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ealth Savings Accounts (HSAs) offer a new paradigm for American

healthcare finance. Instead of covering all healthcare needs,
insurance under an HSA system responds only to catastrophic
expenses. Routine costs are paid by the patients themselves out of
special tax-advantaged funds. Because of the smaller role for insurance
companies in the purchase of healthcare services, patients more closely
resemble consumers of other kinds of good and services. HSA
proponents see a system that begins to track a free market model with
greater efficiency and responsiveness At the same time, however,
opponents see an erosion of traditional insurance protections for those

who are most sick and vulnerable.

The HSA concept received significant support from provisions
contained in the Medicare Prescription Drug, Improvement, and
Modernization Act of 2003 (MMA), the law that also established the Part
D prescription benefit." In particular, the MMA defined HSAs as a new
kind of savings account, with special tax benefits that can be used for
healthcare expenses that fall below an annual cap of a few thousand
dollars. Expenses above the cap are covered by “catastrophic” health
insurance that must be obtained in conjunction with the accounts. HSAs
are successors to previous similar concepts in the form of Medical
Savings Accounts (MSAs) and Health Reimbursement Accounts (HRASs).
However, the HSA provisions of the MMA offer the most extensive and
ambitious trial yet of patient-directed healthcare spending.

The premise behind HSAs is
extremely controversial. While
supporters envision greater pa-
tient empowerment leading to a
more responsive “consumer-driv-
en” healthcare system, opponents
fear more ominous consequences.
They see a system with significant
benefits for healthier and wealthi-
er patients at the expense of those
with chronic illnesses and more
limited financial resources. HSA
opponents foresee gradual erosion
of traditional insurance coverage,
leaving many unable to afford ba-
sic medical needs.

Whatever the outcome of HSAs,
the MMA guarantees them a trial
run. Uptake in the market since
the MMA’s enactment, while still
limited, has nevertheless increased
substantially. As of January 2006,
about 3.2 million people were en-
rolled, more than triple the num-
ber in March 2005.> Since financ-
ing determines the shape of any
industry, HSAs could affect not
only the health insurance industry,
but also the entire healthcare sys-
tem. Long-term adoption of HSAs
on a wide scale also could have
significant consequences for Medi-

care. It is important, therefore, to
understand how HSAs work and
where they might lead us.

The Structure of HSAs

Under the structure established by
the MMA, individuals, their em-
ployers, or both can fund HSA ac-
counts. Money that is deposited,
along with investment returns on
that money, are exempt from fed-
eral income tax, as would be the
case for a tax-favored retirement
account, such as an individual re-
tirement account (IRA) or 401(k)
plan. The maximum annual con-
tribution may not exceed the less-
er of the deductible of the accom-
panying catastrophic insurance
policy or a ceiling that is adjusted
each year for inflation. For 2007,
the limits are $2850 for an indi-
vidual and $5650 for a family.
HSA funds can be used for any
purpose that the Internal Revenue
Service (IRS) determines through
regulations to be health related.’
The definition is quite broad and
encompasses many personal care
items and services, in addition to
traditionally recognized expenses,
such as physician visits, hospital
stays, and prescription drugs. HSA
funds may not be used for health
insurance premiums, but they may
be applied to the costs of long-
term care insurance and related
kinds of coverage.

The most significant feature of
the MMA in facilitating HSAs is
the provision for funds to be
rolled over from year to year. Pre-
vious health-savings vehicles re-
quired that unused funds be for-
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feited, and the next year’s account-
ing begin anew. HSA deposits re-
main the owner’s property, and
can build up continuously until
age 65. An account maintained
over an entire career could grow
to a considerable amount, provid-
ed that significant unreimbursed
medical expenses do not arise. To
further enhance individual control
over HSA savings, the MMA
places full ownership in the hands
of the account holder, with porta-
bility from job to job. Previous ve-
hicles were owned and adminis-
tered by the employer and had to
be left behind upon a change in
employment.

To qualify for these advantages,
an HSA must be purchased in con-
junction with a catastrophic insur-
ance policy. This coverage carries
a high annual deductible, which is
indexed to inflation, but initially
set at a minimum of $1100 for an
individual and $2200 for a family,
so that it is reserved for a level of
aggregate expenses that is consid-
ered “catastrophic.” These poli-
cies are often referred to as high-
deductible health plans (HDHPs).
A survey conducted in 2005 found
that deductibles in actual HDHP
policies averaged as high as $1870
for individuals and $3686 for fam-
ilies.* As an additional protection
for those under this coverage, the
2007 total annual out-of-pocket
healthcare spending for expenses
within the deductible and for oth-
er unreimbursed medical costs
combined may not exceed $5500
for an individual and $11,000 for
a family. In addition, these policies
are portable between employers,
as well as exempt from medical
underwriting of individual risks.

Patients meet their healthcare
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he most
significant feature of
the MMA in facilitating
HSAs is the provision
for funds to be rolled
over from year
to year.

expenses with this combination of
HSAs and HDHPs. At the start of
each year, they pay for healthcare
services first out of their HSA, un-
til the insurance deductible has
been met. If the account has not
built up sufficient funds to satisfy
the deductible, patients must make
up the difference on their own. If a
patient is fortunate enough to ac-
cumulate an account surplus over
time, he or she is free to withdraw
it for any purpose starting at age
65 or if disability occurs before
age 65. Unlike tax-favored retire-
ment accounts, No taxes are in-
curred on withdrawals, even those
for non-healthcare expenses.’

The Vision of HSAs

The proponents of HSAs envision a
“consumer-driven” healthcare sys-
tem.® This term, first coined by Har-
vard Business School Professor
Regina Herzlinger, describes a sys-
tem in which patients drive the mar-
ket for healthcare goods and servic-
es, as do consumers in most other
industries.” With ownership rights
protected through rollover of ac-
count balances from year to year
and portability between employers,
the funds in HSAs represent a pa-
tient’s own money. The incentive is

to make purchases with these funds
prudently, as it would be, for exam-
ple, in buying a new car or a house.
This will lead patients to consider
price and quality and seek out the
best value for the cost.

Patients face no such incentives
when obtaining health care that is
covered by insurance. The bill is
paid by a third party—either a pri-
vate insurance company or a gov-
ernment program, such as Medi-
care or Medicaid. Excess spending
on unneeded or inefficient services
impose no direct financial conse-
quences on the patient. The only ef-
fect is a highly attenuated, upward
pressure on premiums or taxes that
is spread across a large pool of oth-
er people. The result is a phenome-
non that economists call “moral
hazard.” People are likely to be less
prudent about their behavior and
less financially cautious in health-
care spending when a third party
buffers them from the true cost.
Moral hazard produces a system
that rewards waste and inefficiency,
which are both seen as common
features of American health care.

Individual control of healthcare
purchases is the foundation of
consumer-driven health care, but
an additional ingredient is needed
to make the system work. Patients
must have information to make
rational purchasing decisions.
health care is an extremely com-
plex technical field. On their own,
lay consumers would have diffi-
culty in determining what services
they need and what provider is
best qualified to render them. If
purchases are made directly, with-
out the intervention of a managed
care company or other financial
intermediary, patients must have a
means with which to sort out the



choices available in the market.
To this end, HSA proponents
envision an explosion of accessible
healthcare information. As a cen-
tral part of fulfilling this need,
physicians, hospitals, pharmacies,
and others would post prices in a
clear and transparent manner. Im-
partial assessors would issue re-
port cards on healthcare providers
that would summarize outcomes
on key performance measures.
Web sites and print publications
would disseminate data on prices
and quality in an accessible format
to permit direct comparisons of
marketplace competitors offering
similar goods and services.
Informed patients directing
their own healthcare spending
would impose the discipline of the
market on healthcare providers.
Those who overcharge compared
to competitors of similar capabili-
ties and quality would see demand
for their services shrink. Those
who offer high value in terms of
measurable quality outcomes for
the price charged would see busi-
ness expand and profits grow. Ul-
timately, the healthcare industry
could see a shakeout in which in-
efficiency and poor quality, hall-
marks of much of American
health care to date, are banished.

The Menacing Side of HSAs

Where some see market empower-
ment of healthcare consumers,
others see a threat to an estab-
lished financing mechanism that
has protected Americans for
decades from the financial burden
that capricious injury and illness
can impose.® Critics of HSAs
charge that this approach restricts
insurance coverage to the point at
which its value is severely compro-

ritics of HSAs
charge that this
approach restricts
insurance coverage to
the point at which its
value is severely
compromised.

mised. HSAs confer a tax-free
windfall on those who are fortu-
nate enough to remain healthy,
but leave many who incur large
medical expenses through no fault
of their own without the means to
obtain needed care.

HSAs pose a disadvantage for
the sick, it is argued, because those
with chronic diseases are ensured
of incurring yearly medical costs
that are not covered by their cata-
strophic insurance policy. If the
condition is serious, these costs
could exceed the amount accumu-
lated in an HSA, forcing the pa-
tient to use additional funds of his
or her own. This pattern is likely to
repeat each year, so that there will
be no buildup of HSA savings over
time, and upon retirement, nothing
to withdraw. In contrast, a healthy
patient can hope to limit medical
spending to a level below the an-
nual HSA contribution, with funds
rolling over from year to year. Af-
ter a few years, enough money will
have been saved to cover the cata-
strophic insurance deductible in
future years, leaving an excess to
save for retirement, even if a few
major medical expenses arise be-
fore then.

HSAs also represent a disadvan-

tage for those with lower incomes,
it is contended, because these peo-
ple are less likely to have savings
that can supplement HSA funds, if
needed to treat serious illness. In
addition, lower incomes translate
into lower marginal tax rates, so
tax-free savings are worth less
than those for higher incomes. In
effect, the government is granting
a larger tax subsidy to those who
are better off financially and,
therefore, need the help less.

In the most dire scenario that op-
ponents describe, HSAs could jeop-
ardize the entire insurance industry.
As healthier patients leave tradi-
tional insurance plans, the percent-
age of sick patients in the remain-
ing coverage pool increases. This
demographic change forces insur-
ers to raise premiums, which in
turn drives even more healthy pa-
tients away. Eventually, this process
of adverse selection leaves conven-
tional insurance to cover only the
very sick at premiums that no one
can afford. Once this occurs, the
traditional insurance function of
spreading the risk of major medical
costs across a large group of people
no longer operates.

Critics also question how
comparison shopping for medical
services realistically would work in
practice. It is easy to see how pure-
ly elective services, such as cosmet-
ic surgery, could be bought and
sold in a market system. Buyers
have time to consider their options
and weigh different sources of in-
formation. However, how would
this approach work in an emer-
gency? A patient in an ambulance
with chest pain has no time or abil-
ity to compare quality ratings for
cardiac care at competing hospitals
or comparison shop for price. Con-
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sumerism has little meaning in such
a situation. Even with time to eval-
uate options, where will patients
find reliable information that is un-
derstandable to a lay consumer in a
field as technical and complex as
medical care? Outcome reporting
on healthcare providers is still in its
infancy, and it is not yet clear
whether it will ever mature to the
extent needed to support an effec-
tive consumer-driven system.

Weighing the Merits of HSAs
The contrasting visions of HSAs
have sparked lively debate in
many policy forums, including
last winter’s annual National
Health Policy Conference, spon-
sored by AcademyHealth, the na-
tion’s largest health policy and
health services research organiza-
tion.” Ray Ramthun, Special As-
sistant to the President for Eco-
nomic Policy, extolled the virtues
of a new approach to healthcare
finance that could pick up where
managed care left off in control-
ling costs and enhancing access.
While managed care uses the
blunt force of an outside arbiter in
deciding what services a patient
may or may not obtain, HSAs put
this control in the hands of the pa-
tients themselves, who decide how
to use funds that they own. If they
spend prudently, financial re-
wards lie ahead. If they overspend
on unnecessary care, they will
bear the financial consequences.
The most impassioned words of
caution came from Princeton Uni-
versity economist Uwe Reinhardt,
who complained of the illusion of
an “ownership” system.' He
echoed the concerns of HSA critics
in warning that health care often
responds in perverse ways to the
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patient in an
ambulance with chest
pain has no time or
ability to compare
quality ratings for
cardiac care at
competing hospitals.

market forces that guide the pur-
chase and sale of routine consumer
goods. HSA proponents predict
that patients will be more prudent
purchasers if, by using their own
funds rather than those of an insur-
ance company, they put some “skin
in the game.” Professor Reinhardt
wondered how much “skin” a sur-
gery patient could stand to lose,
both figuratively and literally. Uni-
versal insurance coverage that
treats all patients more or less
equally, he argued, is a far prefer-
able approach.

Possible Consequences
for Medicare
With the decibel level rising on ar-
guments about the near-term ef-
fects of HSAs on private health in-
surance, there has been little public
debate about the possible longer-
term effects on Medicare. If the
HSA approach is successful, many
of those entering the Medicare pro-
gram over the coming years will
have sizeable accounts that can
supplement Medicare coverage.
This change could have profound
effects on patients and providers.
What will it mean for patients to
gain Medicare coverage with a
large supplemental spending fund

available? As a start, they will like-
ly demand more noncovered servic-
es, including elective procedures
and lifestyle drugs. They may seek
higher levels of quality in services
that are covered, perhaps paying
the additional costs for private hos-
pital rooms, private-duty nurses,
and extra follow-up care. They also
may be more willing to incur the
costs of physicians who opt out of
Medicare participation and require
direct patient payment. Overall, de-
mand for high-end healthcare serv-
ices is likely to grow.

If successful in the long term,
HSAs may reinforce another inno-
vation that Congress sought to
promote through the MMA. That
law encourages the growth of pri-
vate managed care plans as an
alternative to traditional fee-for-
service Medicare coverage. Pa-
tients can opt to receive all of their
coverage through Medicare Part C,
which was renamed “Medicare
Advantage.” Plans operating un-
der this program vary considerably
in the generosity of their benefit
structures and the cost of premi-
ums. If Medicare Advantage ma-
tures alongside HSAs, a growing
number of seniors will have the re-
sources to join high-end managed
care plans. Such a trend could add
further fuel to the engine driving
Medicare managed care growth.

More discretionary healthcare
spending in the hands of beneficiar-
ies may lead to an altered political
dynamic for Medicare. Congress
may find it easier to cut basic
Medicare services if a sizable pro-
portion of beneficiaries is able to
supplement coverage on its own.
As financial pressures on Medi-
care grow with the aging of the co-
hort born during the baby boom



years, reductions in coverage may
be easier to sell to a public that
can cushion the effects with tax-
advantaged savings.

The other side of a burst in high-
end medical services, however,
would be a reduction in access to
health care for those who reach re-
tirement age without an HSA sur-
plus. People who have spent years
treating chronic diseases or who
have had to confront other major
medical expenses for themselves or
family members are likely to reach
Medicare eligibility with their HSAs
depleted. Most of them would have
no resources with which to demand
discretionary care. Of greater con-
cern, they would similarly lack re-
sources with which to cover any
cutbacks in Medicare coverage. The
most direct effect on providers
would be an increase in uncompen-
sated care and, possibly, the number
of collection problems.

The Next Steps for HSAs

The launch of HSAs is still very
much an experiment. While the
rate of uptake is growing rapidly,
it still represents only a fraction of
private health insurance policies.
Experience over the next few years
will be crucial in determining their
fate. As with any health policy in-
novation, predictions must be tak-
en with more than a grain of salt.
Ten years ago, prognosticators
saw a healthcare system dominat-
ed by HMOs based predominately
on primary care. HSAs were pro-
posed, in part, as a means to pick
up the pieces that remained of that
shattered vision.

Two factors will play key roles in
determining the outcome of HSAs.
The first is the maturation of infor-
mation resources. Markets only

Tax Relief and Health Care Act of 2006 Impacts HSAs

The US Congress passed the Tax Relief and Health Care Act of 2006
(H.R. 6111) on December 8, 2006, and President Bush is expected to
sign the bill before the end of the year." The Act provides several im-
provements to HSAs, including the following?:

* Rollover of money from other tax-favored accounts into an HSA.
Eligible accounts include savings from a company Health
Reimbursement Arrangement, an IRA, and the health dollars in a
Flexible Spending Account (FSA).2 The rollover is a one-time
transfer.’

* Increased annual contribution limits for HSAs. Current law prohibits
yearly deposits that are greater than the amount of a person's health
insurance policy's deductible. Under this legislation, HSA insurance
policy owners can contribute the maximum amount of $2700
(individual) or $5450 (family) in 2006.

* Cost-of-living adjustments for HSA contribution and deductible
amounts published by the Treasury Department in March (not April).2

* Full annual contribution to HSAs, even if the accounts are not yet set

up.?

* Higher contributions to HSAs by employers for lesser-paid

employees.?

The HSA enhancements are permanent, and most take effect for tax
years beginning after 2006. These changes will have a major impact on
employer-sponsored healthcare decisions.’
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work if consumers have sufficient in-
formation with which to make pur-
chasing decisions. Pricing and objec-
tive quality data are still not
available in a form that is widely ac-
cessible to lay healthcare consumers.
The growth of HSAs may generate
enough demand for this resource to
stimulate its rapid development.
However, it remains to be seen
whether truly informed comparison
shopping for life-and-death health-
care services is actually feasible.
The second factor is govern-
ment regulation. Many aspects of
HSAs were spawned into a regula-
tory void." Federal legislation ex-
empts HDHPs from much state
oversight, but does not substitute
rigorous federal standards in its

place. The administration of many
HSAs is likely to find its way to
banks, which are subject to finan-
cial, but not healthcare, regula-
tion. Under this structure, who
will ensure that health considera-
tions are addressed? Moreover,
who will police the dissemination
of consumer information against
fraudulent and deceptive prac-
tices? The answers have yet to be
devised.

America’s disjointed system of
healthcare finance reflects pieces of
many innovations implemented
over the years. Despite a meteoric
rise in market share during the
1990s, HMOs never came to dom-
inate, but the role of insurers as
managers of care seems here to
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PROVIDER ACTION

Impact to You

HSAs will likely result in a large pool of consumers demanding
noncovered Medicare services. These consumers will seek higher levels
of quality in services, looking toward the Internet as a source of
information. They may also be more willing to incur the cost of
physicians who opt out of Medicare participation and require direct
patient payment. Overall, demand for high-end healthcare services is
likely to grow.

It is important to understand the workings of HSAs so that you can
best advise patients, as well as consider this option for yourself. In
addition, realizing how the growth of HSAs will affect the marketplace
so that you can prepare for the likely changes is essential.

What You Need to Do

Already, consumer-driven health care is leading some patients to expect
and demand more in terms of provider responsiveness. These patients
are also increasingly evaluating quality outcomes data that are available
on the Internet. Practices that prepare for this new patient pool will be
best positioned to take advantage of this market change. Preparation
includes better collection, analysis, and reporting of quality data and

being well represented on the Internet.

stay. Fee-for-service reimburse-
ment, which prevailed before the
rise of managed care, sank as a re-
sult of its unmanageable price tag,
but its central feature of patient
choice of providers remains a key
element of many insurance plans.
HSAs may or may not survive and
thrive in the form envisioned by the
MMA. However, the concept of
greater patient control over health-
care spending decisions and patient
sensitivity to the consequences has
been gaining considerable support
for some time. It is likely to remain
influential in financing mechanisms
in some shape or another for the
foreseeable future. MPM
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Adverse Event Reporting
Promotes a Culture of Safety
(continued from page 18)

task, but it’s a challenge that every-
one, ourselves included, should ac-
cept. Join us in creating a culture of
safety throughout the healthcare
community. MPM
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