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Executive Summary

In December 2003, President Bush signed into 
law the “Medicare Prescription Drug, Improvement, 
and Modernization Act of 2003.” Title XII of the act, 
titled “Tax Incentives for Health and Retirement 
Security,” amended the Internal Revenue Code 
to provide for tax-free “health savings accounts” 
(“HSAs”). HSAs are a form of medical savings 
account, similar to the now-familiar IRAs (“invest-
ment retirement accounts”). These accounts are the 
property of the employee and can accumulate interest 
and dividends like other savings vehicles. Funds that 
are not used for health care-related expenses can be 
used for retirement living and can also be willed to 
one’s heirs.  When combined with a high-deductible 
health insurance policy, an HSA replaces traditional 
health insurance coverage – and does so in a way 
that results in a more consumer-driven approach to 
health care.

Because of delays in the U.S. Treasury Department’s 
announcement of regulations and guidelines pertain-
ing to HSAs, there was a lag in corporate interest in 
this new health care tool.  Now that this guidance has 
been provided, the private sector is taking a closer 
look at HSAs as an alternative to traditional health 
insurance benefits.  One survey of large employers 
conducted in early 2005 reported that “8 percent of 
employers offer HSAs, another 18 percent plan to 
offer them in 2006 and an additional 47 percent are 
considering offering the accounts.”

While HSA-based employee health coverage is 
still in its infancy, a number of  studies are showing 
that companies using these plans are experiencing 
lower health coverage costs without sacrificing access 
to needed health care.

State governments, facing mounting pressure to 
get some control over skyrocketing employee benefits 
costs, are also looking at HSAs as a potential solution.  
Three states – Florida, Louisiana and Virginia – have 
already enacted legislation to provide for an HSA 
option for their public employees. Similar legislation 
is (or has been within the past year) under discussion 
in at least 15 other states. Former Speaker of the 
House Newt Gingrich is involved with an effort to 
move HSA legislation in state legislatures, with the 
goal of providing “every state government employee 
. . . the option of choosing an . . . HSA-qualified 
health insurance plan” by 2008. At the federal level, 
President Bush has pledged to make HSAs an option 
for federal employees before the end of 2005.

Given that the costs of providing health insurance 
to North Carolina’s state employees has been 
steadily increasing for nearly a decade, with dramatic 
increases since 2000, the General Assembly should 
give serious consideration to Health Savings 
Accounts as an alternative to traditional health 
insurance coverage for state employees and public 
school teachers. The alternative is to wait until the 
current system results in a large enough budgetary 
train wreck to force the consideration of alternatives 
in an emergency atmosphere.
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Health Savings Accounts: Consumer-Driven Health Care for North Carolina 
Public Employees and Teachers

In December 2003, President Bush signed into 
law the “Medicare Prescription Drug, Improvement, 
and Modernization Act of 2003.”1  While the 
Medicare prescription drug benefit has received a 
great deal of attention, another, lesser-known provi-
sion of the act may well revolutionize the provision 
of health care in America. Title XII of the act, titled 
“Tax Incentives for Health and Retirement Security,” 
amended the Internal Revenue Code to provide 
for tax-free “health savings accounts” (“HSAs”).2    
HSAs are a form of medical savings account, similar 
to the now-familiar IRAs (“investment retirement 
accounts”). When combined with a high-deductible 
health insurance policy, an HSA replaces traditional 
health insurance coverage – and does so in a way that 
results in a more consumer-driven approach to health 
care, for reasons we will explore below.

Because of delays in the U.S. Treasury Department’s 
announcement of regulations and guidelines pertaining 
to HSAs, there was a lag in corporate interest in this 
new health care tool. Now that this guidance has 
been provided, the private sector is taking a closer 
look at HSAs as an alternative to traditional health 
insurance benefits. One survey of large employers 
conducted in early 2005 reported that “8 percent of 
employers now offer [HSAs], and another 18 percent 
plan to offer them in 2006.  Additionally, 47 percent 
are considering offering the accounts.”3

While HSA-based employee health coverage 
is still in its infancy, as the title of an August 2005 
report puts it, the “early evidence is positive,” with 
a number of early studies “showing that companies 
and individuals who move to Health Savings 
Accounts and similar plans experience lower costs 
while maintaining access to needed health care.”4  
Similar conclusions have been reached by the RAND 
Corporation5  and the consulting firm McKinsey & 
Company.6

State governments, facing mounting pressure to 
get some control over skyrocketing employee benefits 
costs, are also looking at HSAs as a potential solution.  
Three states – Florida, Louisiana and Virginia – have 
already enacted legislation to provide for an HSA 
option for their public employees.7 Similar legislation 
is (or has been within the past year) under discussion 
in at least 15 other states (See Table 1).8 Former 
Speaker of the House Newt Gingrich is involved 
with an effort to move HSA legislation in state 
legislatures, with the goal of providing “every state 
government employee . . . the option of choosing an 
. . . HSA-qualified health insurance plan” by 2008.9  
At the federal level, President Bush has pledged to 
make HSAs an option for federal employees before 
the end of 2005.10

This paper first describes the financial difficulties 
faced by North Carolina’s current state employee 
health insurance plan. It then describes the operation 
of HSAs and high-
deductible health 
plans, and explains 
the potential for such 
consumer-driven 
plans to bring about 
better health care 
at a lower cost. It 
then discusses how 
the North Carolina 
General Assembly 
might follow the 
example set by Florida, Louisiana and Virginia 
and pass legislation giving North Carolina public 
employees the option of choosing high-deductible 
HSA coverage as their health insurance vehicle.

When combined with a  

high-deductible health insurance 

policy, an HSA replaces 

traditional health insurance 

coverage – and does so in a way 

that results in a more consumer-

driven approach to health care.
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WHY SHOULD NORTH CAROLINA CONSIDER 
ADOPTING A CONSUMER-DRIVEN HSA FOR STATE 
EMPLOYEES?

North Carolina’s “Teachers’ and State Employees’ 
Comprehensive Major Medical Plan” – known 
simply as the “State Health Plan” – covers approxi-
mately 580,000 state employees, public school teach-
ers, and retirees, as well as some of their spouses and 
dependents.11 The Plan is managed by Blue Cross 
and Blue Shield of North Carolina, and operates as 
a “preferred provider organization” (PPO). As is well 
known, the Plan has encountered serious financial 
problems over the past few years, with claims against 
the Plan exceeding the premiums collected by sub-
stantial amounts. Premiums have risen every year 
since 1998, nearly doubling since 1999 (see chart 
on the next page).

A recent study by the North Carolina Budget 
and Tax Center notes the funding shortfalls in the 
last three biennial budget cycles: $290 million in 

1999-2001; $927.3 million in 2001-03; and $540.5 
million in 2003-05.  In addition, the report notes that 
“[t]he plan will require an additional $353 million in 
the upcoming 2005-07 biennium.”12 These shortfalls 
have been made up partially out of appropriations 
from state tax revenues, partly out of increases in 
premiums paid by employees and reductions in 
employee benefits, and partly out of concessions 
from providers.13

As currently configured, the Plan makes a 
monthly contribution of $285.92 for each covered, 
active employee.14 (Contributions for and by retirees 
follow a similar structure, but vary according to the 
retiree’s status vis-à-vis Medicare. This is a relatively 
small consideration, which we will ignore for clarity’s 
sake.) If the employee elects “employee-only” cover-
age, she pays nothing more. If she elects coverage 
for herself and her dependent children, she will 
contribute $178.22 per month. If she elects “family” 

Enacted HSA Legislation   
2005 Florida Acts No. 2005-97  Codified at FL Stat. 110.123(12)
2004 Louisiana Acts 890  Codified at LA Rev. Stat.. 22:228.8 and 42:802(C) 
2005 Virginia Acts 572  Codified at VA Code 2.2-2818 and 38.2-5601
  
Proposed HSA Legislation  
2005 Alaska S.B. 94
2005 Iowa S.B. 314
2005 Kentucky H.B. 2, S.B. 376, H.B. 462
2005 Maine H.B. 1070a
2005 Michigan H.B. 4704, H.B. 4705
2005 Minnesota S.B. 2267, H.B. 2, S.B. 376, H.B. 872
2005 Montana S.B. 467, L.D. 465
2005 New Hampshire H.B. 290
2005 Oregon S.B. 429
2005 Oklahoma S.B. 896
2005 Rhode Island H.B. 6097
2005 Texas H.B. 1795, S.B. 562
2005 Washington H.B. 1383, H.B. 1686, S.B. 6130
2005 Wisconsin S.B. 131, H.B. 341

Table 1: 
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coverage (herself, her spouse, and their dependent 
children), her monthly contribution is $427.48. As of 
October 1, 2005, monthly premiums have increased 
once again. 15 (Table 2 provides a summary of these 
most recent changes.)

The amounts charged employees electing depen-
dent or family coverage have come under strong 
criticism, with critics noting that the percentage of 
the total cost for these policies paid by the employ-
ees themselves is much higher than in most other 
states’ insurance plans. This relatively high price 
for additional coverage helps explain the fact that a 
large majority of North Carolina employees choose 
employee-only coverage,16  and that a recent survey 
found that 44 percent of state employees said they 
“could not afford to purchase family coverage” under 
the State Health Plan.17

In addition to the increases in premiums for all 
but employee-only coverage, critics of the Plan’s 
performance also point to repeated and substantial 

increases in deductible amounts and co-payments. 
Currently, the annual deductible is $350 per cov-
ered individual, to 
an aggregate maxi-
mum of $1,050 for 
an employee with 
dependent or family 
coverage. The maximum annual out-of-pocket 
payment for the deductible and co-payments per 
member will be $1,500 for 2004-05 and $2,000 for 
2005-06, up to a family total of $4,500 for 2004-05 
and $6,000 for 2005-06.

HOW HSAs WORK18

The creator of the concept of medical savings 
accounts, John Goodman, explains HSAs very suc-
cinctly: 

“These accounts must be combined with 
high-deductible health insurance, with 
patients typically paying expenses before the 

Premiums have risen every year 
since 1998, nearly doubling 
since 1999.

Figure A: Health Care Plan Premiums 1996-2005State Health Plan
Annual Premiums per Active Employee

1996

$1,737 $1,749 $1,747

1997 1998 1999 2000 2001 2002 2003 2004 2005

Plan Year ending June 30

Source: Teachers’ and State Employees’ Comprehensive Major Medical Plan

$1,752

$2,149
$2,268

$2,697

$2,939

$3,320
$3,449
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HSA contributions are 

deductible on federal 

income tax returns; 

employer contributions  

to an HSA are not  

considered income.

deductible from their HSA and relying on 
third-party insurance to pay costs above the 
deductible.  Employer contributions to these 
accounts are excluded from employees’ tax-
able income and individual contributions 
are tax deductible.  HSAs are the property 
of the individual, and unspent funds remain 
in the HSA account and grow tax free.”19

A high-deductible health plan – sometimes 
referred to as “catastrophic” health insurance– doesn’t 
pay for the first several thousand dollars of health care 
expenses, but provides coverage for expenses beyond 
this deductible. Because of the high deductible, 

such plans are cheaper, 
obviously, than cover-
age under a traditional, 
lower-deductible health 
insurance policy. In order 
to qualify to open an HSA, 
a person must have a 
high-deductible health 
plan with a deductible 

of at least $1,000 (for self-only coverage) or $2,000 
(for family coverage). The annual out-of-pocket 
(including deductibles and co-pays) cannot exceed 
$5,100 (for self-only coverage) or $10,200 (for family 
coverage).20

Individuals with the requisite high-deductible 
coverage may sign up for an HSA at any one of 
dozens of institutions – including banks, credit unions, 

insurance companies, and other approved compa-
nies. Employers may also set up HSA plans for their 
employees.21

A person may make contributions to his HSA 
up to the amount of his high-deductible insurance 
plan each year. For example, if Tom Tarheel buys 
coverage for his family with a $3,000 annual deduct-
ible, he may contribute up to $3,000 annually to his 
HSA. (Persons age 55 or older can make additional 
“catch-up” contributions.) There are limits on the 
amount, which may be contributed annually. In 
2005, the maximum for family-coverage policies is 
$5,250; the maximum for single coverage is $2,650. 
(The plan is to increase these caps in future years to 
take account of inflation.) Tom may contribute to his 
HSA on any schedule he chooses – on a monthly 
basis, or quarterly, or in a lump sum, for example 
– subject to any contractual limits he has agreed to 
with his HSA institution. 

Now let’s assume that Tom’s employer decides to 
offer a high-deductible health plan with an HSA as 
an alternative to traditional health insurance, and as 
part of the plan offers to make a $2,000 contribution 
each year to each employee’s HSA. Tom could make 
a personal contribution of up to $1,000 a year.  In 
other words, it is treated exactly like an IRA contri-
bution and does not require an itemized tax return. 
The combination of the employer and employee 
contributions cannot exceed the annual limits noted 
in the preceding paragraph.

 Monthly premiums as of October 1, 2005 Annual premiums as of October 1, 2005

   Combined   Combined
   State and   State and
 State Employee Employee State Employee Employee
 Contribution Contribution Contribution Contribution Contribution Contribution

Employee-only  
coverage $321.14 $0.00 $321.14 $3,853.68  $0.00 $3,853.68
Dependent  
coverage $321.14 $200.18 $521.32 $3,853.68 $2,402.16 $6,255.84
Spouse/Family  
coverage $321.14 $480.14 $801.28 $3,853.68 $5,761.68 $9,615.36

Table 2: 
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Tom can take his HSA contribution as an “above-
the-line” deduction on his federal income tax return. 
This allows him to reduce his taxable income by 
the amount he contributed to his HSA. (It is not 
necessary to itemize deductions in order to claim 
this benefit.) His employer’s contribution to Tom’s 
HSA is not considered income to Tom; therefore, he 
does not pay federal income taxes on that amount. 
Further, contributions can also be made to Tom’s 
HSA by others (e.g., relatives). However, Tom, not 
the benefactor, would receive the benefit of the tax 
deduction.

If Tom or any of his covered family members 
incur health care expenses, Tom will pay the first 
$3,000 in any given year out of his own funds – either 
from his HSA or otherwise out of his own pocket. 
If Tom uses HSA funds to pay “qualified medical 
expenses,” these funds are not counted as income 
to him, or subject to federal income taxation. If 
Tom uses HSA funds for non-medical expenses, it 
is counted as income to him and subject to normal 
federal income taxes and a 10 percent surcharge. At 
age 65, Tom may use these funds as he wishes with-
out the surcharge, but, like an IRA, regular income 
taxes would be paid on withdrawn funds not used 
for qualified medical expenses.

Unused funds in Tom’s HSA “roll over” each 
year for use in subsequent years.  Thus, there is no 
“use-it-or-lose-it” incentive here. HSA funds can be 
invested in the same types of investments permitted 
for IRAs – including stocks, bonds, mutual funds and 
certificates of deposit. Ideally, the HSA grows year-
in and year-out, free from federal income tax, and 
remains Tom’s personal property until its proceeds 
are used for health care expenses.

Significantly, Tom’s HSA money is “portable” in 
the sense that the account remains his property even 
if he switches jobs. On his death, Tom’s HSA will pass 
to his wife, if she survives him; otherwise, it becomes 
part of Tom’s (taxable) estate. In other words, HSA 
funds are fully the property of the account holder 
and can be left to his or her heirs.  

HSAs AND  LOWER COSTS

Thus far, the lower cost and greater flexibility 
associated with HSAs, compared to traditional health 
insurance, have proved particularly attractive to 
individuals and to small businesses. According to a 
survey22 by the insurance industry group American 
Health Insurance Plans, 
by March 2005,  i t s 
member companies had 
enrolled more than one 
million people in HSAs. 
Approximately 37 per-
cent of the individuals 
who bought HSA cover-
age personally had had 
no previous health insur-
ance coverage, and 27 percent of the small busi-
nesses that bought group coverage had previously 
not offered health insurance as a benefit. For those 
concerned about the number of uninsured workers 
in America, this should come as welcome news.

Moreover, anecdotal evidence indicates that 
small businesses can lower their health care costs by 
using HSAs.23  For example, one firm with 14 employ-
ees reduced its annual health care costs by $35,500 
by switching from traditional health insurance to 
HSAs.  Another small business in California offered 
its 12 employees an HSA alternative, and all 12 
chose it. The firm pays for both the high-deductible 
policy and the HSA – $322 a month per employee 
for individuals and $360 for families – compared 
with PPO premiums of $380 for individuals and 
$460 for a family.  The firm’s controller says all 
employees will be ahead financially with the HSA. 
“It reduces our costs and gives a tax-free bonus to 
the employee, and it’s their choice to spend it or roll 
it over to a (retirement) account,” she said. “It puts 
some responsibility on the individual consumer for 
health care choices.”24

Most of the early evidence shows HSAs to 
be a boon to small businesses and individuals, 
and particularly to previously uninsured workers. 

Given the dramatic, year-in, 

year-out increases in public 

employees’ health care 

costs, any improvement  

in performance should  

be pursued.
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What about larger businesses and their employees?  
To date, HSAs have not been widely adopted by 
larger employers. To recap the survey of large 
employers noted above:25  only 8 percent offered 
HSA coverage as of early 2005, while another 18 
percent planned to begin offering them in 2006, and 
another 47 percent are studying HSAs as an option. 
Another indication of how slow larger companies 
have been to experiment with HSAs is that as of 
January 2005, Aetna had enrolled only 70 companies 
with 51 or more employees in its HSA products, and 
Cigna had only around 30.26

This situation looks like it’s about to change, 
perhaps rapidly and 
radically. Indeed, 
one estimate is that as 
many as 25 percent 
of all commercially 
insured people will 
be enrolled in con-
sumer-driven health 
plans by 2009.27

The first aca-
demic study of the effects of the adoption of an 
HSA-based, consumer-driven plan on utilization 
and cost are fairly encouraging. The study looked 
at the experience of one employer with over 3,000 
employees, comparing the cost of the HSA plan 
with the costs of their previous Preferred Provider 
Organization (PPO) and Health Maintenance (HMO) 
options. It found, among other things, that enrollees 
in HSA contracts had lower total expenditures than 
enrollees in PPO contracts, as well as lower out-of-
pocket expenditures.28 It should be noted that the 
current North Carolina state employees health plan 
is a PPO.

The fact remains, however, that right now, state 
governments cannot look at cost savings data from 
large employers for evidence of the kinds of cost 
savings they might achieve in moving to HSAs. 
Based only on the experience of small businesses 
and individual purchasers of HSAs, there seems to 
be some prospect of immediate cost savings for state 

governments in moving to HSAs, but the short-term 
potential savings appear to be modest.

Given the dramatic year-in, year-out increases in 
public employees’ health care costs, any improve-
ment in performance should be pursued. But the 
kind of changes necessary to get some control over 
North Carolina’s burgeoning public employee health 
care costs – which have doubled since 2000, to the 
current annual level of $1.8 billion29 – would seem 
much more dramatic than the immediate cost savings 
likely to be generated by a move toward HSAs.

Is this the end of the story for HSAs, then?  No.  
There may be another, larger benefit to be derived 
from their adoption.

BENEFITS FROM HSAs: CONSUMER-DRIVEN 
HEALTH CARE

The more dramatic effects of a move to HSAs 
will come in the longer term, as HSAs teach public 
employees to be better informed – and thriftier – con-
sumers of health care services. The long-term effects 
that HSAs will have on the consumption of health 
care services – and thus its cost – have been the key 
public policy improvement cited by the proponents 
of HSAs.

To cite John Goodman once again: Employees 
with HSAs will “be able to profit from being wise 
consumers of medical care by having account bal-
ances grow tax free and eventually be available for 
non-medical purchases.”30

The dramatic break with the past offered by HSAs 
is highlighted in a recent paper by two McKinsey & 
Company consultants:

“ For the first time since the introduction of 
employer-funded health premiums during 
the Second World War, the government 
is authorizing health insurance plans that 
are consistent with efficient markets. These 
plans at least partially end the third-party-
payer system and force people to make 
economic trade-offs between consuming 
more health care and other goods and 
services. With the ability to accumulate 
unspent funds and invest them tax free, 

The more dramatic effects of a 

move to HSAs will come in the 

longer term, as HSAs teach 

public employees to be  

better informed – and thriftier – 

consumers of health care 

services.
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consumers have a strong incentive to avoid 
unnecessary care and to become more cost 
conscious when they do seek treatment. 
Medical providers, in turn, will be increas-
ingly pressured to improve the quality of 
care and service they offer to consumers 
while maintaining competitive prices.”31

This is the essence of the idea of “consumer-
driven health care,” of which HSAs are the most 
important reform thus far. Consumer-driven plans 
address head-on the three problems facing American 
health care identified by the McKinsey authors: 
“third-party payers that insulate consumers from the 
financial implications of their health care choices, a 
lack of transparency in the quality of care and in the 
prices providers charge, and a reimbursement system 
that rewards activity over outcomes.”32

The McKinsey authors explain that HSAs will 
give employees the incentive to “avoid what they 
perceive to be unnecessary services and become 
more cost conscious when they do seek treatment – 
choosing cheaper generic drugs rather than branded 
ones, avoiding expensive facilities such as emergency 
rooms, and showing more discipline about visit-
ing doctors in the payer’s medical network.” More 
fundamentally, the impact of HSA incentives will 
extend to lifestyle decisions, as the possibility of asset 
appreciation in the form of money left in the HSA, 
rather than spent on health care, will give employees 
more of an incentive to stay healthy, as noted by 
one benefits consultant:  “There is going to be an 
increasing awareness that if I’m healthy, I’m going 
to be better off financially . . . That’s good. It will 
cause people to change their behavior. And that’s 
not a bad thing.”33

The benefits from such a change in our way 
of providing employee health coverage could be 
immense. But they will take time to materialize and, 
in any event, will be extremely difficult – or even 
impossible – to calculate with any degree of accuracy. 
It would not be accurate to characterize the adop-
tion of HSAs on the basis of these potential gains 

as a leap of faith, because the logic supporting the 
long-term claims of HSA is very strong. But, at this 
point in time, we lack real-world evidence of system-
wide improvements due to increased employee and 
competitor discipline.

CRITICISM AND EVIDENCE

There are certainly doubters and detractors of 
HSA-based reforms. Some of the more dramatic crit-
ics of HSAs tend to focus on a comparison of current, 
low-deductible health insurance policies with HSAs 
and then pronounce the latter a “raw deal”34  or a 
“cheap trick.”35 But this kind of comparison misses 
the point. While it is 
understandable that 
the beneficiaries of 
the current system, 
and their champi-
ons, would like to 
maintain the status 
quo,36  the fact is that 
the current system is 
increasingly unsus-
tainable over the 
long run. Its cost 
has doubled in this 
decade, and there is no reason to believe that high 
yearly growth rates in its cost will abate any time 
soon. Thus, the “raw deal” criticism completely 
misses the point that state and local governments 
will change the status quo at some point in the near-
term future. While the employee and retiree groups, 
again understandably, want to put off the date of 
this change, it will never get any easier to consider 
changes to the system than it is right now. Delay will 
increase the costs borne unnecessarily in clinging to 
the current system, such as foregone appreciation in 
HSA accounts.

A variation on the “raw deal” critique doubts that 
employees are interested in trying to make decisions 
about their consumption of health care services, or 
are capable of doing so. While one might prefer the 
appearance of a paternalistic system taking care of its 

The impact of HSA incentives 

will extend to lifestyle 

decisions, as the possibility of 

asset appreciation in the form 

of money left in the HSA...will 

give employees more of an 

incentive to stay healthy.
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members, this aspect of the status quo is also unsus-
tainable at present (and future) costs. People make 
decisions about other large questions of life– choice 
of education, mate, career, home purchase, etc. – and 
there seems to be no reason why people could not 
make health care decisions with at least as high a 
degree of success. Advocates of HSAs recognize 
the need for additional information and education 
in order to equip people to make these decisions, 
and have developed plans to make this happen as 
HSA usage spreads. While an HSA regime does not 
promise to be nirvana, neither is the current, unsus-
tainable status quo.

Yet another critique of HSAs involves the phe-
nomenon known as “adverse selection.” The worry 
is that younger, healthier people will be dispropor-

tionately attracted to 
the HSA option, and 
their departure from 
traditional insurance 
pools wil l  cause 
rates for traditional 
insurance to rise 
even faster.37 This 
criticism is summed 
up in the put-down 
phrase that HSA 
purchasers are lim-
ited to the “young 

and healthy” or, alternatively, the “healthy and 
wealthy.” While this makes an effective sound bite, 
it finds very little support in the survey evidence to 
date. One study found that in 2004, the average age 
of purchasers of HSA-eligible coverage was 40, while 
the average age of purchasers of non-HSA-eligible 
insurance plans was 35. In that same year, 40 percent 
of all HSA-eligible policies were purchased by people 
with incomes of $50,000 or below, and 89 percent of 
purchasers paid a monthly premium of $200 or less 
per person.38 Other evaluations of our experience to 
date are consistent with these findings. For example, 
a full-dress academic study of the consumer-driven 
health plan offered to the employees of the University 

of Minnesota found that it “was not chosen dispro-
portionately by young and healthy, but it did attract 
the wealthy and those who found the availability of 
providers more appealing.”39

One might worry that this evidence, drawn from 
such an early stage of this market experiment, will 
not hold up over time. Yet the point remains that the 
sky has not fallen, and, to the extent that traditional, 
low-deductible insurance becomes unaffordable for 
state and local governments to purchase, the adverse 
selection point becomes irrelevant. 

In sum, much of the criticism of HSAs comes 
from people who see themselves with a vested inter-
est in the continuation of the status quo – even for a 
little while longer – and who tend to under-appreci-
ate the power of the marketplace to improve quality 
and lower price. While taking the HSA route will 
not be risk- or pain-free, the skyrocketing cost of the 
status quo virtually guarantees its replacement with 
another system or systems.  Given the attractive 
features of HSAs – their tax treatment, portability, 
lack of a use-it-or-lose-it feature, and investment 
growth potential for their owners – they rank as the 
most attractive alternative for public employees at 
this point in time.

HOW NORTH CAROLINA MIGHT PROCEED

The North Carolina General Assembly should 
seize the initiative on HSAs and pass legislation that 
requires the offering of a high-deductible/HSA option 
to state and local employees, by a date certain. This 
suggestion is modeled on Virginia’s recently passed 
law, which envisions a two-year study and phase-in 
period in order to reach this goal. North Carolina 
officials should pursue cooperative opportunities with 
their counterparts in Florida, Louisiana and Virginia, 
to take advantage of information-sharing possibilities 
as those states implement their new HSA statutes. In 
this way, North Carolina may be able to make the 
transition to a consumer-driven plan expeditiously.

How could the state redirect the $3,853.68 per 
employee it currently spends on health insurance into 
an HSA option? Let’s use BlueCross/BlueShield’s 
BlueOptions HSA40 as an example. The deductible 

The fact is that the current system 

is increasingly unsustainable over 

the long run. Its cost has doubled 

in this decade, and there is no 

reason to believe that high yearly 

growth rates in its cost will abate 

any time soon.
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for individuals is $1,100. The state puts $550 into the 
HSA and the employee can contribute up to $550 
before taxes as well. This translates into monthly 
payments of $45.83 from the state and the employee. 
The deductible for family coverage is $2,200, mean-
ing monthly contributions of $91.67 from the state 
and the employee. The state or individual employees 
could choose higher deductibles, but current State 
Employee Health Plan deductibles are not far from 
these.

Most state employees currently choose individual 
coverage. Dependent coverage costs a state employee 
about $200 a month. Adding a spouse raises the 
monthly premium to $480 a month, or $5,761 a year. 
This creates a significant incentive for state employ-
ees’ spouses to work and provide coverage for the 
family. Switching to an HDHP/HSA could eliminate 
this incentive while also allowing many families to 
save for future medical bills (Table 3).

Pre-tax contributions into an HSA ($1,100) are 
much lower than the premium payments to cover a 

spouse ($5,761) or children ($2,402), and are about 
equal to the maximum deductible for a family of three 
under the current plan ($1,050). In case of something 
catastrophic, the maximum out-of-pocket cost for 
deductibles and co-payments under the current plan 
is $6,000, in addition to the $5,761 in premiums. The 
maximum for a plan that includes coverage for a 
spouse and children under the high-deductible/HSA 
is $10,000, but $1,100 of that is provided by the state, 
making the individual contribution just $8,900.

An HSA also has benefits for individuals. Using 
the example above, an individual puts $550 into her 
HSA and the state contributes another $550. The 
effective deductible for the employee is not $1,100, 
but $550. This is close to the $350 deductible under 
the current state employee health plan and becomes 
closer when one remembers that neither the $550 nor 
any of the interest that it earns is taxed. If a person 
has little need for medical care, the extra money 
continues to earn and can be used for future medical 
expenses. Again, this money is the employee’s, it is 

Table 3: 

Comparison of Current State Employee Health Plan with Representative  
High-Deductible/HSA Plan

  Current Plan HDHP/HSA Current Plan Current Plan HDHP/HSA
  Individual Individual  Dependent Family Family

 Employee Contribution $0 $550 $2,402 $5,761 $1,100 
 Plan Deductible $350 $1,100 * $1,050 $1,050 $2,200 *

 Plan Maximum 
 Out-of-Pocket $2,000 $5,000 $6,000 $6,000 $10,000

 Maximum 
 Net Cost $2,000 $4,450 $8,402  $11,761 $8,900

* This is all paid from the HSA, half of which is contributed by the state

■ Employee Contribution: Under the current plan, this is the annual premium the employee pays over and above the
 state’s payment. Under the HDHP/HSA, it is the employee’s contribution to the HSA, matched by the state. This
 amount is before taxes in both cases.

■ Plan Deductible: Under the current plan, this amount is paid out of pocket by the employee, after taxes. Under the
 HDHP/HSA, the HSA is funded to this level and all payments from the account are tax-free. If the individual does
 not spend up to her deductible, the money in her HSA continues to gain interest and rolls over. 

■ Plan Maximum Out-of-Pocket: In addition to premiums, this is the maximum total of deductible and co-payments
 the employee is responsible for in a plan year.

■ Maximum Net Cost: Under the current plan, this is the amount the employee pays in premiums plus the plan
 maximum. Under the HDHP/HSA, this is the plan maximum minus the state’s HSA contribution. 
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completely portable, and it can be used tax-free for 
medical expenses or after retirement without penalty 
for any expense.

At contributions of $550 per individual or $1,100 
per family, the state would have between $2,803.68 
($233.64/month) and $3,253.68 ($271.14/month) left 
for annual insurance premiums per employee. At this 
point, only anecdotal evidence is available, but it is 
quite encouraging for the state’s ability to purchase a 
suitable high-deductible health plan. The American 
Health Insurance Plans survey reported that average 
monthly premiums for high-deductible plans “ranged 
from about $100 a month for a twenty-something 
single to $460 for a family policy in the 55-64 age 
group.”41 The demographics of state employees will, 
therefore, affect total savings.

The case of Whole Foods Markets, Inc., is instruc-
tive.42 The company is a grocery retailer, with more 
than 160 stores and more than 30,000 employees. 
In 2002 it was facing a $7 million funding short-
fall in its traditional self-insurance health plan. To 
keep the plan solvent, the company considered a 
premium increase in the range of 30 percent to 35 
percent. Instead, in January 2003, it implemented a 
new consumer-driven plan, using high deductibles 
and “personal wellness accounts” – the precursor 
of HSAs. In the new plan, the company paid 100 
percent of the premiums for full-time employees, 
and paid from $300 to $1,800 into each employee’s 
private account, based on seniority. The HDHP 
deductibles were $1,000 for medical services and 
$500 for prescription drugs; maximum out-of-pocket 
for deductibles and co-payments was $3,500.

Whole Foods’ first-year results were spectacular. 
The company’s combined policy premiums and 
contributions to the employees’ personal accounts 
averaged $2,082 per employee – a 25.5 percent 
decrease over the previous year. In the second year of 
the plan’s operation, the cost per employee increased 
to $2,988 – due, according to the company’s CEO, 
to greater employee understanding of the plan’s 
features. Even this higher level was just 7 percent 
higher than its premiums in 2002, when the company 

was looking at 30 percent higher costs in one year, 
and was 51 percent lower than the relevant industry 
average of $5,804. The fact that Whole Foods is able 
to buy high-deductible coverage and make contribu-
tions to the employees’ individual accounts for less 
than $3,000 further suggests that the state of North 
Carolina might be able to do so as well.

Would state employees now covered by the State 
Health Plan find our hypothetical HSA alternative 
attractive? In exchange for the somewhat higher 
deductibles and co-pays, the employee would receive 
the investment feature of the HSA, its favorable tax 
treatment, its rollover and portability features, the 
ability to use it for retirement income, and the ability 
to will the account to heirs.

In addition to any cost savings, of course, the 
North Carolina budget would benefit because future 
growth in health care expenses would be curbed 
by the employees’ increased attention to their own 
health care decision-making and the incentive an 
HSA gives them not to over-utilize the covered health 
care services. Moreover, HSAs offer the prospect 
of substantial long-term improvements in health 
care outcomes and the performance of health care 
providers. While likely not a “magic bullet” budget 
fix, the adoption of an HSA plan in North Carolina 
promises substantial benefits both to state taxpayers 
and to state employees over the intermediate and 
long term.

Accordingly, the North Carolina General 
Assembly should begin to give serious consideration 
to Health Savings Accounts as an alternative to tradi-
tional health insurance coverage for state employees 
and public school teachers. The alternative is to wait 
until the current system results in a large enough 
budgetary train wreck to force the consideration 
of alternatives in an emergency atmosphere. Even 
under those circumstances, HSAs will be the most 
attractive alternative from the point of view of most 
public employees. However, waiting for a train wreck 
wastes time that could be used by HSA investors to 
grow their account balances.
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Appendix

Employer-Paid Premiums under the State Health Plan by Plan Year*

  Active Employees  Retired Employees

  Annual Average Annual Average
  Premiums Collected Annual  Premiums Collected Annual
 Plan Year (4) ($Millions) Enrollment ($Millions) Enrollment
 1995-1996 $341.011 196,300 $117.259 81,500 
 1996-1997 $328.462 187,786 $121.477 84,491
 1997-1998 $321.901 184,263 $125.550 87,242
 1998-1999 $334.388 190,854 $131.759  91,475
 1999-2000 $432.624 201,326 $170.560 96,086
 2000-2001 $540.449 238,330 $195.661 103,301
 2001-2002 $734.636 272,349 $259.853 111,338
 2002-2003 $822.006 279,677 $291.633 117,531
 2003-2004 $951.262 286,511 $342.183 122,643
 2004-2005 $1,013.687 293,918 $371.370 127,811

Data Source: Teachers’ and State Employees’ Comprehensive Major Medical Plan

*Notes: 
(1) Data excludes enrollment counts and premium contributions made on behalf of eligible employees and 
 retired employees who participated in an optional HMO offering, or effective January 1, 2005, employees
 or retired employees who are TRICARE eligible who opted to forego employer-paid coverage under the
 Plan and instead elect to receive an employer-paid contribution of $63.50 per month for a TRICARE
 supplemental insurance program.

(2) HMO options ended September 30, 2001. 

(3) Premium amounts may include some amount of employee-paid premiums paid by employees who do not
 qualify for fully contributory health benefit coverage.

(4) Plan year runs from July 1 through June 30. 

 Average Average
  Per Employee Per Retiree
 1996 $1,737 $1,439
 1997 $1,749 $1,438
 1998 $1,747 $1,439
 1999 $1,752 $1,440
 2000 $2,149 $1,775
 2001 $2,268 $1,894
 2002 $2,697 $2,334
 2003 $2,939 $2,481
 2004 $3,320 $2,790
 2005 $3,449 $2,906



About the Author

Michael DeBow is Professor of Law in the Cumberland School of Law, Samford University, and Professor 

of Health Care Organization & Policy and Lister Hill Scholar in the University of Alabama at Birmingham 

School of Public Health. Prior to joining the Cumberland faculty in 1988, Professor DeBow taught for two 

years in the University of Georgia business school, and before that he was a lawyer in private practice in 

Washington, D.C., a law clerk to Judge Kenneth W. Starr, U.S. Court of Appeals for the D.C. Circuit, an 

attorney-advisor to Federal Trade Commission Chairman James C. Miller III, and a special assistant to 

Assistant Attorney General Douglas Ginsburg, Antitrust Division, U.S. Department of Justice.

DeBow is a member of the District of Columbia Bar. He has also been a (nonresident) Salvatori Fellow 

of The Heritage Foundation, a member of the Executive Committee of the Association of Private Enterprise 

Education, and a visiting professor of law at George Mason University. DeBow co-edits the Federalist Society’s 

“Pre-Law Reading List” and its annotated bibliography of conservative and libertarian legal scholarship. He 

holds a J.D. from Yale University and bachelor’s and master’s degrees from the University of Alabama.

About The John Locke Foundation

The John Locke Foundation is a nonprofit, nonpartisan policy institute based in Raleigh. Its mission is to 

develop and promote solutions to the state’s most critical challenges. The Locke Foundation seeks to trans-

form state and local government through the principles of competition, innovation, personal freedom, and 

personal responsibility in order to strike a better balance between the public sector and private institutions 

of family, faith, community, and enterprise.

To pursue these goals, the Locke Foundation operates a number of programs and services to provide 

information and observations to legislators, policymakers, business executives, citizen activists, civic and 

community leaders, and the news media. These services and programs include the foundation’s monthly 

newspaper, Carolina Journal; its daily news service, CarolinaJournal.com; its weekly e-newsletter, Carolina 

Journal Weekly Report ; its quarterly newsletter, The Locke Letter; and regular events, conferences, and research 

reports on important topics facing state and local governments.

The Foundation is a 501(c)(3) public charity, tax-exempt education foundation and is funded solely from 

voluntary contributions from individuals, corporations, and charitable foundations. It was founded in 1990. 

For more information, visit www.JohnLocke.org.

17HEALTH  SAV INGS  ACCOUNTS   |    CONSUMER-DRIVEN HEALTH CARE

P O L I C Y  R E P O R T





“To prejudge other men’s notions  
before we have looked into them  
is not to show their darkness  
but to put out our own eyes.”

JOHN LOCKE (632–704)

Author, Two Treatises of Government and  
Fundamental Constitutions of Carolina

200 West Morgan St., #200
Raleigh, NC 27601
V: 919-828-3876
F: 919-821-5117
www.JohnLocke.org
info@JohnLocke.org


