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OVERVIEW — This background paper updates and expands on a previous
NHPF document that looked at the fundamentals of health savings accounts
(HSAs) and high-deductible health plans (HDHPs), their intellectual and
legislative origins, and the ways they work.1 In addition to updating infor-
mation on the HDHP/HSA marketplace, this paper presents a description
of how the HDHP combined with the HSA works for enrollees. Using a
question-and-answer format, it then addresses some of the more compli-
cated details of these arrangements, looking first at the HDHPs and then
the HSAs. This closer examination suggests some potential policy chal-
lenges for lawmakers, the focus of the paper’s final section.
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The Fundamentals of
Health Savings Accounts and
High-Deductible Health Plans

Whether insured through an employer health plan or seeking health in-
surance in the individual (nongroup) market, consumers are increasingly
being asked to consider enrolling in a high-deductible health plan (HDHP).
In many instances, the high-deductible policy is being offered with a health
savings account (HSA), a tax-advantaged personal savings account designed
to give the owner of the account a way to pay for health care expenses that
are not covered by his or her insurance. Along with high-deductible health
plans, HSAs are part of a family of health insurance products that many
refer to as “consumer-directed” or “consumer-driven” health care.

HSAs are at the center of a major health policy debate in Washington.
Their proponents, including President Bush, assert that the shift to this
type of health insurance from more traditional insurance products will be
transformative, producing a more cost-effective health care system. They
argue that when consumers have to spend more of their own money up
front, they will shop for the best value and use fewer and less costly ser-
vices. As this occurs, providers of health care will then be driven to com-
pete on the price and quality of their services, helping to hold down health
insurance premiums. More affordable premiums will in turn lead to fewer
uninsured as more Americans are able to buy and retain coverage. More-
over, proponents argue, HSAs will lead more Americans to save for their
health expenses in retirement.

Others, including many congressional Democrats, regard HSAs more
skeptically. They point to studies that show that most health care costs
are incurred by only a small percentage of very sick or injured individu-
als and conclude that HDHP/HSA arrangements can do little to contain
those high-end expenditures. Another concern is that these arrangements
will disproportionately attract healthier and wealthier individuals, concen-
trating sick and poorer individuals in traditional, comprehensive insurance
plans, thereby driving those plan premiums ever higher. As a result, in their
view, HDHP/HSAs will lead to increases in the number of underinsured
Americans without doing much to reduce the overall number of those who
are uninsured. Critics also question whether the tax benefits provided to HSAs
are an efficient and equitable use of federal revenues.2

Against this backdrop of intense debate, policymakers have opened the
door ever wider to HDHP/HSAs through a series of legislative and regula-
tory measures. Building on the earlier “Archer” medical savings accounts
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(MSAs) and health reimbursement arrangements (HRAs),3 Congress au-
thorized HSAs as part of the Medicare Prescription Drug, Improvement,
and Modernization Act of 2003 (MMA).4 The Bush administration has
since encouraged these arrangements through a series of regulatory deci-
sions and an informational campaign.5 The marketplace has responded. As
of January 2006, about 3.2 million people were enrolled in HSA-qualified
HDHPs, and HSAs held an estimated $1.5 billion in assets as of mid-2006.

No one knows whether HDHP/HSAs will be yet another flash in the health
care pan or a more enduring and important part of the insurance land-
scape. What is clear from most accounts, however, is that purchasers
(employers, employees, and consumers at large) as well as health care
providers are taking them seriously, thus indicating that a closer exami-
nation of these insurance arrangements may provide some lessons use-
ful to the policy debate.

RECENT DEVELOPMENTS
In the 109th Congress, HSA proponents argued that HDHP/HSAs would
experience much faster growth if Congress would remove certain constraints
imposed on these arrangements by the MMA. Accordingly, the Bush ad-
ministration pressed for a number of changes to the law relating to HSAs.
The President’s fiscal year (FY) 2007 budget proposed refundable tax cred-
its to help low-income, uninsured Americans pay for HSA-qualified
HDHPs and other changes to encourage and facilitate the formation of
HSAs.6 Although the tax credit proposal did not get traction in Congress,
some administration-supported changes to the HSA provisions were en-
acted as part of a tax and health care package passed in the last hours of
the 109th Congress.7

In his FY 2008 budget proposal for health care, President Bush is seeking
additional changes to the law to increase “the incentive for individuals to
change to HSA-eligible coverage.”8 For example, an HSA-qualified HDHP
would be permitted to require 50 percent or higher coinsurance instead of
the current minimum deductible amounts. In addition, employers would
be permitted to contribute more to the HSAs of employees who have a
chronic illness or who have a spouse or dependent with a chronic illness.9

The Bush administration has also promoted HSAs in other venues. As of
January 2007, Medicare beneficiaries in most states are able to elect a
Medicare MSA plan or an MSA demonstration plan from the array of
private plan options offered under the Medicare Advantage program. The
MSA demonstration plan works much like the HDHP/HSA arrangements
in the under-65 market.10 Also, under an August 2006 Executive Order,
federal agencies that administer or sponsor a federal health insurance
program are required to promote quality and efficiency, objectives that
may, in part, be met if the agencies make available to their beneficiaries or
enrollees “consumer-directed health care insurance products,”11 includ-
ing HDHPs and HSAs.

109th Congress
Changes to HSAs

■ Allows increased HSA contri-
butions to an annual maximum
($2,850 in the case of self-only
coverage and $5,650 in the case of
family coverage in 2007).

The law previously limited con-
tributions to the lesser of these
amounts or the deductible of the
qualified plan.

■ Allows certain amounts in a
health flexible spending account
(FSA) or HRA to be rolled over
into an HSA. Allows a one-time
rollover of funds in an IRA into
an HSA.

■ Allows employers to make
higher contributions to the HSAs
of employees who are not highly
compensated.

■ Allows individuals who be-
come covered under a high-
deductible plan in a month other
than January to make the full
deductible HSA contribution for
the year.

Source: H.R. 6111 (P.L. 109-432)
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THE MECHANICS OF HDHPs AND HSAs:
AN OVERVIEW
To be eligible to make tax-free contributions to an HSA, an individual must
be enrolled in an HDHP that meets specific requirements. The combination
of the HSA and the high-deductible insurance is intended to provide finan-
cial protection against high medical expenses while retaining incentives for
individuals to be prudent purchasers of health care services.

HSA accounts are similar in concept to individual retirement accounts
(IRAs). Individuals who meet specific qualifications may establish HSA
accounts with banks and other financial institutions approved by the IRS.
Money may be deposited into the accounts by the individual, an employer,
or anyone else on behalf of the individual, although the combined contri-
butions may not exceed certain annual limits.

Funds deposited in HSAs by individuals or employees may be claimed
by the account holder as deductions from adjusted gross income, regard-
less of whether or not the taxpayer files an itemized return (referred to as
an “above-the-line” deduction). Deposits by employers on behalf of em-
ployees, including employee contributions made through salary reduc-
tion, are excluded from income and wages for federal employee income
and payroll taxes and, depending on state law, may also be exempt from
state taxes. Account earnings accumulate on a tax-free basis. As discussed
below, HSA funds may be invested in a number of ways.

HSA fund balances may build from year to year; there are no “use or lose”
requirements. Even if an individual is no longer eligible to make HSA con-
tributions, any funds deposited in the account while he or she was eligible
remain available to be used on a tax-free basis for qualified medical ex-
penses. Thus, HSAs provide a form of portable health benefit that follows
an individual, regardless of changes in employment or insurance status.

Eligibility

Individuals are eligible to deposit money on a tax-free basis in an HSA if
they are covered under a qualified HDHP and are not covered under other
first-dollar health insurance12 (including enrollment in Medicare). Individu-
als claimed by taxpayers as dependents (for example, children) may not set
up their own HSAs, although their health expenses may be reimbursed
from the HSA of the person claiming them as a dependent (for example, a
parent). An individual does not have to be earning income to qualify for an
HSA, nor are there any income limits on who can set one up.

HSA Contributions

Prior to 2007, annual contributions were limited by law to the lesser of the
amount of the deductible in the HDHP in which the individual was en-
rolled,13 or a maximum of $2,700 for an individual or $5,450 for a family. As
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of 2007, the amount of the plan deductible no longer affects the contribu-
tion. Instead, the annual contribution is limited to a statutory maximum,
which is $2,850 for an individual or $5,650 for a family. As before, these
amounts are adjusted annually for general inflation (consumer price in-
dex) and rounded to the nearest $50.

To encourage saving for health expenses after retirement, individuals eli-
gible to make HSA deposits who are age 55 and older are allowed to make
additional catch-up contributions. Catch-up contributions are limited to $800
for 2007. The catch-up contribution limit will increase by $100 each year
through 2009 and then remain at $1,000 for years after 2009 (Table 1).

Individuals may have more than one HSA, but the annual contribution
limits apply to the aggregate deposits in all HSA accounts. If more money
is deposited into an HSA than is allowed under law (referred to as “excess
contributions”), the amount that exceeds the limit is subject to a 6 percent
excise tax penalty each year until the money is withdrawn. The penalty
may be avoided, however, if the excess amount and any earnings on it are
withdrawn before the federal income tax filing date (generally April 15).14

Use of HSA Funds

Funds withdrawn from an HSA are not taxed if they are used to pay quali-
fying medical expenses for any beneficiary of the account to the extent
the expenses have not been reimbursed by insurance or otherwise com-
pensated. The definition of qualifying medical expenses generally includes
those items and services allowed under section 213(d) of the Internal Rev-
enue Code (IRC).15 HSA funds that are withdrawn and used for other
than qualified health expenses must be included in gross income for tax
purposes and are subject to a 10 percent penalty tax. The penalty is waived,
however, in cases of disability or death or for individuals age 65 and over.

TABLE 1
Maximum HSA Contributions,

Out-of-Pocket Limits, and Deductibles, 2007

Individual Family

Annual Contribution Limit $ 2,850 $  5,650

“Catch-Up” Contribution Limit (age 55+)  –––  $ 800 per person  –––

HDHP Maximum Out-of-Pocket $ 5,500 $11,000
Spending Limit

HDHP Minimum Annual Deductible $ 1,100 $  2,200

Source: U.S. Department of the Treasury, “2007 HSA Indexed Amounts”; available at http://www.
treasury.gov/offices/public-affairs/hsa/07IndexedAmounts.shtml.
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HDHPs

To qualify as an HDHP for purposes of an HSA, a health plan must meet
certain requirements. The HDHP must provide general medical benefits.
Coverage for only a narrow range of services, such as that provided by a
dental or vision plan, would not qualify. The plan must impose a minimum
annual deductible and also provide catastrophic coverage after out-of-pocket
expenditures reach a specified level. The minimum annual deductible
amounts for 2007 are $1,100 for an individual or $2,200 for family coverage
(Table 1). These amounts are indexed to change by the rate of general infla-
tion each year, rounded to the nearest $50. The deductible must apply to all
covered benefits (except preventive care), including prescription drugs.

Some family plans have embedded deductibles which apply to individu-
als within the family and which are each less than the aggregate family
deductible. For example, a plan may have a family deductible of $4,000
but an embedded individual deductible of $2,200 per family member. In
such a case, the plan would begin paying benefits for each individual
family member who incurs $2,200 in spending and would pay benefits
for all family members once the $4,000 deductible had been met. To qualify
as an HDHP for HSA purposes, the plan cannot have an embedded indi-
vidual deductible that is less than the minimum required family deduct-
ible (that is, $2,200 in 2007).16

To avoid discouraging the use of preventive services, the law permits,
but does not require, certain preventive services to be exempt from appli-
cation of the deductible. HDHP policies must also have catastrophic cov-
erage that pays all costs for covered services once an annual spending
threshold for copayments, coinsurance, and deductibles has been met.
For 2007, the out-of-pocket threshold can be no more than $5,500 for an
individual or $11,000 for a family. These amounts are also indexed to rise
each year for general inflation.

Closed panel health maintenance organizations (HMOs), preferred provider
organization (PPO) plans (which charge higher cost-sharing for using out-
of-network providers), fee-for-service indemnity plans, and hybrid plans
(for example, point-of-service plans) can all qualify as HDHPs if they meet
the minimum requirements. Deductibles, coinsurance, and out-of-pocket
limits can vary when in-network and out-of-network providers are used,
depending on the type of plan chosen.

FACTS AND FIGURES ON HDHP/HSAs: THE DETAILS
Limited information is available on enrollment in HDHPs and contribu-
tions to HSAs, and what data are available can be difficult to compare.
Some data report only on employer-sponsored health plans, while others
combine group and individual health insurance information. Information
on HSAs is sometimes reported separately and other times in combina-
tion with data on the predecessor HRAs.
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Enrollment

As of January 2006, nearly 3.2 million people were enrolled in HSA-
qualified HDHPs, according to a survey of its member companies con-
ducted by America’s Health Insurance Plans (AHIP).17 Of the total, 1.4
million people were covered through an employer-based plan and another
855,000 through individual plans, while the classification of the remaining
878,000 enrollees is unknown. Among individual plan enrollees, 31 per-
cent are reported by AHIP as having been previously uninsured, and one-
third of small-group policies were purchased by employers that did not
previously offer health insurance coverage. The actual net effect on the
number of uninsured is unclear, however, in part because some individu-
als and small employers newly covered by these plans might have chosen
other coverage if HDHPs were not available.18

The 3.2 million figure represents a tripling from the previous year’s indus-
try survey but remains a small fraction of private health insurance cover-
age. A recent population-based survey found only 1 percent of privately
insured individuals ages 21 to 64 are enrolled in a consumer-directed health
plan, defined as a combination of a HDHP and an HSA or HRA. Another 7
percent were found to be enrolled in a qualifying HDHP but not to have an
accompanying HSA or HRA.19

AHIP found the fastest HDHP enrollment growth occurred in the group
market, which increased by about 1 million enrollees between March 2005
and January 2006, at which point 60 percent of all HDHP enrollees were in
group plans. Plans sold to individuals increased by about 300,000, repre-
senting 23 percent of new purchases of coverage in the individual market.

A separate 2006 survey of employer health plans found that HDHPs com-
bined with a health savings option account for only 4 percent of employee
health plan enrollment. Among firms offering health benefits, 7 percent
offered an HDHP/HRA or HSA option in 2006, with large employers
(those with more than 1,000 employees) twice as likely as others to offer
this option.20 A different survey of 573 large companies found a much
higher percentage offering an HDHP/HRA or HSA option but a simi-
larly low employee participation rate. In this survey, 38 percent of com-
panies offered this option, but only 8 percent of employees enrolled.21

Funding and Management of HSAs

Just over half of HSA-eligible HDHP enrollees contributed funds to an HSA,
according to a Government Accountability Office (GAO) review of federal
tax filings.22 Specifically, in 2004, about 55 percent of HSA-eligible plan en-
rollees claimed an HSA deduction or reported an HSA contribution. On
average, tax filers claimed a $2,100 deduction for these HSA contribu-
tions, an amount that increased with income. Those with incomes below
$50,000 averaged a $1,370 HSA deduction compared with a $3,010 aver-
age for those with incomes of $200,000 or more. Importantly, however,
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these data on tax-deductible contributions exclude contributions made
by individuals through their employer as salary reductions, which are
excluded from taxable income. Data on the extent of these contributions
are not available.23

Two-thirds of employers offering HSA-eligible health plan coverage in
2005 contributed to their employees’ HSAs.24 Employees are more likely
to contribute to an HSA if their employer made a contribution, the GAO
review found. Employer HSA contributions reported to the IRS averaged
$1,064 in 2004.

In general, individuals reporting HSA contributions have higher incomes.
Those reporting contributions in 2004 had average adjusted gross incomes
of $133,000, more than 2.5 times the average of $51,000 for all tax filers
under age 65. More than half of HSA contributors had incomes above
$75,000, compared with only 18 percent of all nonelderly tax filers.25

A mid-2006 estimate by one industry newsletter based on data provided by
a survey of 60 financial firms that administer HSAs identified $1.5 billion in
assets held in 1.2 million HSA accounts.26 According to these industry sur-
vey data, most HSA assets were concentrated in a few firms: HSA Bank, a
division of Webster Bank ($289 million); Exante Bank ($250 million);
JPMorgan Chase ($130 million); and Wells Fargo ($110 million).

Use of HSA Funds

HSA account holders use funds both to pay medical expenses and to ac-
cumulate savings. Federal tax data reviewed by the GAO show that 45
percent of those who made contributions to an HSA in 2004 also made
withdrawals. About 40 percent of all funds contributed to HSAs were
withdrawn from the accounts by the end of that year. Balances can accu-
mulate when account holders do not need to use all the funds for medical
expenses or when they choose to pay for medical expenses with other
available funds, preserving the tax-advantaged HSA account as a savings
vehicle. The GAO reported that many focus group participants in their study
indicated that they use their HSAs as tax-advantaged savings vehicles.27

HDHP Premiums and Benefits

HSA-eligible HDHPs generally have lower premiums, higher deductibles,
and higher out-of-pocket spending limits but in other ways resemble tra-
ditional health insurance plans.28 AHIP reports that annual premiums for
best-selling HDHPs in the individual market averaged about $1,900 for
individual coverage and $3,950 for families (Table 2, next page). A sepa-
rate GAO analysis of plans sold through ehealthinsurance.com found
somewhat lower premiums, with average individual annualized premi-
ums of $1,332, about 20 percent less than the $1,656 average for tradi-
tional health plan offerings.29
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Premiums for employer-based HDHPs in 2006 aver-
aged about $3,200 for single coverage and $8,500 for
family coverage (Table 3). By contrast, premiums for
all employer-based plans overall averaged $4,200 and
$11,500, respectively. Premium differences across plans
may reflect differences in the health status of enrollees
as well as other factors, such as variations in provider
reimbursement and administrative overhead.

Premiums for employer-based HDHPs increased 4.8
percent on average between 2005 and 2006. This is sig-
nificantly lower than the average 8.6 percent increase
in HMO premiums but not statistically different from
the increase in PPO plan premiums, the most common
plan type.30

Deductibles for HDHPs are, as expected, higher than
those for traditional health plans, and they vary con-
siderably. Among employer plans, HDHP deductibles average about
$2,000 for self-only coverage, but 63 percent of workers in these plans
have deductibles above that amount. By comparison, in traditional PPO
plans, 31 percent of workers are enrolled in plans with no deductible and,
where they are applied, deductibles average $473 for self-only coverage.
Among workers in PPO plans with deductibles, 51 percent are in plans
that do not apply the deductible to prescription drug coverage and 47
percent are in plans with no deductible for preventive services.31

TABLE 3
Comparison of Features: HDHP and All Employer Plans

(Kaiser-HRET Survey)

Averages for...

HSA-QUALIFIED HDHP ALL  EMPLOYER PLANS

Single Family Single Family

Premium $ 3,176 $ 8,515 $ 4,242 $ 11,480

Deductible* 2,011 4,008    473    1,034

Out-of-Pocket Maximum 3,172 6,017 ** **

* Figures for all employer plans include only PPO plans with a deductible. Family coverage amount is
for plans with an aggregate deductible for all family members, which is the type faced by 71 percent of
workers.

** About 21 percent of workers are in plans with no out of pocket maximum, usually because cost sharing
is minimal. Among PPO plans, 54 percent of single workers have out of pocket maximums of less than
$2,000, and 55 percent of those in family coverage with an aggregate out-of-pocket maximum have
limits below $4,000.

Source: Kaiser Family Foundation and Health Research and Educational Trust (Kaiser-HRET), Employer
Health Benefits: 2006 Annual Survey (Menlo Park, CA: Kaiser Family Foundation, 2006); available at
www.kff.org/insurance/7527/index.cfm. Figures on HSA-qualified HDHPs from “Section 8: High Deduct-
ible Health Plans with Savings Options,” p. 8, and figures for all health plans from “Section 6: Worker and
Employer Contributions for Premiums,” p. 5, and “Section 7: Employee Cost Sharing,” pp. 3, 6, and 11.

TABLE 2
Features of Individual Market

Best-Selling HDHPs (AHIP Survey)

A V E R A G E S

Single Family

Premium (Age 30-54) $ 1,914 $ 3,951

Deductible  2,378  4,760

Out-of-Pocket Maximum 3,371 6,837

Lifetime Maximum $3.8 million $4.1 million

Source: Hannah Yoo and Teresa Chovan, “January 2006 Census Shows
3.2 Million People Covered by HSA Plans,” America’s Health Insurance
Plans (AHIP) Center for Policy and Research, Washington, DC, 2006;
available at www.ahipresearch.org/pdfs/HSAHDHPReportJanuary
2006.pdf.
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Average deductibles for the best-selling HDHP plans sold to individuals
rather than employers are higher than those for plans sold to employers.
The AHIP survey reported deductibles averaging $2,400 for single cover-
age and $4,800 for family coverage, while the GAO analysis of
ehealthinsurance.com offerings found in-network average deductibles of
$3,190 for singles and $5,213 for family coverage.32 Where applicable, out-
of-network deductibles are typically much higher.

Impact on Costs

Given the early and limited experience with HSA enrollment to date, data
needed to answer key questions about the extent to which the HDHP/
HSA approach achieves its goals of slowing growth in health expendi-
tures are also limited. HSA proponents cite initial evidence supporting
their view that consumers are changing behavior and reducing health
costs.33 Critics cite other evidence suggesting that enrollees are more likely
to skip needed medical care.34

The Congressional Budget Office (CBO) has reviewed available informa-
tion in order to examine the impact of consumer-directed health plans
on the use of health care and the price and quality of health care services.
While earlier research, particularly the 1970s RAND Health Insurance
Experiment, suggested potential cost savings from HDHPs, the CBO
found that these effects could be mitigated by the subsidy provided by
favorable tax treatment of HSAs. Moreover, the CBO observed that the
savings from the consumer-directed approach might not be as great as
those achieved by tightly managed health care plans.

In general, CBO found that the available evidence is of limited use in deter-
mining the effects of HDHP/HSAs on health spending and should be treated
cautiously. In particular, the CBO indicated that some studies that have re-
ported cost savings from consumer-directed plans do not describe the extent
to which total health expenditures are reduced, but instead measure changes
in costs borne by insurers. In addition, studies comparing expenditures be-
tween consumer-directed plans and others do not always properly account
for differences in the plans’ enrollees. Studies regarding the extent to which
consumer-directed plans attract healthier enrollees showed mixed results.
The CBO also found no evidence that these plans will have a negative effect
on the health of enrollees, as is suggested by some critics. More data and
analysis will be needed to answer these fundamental questions.

ENROLLING IN HDHPs AND HSAs:
CONSIDERATIONS AND QUESTIONS
Of greatest importance to understanding HSAs is the basic rule that an
individual needs to be enrolled in an HDHP in order to make contribu-
tions to an HSA (or to have contributions made on his or her behalf by an
employer). However, an individual may be enrolled in an HDHP without
having an HSA.
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As described earlier, an HDHP/HSA arrangement includes traditional
medical coverage that is subject to a deductible, catastrophic protection for
out-of-pocket expenses, and the HSA. Whether this type of arrangement
makes sense for an individual depends on his or her particular situation.

Table 4 illustrates how these components work together to finance health
care costs for individuals with different levels of medical expenses and
savings goals. In each case, an HSA contribution of $2,100 is assumed (the
average reported by the GAO analysis of 2004 tax filings), along with an
HDHP deductible of $2,378, the average reported in the 2006 AHIP plan
survey. Individual A would cover her $500 in total annual medical ex-
penses from her HSA account, leaving a balance of $1,600 to roll forward
for future use. The HDHP deductible would not be met, and no plan cov-
erage would be used.

For Individual B, with $2,500 in medical expenses, the first $2,100 would be
drawn from his HSA and used to meet the HDHP deductible. The HSA
would be depleted, and he would have to cover $278 out-of-pocket to meet
the deductible. The additional $122 in medical expenses would be covered
by the HDHP, unless they were for uncovered services, services for which
the HDHP requires cost sharing, or out-of-network services to which an
additional deductible applies. Individual C also has $2,500 in medical ex-
penses but chooses not to withdraw HSA funds to cover these expenses.
Instead, this person chooses to meet the HDHP deductible using other funds,
leaving the HSA funds untouched to accumulate tax-free interest. Again,
once the deductible is met, the HDHP coverage begins but coinsurance
may apply, or some services may be uncovered by the plan.

TABLE 4
How HSAs and HDHPs Finance Medical Expenses: Four Scenarios

Individual A Individual B  Individual C Individual D

Uses HDHP + out-of-
Uses HSA maximum pocket to pay medical Uses HSA maximum

Uses HSA to pay withdrawal + HDHP to  expenses; uses HSA to withdrawal + HDHP to
medical expenses pay medical expenses build up tax-free savings pay medical expenses

Annual Medical Expenses $ 500 $ 2,500 $ 2,500 $ 20,000

Amount Drawn from HSA 500 2,100 0 2,100

Amount Paid by HDHP* 0 122 122 17,622
(deductible = $2,378)

HSA Contribution 2,100 2,100 2,100 2,100

HSA Balance Available for Rollover 1,600 0 2,100 0

* Assumes the HDHP covers the services in question without imposing any coinsurance or a separate out-of-network deductible. Depending on the services
and the plan coverage, however, the enrollee may be required to pay some or all of this amount.
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Individual D has medical expenses totaling $20,000 and chooses to pay
for $2,100 of that total using available HSA funds. In order to meet the
deductible, this individual would have to pay $278 out of pocket. In
this case, the HDHP would cover $17,622 in expenses, assuming, as in
the other examples, that all services are covered and no additional cost-
sharing applies.

As with any insurance, the appropriateness of HDHP coverage for an indi-
vidual is subject to the scope of coverage under the plan. Of particular con-
cern with respect to HDHPs, no one should assume that, once the plan’s
deductible or out-of-pocket limit is met, all remaining medical expenses
will be paid by the plan. As is the case with any type of health insurance,
HDHP benefits are subject to the insurer’s definitions, limitations, and ex-
clusions and are payable only if the insurer determines they are medically
necessary. (Depending on the type of plan and how it is regulated, such
decisions may be subject to plan reconsideration and external appeal.)

Also, like traditional health insurance, HDHPs are subject to different un-
derwriting, rating, and market conduct rules, depending on the nature of
the issuer. The regulation of health insurance varies, and insurance sold
in the small group and individual markets (generally regulated by the
state in which it is sold but also subject to
certain federal standards) must comply with
different rules than a health plan which is
sponsored by a self-insured, private-sector
employer. A consumer seeking coverage
without the benefit of an employer sponsor
may find it more difficult to find an avail-
able HDHP at an affordable premium, especially if the person is older or
has a preexisting medical condition. This is because, in most states, insur-
ers selling in the individual market are not required to accept all appli-
cants. Moreover, most states permit insurers selling in the individual
market to compute policy premiums based on the applicant’s risk factors,
including age and health status.35 Small group coverage must be sold on a
guaranteed issue basis, but states differ in the extent to which they permit
insurers to vary premiums for risk factors such as age and health status.

Table 5 (next two pages) illustrates cost-sharing requirements, benefit lim-
its, and other features of HSA-qualified HDHPs offered by two major
insurers in a northern Virginia county in 2006 in the individual market.
Plan premiums vary for age, zip code, and whether the individual has
used tobacco in the past 12 months. Premiums displayed in the table for
the individual policies are standard rates (not adjusted for health status)
for a couple, both persons age 55, and for a family of four (where the
parents are in their 20s and the children are under age 5). While the table
includes HSA-qualified high-deductible PPOs, some companies that offer

Continued on p. 18 ➤➤➤➤➤

Like traditional health insurance, HDHPs are
subject to different underwriting, rating,
and market conduct rules, depending on
the nature of the issuer.
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Continued from p. 15

HMO products also sell HSA-qualified HDHPs. In addition to the signifi-
cant variation in plan features, such as the amount of the deductible and
the out-of-pocket limit (maximum), there is also a difference in the extent
to which coverage is provided for prescription drugs, mental health, and
maternity care. Although some plans impose no cost sharing once the
deductible has been met (as long as the individual obtains services from a
network provider), an individual electing to obtain services out-of-network
under the plans shown in Table 5 would have to satisfy significant addi-
tional deductibles before any services would be paid for.

QUESTIONS TO ASK ON CHOOSING AN HDHP

What is the plan deductible?

When considering an HDHP, consumers should consider how they will
pay if the need arises and they must finance medical bills up to the full
amount of the plan’s deductible. Those with an HSA should also consider
the amount of the deductible in comparison to the funds in the HSA. If
the amount available in the HSA is less than the plan’s deductible, addi-
tional funds will be needed to pay for medical expenses until the health
plan coverage begins.

What rules apply for in-network and for out-of-network services?

Plans may vary cost-sharing requirements based on whether services are
received from a provider that is included in the plan’s provider network.
If an HDHP is structured as a plan that has a network of contracted pro-
viders (for example, a PPO), some special rules apply. Such a plan is per-
mitted to have an out-of-pocket limit for services obtained out-of-network
that is higher than the maximum allowed under the HDHP rules, so long
as the out-of-pocket limit applicable to in-network services meets HDHP
requirements.

Often plans have a different deductible for out-of-network services. In
addition to a higher deductible, greater copayments or coinsurance may
be required for services received. In addition, any extra amounts paid for
services provided outside the plan’s network may not count toward the
out-of-pocket maximum.

For example, plan Option A-1 shown in Table 5 has an individual deduct-
ible of $2,750 for in-network services and $5,500 for out-of-network care.
Similarly, the per-person out-of-pocket cap for this plan is $2,750 for in-
network care but $10,000 for out-of-network services.
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Does the deductible for family coverage apply to all expenses for
the family, or are expenses for individual family members treated
separately?

In some cases, the HDHP treats all medical expenses for the family as a
group, and plan coverage for medical expenses for everyone in the family
begins once the aggregate deductible is met. In other cases, the plan has a
separate deductible for each family member, and will only begin cover-
age of medical expenses once some or all family members have met the
individual deductibles.

Does the HDHP have a preexisting condition waiting period before
full coverage begins?

A waiting period or other limits or exclusions on coverage for preexisting
conditions may be imposed under HDHP coverage. Table 5 gives examples
of these limits. In general, a preexisting condition is a health problem that
existed before the effective date of the health plan coverage, but health
plans vary in the specifics of how they define and apply preexisting con-
dition coverage limits. Group plans are required under the federal Health
Insurance Portability and Accountability Act (HIPAA) to count against a
preexisting condition waiting period most types of health insurance cov-
erage that a person might have had in the recent past. Such coverage may
only be credited, however, if there is no significant break in coverage (gen-
erally 63 days or more). The protections of HIPAA against preexisting
condition exclusions also extend to individuals moving from a source of
group health coverage to nongroup (individual) coverage. However, for
individuals without creditable coverage or for those who are newly pur-
chasing nongroup coverage, and depending on state law, an insurer may
impose waiting periods as well as exclusions more generally for preexist-
ing conditions.

Which medical expenses will be covered by the HDHP, and which
are not covered? Are there any exclusions or coverage limits for
particular health care services?

Like traditional health insurance plans, HDHPs may have rules that limit
coverage. These may include lifetime limits on benefits, limits on cover-
age of specific services, such as the number of hospital days, physician
visits, or physical therapy visits. Plans may also require precertification
for coverage of a hospital stay or other medical service. Table 5 illustrates
some examples of coverage limitations, particularly with respect to men-
tal health and maternity care.

The rules regarding the deductible and out-of-pocket limits apply only to
expenditures for benefits covered by a plan and not to all medical ex-
penses an HSA owner may incur during a year. For example, many health
plans sold directly to individuals and families exclude coverage for normal
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pregnancy or maternity care.36 In that case, the enrollee would be respon-
sible for not only the HDHP deductible and cost sharing but also the costs
of prenatal care and delivery. These services could, however, be paid for by
withdrawing any available HSA funds, even though they are not covered
by the HDHP. Similarly, if an HDHP does not cover eyeglasses, the cost of
eyeglasses would not count towards the plan’s deductible or out-of-pocket
limit (although the eyeglasses could be purchased with funds from the HSA).

Will the plan cover preventive services before the deductible is met?

HDHPs are allowed to cover preventive health care services such as cancer
screenings and well-child visits before the deductible is met. Not all plans
do so, however. Even when preventive services are covered outside the
deductible, a plan may require cost sharing for these services. Table 5 illus-
trates some examples of how HDHPs treat preventive services.

Preventive services may include, but are not limited to the following: (i)
periodic health evaluations, including tests and diagnostic procedures
ordered in connection with routine examinations, such as annual physi-
cals; (ii) routine prenatal and well-child care; (iii) child and adult immuni-
zations; (iv) tobacco cessation programs; (v) obesity weight-loss programs;
and (vi) specific screening services, including those for cancer, heart dis-
ease, infectious disease, mental health and substance abuse, vision and
hearing, osteoporosis, and pediatric conditions.37

In addition to these services, the plan may choose to cover some prescrip-
tion drug expenses as preventive services, if they are taken to prevent
occurrence or recurrence of a disease.38 While it is not always clear which
drugs for chronic conditions can be called preventive, one example of
permitted coverage is the use of statins for the treatment of high cholesterol
to prevent heart disease. Drugs used as part of procedures providing pre-
ventive care services, such as tobacco cessation and obesity weight-loss
programs, are also considered preventive care.

If an enrollee regularly takes one or more prescription drugs that are not
covered as preventive, no coverage for the drugs will be available until
the plan’s deductible is met. Consumers who are used to traditional health
plan cost-sharing amounts may find themselves covering a much higher
share of the annual cost of their drugs out-of-pocket.

What are the plan’s cost-sharing requirements beyond the deductible?

Once the deductible has been met and HDHP coverage begins, a plan
may require cost sharing for services received, up to an out-of-pocket
maximum. Each HDHP must have a cap on the amount that an enrollee
can be required to pay for the deductible, copayments, and coinsurance.
For 2007, this amount may not exceed $5,500 for an individual and $11,000
for a family. Not all medical expenses count toward this amount, how-
ever. For example, some plans limit coverage to a “usual, customary, and
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reasonable” amount it calculates for each service in a geographic area. If a
health care provider charges more than that amount, the patient must
pay the difference, even if the plan does not generally require any cost
sharing for the service. In addition, amounts in excess of the usual, cus-
tomary, and reasonable limit may not count toward the out-of-pocket
maximum under the plan. That is, these amounts must be paid in addi-
tion to the health plan’s out-of-pocket maximum.

Does the HDHP make available discounted provider rates for
services purchased below the deductible?

Even though an HDHP will not pay for services (with the possible excep-
tion of preventive care) until the required deductible is met, a plan may
make provider discounts available to enrollees choosing the plan’s net-
work providers. Such discounts may provide substantial savings from
what a patient would otherwise pay the same provider for the same care.

What discounted services (for example, vision exams and over-the-
counter medications) are offered by the HDHP?

Many insurers that offer HDHPs make available one or more discounted
services as a free additional benefit of enrollment. (Such discounted ser-
vices are also sometimes offered by insurers in conjunction with tradi-
tional health insurance policies.) These benefits may be arranged by the
insurer through a marketing relationship with a health discount company,
typically a non-risk-bearing entity that offers a small discount off of the
price that an uninsured consumer would pay for the item or service. For
example, one insurer markets an HDHP/HSA that includes as a free ben-
efit a health discount program that “helps you save 10% to 50% on health
and well-being services not covered by your medical plan. Services in-
clude but are not limited to: dental, vision and hearing; infertility; long
term care; acupuncture; smoking cessation; and nutrition and fitness.”39

The insurer’s plan brochure also lists discounts on such services as LASIK
vision correction procedures, fitness clubs, cosmetic dental services, and
adult day care. Discount programs are not insurance coverage, a distinc-
tion that can be hard for some consumers to understand.40

QUESTIONS TO ASK ON CHOOSING AN HSA

How will the HSA be used?

HSAs are being promoted to achieve a variety of objectives. Although pri-
marily they are viewed as accounts from which their owners can pay medi-
cal expenses that are not covered under their HDHP, they are also viewed
as an instrument for accumulation of savings that can be used at some fu-
ture point to pay expenses, medical or otherwise. Payment for health ex-
penses (including long-term care insurance and Medicare premiums as well
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as deductibles, copayments, and for uninsured services) after retirement
is viewed by many as an especially important use for HSAs. Unlike distri-
butions from many forms of retirement income accounts, those from HSAs
for qualified expenses are not taxable.

Paul Fronstin of the Employee Benefits Research Institute examined the
pros and cons of using an HSA as a retirement vehicle and concluded
that, while HSAs have the distinction of being tax-advantaged, they have
certain drawbacks. First, their availability and contributions are limited.41

Taxpayers may make contributions only when they are enrolled in quali-
fied HDHPs, and annual contributions are limited by law. In addition,
because HSA owners can use the monies in their accounts to pay for medi-
cal expenses during their working years, not much, if any, balance may
be left upon retirement. Even if no HSA distributions are made prior to
retirement for health expenses, the maximum amount that can be accu-
mulated is less than is likely to be needed to cover estimated retiree health
expenses.42 Although Fronstin’s analysis predated the Tax Relief and
Health Care Act of 2006, which increased the annual amounts that may
be contributed to an HSA, it suggests caution in using an HSA as the sole
vehicle for financing retiree health care expenses.

Who is qualified to establish and contribute to the HSA?

Money may be deposited into the accounts by the individual, an employer,
or anyone else on behalf of the individual, although the combined contri-
butions may not exceed certain annual limits. Qualified individuals must
establish their own HSAs; there cannot be joint HSA accounts, even for
individuals enrolled in a single-family HDHP (although the HSA contri-
bution limits are higher for individuals with HDHP family coverage). A
couple can divide their contribution however they wish and make depos-
its into the separate accounts or all into one account. If either spouse is 55 or
older, that spouse can also make an additional “catch-up” contribution to
his or her account. Dependent children may not have their own HSAs, but
their medical expenses may be reimbursed from a parent’s HSA. An indi-
vidual does not have to be earning income to qualify for an HSA, nor are
there any income limits on who can set one up.

Which health care expenditures are qualified to be paid for out of
the HSA?

Qualifying health care expenditures are generally medical expenses al-
lowed under the individual medical expense deduction provided under
section 213(d) of the IRC. These items and services are more extensive
than those generally covered under health insurance policies and in-
clude, in addition to medical, dental, and vision services, such things as
attending medical conferences on a family member’s chronic illness,
transportation for medical services, smoking cessation and weight loss
programs, and special education for learning disabilities. As is the case
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for the individual medical expense deduction, gray areas may exist and
consumers are advised to retain receipts in the event of an audit (see “Should
the HSA account holder keep receipts?”). Although most over-the-counter
medicines cannot be deducted under section 213(d) of the IRC, HSA funds
may be withdrawn and used tax-free to pay for these products.43

While health insurance premiums are allowed to be deducted under section
213(d), HSA funds may not be withdrawn and used tax-free to pay health
plan premiums. Payment for premiums for certain types of insurance is al-
lowed, however, including continuation coverage (for example, COBRA pre-
miums),44 qualified long-term care policies (as defined in section 7702B [b] of
the IRC), health insurance purchased while receiving federal or state unem-
ployment compensation, and, for Medicare beneficiaries, any insurance other
than Medicare supplemental policies. (Thus, for example, a Medicare benefi-
ciary could use funds in an HSA he or she established before becoming Medi-
care-covered to pay premiums for Medicare Parts B and D.)

Which entities are eligible to offer HSAs?

Banks and credit unions are automatically approved to offer HSAs, as
either a trust or a custodial account. Insurance companies and other enti-
ties that are approved trustees or custodians of IRAs or Archer MSAs are
also approved to offer HSAs. Other entities that wish to become approved
trustees or custodians of HSAs have to apply to the IRS to do so in accor-
dance with procedures that are specified in regulations governing trust-
eeships for 401(k) accounts.45 These rules require, for example, that the
entity demonstrate to the commissioner of IRS the capability to serve on
an ongoing basis as a fiduciary, the ability to exhibit a “high degree of
solvency,” experience and competence with respect to accounting for the
interests of a large number of individuals, experience and competence in
handling of retirement funds, and adequate net worth.46 A consumer look-
ing to set up an HSA with an entity that is not an established bank or
credit union should therefore check to make sure that it has been approved
by the IRS to be trustee for IRAs or Archer MSAs. Again, this means that
the entity has met the IRS standards to serve as a trustee for HSAs.47 (A
listing of such entities as of 2005 is available from the IRS.)48

If an employer contributes to an employee’s HSA, does the money
in the HSA belong to the employee?

An HSA is owned by the individual and not by the employer.49 Accord-
ingly, the individual decides whether to contribute, how much of the ac-
count to draw from for medical expenses and which expenses to pay for,
and how much, if any, of the account is saved for future use. The account
holder also decides which entity—a bank, credit union, insurer, or com-
pany that has been established for the sole purpose of administering
HSAs—will hold the account as the HSA custodian or trustee.50
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What is the difference between an HSA custodian and an HSA
trustee?

The differences between a custodian and a trustee are minor and reflect
distinct fiduciary requirements on the one (the trustee) and not the other.
The determination of the nature of the arrangement is up to state law.51

What are the rules relating to annual contributions to HSAs? Is the
total annual contribution made at the beginning of the year?

Contribution limits for both the regular HSA and catch-up contributions
are calculated on a monthly basis. Individuals (and or their employers)
may contribute up to 1/12 of the annual contribution maximum for each
month that they are eligible during a year. Thus, an individual who is
eligible for six months could make contributions of up to one-half of the
annual limit. In the first year that an individual has HSA-qualified cover-
age, he or she may make the full-year regular contribution, even if his or
her coverage begins partway through the year. To do this, however, the
individual must maintain coverage for at least 12 full months. Contribu-
tions need not be made each month; they may be made at any time up to
the filing date for the tax year. Contributions to HSAs must be made in
cash (contributions through property are not allowed).

An HSA trustee or custodian is not permitted to accept contributions that
exceed the annual limits (which would include the catch-up contribution
if the person is age 55 or older). An exception is provided for rollover
deposits from other HSA accounts of the individual. Account owners must
be given unrestricted access to the accounts. Oversight of the use of funds
is the responsibility of the IRS.

HSA contributions may be made through cafeteria plan salary reduction
agreements. These are arrangements established by employers under
which employees accept lower take-home pay in exchange for the differ-
ence being deposited in their account. Salary reduction agreements must
allow employees to stop, increase, or decrease their HSA contributions
throughout the year as long as the changes are effective prospectively.
Employers may place restrictions on these elections if such restrictions
apply to all employees.52 In addition, these agreements allow employers
to contribute amounts to cover expenses that exceed employees’ current
HSA balances (subject to maximum amounts the employees had elected
to contribute), if the employees repay the accelerated contributions be-
fore the end of the year.53

Does an employer have to contribute the same amount for all of its
employees?

Employers are not required to contribute to employees’ HSAs but, if they
do, the contributions must be comparable, with an exception. The general
rule is that contributions must be the same dollar amount or the same



Background Paper
April 23, 2007

National Health Policy Forum  |  www.nhpf.org 25

percentage of the HDHP annual deductible, adjusted to reflect the pro-
portion of the year the employees have worked. Employers may limit
contributions just to employees who participate in the employers’ HDHPs;
however, if they make contributions to employees who participate in other
HDHPs they must make comparable contributions to all employees with
HDHPs. Different treatment is allowed for full-time and part-time em-
ployees and for self-only and family coverage. Under the Tax Relief and
Health Care Act of 2006 (P.L. 109-432), an exception to the comparability
rule is permitted enabling employers to make higher HSA contributions
to employees who are not highly compensated. (A highly compensated
employee includes one who owns 5 percent of the firm or receives a salary
in excess of a statutory-based threshold or meets other criteria specified in
section 4141(q) of the IRC.)54 For example, an employer may contribute more
to the HSAs of its rank and file than to its top-level executives, assuming
the latter make in excess of the statutory-based threshold for highly com-
pensated employees.

Does the individual wishing to establish an HSA need to use the
bank, insurer, or other entity that is suggested by the HDHP insurer
as the trustee or custodian for the HSA?

The Department of Treasury has indicated that the taxpayer can control
which custodian or trustee holds the HSA. Additional paperwork may
be associated with designating a custodian that differs from the one of-
fered though the HDHP insurer. Certain advantages may be associated
with selecting the custodian designated by the insurer (sometimes re-
ferred to as the “preferred HSA administrator”). For example, to pay
for qualified medical expenses out of the HSA, the insurer may offer a
debit card that can be used only in conjunction with the insurer’s desig-
nated custodian.

What fees are charged by the HSA custodian or trustee?

Administrative fees are a factor in the competition between banks, insur-
ers, and other entities to attract customers and may represent a signifi-
cant cost to HSA enrollees.55 Administrative fees may be charged for the
initial establishment of the HSA, monthly maintenance of the account,
and check fees. In addition, fees may be charged for activities such as
allowing account balances to drop below some minimal balance, changing
investment options, and obtaining certain records of HSA transactions. Such
fees vary significantly, as illustrated in Table 6 (next page). Information
about the various administrative fees may be obtained from Internet
sources such as HSAfinder.com (www.hsafinder.com) and Vimo
(www.vimo.com).

Vimo, which describes itself as an independent, objective source of HSA
information, in October 2006 published a ranking of major HSA custodi-
ans, using as criteria their various fees and rates of interest, as determined

HSA Administrative Fees & Policies:
Questions Consumers

Should Ask

■ Is there a fee to open an HSA?

■ Is there a minimum start-up
deposit?

■ What are the associated
monthly, annual, transaction, and
closing fees?

■ Is there a monthly, annual, or
other contribution required to
maintain the account?

■ Will the account holder receive
checks, a debit card, or a credit
card with this account to pay for
qualified medical expenses?

■ What fees and interest rates
are associated with these pay-
ment options?

■ Will interest be paid on
deposits to the HSA? Is the
interest rate fixed or variable?

Source: Connecticut Health Policy Project,
“Health Savings Accounts: Avoiding the
Consumer Traps,” February 2006; available
at www.cthealthpolicy.org/pubs/hsa_
consumer_traps.pdf.
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through a survey of HSA custodian materials and through phone verifi-
cation. The Vimo survey found an “enormous amount of variance in the
fee structures of HSA custodians” and cautioned that “there are no stan-
dard ‘fee disclosure notices’ like there are with credit cards.” Further-
more, it noted, “many custodians don’t disclose the full range of fees
associated with a given HSA product in their marketing materials or

TABLE 6
Health Savings Accounts: Illustrative Administrative Fees, Investment Options, Interest Rates

H S A  I N S T I T U T I O N

 Sterling HSA Wells Fargo
Exante Bank (independent HSA Health Benefit

HSA Bank (financial services) administrator) Services

Set-up Fee $ 18 $ 12 $ 15 $ 0

Minimum Deposit 25 0 100 100

Minimum  Balance No minimum 0 50 100

Recurring Fees $2.25 per month; $3.50 per month; $ 2.50 $4.25
waived on balances waived on balances per month per month

above $3,000 of $1,500 or more

Investment Options Self-directed; stocks, HSA account holders Self-directed, using any Six (6)
bonds, and more than with balances over investment option of Wells Fargo
8,000 mutual funds $2,000 have the option account holder’s choice mutual funds

to invest HSA dollars approved by the IRS
into a preselected set

of highly rated
[investment options]

Interest Rates APYs* as of 7/13/06: Up to 4.5% Under $1,000 ........1% Varies by fund
Below $500 ........... 1% Under $5,000 ........2%
$500–$2,499 ......... 2%   Over $5,000 ........3%
$2,500–$4,999 ... 2.3%
$5,000–$14,999...3.3%
$15,000 & up ... 4.75%

Other Fees/Services Fees for specialty Standard Online banking $10 fee to replace
services, such as checks banking / usage fees with echecking, a lost / stolen or
renewal for debit cards; (for example, free of charge receive a third

$25 to close account for insufficient funds) debit card

*Annual percentage yield.

Note: More than 100 entities are listed. The entities were selected by the report’s authors to illustrate a large range of options for some of the largest HSAs in
terms of enrollment and total deposits. Interest rates are applicable to savings and money market investments offered by an HSA administrator. Descriptions
are those of EHealthInsurance and not of the report’s authors.

Sources: HSA Bank, “Health Savings Account Rates and Fees,” October 20, 2006, available at http://www.hsabank.com/products/hsa_rates.aspx, and
HSAFinder.COM, “Where to Open an HSA Savings Account,” September 30, 2006, available at www.hsafinder.com/finder/accountcustodians.aspx#hsatable.
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website, and those that do often provide less-than adequate explana-
tions of those fees, making side-by-side product comparisons fiendishly
difficult.” Vimo also found that for many of the HSA accounts in its
survey, consumers would actually lose money because the annual costs
of their HSA accounts would exceed the total of their account balances
plus the annual rate of return and administrative fees.56 Comparing the
differing fees and interest rates offered by competing HSA custodians
may, therefore, prove worthwhile.

On a more technical note, administrative fees may be withdrawn from
the HSA (in which case they will not be considered taxable income) or
paid separately, in which case they will not be taken into account with
respect to contribution limits.57 However, they also do not increase the
maximum HSA contribution amount. If the HSA holder or his or her
employer pays the administrative fees directly to the HSA custodian or
trustee, the amounts of money involved do not count toward the annual
maximum contribution limit.58

How is the money that is contributed to an HSA invested? Is the
money insured?

Depending on which company serves as the HSA custodian or trustee,
the money contributed by the individual, employer, or both to the HSA
may be invested in an interest-bearing account, certificates of deposit,
annuities, money market funds, or mutual funds (which may in turn in-
vest in stocks, bonds, or both). Some HSA companies determine how the
money is invested; in the case of others, investment decisions are “self-
directed,” that is, left to the account holder, whether from a fixed set of
options or from any type of investment option approved by the IRS. This
means that consumers need to decide what level of risk to take with the
money in their HSAs. To minimize risk, an individual may want to select
an HSA that deposits contributions to an interest-bearing account that is
insured by the federal government. At the other end of the spectrum,
mutual funds may provide a greater return but are not FDIC-insured and
carry the most risk of losing value.59 Some HSA custodians and trustees
require a minimum balance before specific investment options can be used.
For example, Exante Finance Services requires account balances to be over
$1,000 before funds can be invested in their portfolio offerings of mutual
funds.60 (See Table 6 for an illustration of different investment options
offered by some major HSA companies.)

Funds in HSAs may not be invested in “life insurance contracts, or in col-
lectibles (e.g., any work of art, antique, metal, gem, stamp, coin, alcoholic
beverage, or other tangible personal property.”61 In addition, certain trans-
actions between the HSA beneficiary and the custodian or trustee are pro-
hibited and the amounts involved would then no longer be regarded as
qualified medical expenses but instead would be treated as taxable income
and subject to a 10 percent tax penalty on the amounts involved.62
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Is the HSA custodian- or trustee-regulated?

Because HSAs are not insurance but are instead investment accounts sold
in conjunction with qualified HDHPs, their regulation depends on the
type of institution that administers the accounts. If the institution is a
bank or credit union, it operates under established federal and state laws.63

Since the law also permits insurers and “other persons” to serve as custo-
dians or trustees of HSAs, the source and nature of regulation are less
evident. Some entities offering HSAs may be approved as “nonbank” trust-
ees or custodians to offer HSAs as a result of their approval by the IRS to
offer IRAs (see “Which entities are eligible to offer HSAs?” above). Mu-
tual fund and stock investment management companies may derive their
IRS approval to offer HSAs in this way.

If insurers want to administer their own HSAs, this may raise concerns
for regulatory oversight of insurer solvency and financial accounting.64 In
a 2005 review of HSA law and regulation, legal analysts Timothy Jost and
Mark Hall found that most states did not appear to have a regulatory
mechanism for overseeing insurers that offered financial services.65 Thus,
as with any financial investment, consumers should check to ensure that
the HSA trustee or custodian is legitimate and appropriately credentialed.66

What happens if the money from the HSA is used for nonqualified
expenses, such as food, rent, child care, or vacations?

Money that is used from an HSA to pay for nonqualified medical expenses is
taxed as income on top of a 10 percent additional penalty. An account holder
who is disabled or 65 or older may take money out of his or her HSA for
nonqualified purposes without penalty. The money is still taxed as income,
however. This latter rule may encourage some individuals to use their HSAs
as a vehicle to build their savings for retirement, and some HDHP insurers
promote this feature as an option for customers’ retirement planning.

What tax forms need to be filed if an individual has an HSA?

Each year, the entity issuing the HSA is required to send the account holder
two forms: Form 5498-SA and Form 1099-SA. The first form shows what
contributions the individual and/or employer have made to the account.
The second shows what money has been withdrawn from the account.
The taxpayer must use this information to fill out IRS Form 8889, which
calculates the income tax deduction for the HSA as well as any penalties
for nonqualified distributions. This form is attached to the taxpayer’s IRS
Form 1040.67

Should the HSA account holder keep receipts?

The government says yes. An individual may need to prove to the IRS
that the funds withdrawn from the account (“the distribution”) were in-
deed for medical expenses. In addition, the receipts may be needed to
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prove to the insurer of the HDHP that the deductible was met. Another
reason to retain receipts is that an HSA account holder is permitted to use
the funds to pay any qualified medical expenses that are incurred, so long
as they were incurred after the account was established. For example, if
the HSA is established in 2006 and expenses are incurred in 2007, the
individual is permitted to use the account to pay expenses incurred in
2007 (even if the person is no longer enrolled in an associated HDHP).
The IRS advises individuals to “keep records sufficient to prove that the
expenses were incurred and that they were not paid or reimbursed by
another source or taken as an itemized deduction.”68

Does an HSA ever expire?

Yes, upon the death of an HSA owner, the account balance transfers to the
designated beneficiary. The only exception is that a spouse may continue
to use the funds as his or her HSA. For other beneficiaries, the account
balance is taxable as individual income. If no beneficiary is designated, the
HSA balance becomes part of the estate and is taxable as income to the
deceased on the final tax return. The amount is reduced by any qualified
medical expenses incurred by the deceased individual prior to death and
paid within one year.

What happens in the case of an individual who has both an HSA
and a flexible spending account (FSA)?

The answer depends on the type of FSA and the purpose for which it is
being used. In general, having an FSA may make the individual ineligible
to contribute to the HSA unless the FSA is for a “limited purpose” (den-
tal, vision, or preventive care), pays for medical expenses after the de-
ductible is met, or is used in retirement.69 Under the Tax Relief and Health
Care Act of 2006, certain amounts in a health FSA may be rolled over into
an HSA. Such a rollover may only be made once and must be made di-
rectly to the HSA before January 1, 2012.70

DECISION SUPPORT TOOLS AND
PLAN INFORMATION
The major insurers offering HDHPs are competing not only on the basis
of their premiums. They are also seeking to attract market share on the
basis of their decision support tools. In the employer and nongroup mar-
kets, many insurers offering HDHPs are either partnering with health
information technology companies or developing inhouse capabilities to
provide an array of Internet-based services to their customers, consistent
with the idea of consumer-directed health care. The most sophisticated ven-
dors offer one-stop shopping for decision support tools for both the HDHP
and the HSA (see text box, following page). Some HDHPs, especially those
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offered by major carriers and managed care organizations, provide in-
formation about diseases, treatment options, and some quality indicators.

It appears that detailed information on the plan itself, the contract lan-
guage or certificate of coverage, tends to be less available for prospec-
tive enrollees, especially in the small-group and individual markets.71

Insurance purchased by employers and individuals from state-licensed
health plans are subject to state requirements, if any, related to plan dis-
closure. Few if any states appear to require health insurers to disclose
contract details of their policies to prospective enrollees. Under the
Employee Retirement Income Security Act, or ERISA, private-sector
employers are required to provide such information in
the form of “summary plan descriptions.” However, re-
searchers have found that such descriptions are not al-
ways adequate, timely, or written at a level that is clearly
understandable by the average employee.72

FUTURE POLICY CHALLENGES
For some people, the HDHP/HSA can be an attractive
health plan option. The HDHP premium may be less than
lower-deductible policies and, with its preferential tax treat-
ment, the HSA can be a good long-term savings vehicle.
Depending on how well the HSA funds are managed and
invested, the accounts may build up significant amounts
of money that are not taxed at any point, so long as they
are used for qualified medical expenses. Should funds be
withdrawn for nonqualified purposes, the tax benefits may
still outweigh the penalties, which are waived for individu-
als age 65 or older.

HDHPs and HSAs may not be the best choice for all con-
sumers, however. As discussed above, given the greater fi-
nancial exposure of HDHPs, it is important to understand
the limits of the coverage and the financial and other respon-
sibilities placed on the enrollee. In this regard, lawmakers at
the federal and state levels may decide to consider whether
strengthening consumer protections might be warranted.
Possibilities, discussed briefly below, include improving the
transparency of HDHP policies, facilitating comparison of
HDHP options, requiring coverage of preventive services
outside the HDHP deductible, instituting federal standards
for the underwriting and pricing of HDHP policies, and
establishing standards for management of HSA trusts.

Adding any or all of these requirements to HDHP/HSAs
would constrain market forces in shaping these products,
however, resulting in a limiting of consumer choice and, in
some cases, increasing the cost of health insurance.

Posssible Online Services Offered by HDHPs

■ Health education information (for ex-
ample, prescription drug information,
health promotion and prevention advice).

■ Physician directories (for example,
name, address, age, specialty, hospital af-
filiation, some background information
such as medical school, degrees, physician
medical board certification, languages spo-
ken, years in practice).

■ Hospital and pharmacy directories.

■ Network provider quality information
(for example, volume of procedures pro-
vided by network hospitals and outcomes
of those procedures or links to Web sites
containing such information, quality infor-
mation on physicians).

■ Provider cost information (for example,
average hospital cost estimates, average
physician cost estimates for selected ser-
vices (but unlikely to include the actual ne-
gotiated payment rates enrollees would be
charged by a specific provider), drug price
information for retail and mail order (but
unlikely to include actual negotiated rates
payable at a particular pharmacy).

■ Available discount services, such as dis-
count drug cards, discount vision care, and
discounts on over-the-counter medications
and dietary supplements.
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Policymakers would need to weigh these costs against the potential ben-
efits to consumers of imposing new requirements on HDHPs and HSAs.
Defining a role for federal versus state regulators would also have to be
determined.

HDHP Transparency

As is the case for health plan information generally, consumers have to
dig hard to obtain the details of HDHP policies, especially prior to pur-
chase. One way to help consumers better understand their choices would
be to require plans to provide, before enrollment, a standardized sum-
mary of plan information to include items such as a plain English de-
scription of what services are and are not covered and what expenses do
and do not count toward the deductible and out-of-pocket maximum as
well as an explanation of “usual, customary, and reasonable charges” (or
other plan terminology used to limit reimbursement), appeal rights, and
rules regarding coverage in and out of the plan’s provider network.

In addition, wide variation in plan deductibles and out-of-pocket maxi-
mums can make it difficult for consumers to compare plans. One approach
to facilitating plan comparisons would be to limit HDHP offerings to a lim-
ited number of standardized plan deductibles and out-of-pocket thresh-
olds, so that consumers could more easily discern differences in premiums
and other plan features. Another approach would be to continue reliance
on health plans and others to provide plan comparisons such as those made
available by eHealthInsurance (www.ehealthinsurance.com) and other Web-
based sources of health plan information.

Coverage of Preventive Services

Federal standards (which already permit coverage of preventive ben-
efits before applying the deductible) might require the coverage of cer-
tain preventive services on the basis of health promotion and increased
cost-effectiveness. Such services might include prenatal care, well-child
care, vaccinations, and annual check-ups, and certain prescription drugs.

Rating and Underwriting of HSA-Qualified HDHPs

In order to ensure that qualified HDHPs are affordable for those indi-
viduals who are older or who have preexisting medical conditions, mini-
mum standards could be established for HDHP rating practices in the
individual market. These might include community rating or limits on
the range of permitted premium variation and a guaranteed issue require-
ment that a health insurance issuer accept all applicants, regardless of
health status, claims experience, medical history or other health-status
related factors (this requirement already applies to small-group cover-
age). However, while such changes would make HDHPs more accessible
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for older, high-cost individuals, premiums would be increased for younger,
healthier individuals and might make coverage unaffordable for some.

Tax-Free Withdrawals from HSAs

In order to ensure that HSAs are used to finance medical expenses rather
than to shelter ordinary savings from taxes, the penalty for withdrawals
for nonqualified purposes could be increased from the current levels of
10 percent for those under age 65 and zero for those individuals age 65
and older. Low penalties make HSAs attractive as tax shelters for higher-
income individuals, who can afford to allow the tax-free contributions
and tax-free interest buildup on those amounts to accumulate in their
HSAs while they pay their medical expenses using other sources of less
tax-advantaged money.

HSA Trusts

Federal requirements for banks, insurance companies, and others that
manage HSA contributions could be expanded. HSA custodians and trust-
ees vary widely in the fees they charge, the amount of risk associated
with their investment instruments, and their rates of return. It could be
argued that basic consumer protections and transparency requirements
are the least that should be expected for a type of insurance that is strongly
encouraged by federal tax laws. On the other hand, an unfettered market
may be the best way to meet diverse consumer preferences.
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