HSAs and High-Deductible

Health Plans: A Primer

C onsumer-directed health care is the
newest name given to a handful of
strategies—some innovative, some recy-
cled—that seek to marshal the power of
consumers making cost-conscious choices
to constrain rising U.S. health care spend-
ing. The leading edge of the consumer-
directed movement is a new generation of
tax-advantaged accounts known as health
savings accounts (HSAs) that are linked to
high-deductible health plans (HDHPs).

Simply stated, HSAs require an individ-
ual to use his or her own money (or
money set aside by an employer for the
individual’s use) to pay for medical
expenses up to a fairly substantial
deductible. At that point, traditional
insurance coverage begins.

Such plans are less costly per covered
person than many traditional insurance
policies. For 2000, the deductible is a
minimum of $1,050 for self-only coverage
or $2,100 for family coverage—quite a bit
higher than for most health insurance.
Thus, insurers aren’t required to pay
claims below those amounts. And theoret-
ically, employees using their own money
will be more aware of prices and will be
more likely to “shop around” for care—
saving dollars for both themselves and
their employer.

Consumer-directed plans are new
enough that reliable national data on the
number of participants are only beginning
to become available. The most recent
count, by America’s Health Insurance
Plans (AHIP), shows that almost 3.2 mil-
lion people were covered by HSAs linked
to high-deductible health plans in January
20006. This is a growth of 2.7 million peo-
ple since September 2004, or more than
600 percent. (See graph, “Growth of
HSA/HDHP Enrollment.”)

A consensus is emerging that con-
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sumer-directed plans eventually will
become a major health care coverage
option among large employers. The AHIP
study noted that the percentage of HSA
enrollees in large groups increased by 10
fold between 2004 and 2006—from 3
percent of all enrolled in such plans to 33
percent. The share of all HSAs sold in the
small-group market has also increased—
from 18 percent of all enrolled in 2004 to
25 percent in 2000.

Soaring Costs as the
Mother of Invention

HSAs are attracting attention primarily
because of their potential to curb years of
escalating employer health care costs. On
average, premiums for employer-spon-
sored health plans rose anywhere from

6.1 percent to 9.2 percent in 2005,
depending on the survey being cited. This
was the sixth straight year in which pre-
miums grew at more than double the
pace of prices overall or workers’ earnings.
Employers saw premiums go up steeply in
2001 (10.9 percent), 2002 (12.9 percent),
2003 (13.9 percent) and 2004 (11.2 per-
cent).

Employers, the source of coverage for
161.7 million non-elderly people in 2004,
have used a variety of means to reduce
their health care costs. According to Paul
Ginsburg, president of the Center for
Studying Health System Change, employ-
ers “bought down” the price of health
insurance by reducing benefits and
increasing cost-sharing for workers,
notably by increasing plan deductibles and
copayments. The result, he concluded,
was that the average premium would have
been 2 to 3 percent higher in 2002, 2003
and 2004 without the “buy-down.”

But the continued rapid growth in pre-
miums has prompted employers to seek
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Fast Facts

A The two main types of con-

sumer-directed health plans
are health savings accounts
(HSAs) and health reimburse-
ment arrangements (HRAs).

Almost 3.2 million people
were covered by HSAs linked
to high-deductible health
plans in January 2006.

Proponents of consumer-
directed plans say the plans
cause individuals to make
smarter, more cost-conscious
health care purchasing deci-
sions while allowing employ-
ers to save money on health
coverage premiums.

Opponents of consumer-
directed plans say the plans
won't do much to lower over-
all health care costs and will
discourage some individuals
from seeking care when they
need it.

President Bush proposes
expanding HSAs by offering
tax incentives to individuals
and to employers.
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new ways to control their health care costs.
Unlike the 1990s, when employers focused on
enrolling employees in managed care plans that
restricted the use of services, and seeking dis-
counts from providers, their latest strategies aim
to curb demand for health care services and
improve the value of health spending by making
employees more sensitive to both price and qual-
ity. Consumer-directed health plans are emerging
as important components of this strategy, partic-
ularly among the largest employers.

The Evolution of HSAs

Created by the Medicare Modernization Act of 2003,
health savings accounts evolved from earlier tax-preferred
accounts that, through various mechanisms, allow pay-
ment of health care expenses.

The earliest predecessors to HSAs were med-
ical saving accounts (MSAs), which first appeared
when some states changed their tax laws to favor
the accounts.

The next type of consumer-directed approach
to develop was health reimbursement arrange-
ments, or HRAs. Unlike medical savings accounts,
HRAs are not restricted to employees of small
firms only. Like MSAs, the funds in an employee’s
account are available for qualifying medical
expenses until those funds are used up. Unused
funds are rolled over at the end of the year. If the
employee changes jobs, the HRA does not follow
the employee to the new job. An employer’s con-
tributions to an HRA are tax deductible, like con-

tributions to other health insurance. (For more on
the difference between HSAs and HRAs, go to
www.allhealth.org/issue_ briefs_ HSAs.asp.)

There appears to be greater interest in HSAs
than in either MSAs or HRAs, as employers seck to
reduce costs and the Bush Administration advocates
them as part of a broad-based campaign to establish
what is being called an “ownership society.”

HSAs offer certain advantages over the other
accounts. For example, HSAs are available to the
self-employed, as well as to employees of firms.

Unlike HRAs, HSAs are also fully portable;
they are owned by the individual, who can take
them from one company to another. HSA inter-
est accruals are tax-free, as are withdrawals for
IRS-eligible, or “qualified,” health care expenses.
Those who are unemployed can use HSA funds
to purchase health coverage in the individual
insurance market, or to pay COBRA premiums
for up to 18 months to maintain the employer-
sponsored coverage they had under a former job.

Supporters’ Arguments

Proponents of consumer-directed health care call
it a revolutionary movement. They say that con-
sumer-directed principles will transform relative-
ly passive, cost-insulated health care users into
informed and active shoppers.

Supporters of such plans say they represent a
portable, attractive health insurance alternative for
self-employed and uninsured individuals, as well
as for employees of firms of all sizes. Proponents
say if consumer-directed plans become more pop-
ular, they may produce a cost-consciousness
among both consumers and providers

The Heritage Foundation says HSAs give con-
sumers “a new choice in coverage design, greater
control of their health care spending, and the
ability to own their own health care plans.”
HSAs also help employers, Heritage says, by giv-
ing them “the ability to make the transition from
a defined benefit system, with open-ended costs,
to a defined contribution system in which health
care spending can be better managed.”

Joseph Antos of the American Enterprise
Institute notes that by not covering “first dollar”
health expenses, consumer-directed plans help
avoid consumer overuse of health care services.

To make smart choices under a consumer-
directed plan, however, consumers must be
offered information to help them make purchas-
ing decisions. Ideally, plans make intensive use of
the internet to give members information about
health care providers, prices and quality. Some
plans offer consumer education and health care
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“coaching” programs aimed at helping members
with financial and clinical strategies. Proponents
such as former House Speaker Newt Gingrich
note that this sort of information is necessary for
consumers if the plans are to help lower costs.

Critics’ Arguments

Some skeptics, such as Uwe Reinhardt of
Princeton, argue that these news plans rarely pro-
vide information that workers would need to
make better health care decisions—information
about both prices and clinical abilities of physi-
cians and hospitals. Indeed, a 2005 study con-
cluded that the first generation of HSA products
typically does not provide consumer-friendly cost
and quality information.

Some analysts also worry that consumer-
directed plans may fail to meet consumers' health
care needs and therefore place additional finan-
cial burdens on those with chronic health condi-
tions and could cause some consumers to delay
or forgo needed care. That could trigger a
response similar to the backlash against HMO
gate-keeping in the late 1990s and early 2000s.
Delaying care, or forgoing it altogether, can lead
to more serious illness

Karen Davis and colleagues at The
Commonwealth Fund found that 38 percent of
adults with deductibles of $1,000 or more
reported at least one of four cost-related access
problems: not filling a prescription, not getting
needed specialist care, skipping a recommended
test or follow-up, or having a medical problem
by not visiting a doctor or clinic. By contrast, 21
percent of adults with no deductible report one
of these four access problems.

Questions are also raised about how effective the
plans will be in controlling costs, given the widely
uneven spending patterns of health care users.

Once households hit the deductible for their
high-deductible health plan, they face little addi-
tional incentive to economize. In 2004, non-elder-
ly people with health insurance who spent less than
the minimum MSA deductible accounted for less
than 6 percent of total medical spending by singles
and 4 percent of families' medical expenditures.

Ciritics of the consumer-directed plans also
argue that current comprehensive coverage for
many workers could be threatened if premiums
for plans not linked to HSAs begin rising rapidly
in response to a migration of healthier workers to

cheaper high-deductible plans.
HSA Changes Coming?

As the debate continues between proponents and
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skeptics, President Bush renewed his support for
expanded use of HSAs in his 2006 State of the
Union message.

The president vowed to “strengthen health
savings accounts—making sure individuals and
small business employees can buy insurance with
the same advantages that people working for big
businesses now get.” He went on to say, “We will
do more to make this coverage portable, so work-
ers can switch jobs without having to worry
about losing their health insurance.”

The 2007 White House budget proposal offers
specifics. (See box, “President Bush’s Plan to
Promote Health Savings Accounts.”)

Some supporters of HSAs are asking Congress
to rework the law to allow first-dollar coverage of
prescription drugs, particularly those mainte-
nance drugs needed by people with chronic con-
ditions, regardless of the deductible.

But the White House’s Roy Ramthun told a
March 2006 Alliance briefing audience that other
HSA backers on Capitol Hill wanted consumers
to be aware of the high cost of prescriptions.

Forecasting HSAs’ Impact
Enrollment in consumer-directed plans is growing,
but it remains to be seen whether they will become

President Bush’s Plan to Promote Health
Savings Accounts, February 2006

As part of his FY 2007 budget request to Congress, President Bush proposed
a number of changes in current law to make HSAs more attractive to individ-
uals and employers. Among them:

A Provide an income tax credit for contributions to an HSA, equal to the
amount of payroll taxes paid on those contributions.

A Exclude from taxable income the amount of premiums paid for an HSA-qual-
ified insurance plan purchased in the individual market, and provide an
income tax credit equal to the payroll taxes paid on the premium amounts.

A Raise the amount individuals and employers may contribute to an HSA to
an amount equal to that of the out-of-pocket maximum defined by the
HSA-qualified plan. Currently, contributions are only allowed up to the
amount of the deductible.

A Allow employers to make larger contributions to HSAs of chronically ill
employees than to the accounts of employees with no chronic illnesses

A Provide advanceable tax credits for low income individuals and families
when an HSA-qualified insurance is purchased. The amount of the credits
would be up to $1,000 for a single adult, $2,000 for two adults and
$3,000 for a family, up to 90% of the plan premiums.

A Provide $500 million per year to encourage up to 10 states to test innova-
tive methods for covering their chronically ill residents. For example,
states could fund risk-adjusted premium subsidy programs or use the
funds to provide HSA accounts to state high-risk pool enrollees.
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the plans of choice for American employers.

A December 2005 study of consumer-
directed health care provides ammunition
for both sides in the ongoing debate. The
study, by the Employee Benefit Research
Institute and The Commonwealth Fund,
found that just 30 percent of high-
deductible plan enrollees said they would
stay with their current plan if they had
an opportunity to switch.

On the other hand, the study also
found that people in consumer-directed
plans and high-deductible plans were sig-
nificantly more likely to say that the

terms of their health plans “made them

consider costs” when deciding on treat-
ment options
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Asked what the future holds for con-
sumer-directed health care, Tom Miller,
senior health economist for the Con-
gressional Joint Economic Committee,
advises people to “chill out a little bit
about this and ride the wave. ... There are
a lot of interesting things that could be
done and will be done, but they’re going
to come in stumbling starts, trial and
errors. Some folks will win, some people
will lose,” he said, referring to insurers
providing consumer-directed plans.
“That’s called competition, innovation,
and we ought to try it in health care.”

(For the sources used in this publication, click on
the title of this issue brief at www.allhealth.org under
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