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Three Avenues to Patient
Power
by Michael F. Cannon

America’s health care system is an uneven playing
field.  Government subsidizes employer-provided health
insurance by excluding the premiums from taxation.
But if employers or employees set up a savings
account for employees to purchase health care di-
rectly, those funds are fully taxed.  This tax distortion
can be quite large.  When federal and state income
taxes are combined with payroll taxes (FICA) , most
middle-income families are in the 50 percent tax
bracket.  As a result, the tax collector confiscates up
to half of any health care savings before they are even
deposited in the account.

This distortion encourages employers and workers
to give all of their health care dollars — and some
measure of control over their medical decisions — to
a third-party payer.  In this way, federal tax policy
subsidizes the health maintenance organization (HMO)
form of health coverage.

There are three exceptions to the general rule:
medical savings accounts (MSAs), flexible spending
accounts (FSAs) and health reimbursement arrange-
ments (HRAs).  Each treats medical savings more like
third-party health insurance.  Each is a step toward
empowering patients rather than health insurance
bureaucracies.  And each is a promising tool for
leveling the playing field, provided policy-makers make
it more widely available, more flexible, and more
portable.

Medical Savings Accounts (MSAs).  Medical
savings accounts are currently available as part of a
federal pilot program.  Employers can make tax-free
deposits to these accounts so long as they are com-
bined with high-deductible insurance.    MSA holders
who are prudent health care consumers get to keep the
balance in their MSAs, which grows tax free (although
non-medical withdrawals before retirement are sub-
ject to income taxes plus a 15 percent penalty).

To many people, health insurance is more attractive
and more affordable when it can be combined with an
MSA.  This is one reason MSAs have enrolled so many
previously uninsured people.  The Internal Revenue
Service (IRS) reports 73 percent of the 100,000 cur-
rent MSA holders previously had no health insurance.

However, the existing MSA pilot program is tempo-
rary, makes MSAs available only to small business

employees and the self-employed, requires purchase
of a high-deductible insurance policy rather than more
flexible coverage, prohibits full funding of the MSA,
and prohibits joint employer-employee contributions to
the MSA.  To realize their full potential, MSAs must be
made permanent, available to all individuals, and more
flexible in terms of the deductible and contributions.

Flexible Spending Accounts (FSAs).  Flexible
spending accounts likewise allow employees to set
aside money tax-free for anticipated medical needs.
FSAs are strong in areas where MSAs are weak —
and vice versa (see table).  Unlike MSAs, any em-
ployer may establish FSAs for their employees (nearly
20 million Americans currently have one).  FSAs have
no insurance requirement and no funding limits, and
like 401(k) plans allow joint employer-employee con-
tributions.  However, FSAs may be used only for
medical expenses, and employees forfeit any funds
left in the FSA at year’s end or when they leave their
job.  This use-it-or-lose-it rule encourages workers to
spend in wasteful ways.  FSAs would would be more
attractive to workers (and would come closer to
leveling the playing field) if they were made portable
from year to year, and from job to job.

Health Reimbursement Arrangements
(HRAs).  The newest arrival in the health care
marketplace is the HRA, the result of a recent IRS
ruling.  HRAs were made available to federal employ-
ees in 2003 through an American Postal Workers
Union health plan.  They are similar to FSAs, with
important exceptions.  Unlike FSAs, only employers
may contribute to HRAs.  On the other hand, at an
employer’s discretion, workers may roll-over unspent
HRA balances from year to year and may have limited
access to leftover balances after they leave a job.
Although HRAs are more flexible than FSAs, in the
long run they too are governed by a use-it-or-lose-it
rule.  The funds can be spent only on health care or
insurance premiums and can never be withdrawn as
cash.

Conclusion.  Americans need health care savings
accounts  that are fully portable and can be used with
any health insurance plan.  MSAs, FSAs, and HRAs
can reach this goal from different directions if Con-
gress and the administration make them more widely
available, more flexible, and more portable.

Michael F. Cannon is director of government
affairs at the National Center for Policy
Analysis.
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MSAs, FSAs & HRAs: Strengths & Challenges 

 MSAs FSAs HRAs 

Eligibility 

 

Small 
employers & 
the self-
employed 

 

All employers 
 

All employers 

Underlying  
Insurance  
Requirement  

High-
deductible, 
limited cost-
sharing 

 

None 
 

None 

Funding 
Limits 

 

65% to 75% 
of deductible  

None 
 

None 

Contributions 

 

Employer or 
employee, not 
both 

 

Employer 
and/or 
employee  

Employer only 

Tax Status of 
Contribution 

 

Deductible if 
employee, 
excluded if 
employer 

 

Excluded from 
income & 
payroll tax 

 

Excluded from 
income & 
payroll tax 

Allowable 
Withdrawals  

Any reason; 
taxes & 15% 
penalty apply 
to non-
medical 

 

Only for 
medical 

 

Only for 
medical 

Year-to-year 
roll-over  

Yes 

 

No.  Use-it-or-
lose-it. 

 

Limited 

Portability 
 

Complete: 
employee 
owns account  

Employee 
forfeits balance 
at end-of-year 
and upon 
termination 

 

Limited; ex-
employee may 
have access at 
employer’s 
discretion 


