 1 
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same amount in an MSA. Taxpayers in the 36 percent tax bracket generally have a ; 
gross income above $130,000 a year. In each case, the deposit is held at a three percent 
rate of interest. Under current law, the taxpayer would have $1,742 in after-tax funds 
to deposit in a conventional savings account. (The $3,000 gros~ earnings would be \ 
reduced by a 36 percent income tax, an effective state income tax of 4.5 percent after ' 
accounting for deductibility against federal taxes, and a 1.45 percent Medicare tax. 

1 For lndividu;i) Retirem~nt Account deposits. only income tax is deferred. FICA taxes mU5t be paid on 
earnings deposited in IRAs. 

2 Some wealthier ti'IXpi'lyers could benefit from the higher return to savings in an MSA even if they ' 
incur health care C:O$t:;. Under the House bill, tftxpayers who ~n i'tfford to do !iO would be free to leave . 
funds on deposit in their MSAs - reaping the special tax advant:iiges - and P'IY their meclieal expense~ 
from other funds. Unlike some previously proposed versions of MSA legislation, the House-passed I 
provision does not require withdrawals from an MSA when medical expenses are incurred. · 

3 
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Taking away 41.95% of $3,000 leaves $1,742.)3 If those funds remain on deposit for 10 
years with interest taxed yearly, they would grow to $2,079. By contrast, under the · 
MSA provision, the taxpayer would deposit the entire $3,000 and interest would 
compound free of tax. After IO years, the account would hold $4,032. The taxpayer 
could withdraw the funds for purposes other than medical care, pay income tax and1 
the IO percent penalty on the withdrawn amounts, and have $2,236 remaining. 

In other words, after 10 years the value to the taxpayer of the fWlds saved in tht:? 
MSA would exceed the value of conventionally-saved funds by 7.6%, even though a! 
penalty was assessed for use of the funds for purposes other than medical care. If j 

during those 10 years the taxpayer attained age 591h, no penalty would be assessed and 
the value to the taxpayer of the MSA savings would exceed the value of the j 

conventional savings by more than 15 percent. 

As shown in Figure 1, the differential value of the MSA savings grows with the 
length of the holding period. After 20 years, an MSA withdrawal with penalty exceE'!ds 
the value of conventional savings by 21 percent, while an MSA withdrawal after age; 
591h would exceed the value of conventional savings by 30 percent.4 i 

It may be noted that the cost to the Treasury in foregone tax revenues also woµld 
increase over time, as growing amounts of savings are likely to be placed in MSAs and 
sheltered from taxation. According to the Joint Committee on Taxation, the cost of the 
MSA approved by the House grows steadily from $134 million in 1997 to $399 million 
in 2002. In years subsequent to 2002, the cost would continue to rise. 

3 The 36 percent bracket applle5 to Individuals with taxable Incomes over $118,000 and mamed ftleTS 
with tax.able incomes over $144,000. Taxable income is gross income minus all permissible exclusions and 
deductions from income. Thus. a taxable income of $140.000 generally would conespond to a much higher 
gross income, perhaps in the $170,000 to $200,000 range. A taxpayer in this. income tax bracket has inconie 
that far exceeds the maximum earnings on which Social Security payroll taxes must be paid. As a result) 
the tax.payer would receive an e)(emption - through using an MSA - only from the Medicare tax, which 
is paid on all earnings. The taxpayer is ;\SSumed to live in a state with an income tax that confonns to · 
federal treatment of MSAs. Thirty~seven of the 42 states that levy a personal income tax 2enerally defin~ 

,· gross income in the same way as it is defined for federal tax purposes. These states would be highly likely 
to conform to a change in federa I tax laws relating to MSAs. The assumed marginal state tax rate is seve,n 
percent, which is the rate at thi$ income level in the median sll.ite. ' i 

4 Similar differentials would apply to m11ny ti\xpi'lycrs in the 28 percent federal income tax bracket. · 
many of whom would receive an exemption from Socia I Security as well as Medicare payroll t<1xes. I 

I 
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Moderate-Income Families Choosing MSAs Risk 
Unaffordable Medical Expenses 

N0.781 P010/012 

Some moderate-income families that use MSAs with a high-deductible 
insurance plan may not have sufficient resources to cover their exposure to henlth \ 
care costs. Consider, for example, the Jones family, which carries an insurance plan 
with a $3,000 deductible through the husband's employer. Like many moderate­
income families, mortgage and living expenses conswne all of the Jones' income and 
they are mildly over-extended on credit-card consumer debt. The Jones' keep $5,000 
for emergencies in a money-market fund but have no other liquid assets. : 

Assume the Jones' had $1,000 in MSA savings on January 1. Mr. Jones' ~ 
employer makes deposits to his MSA of $110 a month during the year (reflecting uie 
difference between the employer's premiwn for the high-deductible plan and the · 
premium for conventional insurance)." By early November, the family had receivep. 
an additional $1,100 into the account from the monthly deposits, and had paid $1,500 
from the account for various medical bills that counted toward the insurance plan's 
deductible, leaving $600 remaining in the MSA. 

In mid-November, the Jones' teen-age son broke two teeth in a sports game.! 
The $1,000 co:st of necessAry dental work did not cowtt toward the deductible I 
amount of their insurance, but it was a permitted use of MSA funds. The Jones' · 
decided to use the remaining $600 in the MSA to pay a portion of the dental bill, I 
adding $400 from their money market account. Then in late-November, Mr. Jones ! 

became ill and required emergency surgery. The family withdrew an additional i 
$1,500 from their money market fund to cover their remaining $1,500 deductible for 
that year. The family was left with $3,100 remaining in the money market fund. 

In early January, as Mr. Jones prepared to resume work, complications 
developed and further surgery was required. Only $220 was available in the MSA ·; 
{from the November and December deposits) to pay the $31000 deductible for the : 
new calendar year. In addition, Mr. Jones faced several additional weeks before hei 
could return to work and did not have sufficient sick leave to receive his salary for 
the period of anticipated absence. Paying the $2,780 deductible·not covered by the ; 
MSA reduced the family's money-market savings to $320. As a result, the family did 
not have sufficient funds to meet living expenses during the unpaid leave. ' 

• The American Academy of Actuaries estimates the employer co.st of the annual premium for a famt)y 
plan with a $3,000 deductible would be between $3.900 and $4,050, while the employer cost for a $200~ 
deductible plan would be $5,250. This examples uses a difference of $1,320, reflecting the higher end M 
the estimate. 

5 
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Heavy Use of MSAs by Healthy Taxpayers Could Undermine Insurance 

The example described above illustrates why using MSAs in conjunction with: a 
high-deductible insurance plan could be highly popular with taxpayers who anticipare 
that they will remain in good health. This is particularly true for higher-income 
taxpayers who can afford the risk of paying some out-of-pocket health expenses if a : 
family member becomes ill and the resulting insurance deductibles and co-payments 
exceed the amounts in the taxpayers' MSAs. (See box above for an example of the risk 
to moderate-income families). For these healthier, higher-income people, a high­
deductible plan with an employer deposit to an MSA is the best of both worlds - it i 

provides both a reservoir of funds for potential medical costs and tax-sheltered savings. 

But if healthier people choo~e high-deductible insurance with MSAs in the hope 
of keeping their unspent deposits, the pool of people covered by comprehensive heaJth 
insurance will tend to be sicker on average than it would be without MSAs. And if the 
pool of people who are conventionally insured incurs higher average health care costs 
because some of the healthier people are no longer in the pool, the premiums for 
conventional insurance will rise. 

Consider an example in which there are five people with health insurance ; 
provided by one company.'.\ Together, the five people have $15,000 a year in medical 
expenses. The insurance company charges the group of five a premium of $14,000 a 
year for insurance, out of which it reimburses the group for approximately $11,000 in 
medical expenses. Note that in this example the result is the same whether the medical 
expenses of the five people are distributed as in column A or column B below. So lomg 
as the five people remain in a group, the employer would pay an average of $2,800 on 
behalf of each employee. 

Hypothetical Distributions of Medical Expenses 

Example A Example B 

Person 1 $3,000 $600 

Person 2 3,000 600 

Person 3 3,000 1,000 

Person 4 3,000 6,400 

Person 5 3.000 g.400 

Total Medical Expenses $15,000 $15,000 

s The following cx;implc is nnt based on actuintal cinalysis. The numbf!rs used are for illustration mtly. 

6 
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Now assume that the medical expenses are distributed as in column Band that 
Persons 1 through 3 chose a high-deductible plan with an MSA. The employer pays a 
lower average premium for each of them and also deposits $2,000 in an MSA for eadh 
of them. Of the $6,000 deposited in the MSAs, only $2,200 (the swn of the expenses for 
Persons 1 through 3) would be used for medical expenses. The remaining $3,800 1 

would become savings for Persons 1through3. (Some of that amount might or might 
not be used to pay medical costs in a subsequent year.) 

Persons 4 and 5 did not choose a high-deductible plan because a high­
deductible plan would result in higher out-of-pocket costs for them. But when the I 

employer tries to purchase conventional insurance for a group consisting of ju.st these 
two individuals who have average medical costs of $6,400 a year, the premiums exc¢ed 
$6,000 per person. The employer cannot continue to offer comprehensive insurance at 
that price. ~ 

This simple example illustrates how MSAs disrupt the principle of insurance. 1 

MSAs make it advantageous for healthy people to leave the insurance pool, which in 
turn removes from the pool funds currently available to help subsidize people whose 
medical costs exceed the premiums they pay. If MSA users remain healthier than 
average, they can use the excess funds in their MSAs for their retirement, or for 
education, vacations, or car purchases; these excess funds will not stay in the health care 
system. The result is that the price of a basic comprehensive health insurance plan will 
be higher than it would be if a normal cross-section of people of varying health statuses 
participated in a comprehensive insurance plan. 

The American Academy of Actuaries has noted, "The greatest savings (from : 
MSAs] will be for the employees who have little or no health care expenditures. Th~ 
greatest losses will be for the employees with substantial health care expenditures. : 
Those with high expenditures are primarily older employees and pregnant women::(. 
One could add that the greatest burden is likely to be borne by low- and moderate- · 
income families who would get little or no ta.x benefits from MSAs, cannot afford the 
risk of large uncovered medical expenses, and would foce higher costs for ! 

comprehensive insurance if MSAs spread broadly. 

6 American Acad~my of Actuaries, Medical Stmings Accounts: Cost lmpliCD;tions and Design Issues, May 
1995, p. 23. . 

7 
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deducdbJe u tbc d1duetlbl• incrtaMt). a value ot .5 would be reuonable in the n.aac ot dodu.Gtiblu under 
dilCUlllion. 

- -··- ._.._.. ..-
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MEDICAL SA VIN"GS ACCOUNTS FOUND INEFFECTIVE IN RESTRAINING HEALTH SPENDING 

SANT A MONICA, Calif., June 5 - Tax-exempt Medical Savings Accounts would have little or 

no impact on overall health care spending, according to a new RAND study. But MSAs could prove 

attractive to some sick and lower income people as well as to the healthy and well-to-do. 

The report, appearing in today's issue of the Journal of the American Medical Association, is by 

~002 

researchers Emmett B. Keeler, Jesse D. Malkin, Dana P. Goldman and Joan L. Buchanan. It implie~ that 

the arguments for and against MSAs have been overstated and oversimplified. 

The disagreements over MSAs now threaten a bipartisan agreement on other, modest health 

insurance reforms. In March, the House of Representatives passed a bill containing a provision for tax-

exempt MSAs. In April, the Senate approved the comparable Kassebaum-Kennedy bill, but only after 

defeating an MSA amendment. The bills are now awaiting action by a conference committee. The 

White House has threatened to veto any bill that includes MSAs. 

The MSA concept is that individuals covered only by high-deductible, catastrophic health 

insurance ($1500 for individuals and $3000 for families in the House bill) will maintain special accounts 

-MORE-
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Page 2 RAND Study 

for use in paying routine medical expenses. Contributions to the account could be provided either by 

the individual or by an employer. The House bill provides tax exemption for these contributions. 

141003 

Supporters contend that MSAs will curb the growth of national health care expenditures because 

consumers will be more cost conscious when spending their own money than they are when an 

insurance plan picks up the tab. But the proposed legislation would create a weak incentive to 

economize at best, the authors concluded, because the required deductible is not very high and the tax 

deduction for MSAs effectively subsidizes health care sr.ending. 

The researchers studied the proposed legislation in two steps. First, they used an updated 

model of spending on health care based on the earlier RAND Health Insurance Experiment, a 

randomized and controlled trial of a nationally representative set of families, to simulate the change in 

spending patterns that would occur if all non-elderly Americans switch to MSAs. The result was a 

spending decline ranging from zero for an account funded by the individual to six percent for 

employer-funded accounts. 

Next, and more realistically, they analyzed the change in health spending that would occur if 

only those people who expect to benefit by doing so switch to,MSAs (based on a computer model of 

how people select health insurance plans). Here the change in U.S. health care spending ranged from 

an increase of one percent to a decline of two percent, depending on assumptions about the reaction of 

people and employers to the legislation. 

"The reason why the House bill's MSA does so little to Ctiscourage health care utilization is that 

account holders' out-of-pocket costs are relatively low after factoring in the tax exemption," explains 

lead researcher Keeler. "In fact, for the sickest and healthiest people, it actually provides less spending 

discipline than current fee-for-service plans." 

-MORE-



06104196 12:03 e202 219 s333 USDOL!PWBA/OREA 141004 

Page 3 RAND Study 

While the proposed MSAs seem unlikely to produce significant spending reductions, the current 

system of exempting employer-paid premiums from income and social secl.irity taxes also favors 

employees in higher tax brackets and encourages more health care spending. MSAs give the same tax 

break to consumers who pay for services direc~ly. Individual MSAs also extend the tax break to people 

who aren't covered by their employers. 

The researchers found that MSAs of the House-endorsed variety would not necessarily skew the 
. . 

insurance market by attracting only the rich and the healthy. The analysis indicates that the median 

user would be only slightly wealthier than people in conventional insurance plans and HMOs because 

poor healthy people would be attracted to the low premiwns.· MSAs also would be attractive to 

seriously ill people in high tax brackets whose tax savings outweigh their increased out-c;>f-pocket costs. 

The study showed that if the deductible is pegged at a higher level, for example $2500 per 

individual, MSAs would be chosen mainly by the healthy. 

The analysis was conducted by RAND's Center for the Study of Employee Health Benefits. It 

focused on MSAs designed for the non-elderly and did not assess proposals to link MSAs with 

Medicare reform. 

RAND is a private, not-for-profit organization that helps improve public policy through research 

and analysis. 

## 
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Can Medical Savings _Accounts for the 
Nonelderly _Reduce Health Care Costs? 

l 
Emmett 8. Keeler, PhD; Jesse 0. Malkin; Dana P. Goldman, PhD; Joan L. Buchanan, PhD 

Objectlve.-To understand how medical savings account (MSA) legislation for 
the nonelderfy would affect health care costs. 

Deslgn.-Economtc policy evaluation based on the RAND Health Expenditures 
Slmulatlon Model. 

Settlng.-National probability sample of nonelde11y nonlnstltutionallzed house· 
holds. 

Partlclpants.-Persons In 23157 sampled households from the 1993 Current 
Population Survey. 

lnterventlons.-Mecfical savings account leglslation would allow all Americans 
who are covered only by a catastrophic health care plan to set up a tax-exempt ac­
count that they can use to pay medical bills not covered by their health Insurance: 
The Interventions we evaluate dlff er In the deductibles of the catastrophic pian and 
In whether the emplqyee or employer funds the MSA. ' 

Main Outcome Measures.-Changes In national health expenditures and net 
societal benefits of health care. 

Results.:--lf all Insured nonelderfy Americans switched to MSAs, their health 
care-expenditures would decline by between 0% and 13%, depending on h~: \iie 
MSAs are designed. However, not all nonelderly Americans would choose MSAs; 
taking into account selection patterns, health spending would change by + 1 % to 
-2%. 

Conc"tuslons.-Medical savings account legislation would have little Impact on 
health care costs of Americans with employer-provided Insurance. However, 
depending on \he size ot the catastrophic limlt, waste from the excessive use of 
generously Insured care could be reduced, and MSAs would be attractive to both 
sick and healthy people. · 

AS POLICYMAKERS struggle to con· 
tain health care costs, att.enUon has shifted 
to a novel fonn of' insurance known as 
medical savings acCQUJ\ts CMSAs). The 
US Congress has debated 2 initiative:s. 
One would make MSA.s part of Medicare 
reronn. The other is the focus of this ar­
ticle: it would let younger people est.ab-

{JAMA 199G;tT5:~666-1671J 

lish tax-subsidized MSAB to payl out.-of­
pocket expenses if they are covered only 
by catastrophic iMUrance. 

Under current tax law, employer-pro­
vided health insurance is excluded from 
personal income and thus is exempt. from 
taxation. This system gives workers an 
incentive t.o buy insurance through their 
employer and to prepay heal th care cost.a 
through premiums, as opposed to out-

Ftom 1hll Ht11UI\ sci.nces P!o;Jrem (O!s Keeler, of-pocketpayment.s.1"Theydosobybuy-
Goldmen, •nd Sucheri11n) end th• RAND Greduel• fog generous fee-for-service (FFS) poli-
~ (~lkln),utRANhor:OE. S•n1

1
•
1 

KMonl lc•~0·n~.NO cies or by purchasing ca.re from health 
...... 91,,.,.~·nc • · mme ••er.~ .. ·""' · • te · t" (HMO ) th t HOO Main st. san1e.t.4cll'lfce. CA 90ol07-2138 (e-man: mam nance orgaruza iorui s a 

Emmett.J<.~e1er0rarid.org). ______ . .• _ _js...prepaid. except. Ior. minor visit fees. 

1666 JAMA, June 5. 1996-Vol 275, No. 21 

-
The premise underlying MSA legis-

lation is that current finandng arrange­
ments insulate Americans from Ute true 
cost of medical bills. ·For example, many 
FFS plans require patients to pay only 
20% of the actual price of care. At this 
discounted price, patient.a buy l!IOme 
health c:are services they would not buy 
wi~out insurance. Society, u a whole, 
wastes resources on this excessive care 
to the extent that the costs of producing 
It exceed what pat.ients would be willing 
to pay. With fully prepaid care, the en­
tity bearing the risk (eg, the pro·1ider or 
insurance company) does have an incen­
tive to manage care to reduce costs, but 
this requires a management structure 
that interferes with traditionally private 
patient-physician relations and adds to 
administrative coat.a. 

With an MSA, by contrast, patient.a 
pay for medical services with money they 
otherwise could keep. Advocates argue 
this would restore incentives to econo­
mize on care, so care would not have to 
be heavily managed.'" Critics counter 
that MSA.ll would do little to reduce ser­
vice use and would benefit healthy and 
wealthy people at the expense of the 
seriously ill and poor.I.I ThJs article es­
timates the impact of MSA legislation 
on health care costs. Because t!1ese es­
timates depend on the tax treatment of 
contributions to t.he MSA, we begin by 
describing the prQposed legislation. 

STRUCTURE OF M_SA LEGISLATION 
Medical savinga account legislation is 

designed to prQmote healtll care plans 
with tougher c:ost-eharing requirement.a. 
This is done by offering a deal: to qualify 
for a t.ax-subsidi?;ed MSA, consumers 
must be covered only by "catastrophic 
coverage,'~ ie, a health insurance policy 

1.1 .. ,11- ... 1 ~-"'--- -----·-
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that pays nothing until a high deduct.. 
ible is met.. 

Major provisions o! MSA legislation 
approved by the House of Represent&· 
Uvea (HR 8103) include the following': 
(1) the daducUble on the cataatrophic 
plan muat be at leaat $1600 for an indi­
vidual, or $3000 If the plan covera family 
membera; (2) funda withdrawn from 
MSAa to pay for medical expensea would 
be excludable from groae income. "Medi· 
cal expen1ean include notjuat those aer­
vicea covered by the calutrophic insur­
ance plan, but any aervice recognized by 
the Internal Revenue Service &11 a medi· 
cal expenae, Including paychoanalyala 
and orthodontia, as well as medical ex· 
penses tor other family members (under 
currentlaw, medical expenses in excess 
of 7.6% of adjusted gross income are 
deductible; the Internal Revenue Ser­
vice could use its curTent enforcement 
procedures to verify that funda with­
drawn from MS.A.s were u1ed for legtt.f­
mate medical aerrices, but more people 
would need to be checked); (3) the 
amount put ln an MSA each year that. 
can be deducted or excluded from in­
come is limited; and (4) MSA funds used 
for nonmedical expenses would be taxed 
u ordinary income plus a· 10% penalty 
on the amount. withdrawn. The penalty 
U! waived for Individuals who are at. least 
69i.i yeara old. 

The tax implications of the MBA-cata­
strophic insurance package depend on 
who Cunda it.. Employer contributions to 
the MSA are treated just like premium 
contribut.lona under the currentayatem: 
the money la not counted as fncom~ and 
ia therefore exempt.from federal income 
and Social Security payroJl tax. If the 
employer doea not fund it, the employee 
can elect to do so. }J with an individual 
retirement account, an employee's con· 
tribution to an MSA is exempt from in­
come taxes but not Social Security pay­
roll taxes. 

INCENTIVE EFFECTS OF MSAs 
ON USE OF CARE 

The method of funding (employer or 
employee) has import.ant. efl'ecta on the 
Incentive to uae care. If the MSA ia 
funded by the employer with a mOdest 
annual amount 110 that employees f!X· 
peel to use the balance orily for current 
or Mure medical bills, the incentivea of 
the employee are alm.£1y those of the 
ca£istrophlc plan: 100 coinsurance up 
to !he deductible, at which poin( the 
insurer coven all coata. 

Irthe MSA ia funded by the employee, 
then the after-tax coinsurance rate can 
be approximated by 100% minus th,_ 
marginal income .tax rate. For example;·' 
suppose an ~dividual wants to.,.ke,ep 
$1600 .in his MSA at the atart or eaclt 

JAMA. J\n9 5, 1996-Vol 275, f'.I<>, 21 
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year and is in a 83\t% marginal income 
tax bracket. If he spends $300 on an 
episode of medical care and usea the 
MSA to pay for it, then he must. pay 
back that $300 t.o the MSA at the st.art 
of the next year. At that point., he saves 
$100 on his taxes, 10 the aft.er~tax coat 
or a treatment is $2001or only two thirds 
or the amount. spent on care. I ti;, this way, 
employee-funded MSAa provtde a tax 
aubaidy of out..of-pocket apending.1 ln­
cent.ives are al.milar for employer-funded 
MBA11 where the annual contribuUon is 
10 large that. in moat. years e'mployeea 
withdraw some money for other uses 
after paying income tax and the pen­
alty, because, as with employee·fUnded 

. MSAa, money apent.on medical care goes 
Carther than money spent on something 
else. In thia article, we let employee. 
funded MSA1 represent the employer 
MSAs with large contribution· and only 
consider employer MS.As with modest 
contribution1. t : 

Insurance has 4 feat.urea 'that. .Wect 
use: the deductible, the coinatirance rate, 
the cap on annual out-or-pocket. spending 
(beyond which the insurer pays for ev­
erything), and tax considerations. Advo­
cat.e:s or MS.As uawne the required hiJh 
deductible would impose more cost dis· 
dpline on consumers than tyPical 'FFS 
plans. In a catastrophic plan, the deduct.­
ible la the cap. While current. FFS plana. 
typically have low deductibles, they also 
have high caps and do not get any tax 
advantages for out.of-pocket spending. 

The relationship between after-tax 
out-of-pocket spending and total medl· 
cal spending for different. plan types la 

'' 

ahown in the Figure. We continue lo 
assume the individual faces •·marginal 
income tax rate of33~%. The employee­
funded MSA depicted in the Figure has 
apretaxdeductibieof$1600,butanafter­
t.ax coinsurance rate of66%% (100% mi­
nus the marginal tax rate) and an after. 
tax cap of $1000 ($1600 x ~%). In 
addition to the employee-funded MSA, 
we ahow 8 plans: an MSA motlesUy 
funded by the employer with an efrec· 
Uve coinsurance rate of 100% up to a cap 
of $1600; a typical 1996 FFS policy with 
a $260 deductible, a 20% coinaurancP. 
rate above the deductible, and a cap of 
$1600; &.nd no insurance. Because HMOs 
control utilization by means other than 
coat sharing, they are not included in 
the Figure; however, we do include an 
HMO plan in the simulations that 
follow. 

The Figure ahowa that employer· 
funded MSAs require at least u high an 
out.-of-pocket payment for every level 
of medical expenditure as FFS plans. 
Taxpayers with moderate expenaea (in 
the shaded region defined by ~e points 
A and B where the FFS plan has th~ 
lowest. out..of-pocket. cost) have higher 
after-tax out..of-pocket expenses under 
employee·funded'MS.As than under FFS 
plans, but taxpayer& with low or high 
medical expenaea do not.. For people who 
are very healthy or very sick, a typical 
FFS plan ia more atringent. than the 
employee.funded MSA. 

Since employee-funded MSA.8 would 
cause aome people t.o face a hJgher price 
lor health care services and others to 
face a lower price, there is no way to 

Medical Savings Ao::ounts-Keeler et al .1667 
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know a priori whether people ewitching 
from FFS plans to employee-funded 
MSAs would increase or reduce health 
care· spending. 

PRIOR EXPERIENCE 
Wmf MSA·LIKE PLANS 
· Some firms already offer plans resem· 

bling MSAs without the tax benefits, 
and have reported success tn curtailing 
health care expenses. Forbu magazine's 
medical claims had been rielng between 
10% and 30%·annuat1y throughout the 
late 1980s, for example, butdropped23~ 
the·fuat year aft.er it started giving em· 
ployees a bonus for not filing claims.' 
(Such bonuaes have the same effect aa 
an Increase in the deductible.) Since 
Golden Rule Insurance Company began 
offering an MSA plan in 1993, its insur­
ance premiums have not increased. 
These companies' experiences have been 
touted in the press aa evidence that 
MSA.s will reduce health care coata. R.11 

However, it is important to understand 
, the limitations of these result.a: 

• Savings in employers' health care 
expenses on premiums have been ofl'ae~ 
in part by the higher wages or bonuses 
needed to compensate workers for fn. 
creased out-of-pocket payments. At 
FOt'bu, for example, employees received 
about $126 000 in bonuses in 1992 by not 
filing claims. 

• The company experiments had no 
control groups. As a result, any other 
variable that changed over time is con· 
founded with the availability of MSAa. 
Over the last several years, many firms 
that did not create MSA.s have also auc­
cee.ded in curtailing premium increases. 
In 1994, for example, Golden Rule'e in­
surance premiums were unchanged from 
1993, but nationwide, finns with 10 or 
mor~ workers reduced premiums by 
1.1%,11 . 

• Becauae MSA legislation offen tax 
breaks, it would lead more firms to of­
fer-and more employees to aelecl;­
MSAa than under the present aystem. 
Firms and employees ·now using MSAa 
are a eelect group; it is unclear to what 
extent their experiences would carry 
over to the r!st. or the population. 

METHODS 
We use a behavioral simulation model 

based on results from the RAND Health 
Insurance Experiment (HIE) to eati· 
mate the change in expenditures that 
we can expect if all nonelderl;y Ameri­
cans switch to MSAs. Additionally, we 
use a plan selecUon model to estimate 
the change in health spending if only 
those people who expect to benefit by 
doing so switch to MSA.s. " 

The HIE e~udied the effecta of alter­
nativ'? insurance plans on utilization and 

166! JAMA. Jln! 5, 1996--Vol 275, No. 21 

health. From 1976 to 1982, 3 to'6 years 
of expenditure and utilization data were 
collected from 7708 individuals who were 
randomly assigned to lof aaet ofaimple 
health insurance plans in 6 sites across. 
the country. At 1 site, families were ran­
domized into an HMO or Ute eimplified 
FFS plana.11 Aa a randomized controlled 
trial ofA nationally represent.aUve aet or 
famllle!, the RAND HIE enables us to 
overcome the limitationa of the Forbu 
and Golden Rule experiments. 
. One possible criticism of the HIE data 

is its age. The management, delivery, 
and mix of health care aervicea have 
changed dramatically aince the late 1970& 
and early 19808. Nonetheless, we be­
lieve human nature regarding trade-offs · 
betweeri money and health has not 
changed much. A recent health insur­
ance experiment in China, for example, 
found responses to varying co~_surance 
for medical care similar to those seen in 
the RAND HIE.14 

We have updated the model to reOect 
changes in health 1pending from the time 
of the HIE to 1996. Specifically, we re­
duced the number of hospital episodes 
and multiplied the costs of each episode 
of treatment by fact.on baaed on increases 
in spending from Health Care Financing 
Administntionand National Medical Ex­
penditure Survey dabl, adjusted for 
changea in age and inaunnce at,atus. · 

E3ehavloral Slmulatlon Model" 
of Spending i 

The behavioral simulation model used 
in this study is based on economic theory 
and a statistical analysis of HIE claims 
grouped into episodea of treatment. Cost 
1haring had larger effect.a on the num­
ber of illneas episodes that patients de­
cided to have treated than it did on the 
coat of each episode." The model de­
rives an expected rate of episodes of 
trealment if spending were fully cov· 
ered for each family baaed on their per-

. sonal characteriatica. Random drawa 
generate the act.ual number of episodes 
for any given ;year conditional on the 
expected rate, and the cost of those epi· 
1odes. Families proceed lhr'1ugh the 
year, and their remaining cost-sharing 
requirements are computed after each 
episode based on spending up to that 
time. These requirement& (coinsurance 
and amount of deductible or out-or­
p0cket dollars before the limit) act to 
prevent \realmentohome episodes that 
would have been treated with free care, 
and slightly reduce the cost or treated 
episodes. The model or response to cost 
sharing has been tested extensively in 
its original version''" and on more re­
cent data." 

All model estimates are based on the 
1993 Current Population Su,ryey. The ., 

".! .. 
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marginal tax rate is assumed to be 16% 
for single-person households with income 
less than$24 760, for single-parent fami­
lies with income below $34 880, and for 
2-parent famme,with income le8s than 
$42 940, and 88~9' for those with higher 
incomes. For employer contributions to 
MSAa or health premiums tha~ are ex­
empt from Social Security and Cederal 
and at.ate income taxea, the marginal 
tax rate la assumed to be 82~ for fami­
lies in the lower tax bracke~ and 469& for 
the others. · 

Model of Health Plan Selection 
To ~dentand the changea we might 

see in response to MSA legislation, we 
modeled a health insurance market In 
which 3 t.ypea of plans are offered. All 
plans cover the same broad set of ser­
vices; they differ only in terms of the 
cost-sharing provisions and the degree 
to which care is managed: 

• The first plan is a typical 1996 F1"S 
policy, with a $260 deductible, a 20% 
coinsurance rate above the deductible, 
and a cap oCS1600.11 It includes the typi· 
cal coskontrol meaaarea o!today'a FFS 
plans. · 

• The second plan ia the MSA-cata-
1trophic insurance option. We consider 
2 different deductibles; !or each, we 
evaluate both the employer-funded and 
employee-funded MSA plan. The 1Pw de­
ductible has a $1600 individual deduct­
ible and $3000 family deductible, as in 
HR3103. The high deductible has a $2600 
Individual deductil~le and $6000 family 
deductible aa in legislation (S 1249) pro­
posed by Sen Bill Frist (R, Tenn). The 
companies offering these plans would 
presumably manage h03pitalir.ations, but 
not leas expensive care purchased ou~- · 
of-pockeL 

• The third plan is a typical staff. 
model HMO. Based on result& from the 
HIE, we a.aaume that if their members 
were equally healthy, such HMOa have 
coat.a similar to the bueline FFS plan 
described above. Our selection model 
focuses on expected use of services and 
coats, but individuals also consider such 
(actors as control over choice of physi· 
dan and over amount of care when choos­
ing a health care plan. 11 Insofar as FFS 
and MSA-cawtrophic insurL11ce plans 
rank better than HMOs on these non. 
financial criteria, patients may choose 
auch plans over•HMOa despite higher 
expected total costa. As a result, we 
aaaume in our select.ion simulations that 
$1 of HMO care is worth $0.~ of FFS 
care to its recipients. 

Premiums for individual workers and 
workers with families for each plan are 
calculated separately. They are commu­
nity-rated, that is, calculated from the 
average amount the insurance company 

Medlcal saqs Acx:o.Jnts-Keeler et al 
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Table 1.-RHulll of Each Plan When All Non11dtrly Nor*\SlltullonlRzed Amfrical'll Choole ft (F....., Aft19g11)• 

Chl"9'1 In Ch•nv•ln After· TH 
ChlnD'l In Velul lo V1lw to Out1I· %0,,... 

Plln 
Aft1'9111 

ll"ftdlni·• 
Chang. In 

&pendln!!• "f TH Coit, lfi Con1111'1111, st Soclety,,$f Premium, II w .. , .... Pocket, I Al11I," IMC.I! 
FFS 54t• 4004 
HMOI 14t4 492 II -4811 82211 
MSA 
~ •• S3000 807 0 t30 ,,, -18 4U12 

Employwr, $3000 5085 
_, 0 13 13 3790 

Employwe,$5000 IOllt -1 -t3t -17 t22 3030 

En-ciloywr, 15000 4721 -13 0 -IO -eo 28t8 

'FFS lndlc:at11 '" ""HMcil; HMO, heellh malnl-nce 11111anraUon; end MSA. medlcal 11..in;. IClCllM'll. 
tRet111vti lo FFS. . 
*Th• Hllmaltd lu coll of FFS It lt8Z5 per lamlly. 
tt.1SX(txptded hluranc:e paymen!1), l1, a11i.na1admlnlllralM1Jq!91\H" 15%. 
IOllfl'*'OI belWMn CIOlll of ""' and ""81 people woiid pq Olll-of-pockll far II. 
1WMI PIOPI• WIMAd pay lo a\l'Clld lhl ~alnty of OIA~l-pockll p1yrn«j1. 
IAalta'nll1 11 of HMO cart II warlh $0.IO ol FFS care. 

would pay to each insurance unit if ev­
eryone were on that plan, plus an ad­
ditional 169& for coats of administration.' 
We assume the employer ·gives an 
amount of money to each employee with 
individual coverage and a different 
amount. of money to each employee with 
a family that is independent of an in­
surance choice. The amount is divided 
between health insurance premiums, 
wages, and MSA contributions. If em­
ployer-&nded MSA1 have catastrophic 
plans whoae·premiums are lower than 
the FFS premium, the employer put.a 
the difrerence Into the MSA. With em­
ployee-funded MSA1, the difference is 
given in wages. Because the premium is 
higher for the HMO, wages of thoae 
chooslngit are reduced by the amount 
of difference from the FFS plan. 

In chooaing health insurance, employ­
eea -are concerned "'1th more than just 
their premiwn and out-of-pocket expen­
ditures. fa addition to expected out-of­
pocket apending, the model computes 
the value to the family of the health care 
received, waate, and risk. The value of 
care is the most that a family would pay 
out-of-pocket for it; insured people may 
buy care whose value to them is leas 
thari the total apendlnJ (insurance pay­
ment.a plus out-o{-pocket spending). Ir 
they do, the w111te ia the difference be· 
tween total spending and what ·they 
would have paid outrof-pocket. (value). 
Risk ie the amount a family would pay 
to avoid the uncertainty or oui-of-pocket. 
paymenta. People are aasumed to choose 
the plan with· the higheat expected net 
a.ner-tax value, which equals the value 
of health care they expect to buy minus 
ou~of-pocket expenditures and risk plus 
any change in wages. In addition, we 
collect measures of tax cost and net so­
cietal benefit for each plan. Tax costs to 
the government include the foregone 
taxes on employer-paid premiums and 
on contributions to the MSA. Net soci­
etal benefitls ~e value of the plan to the 
consumer miilus the tax cost. (Model 
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details are available on request from lhe 
authon.) 

RESULTS 

Table 1 ahows per family expe~dit.urea 
and other results when the entire sample 
is assigned to each of the different plans. 
We find that the change in 1pending is 
sensitive to the design of the MSA. If 
everyone switched from FFS and HMO 
plane to the low-deducUble, employee­
funded MSA, health care expenditures 
would not change appreciably. By eon­
traat, if everyone 11witched to MSA.a with 
high deductiblea and/or those funded by 
employers, health care expenditures 
would decline by between 6~ and 139&. 
Relative result.a for single workers (not 
shown) are almost identical. , 

The employee-funded M$A with a low 
deductible generates 1pending aimllar 
to the FFS plan. This reflecta the com­
peting effects of the high deductible and 
the low cap. After families exceed the 
cap, they face no cost sharing for the 
rest of the year, and ao consume more 
services (aome of which are wasteful). 
Even though 37~ of familiea exceed the 
cap for this MSA vs only 109& with the 
FFS plan, the eff ecta are balanced by 
the disincenUvea to uae care for MBA 
families in the ahaded area of the Fig­

. ure. The higher-deductible plans and ea­
pecfally the employer-fundedi high-de­
ductible plan are more 1tringent than 
FFS, and 10 reduce wast.e from overuee 
or servicee, but•at the same t!me they 
increue the financial risk of large out­
of-pocket payments. 

The tax costa of the HMO are much 
higher than ofthe FFS plan be~uae Lhe 
out-of-pocket costs have been trans­
ferred to the premium, which is free of 
both income and Social Security laxes. 
The tax costs of employer-funded MSAe 
are the aame u FFS plane becauae we 
aasume that the savings from lower pre­
miums on cawtrophic insurance are put 
into MSAs with the same tax treatment 
as premiums. The tax costs ofle~ploye':" 

. 579 1'49 170 10 
. 1082 ... 0 0 0 

no t44' 159 31 
1170 1710 27t 33 

•27 tll87 444 1!3 

342 1279 7311 20 

funded MSAa depend on average out.­
of-pocket epending, which is tax-1ubsi­
dized, but at a lower rate than premiums. 
Theae tax costs are savings to the con­
sumer, but must.be paid fo"r by society. 

Of coUl'lle, not everyone will switch lo 
an MSA simply because MBA legisla­
tion is enacted. The legislation'• effect 
on national health expenditurea will be 
diluted by the milllons' of Americans who 
retain their current coverage. We elmu­
Jated consumer plan choic:e to get an 
overall aavings estimate. Table 2 eum­
marizee the Impact of MSA legielaUon 
on family plan choice for low-deducUble 
and hlgh-deducUble plans. We find that 
if plan choice is considered, total health 
spending changes by between -2% 
([S6286-$5414VS6414=-2%) and +1% 
compared with the FFS-HMO estimate 
of $5414, depending on the eize of the 
deductible. 

The reduction in aggregate health 
apending is small because upper-income 
sick people would switch into employee­
.funded MSA.a. These plana are attrac­
tive because they have low after-tax caps 
and are therefore more generoua than 
FFS plans for such people. These sick 
people affect overall spending out of pro­
portion to their numbera, because their 
expected spending is almost double the 
average. 

The results In Table 2 are based on 
several asaumpUons: $1 of HMO care is 
valued equally to $0.90 of unmanaged 
care; bolh employer- and employee­
funded MSAa are offered to e:nployee1; 
and funds in MSAa are valued equally to 
fully fungi"ble money. We tested the aen-
11itivit.y of the re11ult.s to f.hese assump­
tions. If HMO care Is valued the aame as 
FFS care, compared with FFS, aggre­
gate health care spending declines by 
2%. If the only MSAs offered to em­
ployees are employer-funded, spending 
declines by 2%, and if people value MSA 
funds at onJy 769& of money that is fully 
liquid, spending increases by 29&. The 
assumptions have a large i~pact on 
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Table 2.-Plan Choice and Resullanl Change In Heellh Cere Spending• 

llltft"TOlll 
Pllln Yo Choo1lng IJ*1dlng, I 

Their Fimlty 
Income, I 

UOOD Ftmlly Deducllble for MSA 
13 . 3888 FFS 

HMO 31 8321 43000 
Emplo)'H·lunded MSA 9671 88000 

Enpoytr·lundld MSA 35 26-45 29000 
Toll I tao 41000 

ssooa F1mny Deducllblt ror MSA 
FFS 10 1732 25000 
HMO 47000 

Emp!oyt .. luo1ded MSA • 8073 71000 
40 1770 33o0o 

Toltl 100 5288t 

"FFS lndlCllll , .. lor ltlNlce; HMO, htlanh malnllnlrtCI OIV'"'Zlllon; end MSA, medical n'llnos eCC!Olrt. 
tovera• average ependlng In cunwnl FFS wa1 15414. , 

which plane get selected, but little Im­
pact. on aggregate spending. 

Most analyae.s of MSA.s t.o date have 
implied that healthy people will aelect 
MSAa while sick people retain their cur­
rent coverage.111 ThJs argument. followa 
previous research showing that high­
risk individuals are more likely to pur­
chue generous coverage than low-risk 
indi viduala when offered a choice among 
plana.11.11 If premiums are based on the 
payment experience of the plan unad­
justed for age and disability, such a ae­
lection pattern could lead to a so-called 
death spiral of rising premiums for HMO 
and FFS policiea, eventually driving 
them from the market altogether. 

Consumers choosing the stringent em­
ployer-funded MSAa are healthier than 
average (shown by their low health ex­
penditures ln Table Z), but those choos­
ing employee-fUnded MSAs are sicker 
than average and both are in the same 
catastrophic insurance plan. So, how do 
people choosing MSA.s, on average, com­
pare with people retaining traditional 
HMO and FFS coverage? 

The answer depends on the size of the 
deductible. In the low-deductible plan, 
people choosing MSAs have average 
health expenditures oC$6314 (=[(2Z% x 
$9679). + (36% x $2640)]/67%), aa com­
pared with $6609 for people choosing 
HMO and FFS polic:iea-a difl'erence of 
only 69&. In the high-deducUble plan, by 
contraat, per ca pit.a health expendilur~a 
of MBA users are only $2840 v11 $7649 
for people in conventional HMO and FFS 
plans. Such a large discrepancy makes 
adverse selection a legitimate concern. 

Some have worried that people with 
high incomes would choose MSAa while 
people with low incomes would retain· 
their current coverage.' Our model does 
not support this hypothesis. People us­
ing employee-funded MSA.s have higher 
incomes than average, but the larger 
group o( MS.IL users~03e choosing em­
ployer:-funded MSA&-have below-aY_-_ . 
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erage incomes. Lower-income people are 
more attracted t.o employer-funded 
MSA.s becau11e the relief from Social Se­
curity taxea ie more Important to tbem. 
(The Old-Age, Survivors and Disability 
l118Urance portion of the Social Security 
payroll tax fs 12.4% or an employee's 
annual gross wages up to $62 700.) The 
median MSA user would be only slightly 
richer than people in conventional FFS 
and HMO plans, which already contain 
substantial tax breaks. 

COMMENT 
In this article, we used a eimulat.ion 

model to calculate the impact of MSA 
legielation on health care epending and 
plan choice. Ir MSA legislation causes 
all Americans t.o switch from FFS and 
HMO plans to MSAs, then health spend­
ing would decline by between 0%: and 
13%. But because people would sWitch 
plans selectively, passing :.IBA legisla­
tion would reduce health spending by 
2% or leas. How robust are th93e results 
on spending? 

All models simplify reality, and ours 
ie no exception. Six Important aaeump­
tions an noteworthy. The first 6 sug­
gest that our model overstates coat aav­
ings, while the sixth bnplies tJ:iit it 
understatea them: · 

• First, the model assumes people re­
alize that spending money from ,i.their 
MSApreventa them from future health 
spending or cashing it out with a 0pen­
alty. People who consider spending 
money from the MSA on health care as 
essentially costleBB would have higher 
spending than our model indicates. 

• Second, our model assumes thataut­
of-pocket spending would include only 
those expenses covered by insurance. 
But MSA legislation would allow MSA 
funds to be used to pay for such services 
as acupuncture, psychoanalysis, eye­
glasses, contact lenses, hearing aids, and 
nursing home expenses. These are not 
typically covered by insurance; ,Em· 

ployee-funded MSAe put after-tax co­
insurance rates at 60% to 86% on such 
uncovered services, which we eatimate 
would generate 10% to 16% more such 
spendiqg not accounted for in our model. 
However, the wute from overconsump­
tion of these services would be small, 
because people would be paying cloae to 
full price. 

• Third, the HMO In our aimulaUon 
model is assumed t.o reduce apending to 
the level of the typical FFS plan, aa waa 
the cue fn the RAND HIE. However, 
many current HM Os are more aaaertlve 
about rationing care than was the HMO 
studied in the HIE. Shifts from less 
costly HMOs to MSA.s would result in 
leae coat savings than thoae predicted 
by our model. 

• Fourth, our estimates are limited 
t.o people who already have healt~ in­
aurance. However, almost 40 mlllion 
AmeriCJ1J1a are uninsured.u IC MSA 1-;g­
lslation prompts these Individuals to es­
tablish MSAa and purchase catastrophic 
coverage, that would be good, but. such 
a shift. would. increase apending .. 

• Fifth, our National Medical Expen­
diture Survey-baaed estimates of spend­
ing are lower than aome other reason­
able eat.imat.es. They are about. 11% lesi! 
than American Academy of Actuaries 
e8timates for individuals younger than 
66 yean and privately insured.' If we 
had used higher estimates of spending, 
more families would have exceeded t.he 
MSA caps and been releaaed from fi­
nancial constraints. on spending. 

• Finally, total health care costs 
should include administrative costs, and 
MSA.s would lead t.o 1avings'from re­
duced administrative expenses. Most 
people will pay their bills direct.ly, save 
t.he claims, and 11ubmit them only iftbey 
exceed the deductible. For high-deduct­
ible MSA.s, Jeea than one fourth will need 
to do ao annually. Our model estimates 
administrative costs u 16% of premi­
ums,' and the expected savings after 
selection are up to (for high-deductible 
MSA.s) 1.9% or spending. To some ex­
tent administratil'e coat.a would be 
shifted from Insurance companies lo in­
dividuals who have t.o keep receipts and 
fill out. more complex tax forms. More­
over, MBA requirements would lead to 
increued administrative cost.a for the 
Internal Revenue Service, which would 
have to verify that MSA holders have 
qualifying catastrophic health insurance 
and use MSA funds for valid medical · 
expenaee. . 

Selection ia baaed on t.he value to the 
consumer, which includes tax subsidies 
that vary across plans. For society as a 
whole, value t.o the consumer is impor­
t.ant, but the plans with higher tax 11ub­
aidies (HMOs and employee-funded, low-
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deductible MSAs) are less attractive 
(Table 1). If everyone had to pick 1 plan, 
the most at.tractive plan to society on 
net is t.he high-deductible, employee­
funded plan, although differences be­
tween plans are smnll. In the slmula-

. tion, we a.ssumed Cunds deposited In 
MSAs just covered differences in spend­
ing and premiums. The tax coats or people 
who fund MSAa up to the current. pro­
posed limit.a each year as a way or sav­
ing for retirement. would be much higher. 
Becauae medical spending has no im­
pact on their t.axes, the fncent.ives and 
medical cost BRvings would be like those 
or employer-funded MSAs. · 

Contrary to some predictions, those 
choosing lower-deductible MSAs were 
not much healthier, on average. Such 
MSA plans are not as stringent as they 
seem and are more appealing to the un­
healthy than the catastrophic plans now 
available. In fact., low-deductible cata­
strophic plans with employee-funded 
MSAs are more 'enerous than standard 
FFS plans for a1ck people. 

Employers today are making work­
ers more aware of the costs or their 
insurance by reducing cross-subsidiza­
tion or policies. Thill change makes 
cheaper FFS and HMO plans a better 
deal for young healthy workers, many 
of whom are relatively poor. Such work­
ers suffer from paying high premiums 
for health care they probably will not 
need. Medical savings accounts .would 
level the playing field bet.ween HM.Os 
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and FFS plans by reducing the relative 
tax subsidy of premiums as opposed to 
o~t.-of-pocket care, but HM Os would re­
main popular because of their~ability to 
provide care that euit.s their' average 
enrollee without Imposing financial risks . 
Whether or not MSAs become Jaw, If 
the market offers plans that are more 
attractive to healthy people, there will 
be a need for risk adjustment. to ensure 
that premium differencu reflect differ­
ences in plan generosity and efficiency 
and not. just the average health of 
membera. 

A key policy issue is how high the 
deductible should be for a plan· to qualify 
88 cat.ast.rophlc. The larger the deduct­
ible, the less waste Crom buying care of 
low value after the deductible is ex­
ceeded, but the higher financial risk of 
out..-of-pocket payment.II. Also, higher de­
ductibles make t.he MSA opQon more 
attractive to healthy people, and to the 
extent that alh1wing 11Uch choices by 
healthy people would cauae problems in 
the market, higher deductibles are un­
desirable. Based on our results here, an 
MSA mandating intermediate deduct­
ibles, for example, a $2000 deductible 
for individuals and a $4000 deductible 
for families, might be best. Such a plan 
would retain much or the coat. discipline 
or the high-deductible opt.ion without. 
Imposing exceaaive risks on families us~ 
ing the employer-funded option, or mak~ 
ing MSAs at.tractive mainly tp healthy 
people. 
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Pauly and Goodman" recentiy offered 
an MSA proposal that would give a re­
fundable fixed-dollar t.ax credit for those 
buying their health. in11urance without a 
t.a~ subsidy and setting up an MSA with 
a~r-tax dollars. Because Utelr t.axes 
would be unarrected by health care 
11pendlng, people who combine a Pauly­
Goodman MSA with a catastrophic in~ 
11urance plan have the aame Incentive to 
uae care as those with an employer­
funded MSA, le, a coinsurance rale or 
100% up to the insurance policy's de­
ductible. The 2 types of MSAs thus have 
the 11&me impact on. spending, waste, 
and risk, but giving the same credit to 
rich and poor is not as regressive 88 the 
tax subsidies of the current. 1yatem or 
the MSA schemes analyzed in the ar­
ticle. 

Our simulations show Utat the MSA 
approach is not. likely to produce Ute 
reduction in heaith care use that ft.s ad­
vocates foresee. The MSA approach 'of 
increasing tax aubsidies for spending 
cannot solve t.he problem of overinsur­
ance caused by unlimited t.ax subsidies 
or employer-provided insurance. To aolve 
that problem, we need either to limit 
the amount of employer-paid premiums 
that. can be excluded from Income or to 
replace the tax excluBion with a tax 
credit. that is offered to each penson with 
an adequate insurance policy.",. How­
ever, MSA legialat.ion could be designed 
to avoid losing t.ax revenues or disrupt­
ing the insurance markeL 
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THE WHITE HOUSE 

WASHINGTON 

June 3, 1996 

MEMORANDUM TO THE PRESIDENT 
··c. 0 ~c,\\12-

r"-- l n~! d Chri J . Q_<:. ~ '-410 ~co an s enmngs FROM: 

SUBJECT: James Glassman's Medical Savings Ac.c.ount Op Ed Piece 

You asked how we would respond to the James Glassman Medical Savings Ac.c.ount (MSA) 
Op Ed in the Washington Post. 1bis memo responds to the flawed, if not completely 
inaccurate, claims Mr. Glassman makes in his article. 

Glassman Claim: MSAs Promote Cost-Containment. Glassman states that MSAs and 
their high deductibles will make families smarter health care consumers. He cites the 
respected RAND Corporation's 1974-82 study on the removal of first-dollar coverage and its 
effectiveness on cost containment to conclude that "wise shopping -- and judicious use -­
should have the effect of limiting increases in health care costs overall." 

Response: There is NO evidence that MSAs would produce any more cost constraint than 
what today's market is achieving through managed care and now prevalent non-first-dollar 
benefit packages. In taCt, in a study that will be released in JAMA in a few days, RAND 
concludes that MSAs would have absolutely no demonstrable impact on cost containment. 
1bis finding, which is based on an elaborate model of the impact of MSAs on the insurance 
market, is devastating to the advocates of MSAs, particularly since it will come from RAND. 
(It is important to note that the study, which cannot be cited publicly until it is published, also 
concludes that the damaging effects of MSAs on the insurance market have been overstated.) 

Glassman Claim: Employers Will Foot the Cost of the Deductible. 
Glassman says that with MSAs, "your employer puts $2,000 into an account in your name ... 
In effect, you're spending your own money on health care -- with the kinds of beneficial 
results that the Rand study predicts." 

Response: There is absolutely no requirement that employers will give back to employees all 
or any of whatever they are saving through the reduced cost of a catastrophic benefit package. 
Even if one makes the economically valid assumption that employers will maintain their 
current health care contributions and give back the premium savings to their employees, both 
the American Academy of Actuaries and the Urban Institute have reported that it is 
impossible for savings from a high deductible premium to come close to being sufficient to 
fill the hole left by the deductible. (This is based on a well known insurance principle that 
reflects the fact that most health care costs are produced by a few, very high-cost 
consumers.) 



Glassman Claim: MSAs Aren't Just for the Healthy and Wealthy. Glassman 
cites a woman who wrote you a letter, "Penny Blubaugh, who makes $16,000 a year," as an 
example that MSAs are not just for the healthy and wealthy. He then goes on to provide an 
accounting of the "average employer's premium on an MSA" to illustrate how these policies 
could save money for both workers and employers. 

Response: It may well be the case that MSAs are not be a bad option for healthy 
individuals -- regardless of their income. Unfortunately, that is also precisely the point. The 
more we segment the market between the healthy and sick, the harder it will be to insure the 
sick. Having said this, it is worth pointing out that the Congress' own Joint Committee on 
Taxation (JCij estimates that less than 2 percent of those who will use MSAs will have 
incomes of less than $30,000. 

Regardless, Glassman's example of Mrs. Blubaugh may still be full of holes. First, the 
amount of dollars she had to spend for her daughter's one emergency room visit was well 
below her deductible and we have no idea whether her employer is providing dollars to pay 
for anywhere near the entire deductible. Second, almost every emergency room visit is 90 or 
100 percent paid for by traditional plans, so it is unclear what additional benefit the MSA is 
providing. Third, we (and she may) have no idea what her catastrophic health coverage is. 
It is important to point out that there is no requirement that prohibits today's MSAs 
(or those under the House-passed version) to impose life-time limits or high copayments on 
their catastrophic plans. In other words, even their limited insurance may not provide 
adequate protection for catastrophic health care encounters. 

Finally, the idea that Glassman cites premium numbers provided by MSAs biggest advocate 
(Golden Rule's Pat Rooney) to back up his claims borders on the irresponsible. In short, as 
Brookings Institution's Joe White points out in his attached Washington Post response to 
Glassman, "about every. health policy analyst doubts those premiums ... " Analysts are 
particularly suspicious.of the premiums since Golden Rule has refused to provide relevant 
data to the American Academy of Actuaries for confirmation and analysis. 

Glassman Claim: MSAs Are Already Being Used -- Even by the UMW. Glassman 
suggests that MSAs must be a good idea since so many companies and their employees are 
using them, including "the United Mine Workers union." 

Response: The UMW recently wrote a letter to Senator Dole explicitly denying that they 
have MSAs and severely rebuking claims to the contrary. Having said this, there are 
probably scores of high deductible MSA plans in the country. Citing their existence as a 
reason why they should receive a Federal subsidy, however, certainly does seem like weak 
rationale. Moreover, if a new Federal subsidy enhances utilization of MSAs to 20 percent of 
the nation's employees, the Urban Institute has just completed a study which projects that the 
cost of traditional premiums (for the remaining sicker employees who opt to stay in their 
current plans) would increase by almost 60 percent. As Robert Samuelson says in the 
attached Post MSA Op Ed, "Businesses might [in response] abandon comprehensive 
insurance or lower workers' salaries to pay for it." 



Conclusion/MSA Update From the Hill: To date, there has been relatively little progress in 
breaking the ~ebaum-Kennedy MSA log-jam. The Republicans are pushing very strongly 
for an MSA that is nationally-based. Although they (particularly the Senate) seem willing to 
address obvious flaws in their current bill and to, perhaps, limit the MSA to particular 
populations (perhaps small businesses), they have shown no interest in constructing an MSA 
demonstration. (This is the option that we have indicated your willingness to consider.) 

It is unclear what impact, if any, the RAND study will have on the discussions on the MSA 
issue by interested parties dealing with the Kassebaum-Kennedy legislation. Although 
RAND concludes that MSAs would no impact on cost containment, they will suggest that 
MSAs can be designed to address risk selection problems and, in general, conclude that these 
policies have a relatively benign impact on the health imurance market. In other words, the 
study -- which may well command a great deal of attention -- will have something for 
everyone. 

Today, senior staff of the House and Senate Republicans tax writing Committees are meeting 
to discuss all the tax provisions in the Kassebaum-Kennedy legislation. MSAs will be a 
major focal point. We may have a report this evening or tomorrow on whether there has been 
any significant movement. 

Tomorrow evening (Tuesday), the Republican conferees will be meeting to see where they 
stand on their internal, bicameral discussions on the Kassebaum-Kennedy bill. At that time, 
Senator Kassebaum hopes that, either directly or indirectly, Senator Dole will advise his 
Republican colleagues that he wishes to have a bill on the Senate floor before his departure. 
Even if he does this, it is unclear how sympathetic and responsive the House will be. If we 
don't get a breakthrough in the next few days on MSAs (and on the mental health parity 
provision, medical malpractice, and the deregulation of Multiple Employer Welfare 
Arrangements), it seem~ impractical to imagine the Kassebaum-Kennedy bill getting a final 
vote before Senator Dole leaves the Senate. (See attached today's Post Editorial.) 

For this to happen, a great deal of hard compromising must be done on MSAs, as well as the 
mental health parity, MEW A, and medical malpractice provisions in the next few days. 
Working closely with John Hilley and Susan Brophy, we will keep you apprised of 
developments. 



James K. GlaSsman 

$2,000 Health Care Tricl( 
BctwP('ll 1971 ;rnd 1982, the !fond 

Corp. rn11d11cted a giant experiment for 
the ll S. Office of Economic Orportuni­
ty to find out how the country would 
respond lo different kinds of health 
insurance. 

The results were startling and, until 
now, l;irgely ignored. Rut they could 
have a major bearing on today's most 
important lie;ilth c:ire debate: the fight 
over mcchrnt savings accounts (MSAs). 

Whilf' I he issue sounds ;irr;ihe, it's 
vit;il to thC' country's economic fUSure. 
MSJ\s 111av hr the answer to stoppin~ 
n111;iw;1y licalth costs hy freeing· people 
to 111;ilw thrir own decisi1111s. 

fl, tot:d of :l.!>:.8 i\nwrinms in 2.IHIS 
f:1111ili(·.s look part in lhe Rand study. 
E;1ch f.1111ily w;is ra11<lo111ly assiglle(I to 
an i11sur:111n• pl<in for three to five 
ye;1 rs. 011c plan provided completely 
free c:ire. Others required f:tmilies to 
p.1y :i sh;1rr (25 1~rcent, 50 percent or 
9;, rerccnt) of the hills ur to a limit, 
whnc a c:it;istrophic policy kicked in. 
Here's wh;it l~:tncl found: 

Firs!, fa111ilies that received fr(·e care 
used far more medical services th11n 
families thal p;iid for part of their carl>. 

For example, families with free care 
h;id 011<'-1 hi rd more hospit11I a1lmiF.sio11s 
lh;111 fiimilies tlwt paid 95 perrent of 
1111 ~ir own h<'alth hills. The free-c;ire 
f;i111ili('s incurred mecliral ex1~nscs of 
$777 pff pt·rso11 (in I 9fM dollars) while 
fomili<"s I hat paid !iO pNn·nt of their 
own hills sprnt $!i8:1 per person. 

Thr·s<' findings :1n~ co111111011 Sl'llSt'. 

WIH"ll vm1 spend your own 111011l:y for 
s0111et h111g, you're more apt In spend it 
wisely th;in if the government, your 
emplnyer or an insurance company is 
footing the bill. 

Uut, with your own dollars at stake, 

will you stint 011 c;ire you re;illy net'd 
;ind thus damnge your health? lfand, in 
its second key di5covery, says no. 

"Free care," the study concluded, 
"had at most ;i small effect 011 <111y of 
five general health me;isures for the 
average enrollee." Thus, Rand said, 
free care "is not justified by the health 
benefits realized." . 

Which brings us lo th; h<lt health 
care issue of the moment: llf!edical sav­
ings accounts, or MSAs. The House 
and Senate will deride soon whether to 
include MSAs i11 the final version of the 
1<e1111e!ly-l\;issehaum hill, which tries to 
nrnke he;ilth insurance more ;iccessihle 
;111d port;iOJP. 

I'm 1m f;111 of Kf'111H·dy·Kasseh:i11n1. 
since it v.:ill lead. inevitably. to <Ill ex­
pensive WashinRtrn1-c1111trollecl 11<1tio1ml 
heallh system th.1t will restrict (>('rson­
al d111ices. MSAs. on I he other hand, 
could he our pass;ige out of the horren­
dous swamp of our current system. 

An MSf\ is n he;ilth insurance policy 
that's divided into two parts: For the 
first p:irl, ;i fa mi Iv pays its own _hc;ilth 
costs up to, !'>.1y, $2,000 ;i yt~ar. l·or the 
second, the family's t•xpenses heyo11d 
$2,000 <1re covered hy <t catastrophic 
poliC'y. 

B;iscd oil what l~;iucl discovered, we 
rnn elq>ect frirnilics to shop wisely for 
he;ilth care whrn t ht'ir own dollars ;in• 
:il stake. That wisl' shoppinJ.(-alHI j\l!li· 
cious 11sl'-should lrnve the dfert of 
limitinJ,l inneases i11 health care costs 
OVl'r;lll. 

111 otlll'l w;1nb. hv hri11gi11g !ht> ro11-
su111er <lirecllv i11I;> the he;illh rare 
market, supply and <f(•maml pressures 
t<1k~ ·hold-just as they do with any 
othe; m;irket. Health care providers 
will respond to price-sensitive consum· 

ers, as clrv-cle;ining provirlers or fast­
food providers do now. The rurrent 
system of government constrnints and 
mannged c;ire has provel1 thtil it cannot 
hold down costs-though it nn gener­
ate tons of paperwork and infuriate lots 
of people. 

But where wlll a family get the 
$2,000 to pay its initial medical bills? 

Enter MSAs. lf you have an MSA at 
work, your employer puts $2,000 into 
an account in your name. You then use 
that account to pay your bills for the 
ye;ir. It becomes, in effect, first-<loll;ir 
insurance-<l hoon to the (X>Orest 
working i\mcric:ms. who, under poli­
l'if's tnd;iy. have large deductibles or 
co-paymenl s. 

Wlwn ;m MSA's initial $2,000 is used 
up, the catastrophic policy kicks in. At 
the end of the year, you k~ep any of the 
$2,000 you haven't used. (Und~r the 
proposed law, the money goes mlo a 
tax-free s.-wings account, like illl IRA. 
So p:iy attention, Citicorp and Fidelity.) 

In effect, you're spending your own 
money on health care-with the kinds 
of bt'nefici;il results th;it the Rand study 
predicts. 

MSJ\s ;iln~;idy t•xisl. Pat l{ooney, 
c.hairm;111 of Golden Ruic lnsurnnce Co .• 
which writes MSJ\ policies, snys that 
more th:in l ,000 companies (includinR 
his own) are using them now, In tlw 
genl'r:il pleasure of I ht•ir t·mployl'l'S. 
Among the p;irticipants in MS/\s: the 
Unit<>d Mi1w Workers u11io11. 

i\ t ypirally ent husi;ist ic user of MSAs 
is l't~11ny Blu!Jaugh, who makes 
$16,000 ii yenr as <t secretary in the 
Danville, Ohio, school system. She re­
cently testified before the Senate Fi­
nance Committee and later· wrote to 

President Clinton about how "my 
daughter stepl'ffl on a nail in our g:l­
ra!-(e and ... I w:is advised to take her 

· lo the emergency room. This trip cost 
$:175 for the emergency room ;ind $70 
for reading X-rays." 

'•. 

She didn't have $445, but her MSA 
did. It g;ive her first-dollar cover;ige. 
"As for the things I heard last week in 
Washington :tbout the medical s.wings 
being only for he;ilthy and we:ilthy 
people, thnt is 'bunk,' " Blubaugh 
wrote. 

The avernge employer's rremium on 
an MSA poliry (with a $2,000 deduct­
ible) is $2.:.100 per family, comp:in•d 
with $fi.OOO for ti ronventional hcallh 
insurance r>oliry, arcordi11~ tn l.old1·11 
Rule. So an employer that provides the 
$:!,000 fur out-of-porkl'I expt•nscs 
comes out ahead. (Meanwhile, workers 
under some MSA pla11s gt>t lo kPCJ'> an 
average of $1,000 tt year for their own 
use.) 

If my wife and I were still running a 
business, we'd sign our company up for 
an MSA tomorrow-even though the 
tax consequences are utterly unfair. 

Taxes are what the new MSA bill 
addresses. Under current law, premi­
ums on employer-paid health insur:incc 
are not taxable to emrloyecs who hem~­
fit from them-but deposit!'. by cmrloy­
t'rs into employee MSJ\s ate. limier 
the 11ew hill, MSA 111Tounls wou!d11't he 
t.1xed. 

The loss to the Treasury would be 
tiny, but the benefits could he huge. 
MSAs would put Americans themselves 
in charge of spending their medical 
dollars, increasing choice and personal 
responsibility-and lowering costs. 
Now, that's a good deal. 

·.•. 
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Joe White 

Tux Breaks 
For Healthy 
People 

James K. Glassman's endorsement 
of medical savings accounts (MSAs) 
unfortunately ignores a lot of thfi 
available evidence and fails to reco~ 
nize glaring errors in the advocates' 
case ("$2,000 Health Care Trick,".' 
op-ed, May 14J. •· 

His readers may mistake the impli.J~ 
cations of the Rand health insurance-· 

•experiment in many ways, among. 
--tnem:---~--.. -

• 

(1) Glassman argues that people 
who have to pay more of their own a 

Taking Exception 

money for health care would "shop 
wisely" and be "price sensitive." In 
fact, none of the savings in the Rand 
experiment stemmed from shopping 
for better prices. All came simply 
from some people choosing not to go 
lo the doctor in the first place. Onct: 
people consulted a physician, they. 
spent just as much as anyone else. ,,. ~ 

(2) Glassman leaves the impression 
that the savings from MSAs would be' 
comparable to thosi: the Rand stu9y i 
showed from the difference between 
high consumer payments and "free~' 
care. ln fact, cost-sharing in the aver­
age insurance plan is now so high that• 
the Rand scholars themselves report· 
ed that more than half the savings 
from charging consumers are already 
part of the system. 

·..;: 
· ...... . 

. :·· · .. - . - -- .· ~."--i , .. 

(3) He asswnes that people wiU be 
as unwilling to spend money in their 
MSAs as to spend other assets. But . 
the MSA money could only be saved 
or spent on medical care-and is 
labeled as money for medical care. In· 
the Rand experiment, people were 
choosing among spending for medical 
care or clothes or food or othef 
goods. Most people are far more in• 
terested in consuming than in saving. 
So clearly the incentives not to spend 
on health care in the Rand experi­
ment were much greater, and its 
estimates caMot be extended to situ• 
ations where people have money in a 
medical savings account. 

When he moves away from the 
Rand data, Glassman relies en the 
premiums reported by the Golde~· 
RuJe Insurance Co. for its catastroph• · 
ic insurance plans, and compares· 
them to premiums for other. more 
comprehensive, plans. He shows a· 
$2,700 difference, Glassman ignores 
the likelihood that these premiwns 
are applied to different populations .. 
Golden RuJe is well known for "risk 
selection": selling only to healthiet 
people, who therefore have lower• 
costs. And the economic incentives 
aJso are for healthier people to choose 
MSAs. So just about every health 
policy analyst doubts those premiums 
would be true for the general popula· 
tion. We don't lmow for sure, because 
Golden Rule and . other prototype 
MSAs refused to provide data about 
their risk profiles, or other relevant 
data, to the American Academy o( 
Actuaries. But that itself shouJd make 
fair-miiJded people wonder. 

These are just some of the reasons 
why neutral analysts such as th~ 
Academy of Actuaries and the Cort 
gressional Budget Office do not ~ 
lieve the MSA advocates' savings eS­
timates. So the tradeoff between the' 
advantages and disadvantages of 
MSAs is likely to be much different' 
from what Glassman suggests. · ..... 

The basic disadvantage is that 
healthier people might choose MSA~ 
leaving sicker people in comprehen-: 

; sive insurance. The former get a tax: 
break for being healthy: U their CO$l!I. 

are less than the MSA contributi~ir .. 
the excess contribution is tax-f~~ 
income. 

But a diabetic, for example, Will 
know that his or her costs wouJd be so 
much higher than the MSA contribu:. 
tion that he or she wouJd do better 
with the cost-sharing in traditional 
insurance. MSA advocates try to get' 
around this by arguing that MSA • 
benefits would actually be higher' 
(compared, for instance, with policies' 
that do not pay for pharmaceuticals).· 
But if benefits are higher, then by thd· 
advocates' own logic there shouldn't 
be savings. ,, 

So sicker people should choose con, 
ventional insurance, and it should be­
come much more expensive. Insur~ 
ance for people who need it will be 
made less accessible, so as to give tax 
breaks for healthy people. That does 
not seem worth the small savings in 
total health care costs that responsi­
ble analysts would project from the 
c:atastrophic insurance/MSA comb~ 
tion. -~ 

MSAs are not an entirely bad idei. 
Under limited conditions, one coUia 
make them make sense. For exampl~:· 
MSAs with community-rated cata:• 
strophic insurance policies, sold at tht 
same price to both sicker and heatthil 
er people, would be different from the 
version Golden Rule markets. TH~· 
benefit to sicker people from commu· 
nity rating might be worth the reduc. 
lion in total insurance coverage. 

But the debate at least should begin 
from proper data about the possible; 
savings. MSA advocates misuse the 
Rand data and refuse to submit their 
anecdotal evidence to neutral review. 
That's not a good basis for policymak· 
ing. 

'flu writer is a senior fellow at the 
Brooki11gs institution. 



Robert ]. Samuelson 

Dubious Crusade for 
Medical Savings Accounts 

Ju:;t why some Republicans have cho­
.x·n Medical S;ivings Accounts (MSAs) 
for their latest crusade 1s a mystery 
~J\()\\11 unly to them. Some issues as­
:<un1e symbolic meaning well beyond 
thrir practicill significance-the mini­
mum 1~·age, for ex;imple. It,; main.Iv 
likr;;l advocates 'Hongly portray it a·s 
.111 important way of reducing poverty. 
.\lf'\iic.11 sa;ings accounts are a similar 
phenomenon. Their mainly conservative 
sup~rters see them as a bold way to 

They are simply 
another health care 
subsidy in a system 
already swamped 
with them. 
control health costs and expand patient 
choice. All this i& dubious. 

Judgments must be hedged because. 
1mlike the minimum wage-where 
there's ample experience-MSAs are 
mostly an untested concept. They would 
allow people to combine a catastrophic 
health insurance policy ,,.,;th an annual 
tax-exempt contribution (made either bv 
employers or by individuals) into an MSA. 
People would use their MSAs for normal 
health expenses (checkups, colds, minor 
ITT)U!ies) and rely on insurance for crises. 
This, the theory holds, would inspire cost 
consciousness. Americans would shop for 
doctors and hospitals with the lowest 
prices and best care. 

On therr face, MSAs are not ii nutty 
idea. If we were starting a he~ Ith insur· 
a.nee system, they might make sense. 
One basic problem of the present system 
~ that comprehensive insuranee made 
almost everyone indifferent to costs. Pa· 
tients wanted the best Cd!e. Dxtors and 
hospitals benefited financi~ by mammz· 
ing care. Arguabty. the health cost spiral 
might have slowed if insl!Tance had cov­
ered only expensive di~sters. 

But we aren't :;taninf: from SCTJtch. 
Government poLicies have created a dif­
ferent svster.i. Tax subsidies encourage-::! 
companies to pro>1rle workers compre­
hensive insunnce. Th,, sub::.idv is the 
exclusion of the ernp!r,•·er's in~urnnce 
contribuuon ir om ta:<es. ~uppose a com­
pany buys $~ .SUO of i10surance for each 
worker: the workers don't p~y taxes on 
th;;t $.t .SOO. In 199:) the:'<' sunsirlies cost 
tht' Tre:i;;ur-· ~;q hill1"'1. :\nd nf rn11r<~. 

" 
there's Medicare and Medicaid for more 
than 65 million elderly and poor. As a 
result, most Americans have broad insur­
ance and like it. 

This is why tax-free MSAs. if offered. 
might not attract many takers. Congres­
sional Republicans have twice tried to 
cre<ite MSAs: first for MediCd!e recipi­
ents in legislJt1on vetoed by President 
Clinton: and now for the· under-05 popu­
btion in the House version of the K,1sse­
b.ium-Kennedy bill. which would protect 
workers against insurance loss. The Con­
gressional Budget Office projeeted that 2 
percent of Medicare recipients would 
~tch; for the under-65 population, the 
rongressional Joint Committee on T axa· 
tion put usage at about one percent. 

If accurate, these estimates mean 
that MSAs wouldn't do much to cut 
costs or expand choice. Moreover. the 
basic theory may be flawed. Bu~ing 
health care is not like buying grocerif's. 
With therr money at stake. people ma)· 
not rush to the doctor at the first sniffle: 
and competitive pressures m1gh.t. tr~n1 

10 pi~rcent of seriously sick Amenrans. 
These people have heart attacl\s, AJDS 
or complicated pregnancies. Catastroph· 
K insurance would cover these costs: 
\lSA' wouldn't matter. 

The explosion of "managed ,-are" bi~ 
,11,0 undermined MSAs' pntem1al. Com­
petition has already come to t_he health 
(are market in the form llt rn.1~~l\'t 
groups of buyers and seUer.<-coir1p:i­
nies, local governments. health mamte­
nance organizations-haggling over 
prices, coverage and quality. At _least 
tt>mporarily, this has dramat1cally 
slowed health spending. MSAs embody 
a different philosophy of cost control. 
Jn<lividuals wouldn't have much clout Ill 

today's medical market. 
What's the fuss then? If MSAs 

wouldn't matter much, why not autho­
rize them and be done v.ith it? The main 
reason for caution is that all the predic­
tions of modest usage could prove 
wrong-and if MSAs became hugely 
popular. they could radically change the 
health care system. Under today's insur· 
ance system, the premiums of younger 
and healthier workers subsidize the 
higher health spending of Jess healthy 
middle-aged and older workers. MSAs 
would. in theory, enable millions of 
younger workers to opt out of this 
invisible subsidy. 

They could take the cheaper e<1ta­
strophic coverage and keep the unused 
portion of their MSAs as tax-free sa>ing 
to be withdrav.n at age 59 11~. A ma:>s 
defection of younger workers coul<l have 
a devastating effect on the prerruums of 
older workers. A study by the [) rban 
Institute estimates that if 20 percent of 
workers switched to MSAs, premium 
costs for those sticking with comprehen· 
sive insurance would rise almost 60 
percent. Just what would happen then. is 
anyone's guess. Businesses might aban· 
don comprehensive insurance or lower 
workers' salaries to pay for it. 

Cross subsidies and managed care 
(which many MSA advocates dislike) are 
legitimate subjects of debate. But we 
should not unleash a health care upheav­
al simplr as an afterthought. If MSAs 
?.re as good as claimed, let them pre\·ail 
a;: a· stand-alone measure after a full 
d.:·l:>ate. Right no:.1. they're simply hitch­
hiking on other health c;ire legislation. 
<The ~.1me objection also applies to ~ 
rider on the Senatt-pas,-;ed Kassebaum­
Kenned1 bill: the requirement that men­
tal health benefits be included 11ith in­
surance. No one knows the conse­
quences of this; it could be immenseh· 
expensive.) · 

The political puzzle is why so many 
Republicans are obsessed with MSAs. 
There's no public clamor for them. Por­
traying them as a triumph of indi\idual· 
ism orer government control is a rhe­
torical delusion. MSAs are simply 
ancther gol'emment health care subsidy 
in a system already swamped v.ith them. 
Like other subsidies, MSAs would chan· 
nel and constrict people's freedom. The 
funds in these accounts, for example, 
could not easiJ~· be used to buy "man· 
aged care" policies. 

Yet again Republicans seem to be 
falling into a self-made trap. The White 
House cited MSAs as one reason for 
rejecting the congre.."5ional plan to curb 
Medicare spending. And now the presi­
dent has threatened to veto the Kasse­
battm-Kennedy bill if it authorizes MSAs. 
even though the bill's main fe<itures­
protecting workers \O.ith "pree;..,isting" 
health conditions against losing insur­
ance-have v.ide support. U Republican~ 
let their ideological fantasies obstruct 
useful legi~larion. the)· risk being attacked 
ruthlessly. And they wi.JI deserve it. 
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Sen. Dole~ Final BUsiness 
BOB DOLE HAS only a few days left in the 

Senate. How will be spend them? He said last 
month that be hoped before stepping down to 

stage one more vote on a balanced budget amend­
ment to the Con&itution, even though it's ·pretty 
clear that the p1oposition would fail-as well it 
should. He bas also said that be would like to see to 
enactment of the SO<alled -Kassebaum-Kennedy 
health insurance bill, meant to help people keep their 
coverage when they fall ill or are between job.5. 

The latter surely is the better use of his remaining 
time. The balanced budget ·amendment is show 
horse legislation-a deceptive, destructive proposal 
whose likely effect would be less to baJance the 
budget than tO weaken the structure of government 
by entrenching minority over majority rule. The 
health insurance bill would allow Mr. Dole to leave 
the Senate having, fittingly, as his last act, aa:om­
plished something submmtive instead. The bill is a 

. modest step only. It mainly would help the already 
insured. and not so much with the crushing co& of 
in.5urance as by preserving their eligil>ility for it But 
that's a useful thing to do. It's exactly the kind of 

· constructive compromise with which Mr. Dole 
should want to seal his congressional career. 

To make it into law, however, the bill needs to be 
kept clean. That means stripping out three provi­
sions, two of which would be downright harmful and 
one of which would confer a benefit without suffi­
cient examination of its co&s. 

The first is a House-passed prop6Sal to subsidire 
so-cailed medical savings acrounts~ Instead of buying 
conventional bealtla insurance, people would be al­
lowed to accumulate cash ,tax-free to pay their 
routine medical bills. The notion is tharthe cotmtry 
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woUld be better off if people were buying health care 
more carefully with what they regarded as theiJ:" own 
money; the shift from insurance to savings accounts 
would, according to this view, help to hold down 
costs. But in fact the effect would be to fracture the 
~ce market; the healthy, for whom the savings 
accounts would have greatest appeal, would no 
longer be in the pool to help pay the bills of the sick. 
whose costs would rise. Mr. Dole supports the idea, 
a favorite of conservatives, but the president has 
rightly said he would veto a bill that contained it; it 
should be struck. 

The second provisio~ also in the House bill. would 
allow insmance pools created to help small~ 
es and others art their costs escape state regulation. 
The pools are a good idea, but not the escape from 
scrutiny. Among much else, they too should be kept 
from serving only the healthy and further fragment­
ing the insurance market.. Finally, the Senate bill 
includes a requirement that insurance . p1ans treat 
mental and physical illnesses essentially the same; 
they could no longer "discriminate" against the 
mentally ill by imposing tighter limits on the one than 
on the other, as most do now. Even health care 
economists who would like to confer the benefit 
warn that the effect would be to add to both the cost 
of insurance and the number of uninsured. The 
proposal is better intentioned than it is thought 
through. 

Maybe Mr. Dole can't broker a clean bill like this 
in the time he has left. and perhaps he doesn't want 
to. But if he doesn't. it isn't clear who later will. The ' 
reputation he has always cherished is that, in· the· 
end. he gets things done. Here's a last one well 
worth doing . 


