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Medical Savings Accounts

Executive Summary
Medical savings accounts (MSAs) are health accounts that
are established in conjunction with high-deductible health
insurance. They can be set up by individuals, employers, or
by the government. The most common type is the American
employer-funded MSAs. In this type of health plan, employers purchase a high-deductible, or catastrophic, insurance
policy for their employees, which is much cheaper than a
traditional insurance package. Employers then deposit a
portion of the funds saved into MSAs for their employees,
who then use these funds to purchase medical care. Once
these funds have been exhausted, the employees are responsible for the payment of their medical care up to the
cap where the catastrophic insurance begins. All of the MSA
funds belong to the employee, including any funds remaining in the account after a specific period (usually a year).
Evidence from American firms that have adopted
MSA plans show that MSAs are conducive to more prudent
health spending without compromising individuals’ health.
Where they have been adopted, MSAs have resulted in lower employer and employee costs, accumulated savings, and
high degrees of employer and employee satisfaction. The
empirical literature in the United States indicates that MSAs
or similar arrangements have the potential to reduce health
expenditures up to 20 percent. One would predict an even
larger decrease in health expenditures had these simulations been performed using Canadian data because Americans already face financial incentives with respect to their
use of health care while Canadians do not for the most part.
Opponents of cost sharing point out that, because of
consumer ignorance, individuals may delay seeking care or
forgo efficacious preventive care when faced with medical
expenditures (i.e. when medical care is not free). This may
subsequently result in higher medical expenditures if, for
example, the illness has reached a more advanced stage. As
well, it is often argued that, again due to consumer ignorance, physicians (suppliers) are able to induce demand. For
these reasons, they argue, publicly funded health care and
government intervention in the market are not only justifiable but necessary. However, studies have shown that, on

the whole, cost sharing reduces the use of health care services with little or no net adverse effect on people’s health
and there is great uncertainty whether supplier-induced demand is a large problem in the health care sector.
Canadian governments could easily provide individuals with catastrophic insurance and deposit funds into
MSAs. The size of the government contribution could vary
from the whole to a fraction of the catastrophic insurance
policy’s deductible, depending on a person’s health, age,
and income level. When faced with medical expenses, individuals would first use the money in their MSA (which
can be used only for health-related expenses). At the end
of the year, any funds remaining in a person’s MSA may be
withdrawn, left to accumulate in a separate account for future medical expenses, or rolled over into a retirement savings plan.
The latter two options allow for capitalization of the
health care market. Any funds invested today gain interest
and can be used in the future for the more expensive care
most individuals will need when they are older. This is the
contrary of the current system, in which the tax dollars of
today pay for health care today and, because health care
funds are spent immediately, there is no opportunity for
them to be invested and to grow.
Medical savings accounts can encourage more prudent use of the health care system and introduce competition into the medical market-place without creating
financial barriers to care. MSAs provide incentives for consumers to take a more active role in their consumption of
medical care services and in their overall health status. The
most promising characteristic of MSAs in a Canadian context is that individuals will be able to purchase medical services with money they can otherwise keep because any
funds remaining in the account at the end of the year are the
property of the individual. In effect, MSAs can indirectly establish a cost-sharing device without infringing on the important philosophical cornerstones on which the Canadian
health care system is built: universality, accessibility, portability. and comprehensiveness.
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Introduction
This year has brought more pressure to bear on the Canadian health care system.1 People have died in emergency
rooms while waiting for care. Elective surgeries have been
canceled. Doctors have organized work stoppages to protest government-imposed caps on their earnings. The list
goes on. What is happening to what is thought to be one of
the best health care systems in the world?
When our “one tier” health care system began mere
decades ago, Canada’s population had a large percentage of
young people, its economy was growing rapidly, and the
high-technology medical revolution had not yet started.
Times have changed. Our population is aging and the cost
of modern medical technology is rising (Kirkman-Liff 1994).
As well, interest payments on our governments’ debts are
consuming tax dollars once available for health, education,
and other programs.
Luckily, most of our governments have realized the
folly of spending more than their income and the battle to
eliminate budget deficits has led both federal and provincial
levels of government to reduce their expenditures, including the expenditure for health care. From 1975 to 1991,
health expenditures jumped from 7.1 percent of our national income, or gross domestic product (GDP), to 10.2 percent
(Health Canada 1997). Since 1991, health expenditures by
governments as percent of GDP have been decreasing and
they are now at about 9.5 percent of GDP. Unfortunately,
this decrease has been largely the result of cost-cutting measures such as the closing of hospitals, the capping of physician fees, and other measures that reduce patient access to
the health care system. Thus, the health care system is under increasing pressure, and we see the effects of this in
overcrowded emergency rooms and hospital waiting lists
that refuse to decrease despite intermittent efforts on the
part of governments.
To this point, every political party in power has been
reluctant to alter our very popular health care system significantly. However, here, too, times have changed. Only 43
percent of Canadians believe that our health care system is
very good or excellent, and 45 percent of Canadians feel
that the care being delivered by our health care system is of

a lower quality care than that of five years ago.2 In another
survey, 42 percent of Canadians are distrustful of the reforms that have been initiated by governments across Canada; they feel that health care reform is just another term for
“spending cuts.”3

Health care reform
Health care reforms can attempt to influence either the supply side or the demand side of health care. Supply-side measures attempt to affect the behaviour of physicians, hospitals,
and other providers of care. Demand-side reforms attempt to
alter the behaviour of the recipients of care, the patients.
While there are many supply-side reforms that are effective in controlling health care costs and improving the
quality of care, rationing has been the predilection in Canada. For example, if a medication is not on a provincial formulary, it is less likely to be prescribed, or if a hospital bed
is not available, an elective surgical procedure will be delayed. These types of cost-containment measures are attractive to policy makers because the costs are not easily seen
by patients: patients will not necessarily know if they are
not receiving the best medication available and they may
not know that their surgery could have taken place earlier
had there been a bed available.
Supply-side reforms lke these, however, are likely to
cost more in the long run. For example, a patient who is prescribed an older, albeit cheaper, drug is more likely to have
adverse side effects. The result may be a return visit to the
doctor, another prescription, or an evening in an already
overcrowded emergency room. All of these outcomes are
more costly both to the system and to the patient than if the
more effective but more expensive drug had been prescribed in the initial consultation.
Reforms that attempt to transform the supply side by
restricting patients’ access to the health system have received a significant amount of attention from researchers
and the media. Often overlooked, however, is the demandside of health care: patients—consumers of health care ser-
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vices—are usually ignored in the reform process. This is unfortunate as health care is highly driven by demand, and as
our population ages and our income levels increase, we will
naturally demand more of health care services. Harsher rationing measures will be needed to curb this natural demand
for health care. Rather than further endangering people’s
health and restricting their freedoms, governments should
start examining the demand side of health care. More specifically, governments should start allowing people to direct
and contribute directly to their own health care spending.

Medical savings accounts: affecting the
demand for health care
An alternative to rationing and other supply-side reforms is
to allot health care funds directly to the potential consumers of health care. During the national debate on health care
in the United States, an idea for returning purchasing power
to the patient was developed by the National Center for Policy Analysis (NCPA), which advocated medical savings accounts (MSAs). The general idea of an MSA is that employers
deposit a fixed amount of money from the total dollars they
already are spending for their employees’ health insurance
into an employee’s MSA. The company then uses the remainder of the funds to buy a high-deductible (catastrophic)
medical-insurance policy, which is less expensive than a
low-deductible policy.
When faced with medical expenses, employees first
use the money in their MSA, which can be used only for
health-related expenses. For example, suppose the deductible is $2,000 per year. A person might elect to spend $500
from his or her MSA on massage therapy or nutrition counseling. If these services were not covered by the insurance
plan, the person would have used up some MSA funds but
would still face the full $2,000 deductible if a need arose for
other health-related services during the year. At the end of
the year, any funds remaining in a person’s MSA may be
withdrawn, left to accumulate in a separate account for future medical expenses, or rolled over into a retirement savings plan. The most important aspect of an MSA is that the
money belongs to the employee, who is responsible for
these funds and can reap the benefits of using the medical
system more prudently.
Companies in the United States that have adopted
the MSA framework (the details of each plan can vary) have
demonstrated that health insurance plans of this type can
save them money. Many of the employees of these compa-

nies have benefited as well: they have more control over the
type of care they receive and they are rewarded for prudent
use of the health care system because they retain any money
remaining in their MSA at year end.
Since the concept of MSAs was introduced by the NCPA, it has been embraced by many different organizations
such as the Council for Affordable Health Insurance (Bunce
1996), the American Medical Association (American Medical
Association 1994) and the Family Research Council (Deeds
1995). As well, many research organizations such as the
American Academy of Actuaries (1995), the National Bureau
of Economic Research (Eichner, McClellan, and Wise 1996)
and the RAND Corporation (Keeler et al. 1996) have researched and analyzed medical savings accounts as a measure for controlling health care expenditure.
The idea of medical savings accounts in a Canadian
context was introduced by The Fraser Institute in the book
Healthy Incentives (McArthur, Ramsay, and Walker 1996). The
authors proposed that the MSA concept be adapted to the
Canadian context, with the government taking over the role
of the employer. MSAs would be financed from general tax
revenues but most hospitals would be privatized, clinics
would be privately run, and health care providers would bill
patients rather than the government.
MSAs could create a more efficient and a more effective method of providing universal insurance. MSAs would
be portable—the funds belong to the individual—and they
would be more comprehensive than our current health care
system—the funds could be used to purchase any health
services the individual desired, thus offering greater consumer choice. MSAs would inform both consumers and suppliers of health care of the costs of the care purchased and
they would provide both groups with incentives to use the
system appropriately. MSAs would allow those who could
afford it to contribute to the costs of their health care, a procedure that would add more resources to the system. As
well, MSAs can be organized in such a fashion that those
who cannot afford to contribute to the costs of their health
care are not required to do so, thereby ensuring that all Canadians have reasonable access to quality health care when
they need it, regardless of their ability to pay.

In this Critical Issues Bulletin
This Critical Issues Bulletin has three parts. The first part,
The Basics, explores the theoretical case for MSAs. It examines the benefits and caveats of health insurance, the prob-
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lem of moral hazard (insured patients demand more
services than they would in the absence of insurance), and
the different forms of cost sharing—deductibles, co-insurance and user fees—that have traditionally been used to
control the moral hazard of health insurance. It discusses
the deficiencies of these traditional forms of cost sharing,
and shows how medical savings accounts provide an alternative. MSAs are described, their incentives are analyzed
and then compared and contrasted with the incentives of
the traditional forms of cost sharing. The second part of this

Critical Issues Bulletin, The Empirical Evidence, explores the
relevant empirical literature and attempts to assess the likelihood that MSAs can control health care expenditures and
improve patient care. The third part, Policy Recommendation:
A Canadian MSA Experiment, suggests that a majority of Canadians are willing to consider medical savings accounts,
and the American evidence encourages us to believe that
MSAs work. Nevertheless, the magnitude of the effects
brought about be MSAs is uncertain, and a pilot project
would shed light on some important issues.

Medical Savings Accounts

The basics
Health insurance
As with other markets, the existence of uncertainty and risk
in the health care market has led to the development of insurance. Insurance allows people to reduce the impact that
uncertainty has in their lives. People pay a fee to an insurer
in exchange for the insurer’s promise to pay them a certain
amount of money if a specified event occurs. By purchasing
medical insurance, people can lessen the financial cost to
them of, say, suffering an unexpected heart attack or getting
injured in an accident. In a setting where people attempt to
maximize their happiness and are averse to taking risks, the
purchase of an insurance policy improves their welfare, i.e.
they are better off with the policy than they would be without it (Arrow 1963). As well, there is a social gain. Society as
a whole benefits from the availability of insurance because
risks are pooled or shared by many people, so that if a certain catastrophic event occurs, an individual is compensated
for his or her loss out of the fees paid to the insurer by all of
the people who insured themselves against this risk.4 In addition to the benefits of pooling risk, the general interest in
health insurance carries a moral aspect for many people. Individuals who do not possess adequate insurance may not
be able to afford the medical care that is needed in an extreme situation and the end result may well be the difference between life and death (Zeckhauser 1969).
Insurance in general and health insurance in particular,
however, can have distorting effects. One of these effects is
moral hazard: insured patients demand more services than
they would in the absence of insurance. By lowering the marginal cost of care to the individual, health insurance encourages the use of health care services (Pauly 1968). As well,
individuals covered by insurance likely will consume more
health care for an event than individuals who are not covered
by medical insurance (Arrow 1963). For example, someone
covered by insurance who suffers minor injuries in a car accident is more likely to engage in a series of tests and therapies
regardless of medical need than someone without insurance.
Complete medical insurance, or free care, creates
perverse incentives.5 When individuals do not face any

charges (i.e. a third party—the government or a private insurance company—covers their medical expenses), they
have no incentive to restrain their use of medical services.
This situation can produce excessive demand for care and
waste resources, to the extent that the costs of producing
these services exceed what individuals would be willing to
pay for them. On the other hand, the absence of medical insurance may have the undesired effect of encouraging patients to delay seeking care, which may be more costly and
harmful to their health than if they had received prompt
treatment or medical advice. The goal is to seek a balance
between the incentives to under-use and the incentives to
over-use medical services.
The phenomenon of moral hazard is illustrated in figure 1. The segment ab represents the demand for medical
care (D) and the supply of medical care or the cost of producing each additional unit of medical service (the marginal
cost) is represented by the line “supply (mc).” Assuming that
the market for medical care is perfectly competitive (no one
provider is large enough to affect average prices) and that
providers maximize their profits, individuals would choose
to consume g* units of medical care at price P0 because, at
this point, their marginal costs are equal to the quantity of
medical care they wish to receive. At any point to the left of
d, the cost of additional medical service is too great and individuals purchase less medical care than they would like. At
any point to the right of d, individuals are willing to pay more
for medical care. In economic terms, d is an equilibrium
where supply equals demand; there is no waste of resources.
However, if individuals are fully insured so that the
price or cost of their health care is zero, they will consume
b units of medical care (b > g*). They consume to the point
where the benefit they receive from the last unit of medical
care purchased is equal to the cost of consuming this last
unit. Thus, with complete health care insurance coverage,
where the direct price to the consumer is zero, resources
are not efficiently allocated. Individuals are over-consuming
and under-paying for medical care services.
This is not to say that the benefit from consuming the
last unit of medical care is negative, just that its cost is
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Traditional forms of cost sharing
Catastrophic insurance
Catastrophic insurance is simply an insurance policy that
has a high deductible and covers all health care expenditures in excess of a pre-determined (high) level. An insurance policy that has, say, a $1,000 deductible per year,
would cover all health care expenses in excess of a $1,000
per year. The insured individual or family, however, would be
responsible for all of the costs incurred up to the $1,000 deductible amount. There are no deductibles in the current

welfare loss
)
(D

It is because of these two conflicting aspects of insurance
(risk pooling and moral hazard) that cost sharing has been
introduced as a method of reducing the welfare loss due to
moral hazard, while preserving most of the welfare gain
from risk pooling.

a

d
an

In such a world [of uncertainty] you will be damned if
you do not introduce a risk-spreading procedure, but
you will be damned in another way if you do. (1969:
25)

Figure 1: Welfare loss of insurance

m
de

greater than its benefit. The welfare loss, then, is the area
between points bde. If the demand for medical services were
perfectly inelastic (i.e. a vertical demand curve)—if no matter what the price, people demanded exactly the same
amount of medical services—there would be no welfare
loss. The presence of elasticity in the demand curve implies
that individuals will demand more medical services when
the price to them is decreased, and vice versa. The more
widespread the insurance coverage is, the more protected
people are from the true costs of medical care, the greater
the potential for over-consumption of medical services.
In the insurance literature, moral hazard is often seen
as a moral or ethical problem. However, moral hazard is
more a result of rational economic behaviour than of lower
morality (Pauly 1968). Individuals may recognize that their
excessive use of medical services will result in higher premiums or higher taxes but their increase in benefits from overconsumption is large while the incremental cost of their excessive use is small because it is paid by the entire insured
population.
On the one hand, medical insurance increases social
welfare because of risk-pooling while, on the other hand, it
introduces perverse incentives towards excessive consumption of medical care. Richard Zeckhauser iterates this
point well:

Price of medical care

8

P0

0

d

e
supply (mc)

g*
b
Quantity of medical care

Note: For the long run marginal (mc) curve to be perfectly elastic, i.e. horizontal, one needs to assume that the insurance market is characterized by constant costs. However, this
assumption can be relaxed. An increasing marginal cost does
not invalidate the analysis; an increasing marginal cost curve
would lead to an even larger welfare loss.

publicly funded Canadian health care system although some
private insurance programs for services not covered by the
public system make use of deductibles.
Deductibles affect individuals’ behaviour in two
ways. First, requiring people to pay for the first $x of their
medical care, creates a financial incentive to restrain medical-care consumption. In other words, deductibles should
diminish an individual’s use of medical services because
medical care is now more expensive as they have to pay for
it out-of-pocket (price effect). Furthermore, as individuals
spend more on medical services, they have less income to
spend on other goods, including medical services (income
effect). However, deductibles and catastrophic insurance
also provide the conflicting incentive not to restrain health
care consumption because expenses toward a deductible
accumulate over time. If a person’s first medical expense
does not reach the deductible, his or her second medical expense need not be as large in order to reach the deductible.
In other words, any medical expenses that do not reach the
deductible have the effect of reducing the remaining deductible and thus diminishing the expected cost of medical
consumption.
The rationale behind catastrophic insurance is threefold. (1) For individuals who are averse to risk, the greater
the probability that they will incur a loss of some sort, the
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greater the benefits will be to them of having insurance
against this potential loss. (2) Insuring against the probability of an unlikely occurrence yields larger benefits than insuring against high-probability events (Evans 1984: 32–33).
Less technically, relatively few individuals or families experience significantly large medical expenses in any year and,
therefore, providing catastrophic insurance publicly need
not be very costly. (3) Catastrophic insurance is an insurance
policy with a high deductible and deductibles, high or low,
exhibit three advantageous characteristics. First, since there
seems to be little, if any, relationship between the size of an
insurance claim and its administrative cost, higher deductibles can reduce the administrative costs of medical insurance. Second, the moral hazard of insurance may be less for
larger claims than for smaller ones—i.e. as larger claims
tend to involve more serious health conditions and treatments (such as a bypass operation after heart attack)—as
there are fewer effective treatment options. There is, therefore, less incentive for patients to use more health care than
is necessary (Keeler et al. 1977). Third, if individuals are
averse to risk and want to maximize their overall happiness
and wealth, they will choose an insurance policy that covers
100 percent of their medical expenses above a certain deductible if the insurer offers medical insurance at an actuarially fair premium (Arrow 1963).6
Martin Feldstein (1971a) was one of the first to propose a scheme of medical insurance that combined a high
deductible with comprehensive insurance. Although he refers to it as major risk insurance (MRI), it is identical to the
catastrophic insurance defined earlier. In Feldstein’s proposal, the deductible increases with family income up to a maximum. Feldstein analyzes the potential benefits and costs of
his proposal using six criteria: deprivation of care, financial
hardship, cost inflation, tax burden, administrative simplicity, and general acceptability.7
Feldstein argued in the early 1970s that moving from
the prevailing system in the United States to a system of
high-deductible catastrophic insurance would reintroduce
cost consciousness and provide individuals with incentives
to use medical resources efficiently. This would occur because fewer individuals would be covered by extensive medical insurance. Thus, individuals would have a vested
interest in shopping around for better prices and consuming
medical care only to the point where incremental benefit
equaled incremental cost. This, in turn, would apply downward pressure on medical-care inflation. The problem of
moral hazard is reduced but not completely eliminated.
Once the deductible has been used up, medical care be-

comes virtually free. At this point, incentives are once again
distorted, though use may be restrained even if the deductible has been used up because the existence of a deductible
reduces an individual’s income (Pauly 1968).
Feldstein acknowledged that the introduction of catastrophic insurance, if provided by the government, would
require that a fair amount of tax be collected. An increase in
taxation is never without significant hidden cost but the
welfare loss of increased taxes would be partially offset by
the benefits of a less complex tax code (fewer income tax
deductions) and smaller transfers towards the (American)
national health programs of Medicare for seniors, and Medicaid for low income individuals and families. As well, with
catastrophic insurance, only families which have exceeded
the high deductible would make claims and, as a result,
there would be fewer small claims and considerable administrative savings. It is also possible, however, that relating
the size of the deductible to income would create an administrative nightmare (Newhouse 1993).
High deductibles can adversely affect the poor, who
typically cannot afford much cost sharing. High deductibles
may prevent or limit access to medical care and may, therefore, lead to the degradation of health for the poor. There is
a valid argument for subsidizing the poor’s consumption of
medical care and it has been argued that more wealthy individuals may be willing to pay a portion, if not all, of the
poor’s medical expenses if wealthier individuals benefit
from the subsidization for altruistic or paternalistic reasons
or from reduced incidence of infectious disease.8 It follows
that the optimal deductible faced by the poor may be lower
than that of other individuals, even zero.
As well, adjustments can be made to the size of the
deductible faced by chronically ill individuals as the presence
of a deductible potentially renders medical insurance pointless if one suffers from a chronic illness: the chronically ill
end up paying the deductible every year for as long as they
live (Arrow 1963). If a chronically ill person reaches the catastrophic insurance in some number of successive years, the
deductible can be reduced or eliminated (Newhouse 1995).
Co-insurance
Co-insurance is commonly used, as are deductibles and
user fees, to control the moral hazard of health insurance.
Co-insurance requires individuals to pay some fraction of
each dollar of cost (usually set as a percentage). For example, a health-insurance plan with 25 percent co-insurance
rate requires individuals to pay for a quarter of all their
medical care expenses. Similarly, an insurance plan with
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percent of income. With such a scheme, it is possible to introduce co-insurance while keeping the maximum dollar expenditure of each family at the same level as it would be
under the catastrophic insurance plan. Essentially, Feldstein’s proposal attempts to find a compromise between the
benefits of risk-spreading and the moral hazard of comprehensive medical insurance coverage. As with deductibles,
the poor may not be able to afford a positive co-insurance
rate but the co-insurance rate can be linked to income or
the poor and the chronically ill can be made exempt from
any cost sharing.
User fees
Opponents of cost sharing often use the literature on user
fees to make a case against all forms of cost sharing (Evans
1993). User fees are a form of deductible applied to a given
service—a payment, for example, of $5 for every visit to the
emergency room or physician. The actual cost of the care
given is greater than $5 but patients would pay the cost up
to the $5 deductible while the additional care would be
“free.” In Canada, user fees are prohibited by the 1984 Canada Health Act.
Proponents of charging user fees for selected services argue that such fees increase efficiency in the health care
sector and thus reduce costs: if required to bear a portion of
their health care costs, individuals will curb their consumption of medical care and medical services of lesser value
eventually will be eliminated. Thus, the welfare loss from insurance should shrink. As well, they contend that user fees
can reduce the tax burden of Canadians because they redirect health care financing from taxpayers to users. Lastly,

Figure 2: Welfare loss of insurance with co-insurance

welfare loss

a
m
de
d
an
)
(D

zero percent co-insurance is equivalent to a free health care
plan. With co-insurance, consumers of medical services pay
a price for medical services but that price is lower than the
market price.
Co-insurance can reduce the moral hazard associated
with medical insurance though it does not completely eliminate the associated welfare loss. Individuals with a 25 percent co-insurance rate will increase their consumption of
medical services until the last dollar spent on their medical
care brings them a benefit of 25 cents. A 25 percent coinsurance rate decreases the welfare loss but since the cost
of providing the last dollar of medical services is a dollar, the
loss still amounts to 75 percent of the last dollar spent (Feldstein and Gruber 1994).
Figure 2 illustrates the impact of co-insurance on the
size of the welfare loss. As seen earlier, with full insurance
coverage, individuals will choose to consume b quantity of
medical care with an associated welfare loss of the area
within bde. If a positive co-insurance rate is introduced, individuals are faced with an effective price Pi, where Pi is less
than P0 but greater than zero. They will consume g*′ units
of medical care, which is more than they would if there were
no insurance and individuals faced the higher price of P0.
The welfare loss with co-insurance is now the area enclosed
by dcf. The welfare loss due to excessive insurance coverage
has been reduced by the area bfce.
Mark V. Pauly (1968) argues that there is an optimal
co-insurance rate for each individual, where the welfare gain
from additional coverage equals the loss in welfare from
higher premiums. Pauly, however, does not believe there is
one single co-insurance rate that is optimal or “more efficient” for a whole population with diverse tastes. As well,
the effectiveness of the co-insurance rate at reducing the
consumption of medical services is directly related to the
price elasticity of demand. The smaller the price elasticity of
demand, the less responsive individuals are to changes in
the price of a good or service. As a result, the effect of coinsurance will be smaller and, hence, welfare loss will also be
smaller. It is also important to recognize that as the co-insurance rate increases, the amount of risk borne by individuals
increases because the potential out-of-pocket costs increase
with the co-insurance rate (Feldstein & Gruber 1994).
It is possible to combine deductibles with coinsurance. Feldstein (1971a) argues that high-deductible
catastrophic insurance can be improved by introducing a coinsurance feature above the deductible. For example, you
could have a basic deductible of 5 percent of income followed by a 50 percent co-insurance rate for an additional 10
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they believe that if the health care system is more efficient
and more funding comes directly from users rather than
from taxpayers in general, then governments will be able to
increase the size of their health care budget.9
Opponents of user fees usually stress three drawbacks. First, user fees may increase administrative costs significantly because more human and capital resources will
have to be devoted to their collection. Second, user fees
erect a barrier to care that can have serious adverse health
effects. Third, user fees may disproportionately shift the
cost burden onto lower income individuals. This latter point
will be examined in more detail in the following section.

Deficiencies with traditional
forms of cost sharing
The main argument against the traditional forms of cost
sharing is their distributional consequences.10 Evans (1993)
argues that the principal effect of introducing cost sharing
in a tax-financed health care system like the Canadian system is cost shifting. If cost sharing reduces public expenditures on health care and the savings are used to reduce
taxes, then it follows that taxpayers will pay less and users
of health care will pay more in the form of deductibles, coinsurance, or user charges.
Evans believes that, as wealthier individuals tend to
pay more taxes and less healthy individuals tend to consume
more medical care, wealthier individuals pay a larger share
of total health care costs in a publicly funded system, like
that in Canada, with little or no cost sharing. In a system
where cost sharing is more pervasive, like that in the United
States, users of the health care system (i.e. the sick) tend to
pay a larger share of the health care bill. It follows from this
argument that the wealthy and healthy gain from cost sharing while the poor and the sick lose out. As well, since income and health tend to be closely related, this positive
correlation reinforces the intensity of the cost shifting.
Evans contends that this pattern of income redistribution from the sick to the wealthy is true for all forms of
cost sharing, even if some proposals exclude the very poor
and the very sick. If cost sharing is linked with income, then
the cost shifting is mitigated but does not disappear. If some
segment of the population (such as those individuals below
a certain income level) is exempted from cost sharing, cost
shifting will still occur among the non-exempt population.
The argument that the wealthy and healthy benefit
from cost sharing at the expense of the poor and sickly re-

lies on the assumption that more cost sharing will result in
lower taxes, which benefits the wealthy. It is not a certainty,
however, that taxes will be reduced. Even if they were, the
marginal tax rate of low income individuals could be reduced, and certain consumption taxes could be diminished.
As well, any savings from greater efficiencies in the health
care sector could be reinvested into the health care system
or other social programs. Or, any savings could be left in the
pockets of Canadians to spend as they wish on what they
wish. Moreover, it is not clear that lower income and less
healthy individuals lose more if cost sharing is introduced
and taxes are reduced accordingly, since it is often the
wealthier people in society who benefit more from social
programs such as education and health care (Le Grand 1982;
Horry and Walker 1994).
Evans’ argument depends upon three assumptions:
(1) wealthier individuals tend, on average, to be healthier
than poorer individuals; (2) the sick use more health care,
and (3) wealthier individuals pay more taxes than poorer individuals. With these assumptions, it seems reasonable that
cost sharing would transfer income from the sick (and poor)
to the healthy (and wealthy). However, this assertion may
not be correct. The “sick” are not a homogenous group, and
the income transfer is from the sick to the healthy (i.e. from
the ill-poor and ill-wealthy to the healthy-poor and healthywealthy). Since the sick-poor outnumber the sick-wealthy,
there could be a transfer from those with lower incomes to
those with higher incomes. However, use of health care services tends to increase with income, not decrease. Individuals, sick or healthy, use more health care services as their
income increases. This means that cost sharing does not
necessarily mean cost shifting.
Consumer ignorance and
supplier-induced demand
Opponents of cost sharing also point out that, because of ignorance, individuals may delay seeking care or forgo efficacious preventive care when faced with medical expenditures
(i.e. when medical care is not free). This may subsequently result in higher medical expenditures if, for example, the illness has reached a more advanced stage (Roemer et al. 1975).
As well, it is often argued that, due to the consumers’ ignorance, physicians (suppliers) are able to induce demand (SID).
For these reasons, they argue, publicly funded health care
and government intervention in the market are not only justifiable but necessary. However, the hypothesis that suppliers of medical care control the demand for health care is a
controversial topic in the literature about health economics.
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The importance of supplier-induced demand (SID)
stems from the fact that even if cost sharing reduces the demand for health care and decreases expenditures at the individual level, it may not result in an aggregate reduction in
use and costs. When physicians and other health care professionals see their revenue dwindle because of the introduction of cost sharing (or MSAs), they will have an
incentive to induce demand to restore their previous levels
of income. In other words, the effects of cost sharing will be
offset by SID. There is little doubt that the health care market is characterized by conditions conducive to SID. However, the relevant question is not whether the necessary
conditions for SID are present but whether SID does occur
in the health care market, and there is great uncertainty
whether SID is a large problem in the health care sector.11
Those who believe that SID is problematic contend
that the market for medical care is intrinsically different
from other markets, and that medical services are unlike
other commodities. To a certain extent, this is true. The
medical market is different from the perfectly competitive
model often used in economic theory, where every participant in the market is well-informed, there are many providers and consumers, and no one supplier can influence the
average price of services. In the market for medical service,
however, there is, first, a considerable amount of uncertainty about the effects of medical services upon health. Medical care is only one of several determinants of health and it
is not at all clear how significant a role it plays (McKeown
1979). Second, there is the factor of consumer ignorance. It
is often difficult for one who is sick to evaluate accurately
the cause of the pain, or to determine how best to treat the
pain, especially when information about treatment is scarce.
Patients and physicians are not on equal footing when it
comes to choosing an effective treatment.12 Finally, risk is
an important factor in the demand for medical care as most
demand for health care is not predictable and the satisfaction one gets from medical care is not always easy to measure. As well, even if people are not completely satisfied
with the care they receive, there are few, if any, relevant substitutes for medical care.
However, uncertainty and risk are not unique to the
medical care market; it can be observed in many other areas
of the economy such as automobile repairs and law. In addition, SID theorists generally assume that informed consumers (patients) would not be willing to pay for these supplierinduced services (Newhouse 1993), and that the induced
services are less beneficial than the services that were foregone (because of the financial incentives of cost sharing to

restrain total health care use). Neither assumption is necessarily valid (Newhouse 1993). Newhouse points out that if,
for example, physicians induce demand by spending more
time with their patients and billing for longer visits, it does
not necessarily follow that patients will be worse off; they
might well prefer it.
There are few economists and health-policy analysts
willing to take the stand that the medical market is no different from other markets. Even the conservative British
economic magazine, The Economist, acknowledges that the
health care market is very complex:
In some respect, admittedly, health is a more difficult
and complicated issue than education. People have to
rely on doctors to tell them what medical services they
need, so it is harder for them to act as informed buyers. Health care is also an insurance product. (1997: 30)
Robert Evans (1984), among others, argues that the
health care market is different from other markets because
of the severity of market failures: uncertainty of incidence of
illness, economies of scale, insufficient information for ratemaking, adverse selection, and moral hazard. For the discussion of public policy, however, “market failure” is better
used to describe instances in which the government can improve welfare in a way that the market cannot (Kennedy
1995): “the role for government intervention must be argued on the grounds of comparative institutional advantage
over the market. The mere existence of externalities, market power and asymmetric information is not enough to justify government intervention.”13
From traditional cost sharing
to medical savings accounts
Traditional forms of cost sharing—deductibles, co-insurance and user fees—are used in the health-insurance market to alleviate moral hazard and thus diminish its welfare
loss. As well, cost sharing is conducive to competition and
should result in a more efficient health care system. However, cost sharing may entail regressive redistribution of income from the poor and sick to the wealthy and healthy, or
it may impose a barrier to care that potentially endangers
individuals’ health status. Advocates of cost sharing have
proposed ways to mitigate the effect of cost sharing on the
poor but none seems to please its opponents. Advocates of
medical savings accounts (MSAs) believe that MSAs can reduce the welfare loss of health insurance and induce competition in the medical market place without creating financial
barriers to care.

Medical Savings Accounts

Medical Savings Accounts
Medical savings accounts (MSAs) first emerged in the early
1990s during the national debate on health care in the United States. MSAs were initially proposed by the National Center for Policy Analysis (NCPA) and since have been embraced
by many different organizations such as the Council for Affordable Health Insurance (Bunce 1996), the American Medical Association (1994), and the Family Research Council
(Deeds 1995). As well, many research organizations such as
the American Academy of Actuaries (1995), the National Bureau of Economic Research (Eichner, Wise and McClellan
1996), and the RAND Corporation (Keeler et al. 1996) have
analyzed medical savings accounts as a measure for controlling health care expenditures.
What are MSAs?
Medical savings accounts (MSAs) are health accounts that
are established in conjunction with catastrophic health insurance. They can be set up by individuals, by employers or
by the government. The most common type is the American
employer-funded MSA. In this type of plan, employers purchase a catastrophic insurance policy for their employees,
which is much cheaper than a traditional insurance package.
Employers then deposit a portion of the funds saved into
MSAs for the employees, who are responsible for topping up
their MSAs to the amount at which the catastrophic insurance begins, if they spend all the funds contributed by the
employer. The MSA funds, including any funds remaining in
the account after a specified period (usually a year), belong
to the employee, although some restrictions may be placed
on when and how the funds can be withdrawn and used.
Governments could easily take on the role played by
these employers, providing individuals with catastrophic insurance and depositing funds into MSAs.14 Depending upon
the health status, age, and income level of those insured,
the size of the government contribution could be all or a
fraction of the MSA, that is, of the catastrophic insurance

policy’s deductible. Keeping government’s health expenditures constant, all else being equal, the government contribution would be equal to the difference between the cost of
an individual’s or family’s high-deductible catastrophic insurance policy and the cost of their current health plan.
The introduction of MSAs would encourage the consumer to enter the health care market as an active payer
(American Academy of Actuaries 1995) and, it is hoped, provide sufficient incentives to motivate health care consumers
to play a more prominent role in their consumption of medical care services and in their over-all health status. The
promising characteristic of MSAs is that individuals purchase medical services with money they can otherwise keep
because any funds remaining in the account at year end are
the property of the individual. In effect, MSAs can indirectly
establish a cost-sharing device without infringing on the
most important philosophical cornerstones on which the
Canadian health care system is built: universality, accessibility, portability and comprehensiveness.
Table 1 shows how a typical American employer-funded MSA can be seen as a combination of three different
health insurance plans. First, individuals purchase medical
services with funds made available by their employers (up to
$857 in the individual coverage example). The first dollars
of coverage are virtually free15 since they are paid by the employers and not by the individuals. However, individuals
have an incentive to use medical services prudently because
every dollar not spent will eventually come back to them.
Second, when the employer’s contribution has been exhausted, individuals are responsible for the payment of
medical care up to the cap where the catastrophic insurance
kicks in (the next $643 in the example). This can be seen as
equivalent to the deductible outlined earlier, with one important distinction; unlike regular deductibles, it comes into
effect only after $857 has been spent (i.e. after the employer’s contribution has been exhausted). Finally, once the insurance threshold ($1,500) has been reached, health care is
free at the point of service for the individual.

Table 1: Example of American employer-funded medical savings accounts
Individual coverage

Family coverage

(insurance threshold=$1,500)

(insurance threshold=$2,000)

Cost of catastrophic insurance

$,877

$2,081

MSA contribution by employer

$,857

$1,167

MSA contribution by individual (maximum)

$,643

$,833

$2,377

$4,081

Total cost
Source: Bond et al. 1996.
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MSAs can be set up like a registered retirement savings plan (RRSP). They can be maintained administratively
by the employer, a benefits administrator, a bank, or the
government. During the first year, funds should be invested
in low-risk, very liquid financial instruments so that funds
that are meant to be available for medical care services are
not quickly lost through risky speculation on the stock
market. However, at the end of the year, individuals should
be given more freedom to invest unspent funds in riskier
instruments such as mutual funds, stocks, or bonds. This
allows for capitalization in the health care market. Any
funds invested today gain interest and can be used in the
future for the more expensive care most individuals will
need when they are older. This is contrary to the current
system in which the tax dollars of today pay for people’s
health care today; because health care funds are spent immediately, there is no opportunity for them to be invested
and to grow.
The unspent funds are one of the most important
components of MSAs. By definition, the MSA funds that are
not used during the year by the patient belong to the patient. Some of the options on how and when unused funds
should be withdrawn are the following.
(1) Unused funds remain in the account until the age of
retirement (and/or 65 years old); then all of the funds
can be withdrawn without penalty and spent freely.
(2) Unused funds remain in the account until the age of
retirement (and/or 65 years old); then all of the funds
can be withdrawn without penalty and spent on medical care that is not covered by the catastrophic insurance plan.
(3) Unused funds remain in the account until the age of
retirement (and/or 65 years old); then a portion of the
unused funds can be withdrawn without penalty and
spent on medical care that is not covered by the catastrophic insurance plan.
(4) Unused funds can be withdrawn at any time but are
subject to a heavy (RRSP-style) penalty.
(5) Unused funds can be withdrawn at any time without
any penalty.
These are only examples of possible scenarios. There
are many other possible forms that an MSA system can take.
Currently in the United States, individuals are free to use the
funds that remain at the end of the year to purchase extra
health care services (i.e. there are no extra taxes or financial

penalties). However, funds that are withdrawn to purchase
other goods and services are taxed and sometimes subject
to financial penalties (Matthews 1997).
MSAs and incentives
There are three distinct sets of incentives at work in an MSA.
First, the incentive to restrain use. The effectiveness of this
incentive depends on individuals’ perception of the employer’s contribution. If individuals perceive the MSAs as insurance, then the incentive will be trivial; if the MSAs are
perceived as potential savings, then there will be an incentive for individuals to constrain medical care consumption
(AAA 1995). Second, for the individual’s contribution, the incentive to restrain use is similar to that of a deductible except that it comes into effect only when the contribution
from government or the employer has been exhausted.
Third, once the insurance threshold, the deductible, has
been reached, the incentives are akin to that of free care;
that is, there will be little incentive to constrain use.
These three sets of incentives do not work independently. Rather, they work in sequence as medical expenses
accumulate over the year. If a first medical expense does not
consume all of the employer-provided funds, then a second
medical expense need not be as large in order to reach the
level at which the individual’s contribution must be used.
Any medical expenses that use but do not exhaust the employer’s contribution have the effect of increasing the expected cost of medical consumption, because once the
employer’s contribution is spent, the individual’s contribution begins. At the other end, any medical expenses that are
paid from the individual’s contribution but do not reach the
deductible have the effect of reducing the expected cost of
medical consumption for the individual as the amount that
is needed to reach free care is less than before any expenses
were incurred. It is also important to note that the sequence
of employer’s and individual’s contributions can be inverted; that is, the individuals depicted in table 1 could be responsible for the first $643 of medical services (as they
would be if paying a regular deductible), then the MSA funds
($857) would be used to purchase medical care.
Key issues

The success or failure of an MSA
as a cost-sharing instrument depends heavily on the perception that each individual has of the funds (AAA 1995
and Keeler et al. 1996). If the MSA account is perceived as
a contingency fund, then there is no financial barrier, no financial inducement, and thus no incentive to restrain use.

Savings or insurance?

Medical Savings Accounts

Individuals who adopt this view have no incentive to
change their consumption of medical services. On the other hand, if the funds are perceived as potential savings,
then the level of cost sharing is significant and is equivalent
to a deductible. Individuals who perceive the MSAs funds
as pure savings would have a stronger incentive to diminish
their consumption of medical services. Whether an MSA
balance is viewed as savings or insurance depends on several factors such as taxes, restrictions on the account balance, and the source of the contribution, and these factors
will determine the effectiveness of MSAs at reducing the
costs of health care.
Taxes distort incentives and often affect certain segments of the population disproportionately. An important
question is whether contributions to MSAs by the individuals insured should be exempt from taxes (i.e. tax deductible).
Exempting MSA contributions tends to favour individuals
with higher incomes because wealthier individuals, on average, face a higher marginal tax rate (AAA 1995). A $500 contribution would only cost $333.33 in after-tax dollars to an
individual who is facing a 33 percent marginal tax rate while
it would cost $400 in after-tax dollars to a less wealthy individual who is in a 20 percent marginal income tax bracket.
This is a standard problem in public finance. However, if
MSA contributions are not exempt from taxes, there is little
incentive to contribute to them.
MSA contributions can be compulsory. That is, individuals could be required by the government to deposit
funds into an MSA. Certain provinces such as British Columbia and Alberta already use premiums to help finance their
respective health care systems. Monies from premiums can
easily be renamed and used as individuals’ contributions.
However, an alternative to compulsory contributions is the
use of tax credits instead of tax deductible expenses. Tax
credits can provide an incentive to contribute to MSAs without being regressive.
Another question is whether interest on positive MSA
balances should be taxed. There are several possibilities: it
can be taxed as ordinary income at the appropriate marginal
tax rate; it can be taxed when withdrawn at the appropriate
marginal tax rate; or taxes owed can be accumulated each
year and be paid when the funds are withdrawn (AAA 1995).
With any of these scenarios, the incentives associated with
taxation of the interest on investment are simple: the smaller the effective tax rate, the greater the incentive to have
funds in the MSAs at the end of the year, i.e. the larger the
incentive to spend dollars on medical services wisely.

Taxes

Individual's contribution: voluntary contributions or forced
savings? Even if individuals have a strong tax incentive to

contribute to their health account, everyone may not
choose to do so. Individuals who decide not to contribute
to their MSAs will essentially face a deductible with all its
pros and cons which can create a barrier to care (albeit not
a very large one). If individuals contribute fully to their
MSAs, then there are no barriers to care, in the sense that
there will never be a time when they do not have the necessary financial resources to purchase medical services. While
voluntary contributions are preferable, mandatory contributions would achieve many of the same objectives.
The key issue here relates once again to
how individuals will perceive the MSA funds: as savings or
insurance. The perception will depend on the availability
and accessibility of the unused funds. On the one hand, the
more easily accessible the funds are, the closer they will be
to savings. If the unused funds can be withdrawn without
any penalty, then it follows that unused funds essentially become savings at year end; once the year has elapsed, the unused funds can be used by individuals as they wish. On the
other hand, if the unused funds revert to the government
once the year is over or once individuals reach 65, then individuals will most likely see these funds as nothing more
than insurance and there will be an incentive to use all the
funds available: “use it or lose it” (AAA 1995). The abundance of different arrangements possible is a strength of
MSAs for it gives policy-makers more flexibility in achieving
the desired level of cost sharing (Barchet 1995).
A major weakness of MSAs, however, is the uncertainty surrounding people’s perceptions, and evaluating their
perception of MSA funds is not a trivial exercise. In addition
to the incentives already discussed in this section, unused
funds may also create a wealth effect. Individuals who accumulate a positive balance may feel wealthier and this sense
of wealth can, in turn, increase consumption of medical services, which are, after all, normal goods—that is, demand
for them increases as an individual’s income rises. As well, if
unused funds can only be withdrawn at the age of retirement, individuals may simply reduce their contributions to
a retirement plan. This redistribution of funds indirectly
makes the unused funds totally accessible, which strengthens the incentives to shop wisely for medical services in order to buy even more health care or to increase savings.
In addition, the insurance threshold can be linked to
the amount of the unused funds. That is, individuals who accumulate balances in one year would see their maximum

Account balance
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deductible increase in subsequent years. However, this
mechanism diminishes the incentives to consume less
health care use because it penalizes individuals who do so.
Setting a maximum permitted balance would also diminish the incentive to constrain use, and once the maximum balance has been reached, the incentives to restrain
use are completely eliminated. Table 2 attempts to summarize some of the different key arrangements possible in an
MSA scheme and their respective incentives to use the
health care system prudently.
Other incentives

A degree of consumer ignorance exists in health care and patients are, therefore, dependent on their physicians for guidance to a certain
extent. In this context, MSAs may provide physicians with
financial incentives to recommend unnecessary treatments
to their patients. It has been argued that the amount of unnecessary services provided by physicians can be significant (Winslow et al. 1988; Roos and Sharp 1989). Evans
(1987:173) goes even further and states: “Providers have
ignored or resisted the external accountability implied by

Asymmetric information

evaluation (based on evidence as opposed to professional
opinion), or external comparison.”
It has been argued by advocates of a “one-tier” health
system that the Canadian system needs a third-party as
“braking mechanism” to prevent an overuse of medical services. Neither the federal nor provincial governments have
been able to ensure appropriate use of health and medical
care services. Nor have they been able to ensure that patients who require care receive it in a timely fashion. Given
their size and distance from the interaction between provider and patient, governments as “braking mechanisms” will
never be able to intervene except with heavy-handed acts
such as the closing of hospitals and a resistance to purchasing newer, more expensive medical technologies. While
these measures may decrease use of the health care system,
they do not encourage more appropriate use. One of the results expected from the use of MSAs is an incentive for patients to take a greater interest in their health and their
consumption of medical services (Barchet 1996; McArthur et
al. 1996). At the very least, MSAs likely will stimulate demand for information and this may well act as a “braking
mechanism” (Barchet 1996).

Table 2: MSAs and incentives
Arrangement

Effect upon the incentive to reduce health care consumption

Threshold

• A higher threshold strengthens the incentive to restrain use.

Positive

• Threshold as an increasing function of account balance diminishes the incentives to abate health
care use as it penalizes individuals who consume less.

Negative

Balance

• The longer one has to wait before withdrawing unspent funds, the weaker will be the incentive
to restrain use.

Negative

• More restrictions on the use of unspent funds result in weaker incentives to restrain use.

Negative

• Setting a maximum permitted balance diminishes the incentive to abate use and, once the
maximum is reached, eliminates it. A larger permitted balance provides stronger incentive.

Negative

Taxes

• Taxing the contribution weakens the incentive to contribute to MSAs.

Negative

• Taxing interest income weakens the incentive to accumulate balances and, in turn, weakens the
incentive to abate use.

Negative

Savings

• If individuals contribute to MSAs as a substitute for other savings, then the incentive to restrain
use will be strong.

Positive

• Compulsory savings weakens the incentive to reduce use.

Negative

Medical Savings Accounts

Savings and intergenerational accountability In 1984,
Singapore introduced a new health care system based on
four basic principles: (1) free choice, (2) self-accountability
and self-reliance, (3) free-market competition, and (4) restriction of the government’s role to that of provider of last
resort. With these tenets in mind, the government of Singapore implemented Medisave, Medishield, and Medifund
accounts, schemes similar to medical savings accounts. Although some have questioned the success of MSAs in Singapore,16 it cannot be disputed that the experience of the
people of Singapore with MSAs has shown some of the
broader potential benefits of adopting MSAs. First, Medisave plans are conducive to savings, which is favourable to
economic growth and social welfare. Second, MSA-style
plans increase intergenerational accountability; that is, individuals are required to accumulate funds in periods of low
use (generally when young) in order to be able to purchase
care in periods of high use (when older). Individuals face
strong incentives to anticipate future risks and conserve
monies. In Canada and the United States, the health care
systems differ from that of Singapore in that for the most
part they require younger generations to pay for the health
care expenses of older generations. The MSA-type plans in
Singapore have shown that MSAs are likely to encourage
higher savings as well as to provide individuals with incentives to be intergenerationally accountable.

It is often argued that there is not a strong correlation between
health care spending and health status (McKeown 1979;
Evans 1982; McArthur et al. 1996). There is, however, one
component of medical care that has shown promising results: preventive care. This is not to say that preventive care
is the cure for all of the problems that ail the Canadian
health care system and preventive care will most likely not
reduce health care costs. It may even increase them because
people will live longer to consume more health care services
(Evans 1984).
With increasing pressures facing the Canadian health
care system, legal, medical, and economic controls such as
smoking bans and alcohol taxes have been offered as ways
in which to “promote” healthier lifestyles, although these
approaches are often worse than the vices of which they attempt to rid us (Morrein 1995). Irresponsible lifestyles do
not justify government assault on individual freedoms unless a person’s behaviour is harming another. If the societal
objective is to promote healthier lifestyles, we must look
more closely at medical savings accounts because, with
Individual responsibility and preventive medicine

MSAs, individuals have an incentive to give up a vice, maintain a healthy diet, use more preventive medicine, and act
more responsibly with respect to their health care since, by
living a healthier lifestyle and thus avoiding the medical care
system, individuals will be able to pocket the savings.
Some critics have argued that MSAs may create a barrier to preventive medicine. They claim that individuals, because they can pocket any unused MSA funds at the end of
the year, will forego preventive care. This, in turn, will have
the effect of increasing health care costs because individuals
will delay seeking care until they require very costly care.
However, the RAND Health Insurance Experiment (see below, table 11) has demonstrated that, while cost sharing
does reduce the use of medical services, including preventive care, it will not, for the most part, affect individuals’
health. As well, if indeed the use of certain important preventive services, such as large scale immunization, is reduced by the introduction of MSAs, these services can
always be provided free of charge to all by provincial governments or their health regions out of general revenues
from taxation.
MSAs, the poor, and the chronically ill
Understandably, many people feel that health care should be
available on the basis of need, and paid for on the basis of
ability to pay (van Doorslaer et al. 1993). J.P. Newhouse and
his co-authors strongly reject cost sharing for the poor: “we
start from the premise that substantial cost sharing for the
poor is simply not an option” (Newhouse and The Insurance
Experiment Group 1993: 352–53). It follows, therefore, that
a special mechanism must be in place to deal with less
wealthy individuals. MSAs can be adapted to limit the cost
sharing faced by the poor while retaining the incentives to
use health care efficiently. The maximum deductible can be
set as a function of income, with lower deductibles for those
people with lower incomes. Or the poor can be subsidized
directly; that is, the government’s contributions to less
wealthy individuals can be increased. These two alternatives, however, come with some problems.
The latter option requires that the poor be identified in some manner, and this can be difficult to do and humiliating for the specified group. As well, a cut-off income
level would have to be determined and this creates a
strong incentive for individuals not to earn any income
above the cutoff level or to hide any income above that level that they do earn. Nevertheless, MSAs allow policy makers to limit the degree of cost sharing imposed on the poor.
Setting the maximum deductible as a function of income
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may be a reasonable solution although this method may
amplify the distorting effect of taxes.
Cost sharing with MSAs would also have to be revised
for those who suffer from chronic illnesses. Imposing traditional cost sharing on the chronically-ill can be considered
as a tax on the sick (Evans 1984). Those who are chronically
ill have no other choice but to pay the cost-sharing portion
of their medical bill year after year. However, with MSAs,
cost sharing can be diminished or completely eliminated for
those who suffer from specific chronic conditions or for
those who repeatedly exceed the insurance threshold because of continued ill health.
Medical savings accounts: just another
form of cost sharing?
Opponents and critics of MSAs, notably those from Canada,
often argue that MSAs are nothing more than deductibles
and co-insurance thinly disguised. However, there are important differences between MSAs and more traditional
cost sharing devices such as deductibles, co-insurance, and
user fees.
First, MSAs do not have a universal, co-insurance element. At most, only those individuals who can afford it are
required to contribute to the costs of their health care, and
even they will be partially subsidized. Health care is paid

from general tax revenues for everyone once the insurance
threshold has been reached and everyone will have at least
some public funds that go towards the cost of the deductible placed in their MSAs.
Second, MSAs do not contain any user charges and individuals do not have to pay any extra charges when they
use services. They pay the entire cost with funds from their
MSAs or from the catastrophic portion of their insurance.
Third, the MSA maximum deductible will be equivalent to a traditional deductible only if the funds are fully perceived as savings by individuals. This can happen if
individuals move money away from their retirement savings
into their MSAs. How far MSAs are perceived as savings rather than insurance depends heavily on how they are designed. However, the most important difference between
MSAs and deductibles is that MSAs can eliminate barriers to
care. If all individuals contribute fully to their MSAs either
because of strong tax incentives or because contributions
are made compulsory, then there are no barriers to care—
there will never be a time when individuals do not have the
necessary financial resources to purchase medical services.
Funds will be available in the MSAs, and it will be the decision of individuals if they use the funds to purchase health
care services or save these funds for later consumption on
non-medical goods and services.

Medical Savings Accounts

The empirical evidence
One of the main goals of medical savings accounts (MSAs)
and other forms of cost sharing is to reduce the welfare loss
of health insurance. If, however, the moral hazard of health
insurance is not significant, then it may not be necessary to
introduce cost sharing or MSAs. If it is significant, then
MSAs have the potential to improve our health care system.
The effectiveness of MSAs and cost sharing in encouraging more appropriate health care consumption is directly
related to the price elasticity17 of demand for health care: the
more reactive individuals are to changes in the price of health
care, the more effective MSAs will be at reducing health care
expenditures. Therefore, empirical studies that examine the
effect of price on the demand for heath care are instrumental
in the assessment of MSAs, and studies that have looked
more specifically at the effect of catastrophic insurance and
MSAs on health care expenditures are also important.
Even if people are price conscious, it does not necessarily follow that total health care expenditures will decrease
if they are given incentives to use the health care system
more prudently. Those at a lower income will have more resources with which to purchase health care services and may,
therefore, increase their use of the system despite the incentives not to do so. Or, the existence of prices may lead to lower use of the health system, which may affect individuals’
health status, which in turn may increase health care costs in
the future. The poor are particularly at risk, and it has often
been argued that the poor stand to lose if cost sharing or
MSAs are introduced. There are several empirical studies
that examine the effect of cost sharing on health outcomes
and on the poor while others look at the significance of public health care spending on this segment of the population.

Estimates of the welfare loss
of health insurance
One of the main goals of cost sharing is to reduce the welfare loss associated with health insurance. People purchase
insurance to lessen the financial impact on themselves of an
unforeseen event like an illness. As well, society benefits

from the availability of insurance because the risks and costs
of a catastrophic event occurring are shared by many people. However, there is moral hazard associated with insurance because those who are insured against an event, say, a
car accident, will behave differently from those who, if in an
accident, have to pay the full costs of reparation. They will
perhaps drive a little less carefully, knowing that they are
protected from the full cost of an accident.
Feldstein’s study (1973) is the most widely cited study
on the welfare loss of health insurance. Feldstein estimates
the welfare loss of excess insurance by looking at the welfare
effects of increases in co-insurance rates, and by using time
series data for individual American states to estimate the demand for hospital insurance. The welfare effects are calculated by estimating the gross gain from reduced price
distortion—with less insurance, prices more accurately reflect the true cost of the services—and the gross loss from
increased risk bearing—with less insurance, individuals are
at greater risk of paying more if an accident or illness occurs.
Feldstein finds that reducing health insurance produces significant welfare gains. These results and the fact that public
insurance and non-hospital care are excluded (which understates the welfare loss) lead Feldstein to conclude that United States could significantly benefit from a reduction in
health insurance—by more than $4 billion (1969 US$).
Since there is a welfare loss associated with insurance, it follows that to maximize social welfare one must try
to maximize the benefits of risk pooling of insurance while
minimizing the welfare loss.18 Manning and Marquis (1996)
estimate the demand for health insurance and the demand
for health services as a function of co-insurance rates, deductibles, and upper limits on out-of-pocket expenditures
(or maximum dollar expenditure [MDE]19) using experimental data from the RAND Health Insurance Experiment (HIE).
They find a welfare loss of approximately $480 per family
(1995 US$) associated with insurance.
The empirical evidence reaches a general consensus
that there is a trade-off between risk pooling and moral hazard. The welfare loss of health insurance can be significant
and, therefore, comprehensive coverage or “free care” is not
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optimal. Deductibles, co-insurance and user fees can reduce
the moral hazard of health insurance. To date, these cost
sharing mechanisms have been rejected in Canada because
they erect a barrier to care. MSAs, however, may provide individuals with a financial incentive to restrain their use of
health care services without imposing such a barrier. MSAs
will reduce the moral hazard of health insurance to the extent that they can curtail consumption, which depends on
the effect of cost sharing on the use of health care services.

subject to a maximum of $450 per family. (This plan
is known as the individual deductible plan.)
Four different dependent variables were used in the
HIE’s analysis of the effects of cost sharing on the use of
medical services and on health:
(1) probability of using medical services;
(2) medical expenditures (includes all services except
dental and out-patient mental health expenditures);
(3) annual number of physician visits;

Cost sharing, MSAs and the
use of medical services
The RAND Health Insurance Experiment
In the mid-1970s, the RAND Corporation20 began what
turned out to be the most significant medical care insurance
study ever accomplished: the Health Insurance Experiment
(HIE). The central focus of the HIE was to study the effect of
cost sharing on medical service use and health status. More
than 7,000 non-elderly families from six different regions of
the United States participated in the experiment; no one
above 65 years of age was included in the study. Participants
were assigned to one of 14 fee-for-service insurance plans or
to a prepaid group practice and were studied closely for a
period ranging from three to five years. All of the insurance
plans had a limit on out-of-pocket expenditure (maximum
dollar expenditure [MDE]).21 The plans were as follows:
(1) One plan with zero co-insurance (free care).
(2) Three plans with 25 percent co-insurance and MDEs
of 5, 10, or 15 percent of family income, to a maximum of $1,000.
(3) Three plans with 50 percent co-insurance and MDEs
of 5, 10, or 15 percent of family income, to a maximum of $1,000.
(4) Three plans with 95 percent co-insurance and MDEs
of 5, 10, or 15 percent of family income, to a maximum of $1,000.
(5) Three plans with 25 percent co-insurance for all services except out-patient mental health and dental,
which were subject to 50 percent co-insurance and
MDEs of 5, 10, or 15 percent of family income, to a
maximum of $1,000.
(6) One plan with 95 percent co-insurance for out-patient services and zero percent co-insurance (free) for
in-patient services and an MDE of $150 per person,

(4) hospital admission rates.
The insurance plans were grouped into five categories:
(1) free care;
(2) 25 percent co-insurance rate including the plans with
50 percent co-insurance for dental care and mental
health;
(3) 50 percent co-insurance rate;
(4) 95 percent co-insurance rate;
(5) individual deductible.
There was no differentiation made between the levels of
MDEs because it was found that variations in the MDEs were
not significant. Factors such as age, gender, race, family income, and family size were included in the analysis, as were
four different measures of health used to account for differences in initial health status:
(1) a General Health Index;
(2) the presence of a physical limitation;
(3) chronic disease status;
(4) a Mental Health Index.
The demand for medical services was then estimated using
two different econometric models, which yielded results
that were quite similar. The results of estimates derived
from the multi-equation model are summarized in table 3.
When individuals have access to free medical care, there is
an 86.7 percent chance that they will use the health care system in a given year (table 3, row 1, column 1). As cost sharing increases from 0 percent (free) to 95 percent, there is a
significant decline both in the probability that medical services will be used and in the medical expenses incurred per
person in the population. The column “t vs. free” lists the results of statistical significance tests on the differences in
probabilities and expenses between the free plan and the
three cost sharing plans. These “t-tests” show that the differences are all significant.22
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Table 3: Predicted average annual use of medical services for a standard population
Plan

Probability of any medical use,
excluding dental (%)

Medical expenses per person,
excluding dental ($1991)

mean

mean

t vs. free

Free

86.7 (0.67)

–

25 percent

78.8 (0.99)

–6.69

50 percent

74.3 (1.86)

95 percent
Individual deductible

1,019 (43)

Total spending as
percent of free plan

t vs. free

–

100%

826 (38)

–4.05

81%

–6.33

764 (43)

–4.91

75%

68.0 (1.48)

–11.57

700 (35)

–6.74

67%

72.6 (1.14)

–10.69

817 (45)

–3.78

80%

Source: Newhouse et al. 1993: 44.
Note: Standard errors in parentheses, ( ). Estimates are predicted from a four-equation model developed by Duan et al. 1982, 1984.
The difference in expenses between the 25 percent and 50 percent plans is significant at the 5 percent level (t = 1.97) and between
the 50 percent and 95 percent plans is significant at the 6 percent level (t = 1.93)

The last column in table 3 represents the total spending of each plan as a ratio of the free plan. On average, individuals on the 25 percent plan spend 19 percent less than
individuals on the free plan; individuals on the 50 percent
plan spend 25 percent less, while the ones on the 95 percent
spend 33 percent less. Medical expenses per person fell
from an average of US$1,019 (free plan) to as low as US$700
(95 percent co-insurance plan). The demand for all types of
services falls with cost sharing although some services are
more affected than others. For example, not shown in table
3 is the fact that children’s hospital admissions are less responsive to changes in cost sharing while mental health services are more responsive.
The findings of the HIE challenge the claim that heavy
cost sharing raises overall health care costs because of its incentive to delay seeking care. Total expenditures in the high
co-insurance group (95 per cent) were well below those in
the free-care plan. It appears that incentives to delay seeking care were outweighed by other incentives. In addition,
the different sizes of MDE—5, 10, and 15 percent of income
up to a maximum of US$1,000 per family ($500 to $600 per
individual)—did not lead to significant changes in medical
use (i.e. spending). As well, the HIE estimates indicate that
the risk associated with a higher MDE is not significant. For
these reasons, the HIE results seem to indicate that the MDE
should be set at the high end of the different sizes examined
(Newhouse et al. 1993).
As a result of having an MDE, the difference in the various co-insurance plans is much less than is suggested by the
difference in the nominal co-insurance rates. For example,
the average cost-sharing rate was 16 percent in the 25 percent plans, and 31 percent in the 95 percent co-insurance

plans (table 4). The lower average co-insurance rates result
from there being a diminishing number of people who are
subject to the co-insurance rate for the whole period as the
co-insurance rate increases. While the nominal co-insurance
rate may be 95 percent, so many people reach the deductible
(at which point care becomes “free”) that, on average, the coinsurance rate is only 31 percent over a specified period.
Recall that increases in the co-insurance rate have
two separate effects: individuals have to pay more, thus reducing use, and, as the co-insurance rate increases, the likelihood of exceeding the MDE increases. That is, when the
co-insurance rate is high, people are contributing more outof-pocket to the cost of their medical care, therefore, they
will reach the MDE faster than those people with a lower coinsurance rate. Since health care is free once the MDE has
been exceeded, more individuals will have access to free
care when the co-insurance rate is high. Keeler et al. (1977)
have stressed the importance of examining deductibles and
co-insurance has part of a sequence and not in isolation, and
the HIE results support such an argument.

Table 4: Percentage of families exceeding the maximum
dollar expenditure (MDE) limit and the average coinsurance rate
Co-insurance rate

Percent exceeding

Average co-

(%)

limit

insurance rate (%)

25

20.8

16

50

21.5

24

95

35.0

31

Source: Newhouse et al. 1993: 358-359.
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Table 5: Arc elasticities for various types of care calculated from average co-insurance rates
Range of nominal

Range of average

Elasticity for all care

Elasticity for out-patient care

co-insurance variation (%)

co-insurance variation (%)

0 – 25

0 – 16

0.10

0.13

25 – 95

16 – 31

0.14

0.21

Source: Manning et al. 1987: 268.
Note: An arc elasticity is a measure of the responsiveness of the quantity demanded to price over an interval (arc) on the curve representing the demand for a good or service, whereas a point elasticity measures the responsiveness of the quantity demanded to price
at a specific point on the demand curve. The elasticities measure the negative relationship between the price and demand for health
care. That is, as the price increases, demand diminishes.

Although the RAND HIE was performed almost 20
years ago and in the United States, it is not clear why Canadians should see the trade-off between health and money differently than their American counterparts. As well,
the HIE has been used to study the effect of cost sharing in
China and the results were similar to those of the American
experiment (Sine 1994). It is important to note, however,
that the HIE looks only at the non-elderly population and
that, therefore, the results may not be readily applicable to
the elderly.
Price elasticities

The results of the RAND HIE can be expressed in terms of
elasticities, i.e. how individuals change the amount of medical care they use when the price of care changes. Table 5
produced by Manning et al. (1987) shows that as the coinsurance rate increases from the range 0 percent to 25 percent to the range 25 percent to 95 percent, the elasticity for

all acute medical and out-patient care increases. That is,
people at the higher co-insurance level will reduce their use
of medical care services more than people at the lower level
of co-insurance when the price of care increases.
Prior to the RAND HIE, several studies had attempted to estimate the price elasticity of demand for medical
services using non-experimental data.23 Phelps and Newhouse (1974) use data from various sources to calculate
the elasticities of several services including hospitals, physicians, prescription drugs, and average stay in hospital.
Table 6 summarizes these findings. Newhouse, Phelps and
Marquis (1980) argue that inherent statistical problems
make the interpretation of these results difficult. As Phelps
points out; “Perhaps the only agreement in the literature
by the mid-1970s was that ‘price mattered’ ” (1992: 119).
On the other hand, Feldstein and Gruber (1994) argue that
RAND HIE elasticities most likely underestimate the true
values.24

Table 6: Elasticity estimates for various medical services
Study

Services covered

Feldstein (1971b)

Hospital days

Davis-Russell (1972)

Hospital days
Out-patient visits

Rosett-Huang (1973)

All physician and hospital expenses

Phelps-Newhouse (1974)

All hospital, physician and prescription drug
Office visit expense
Hospital admissions

Approximate elasticities



point elasticities 




arc elasticity over actual range 



0.67
0.5
1.0
0.35 to 1.5
0.07
0.14
0.06

Source: Adapted from Phelps and Newhouse 1974: 341.
Note: An arc elasticity is a measure of the responsiveness of the quantity demanded to price over an interval (arc) on the curve representing the demand for a good or service, whereas a point elasticity measures the responsiveness of the quantity demanded to price
at a specific point on the demand curve. The elasticities measure the negative relationship between the price and demand for health
care. That is, as the price increases, demand diminishes.
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While there is no consensus on the true price elasticity of demand for health care services, all of the studies reviewed conclude that the price elasticity of health care
services is greater than zero—an increase in the price of
health care services leads to a reduction in use. Most elasticity measures are between zero and one, where a price increase will reduce the demand for health care by less than
the percent increase in the price. There are exceptions: the
category of out-patient visits (Davies-Russell 1972), with an
elasticity of one, shows a one-to-one relation between increase in price and decrease in demand, and the upper range
of elasticities obtained in the Rosett-Huang study of all physician and hospital expenses reduce the demand for health
care by more than the percent increase in the price.
Catastrophic insurance
The impact of catastrophic insurance on individuals’ use of
health care services is important because high-deductible
catastrophic insurance is an integral part of the way in which
medical savings accounts are organized. Catastrophic insurance and medical savings accounts differ in how they require
individuals to pay for medical services before the insurance
threshold is reached. With Feldstein’s catastrophic insurance,
for example, individuals face a deductible and possibly a coinsurance rate while MSAs make use of contributions from
government, employers, or individuals to pay for health care.
Feldstein and Gruber (1994) study the potential effects of implementing major risk insurance (MRI) in the United States.25 They examine the catastrophic insurance policy
that Feldstein proposed in 1971—a 50 percent co-insurance
rate with a maximum out-of-pocket limit of 10 percent of income (50/10 proposal; 1971a)—and attempt to answer four
questions
(1) Would a major risk insurance (MRI) policy reduce
excessive spending?

(2) How does MRI affect different income groups?
(3) What are the welfare effects of shifting to MRI?
(4) Could a publicly provided MRI be financed by eliminating the current favourable tax treatment of health
insurance premiums paid by employers?
The first three questions have implications for the Canadian
health care system.
Since the size of the effect on health spending depends heavily on the price elasticity of demand, Feldstein
and Gruber examine the outcomes of elasticities ranging
from zero to 0.5 (Feldstein and Gruber 1994: 7, n.10). Using
data from the National Medical Expenditure Survey, Feldstein and Gruber determine that the proposed MRI would
affect 89 percent of people with insurance, who collectively
represent 36 percent of total health expenditures.
Table 7 shows the effects of MRI on health care
spending at both the individual and national levels. The first
plan, “Original,” shows health care spending prior to the implementation of MRI. The average spending per insurance
holder (family or individual) is $3,985 out of which $747 is
out-of-pocket and $3,238 is insurance. The MRI plan is the
50/10 plan proposed by Feldstein (1971a). In a zero elasticity scenario, the split of costs between out-of-pocket and insurance is different but the total costs are the same as in the
original plan. With a price elasticity of 0.33, total average
spending decreases by $728 to $3,257; with a price elasticity of 0.50, spending decreases from $3,985 to $2,758 (for a
savings of $1,227). At the aggregate level, reductions in consumption would produce savings of $60 billion to more than
$100 billion depending on the elasticities. Even though
higher cost sharing would apply to only 36 percent of
spending and the price elasticity is a conservative 0.33, the
MRI policy still reduces annual aggregate spending by an estimated 18 percent.

Table 7: Expenditures effects of alternative major risk insurance plans
Plan

Elasticity

Average (1995 $US)
Out-of-pocket

Total

Out-of-pocket

Insurance

Total

Savings

0,747

3,238

3,985

61.6

267.2

328.7

—

0.00

1,127

2,857

3,985

93.0

235.7

328.7

—

0.33

0,873

2,385

3,257

72.0

196.7

268.7

60.0

0.50

0,768

1,990

2,758

63.3

164.2

227.5

101.2

Original
Major risk insurance (MRI) Plan

Insurance

Aggregate (1995 $US billions)

Source: Adapted from Feldstein and Gruber 1994: table 3; spending for 1995 projected.
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Since the insurance threshold is set at 10 percent of
income, the MRI policy pays for more of the health care of
lower income families than it does for higher income families. Table 8 illustrates the effects of Feldstein’s 50/10 proposal on four different income groups.26 The results show
that average out-of-pocket spending under MRI increases
with income irrespective of the elasticity, except for those
people below the poverty line. Higher price elasticities diminish the strength of this effect but not the fact that it is
greater than in the original plan. Higher income individuals
reduce their total spending on health care significantly more
than do lower income individuals as the elasticity increases.
A 50/10 MRI policy reduces total spending by all income
groups. Lower income groups spend more on insurance but
much less on health care out-of-pocket so that their total

spending decreases. Higher income groups spend more outof-pocket but less on insurance so that their total spending
also decreases.
Feldstein and Gruber estimate the welfare effects of
introducing an MRI policy by calculating the effects of more
prudent health care consumption and changes in the distribution of risk separately. Feldstein and Gruber’s findings
support the conclusion of the empirical literature reviewed
earlier, that there is a trade-off between risk pooling and the
moral hazard of insurance. Their results are extremely relevant to MSAs as they indicate that the combination of a catastrophic insurance with a co-insurance rate (0.33 to 0.50)
can reduce health care spending and improve total welfare.
Like a co-insurance scheme, MSAs combine a catastrophic
insurance with financial incentives to restrain consumption

Table 8: Effects on spending of a major risk insurance (MRI) plan with a 50 percent co-insurance rate and a maximum
dollar expenditure limit of 10 percent of income, by income group
Plan type

Elasticity

Average Spending (1995 $US)
Out-of pocket

Insurance

Total

Total Spending (1995 $US billions)
Out-of pocket

Insurance

Total

Income below the poverty line

1,304

4,089

5,392

10.8

33.7

44.5

0.00

,421

4,971

5,392

3.5

41.0

44.5

0.33

,389

4,905

5,294

3.2

40.5

43.7

0.50

,370

4,624

4,995

3.1

38.2

41.2

,610

3,469

4,079

9.2

52.1

61.3

0.00

,908

3,171

4,079

13.6

47.7

61.3

0.33

,768

2,798

3,567

11.5

42.1

53.6

0.50

,692

2,321

3,013

10.4

34.9

45.3

,647

2,773

3,421

28.3

121.1

149.5

0.00

1,078

2,342

3,421

47.1

102.4

149.5

0.33

,844

1,883

2,726

36.9

82.3

119.2

0.50

,743

1,540

2,283

32.5

67.3

99.8

,863

3,872

4,735

13.4

60.1

73.5

0.00

1,854

2,881

4,735

28.8

44.7

73.5

0.33

1,312

2,058

3,371

20.4

31.9

52.3

0.50

1,122

1,538

2,659

17.4

23.9

41.3

Original
50/10

Income between poverty and twice poverty
Original
50/10

Income between twice poverty and $75,000
Original
50/10

Income above $75,000
Original
50/10

Source: Adapted from Feldstein and Gruber 1994: table 4; spending for 1995 projected.
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of health care services. Feldstein and Gruber also show that
by setting the catastrophic insurance threshold at 10 percent of income, a 50/10 MRI policy need not hurt less
wealthy individuals.
Medical Savings Accounts
Keeler et al. (1996) explore the impact that implementing
MSA legislation for all but the elderly could have on health
care costs in the United States. Their study is based on the
RAND HIE Simulation Model and examines 23,157 sampled
households. The legislation that is tested allows all Americans who purchase catastrophic health insurance to set up a
tax-exempt MSA, which could then be used to pay medical
bills up to the point where the insurance threshold is
reached and the catastrophic insurance begins. Four different health insurance plans are examined:
(1) an employee-funded MSA;
(2) an employer-funded MSA;
(3) a fee-for-service (FFS) policy;
(4) a health maintenance organization (HMO) plan.
In addition, high and low deductible MSA plans are
examined. The insurance threshold at which the catastrophic insurance begins is set at $1,500 for an individual and
$3,000 for a family in the low-deductible MSA and at $2,500
for an individual and $5,000 for a family in the high-deductible MSA.
To examine the impact of MSAs a behavioral simulation model is used to estimate the change in health spending if all Americans (except the elderly, i.e. those of age 65or
older) abandoned their present health insurance plans and

adopted an MSA plan. Then, a plan-selection model is used
to estimate the change in health expenditures if only the individuals expected to benefit from an MSA plan switch to
one. Keeler et al. provide a model of a market in which three
plans are offered: a fee-for-service policy (FFS), an MSA-catastrophic insurance plan, and a health maintenance organization plan (HMO). Individuals in this model attempt to
maximize the expected value of the health care they receive
and minimize the amount of out-of-pocket expenditures,
risk, and changes in income that occur. Table 9 summarizes
the estimated effects of each plan on spending.
The design of MSAs affects the results. If all Americans switch
from FFS and HMO plans to the low deductible, employeefunded MSAs, there is no significant change in health spending. In fact, average spending increases slightly, from
US$5,414 to US$5,437. This should not be surprising, as it reflects the competing effects of the low deductible and the introduction of cost sharing. Cost sharing induces individuals
to restrain their consumption of medical care services but
once they exceed the deductible there is an incentive for individuals to spend more on health care. Conversely, if the
same individuals switch to the high deductible employeefunded MSAs, health expenditures decrease by between 6
and 13 percent. In short, if all Americans except the elderly
adopted MSAs, health care expenditures could decrease by
up to 13 percent.
Since, however, these results may not be a good proxy
of what would actually happen if MSA legislation were enacted because the legislation would not oblige all Americans to
switch from their current health care plans to MSAs, Keeler
et al. (1996) repeat the experiment simulating consumer

Table 9: Results of each Medical Savings Accounts plan when all Americans (except the elderly and
those in institutions) adopt it (family averages)
Plan

Average spending per
family (1996$US)

Percent change in
spending (relative to

Percent of families
spending more than

FFS and HMO plans)

the deductible

Fee-for-service (FFS)

5,414

–

10

Health maintenance organization (HMO)

5,414

–

0

Employee-funded low deductible family plan ($3,000 deductible)

5,437

0

37

Employer-funded low deductible family plan ($3,000 deductible)

5,065

–6

33

Employee-funded high deductible plan ($5,000 deductible)

5,061

–7

23

Employer-funded high deductible family plan ($5,000 deductible)

4,729

–13

20

Medical savings account (MSA)

Source: Adapted from Keeler et al. 1996.
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choice among plans. They find that health expenditures fluctuate by between –2 and 1 percent; i.e. health expenditures
either decrease by 2 percent from what they are currently or
they increase slightly. These results do not support the high
expectations that are placed on MSAs by many of their American advocates. Keeler et al. (1996) contend that the discrepancy between the expected savings and their estimates is
because MSAs cannot solve the problem of over-insurance
caused by tax-subsidies of employer medical insurance.
They show, however, that MSAs have the potential significantly to change the way in which health care systems operate and have the potential to generate some cost savings.
Ozanne (1996) also attempts to estimate the effect of
MSAs on health care expenditures in the United States. He
compares an MSA plan with a typical comprehensive insurance policy. From this comparison he constructs measures
of the prices individuals pay for medical services. Ozanne
combines these measures with the RAND HIE price elasticity
estimates in order to predict changes in health care expenditures. He predicts that if all adults except the elderly
switch to MSAs, medical spending in the United States
would decrease by between 2 and 8 percent.
In addition to the many empirical studies of MSAs and
their effects on health care spending, there are many case
studies of successful employer-funded MSAs. Although these
studies suffer from the absence of any control group,27 it is
still useful to assess the experience of employers and employees with MSAs. In an American employer-funded MSA,
the employers purchase a catastrophic insurance policy for
their employees and deposit some of the savings (because
high deductible insurance is cheaper than low deductible insurance) into their employees’ MSAs. The employees use the
funds made available by the employer to purchase medical
care services. Once these funds are exhausted, the employ-

ees are responsible for the payment of medical care up to the
deductible at which the catastrophic insurance begins.
Bond et al. (1996) gather data from 27 Ohio firms that
offer MSAs to their employees.28 All of the firms studied offer MSAs with similar insurance threshold plans: $1,500 for
individual coverage and $2,000 for family coverage. The average employee’s out-of-pocket expenditures are $643 for
individuals (a $1,500 deductible less an $857 MSA) and $833
for families (a $2,000 deductible less an $1,167 MSA). This
is significantly lower than the out-of-pocket expenses of traditional plans. The average cost to the employer of coverage
for families is 23 percent lower than the cost under traditional family plans while the average cost of coverage for individuals is 26 percent higher than the cost under a
traditional plan (table 10).
The MSAs examined result in a decrease in the employees’ actual out-of-pocket health expenditures. The employers’ expenditures could have been made roughly equal
under both plans if the employers had increased their employees’ maximum out-of-pocket expenditures so that the
employees were spending an amount under the MSA plan
that was equal to the amount that they were spending under the traditional plan. However, the MSA plans of these
firms allowed for a decrease in employees’ out-of-pocket
health expenditures from what they had been spending outof-pocket under their traditional health plans. Despite higher employer costs for the individual plans, the total average
cost of the MSA plans was 12 percent less than that of the
traditional plan.
The data on the Ohio firms did not contain any information on the average amount of funds remaining in the
MSA at year’s end. This is unfortunate because it is an important aspect of an MSA plan that any funds unused at the
year’s end belong to the employee and can be used as the

Table 10: Average costs of traditional plans and Medical Savings Accounts in 27 Ohio firms
Plan

Coverage for single individuals

Coverage for families

average (US$)

range (US$)

average (US$)

Traditional premium

1,375

,650 – 2,059

4,235

2,480 – 7,220

Total cost of MSAs to employer of plan

1,734

,686 – 2,556

3,248

1,716 – 4,583

catastrophic insurance

,877

,386 – 1,431

2,081

1,184 – 2,934

contribution

,857

,144 – 1,500

1,167

,200 – 2,000

Plan cost under equal-cost MSA*

1,427

range (US$)

1,893

Source: Bond et al. 1996: 53.
*where out-of-pocket maximum cost to employees under MSA plan equals the out-of-pocket maximum cost under traditional plan.
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employee chooses. Bond et al. (1996) look at other MSA
plans for information on unspent balances and other forms
of savings. For example, employees of Golden Rule Insurance had, on average, $602 remaining in their account at the
end of 1993 and $1,002 at the end of 1994, for a total
$1,604 plus interest at the end of two years. Forbes Magazine introduced MSAs for their employees in 1992; as a result, Forbes’ health care costs decreased by 23 percent
($400,000) and they paid $125,000 in bonuses to its employees. In total, Bond et al. surveys 17 firms who offer
MSAs and found that, on average, the funds remaining at the
end of the coverage year amounts to roughly $600 for individual coverage and $900 for family coverage.
The Evergreen Freedom Foundation performed seven extensive case studies of companies that offer employees
health coverage through MSAs (Barchet 1995). All of the
companies surveyed realized significant decreases in costs
and showed high levels of employee satisfaction.29
While the successes of the employer-funded MSAs examined by Bond et al. and the Evergreen Freedom Foundation
may not be enjoyed by all employers switching to an MSA
plan from traditional insurance coverage, these companies
have shown that MSAs can be conducive to more prudent
health spending without compromising individuals’ health.
Where they have been adopted, MSAs have resulted in lower
costs to employers and employees, accumulated savings, and
high degrees of employer and employee satisfaction.
The empirical literature in the United States indicates
that MSAs and similar arrangements have the potential to
reduce health expenditures up to 20 percent. It is worth
noting that Americans already face financial incentives with
respect to their use of health care while Canadians, for the
most part, do not. One would predict, therefore, that there

would be an even larger decrease in health expenditures if
costv simulations were performed using Canadian data.

Potential adverse effects of
cost sharing and MSAs
Cost sharing and health outcomes
While the effects of cost sharing on the use of health care
can be predicted, the effects on health are less clear. Even if
cost sharing manages to decrease use of medical services, it
does not necessarily follow that total expenditure for health
care will decrease. Higher prices that lead to lower use may
adversely affect individuals’ health, which may, in turn, increase health care costs. The RAND HIE is one of a very few
studies that examine the effects of cost sharing on health.
The Insurance Experiment Group uses 5 measures
(see Newhouse et al. 1993: ch. 6) to examine participants’
health: (1) general health (physical, mental and social); (2)
physiological health; (3) health habits; (4) prevalence of
symptoms and disability days; (5) the risk of dying. The predicted values of health are estimated using several variables,
including age, gender, family income adjusted for family size
and composition, and health at enrollment in the experiment. As well, various insurance plans are examined.
On the whole, reduced services due to cost sharing
have little or no net adverse effect on health (table 11). In
addition, no significant differences in the risk of dying (for
the average person) or measures of pain and worry are
found. Moreover, days of restricted activity dwindle with
higher levels of cost sharing. The most important determinant of health at the end of the experiment is typically
health at enrollment.

Table 11: Predicted health status at the end of the RAND HIE, by selected health measures and insurance plans
Cost sharing plans
95%

25%/50%

Individual

Free plan
Average

Average differences in health between

Size of

the free plan and the cost sharing plansa

sample

Predicted

Actual

Deductible
Physical healthb

86.0

85.0

84.9

85.3

85.3

0.0 (–1.6, 1.5)

–0.3 (–2.3, 1.7)

3,862

Mental healthc

75.6

75.5

75.8

75.6

75.5

–0.2 (–1.1, 0,8)

–0.1 (–1.1, 1.0)

3,862

General healthd

68.1

68.0

67.9

68.0

67.4

–0.6 (–1.5, 0.3)

–0.9 (–2.1, 0.3)

3,943

Source: Newhouse et al. 1993: 209. Each measure of health is based on a scale of 100.
a 95 percent confidence interval in parentheses.
b A decrease of 10 points in physical health measure represents what it would be like to have chronic mild osteo-arthritis.
c A decrease of 3 points in mental health measure represents an effect equivalent to how you would feel if you were laid off or fired.
d A decrease of 5 points in general health represents an effect equivalent to that of being diagnosed as hypertensive.
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The HIE also looks at the effect of cost sharing on the
health of high risk individuals such as the poor and the sickpoor.30 The health of this disadvantaged segment of the
population is severely affected by cost sharing—both mortality rates and blood pressure worsen among high risk individuals. The results indicate that free care can benefit low
income groups.
The HIE also examines the appropriateness of the services that were forgone. Lohr et al. (1996) conclude that cost
sharing reduces both necessary and unnecessary care. However, the type of cost sharing plan was found to have no effect on most measures of health and a decrease in necessary
care should result in lower health outcomes. Lohr et al. suggest that this phenomenon occurs because some of the
harm done by inappropriate services is outweighed by the
benefits of appropriate care.

Cost sharing and the poor
The RAND HIE examines the effects of income on the demand for medical services. Table 12 exhibits the differences
in the responses of different income groups to cost sharing.
Most of the differences between the income groups are statistically significant (as is shown by the “t vs. lower third”
column). The probability of any use of medical services increases with income. The probability of any in-patient use,
however, shows contrasting results; use of in-patient care
decreases with income for the family plans. Overall, the percentage reduction in expenditure due to cost sharing did not
show any major differences by income group. However, Newhouse et al. point out that the “ultimate test of a reduction
in use, however, is its effect on [health] outcomes, and these
did differ by income group” (1993: 340). For example, the estimated risk of dying was more than twice as high for those
classified as poor than for those in the high income group.

Table 12: Predicted annual use of medical services by income group for a standard population
Insurance plan

Income group
Lower third
Average

Middle third
Average

Higher third

t vs. lower third

Average

t vs. lower third

Probability of any use of medical services (%)
Free

82.8

87.4

4.91

90.1

5.90

25 percent

71.8

80.1

5.45

84.8

6.28

50 percent

64.7

76.2

4.35

82.3

4.86

95 percent

61.7

68.9

3.96

73.8

4.64

Individual deductible

65.3

73.9

6.09

79.1

7.09

Probability of any use of in-patient services (%)
Free

10.63

10.14

–0.91

10.35

–0.35

25 percent

10.03

8.44

–2.95

7.97

–2.75

50 percent

9.08

8.06

–1.78

7.77

–1.66

95 percent

8.77

7.38

–2.79

7.07

–2.46

Individual deductible

9.26

9.44

+0.31

9.88

+0.68

Expenses ($US 1991)

1,033

,965

–1.78

1,060

+0.53

25 percent

,891

,771

–3.17

,817

–1.47

50 percent

,800

,721

–1.89

,773

–0.49

95 percent

,762

,648

–3.09

,691

–1.41

Individual deductible

,798

,778

–0.57

,878

+1.38

Free

Source: Newhouse et al. 1993: 46.
Note: Standard errors corrected for intertemporal and intrafamily correlation. In general if the absolute value of the a t statistic is greater than 2, the hypothesis that there is no difference between groups is rejected.
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Beck (1974) studies the effect of user fees upon the
poor. In 1968, the government of Saskatchewan introduced
user charges for physician services; for each office or home
visit and for each emergency or hospital out-patient visit. As
well, hospitals introduced a per-day user fee (to a maximum
of 90 consecutive days). These user charges were removed
in 1971. Beck finds that the user fees resulted in a decline in
the use of physician services by the average family of approximately 6 to 7 percent. However, the poor experienced
a reduction in physician services of 18 percent.31 He concludes that the imposition of user charges introduced a barrier to services to lower income groups.
In a later study, Beck and Horne (1980) examine the
effects of the introduction and removal of these user charges. The data come from a database of about 40,000
Saskatchewan families and cover the period from 1963 to
1973 for ambulatory services and 1966 to 1973 for hospital
services. Table 13 summarizes the effect of co-payments on
physician services. On average, the use of physicians’ services declined by 5.6 percent per year.

Table 13: Estimated number of physician services used
per family in Saskatchewan with and without co-payments
Year

Estimated number of services
used per year

Effect of co-payment
on the amount of
services used (%)

Without
co-payment

With
co-payment

1968

14.39

13.66

–5.07

1969

15.08

14.03

–6.96

1970

15.80

15.21

–3.73

1971

16.56

15.43

–6.82

Average: 1968-1971

–5.66

Source: Beck and Horne 1980: 792.

Despite the decrease in the use of physicians’ services, however, gross payments for medical services increased
each year from 1969 to 1971. Two increases in the service
fee schedules during the period when user fees were also
being charged can partially explain this increase in overall
costs. It has been argued that a change in physicians’ behavior contributed to the increase in cost but Beck and Horne
find no evidence to support or refute the hypothesis of supply-induced demand (SID). As well, they find no significant
differences in the probability that patients would be admitted to a hospital, or that their average length of stay would
change with the introduction or removal of user fees.

In 1972, the California State Department of Health
Care Services introduced a user charge on certain Medicaid
beneficiaries for the first two physician visits and the first
two drug prescriptions per month. The user charges were
imposed only on Medicaid beneficiaries who had some “additional financial resources” (see Roemer et al. 1975 for
more details). Roemer’s group was asked by the department
of health to study the effect of these new financial incentives. The Medicaid beneficiaries were divided into two
groups: the ones who faced a user charge (co-pay) and the
ones who did not (no-pay). Due to the design of the experiment, the co-pay group, by definition, had more financial resources than the no-pay group. As well, the authors could
not control for differences in socio-economic characteristics
nor for the effect of the many administrative changes that
were introduced during the experimental period. It is because of these peculiarities that it was necessary to follow
the demand for services before the user charges came into
effect—data on service use were collected from 6 months
before the user charges were imposed until 12 months after
their introduction.
Roemer et al. find a significant difference between the
co-pay and no-pay groups in visits to physicians at their offices. Members of the co-pay group, when compared to the
members of the no-pay group, significantly reduced their
use of physicians’ services. Moreover, there was a significant
reduction in diagnostic tests (e.g. urinalyses), preventive
procedures (e.g. Pap smears) and drug prescriptions when
the user fee was introduced. As well, the hospitalization
rate (i.e. the number of hospital admissions) amongst the
co-pay group increased to higher levels than it did amongst
those on the no-pay scheme. In light of these results, Roemer et al. conclude
A clear cut reduction in diagnostic tests as well as ambulatory treatment . . . could hardly be expected to
benefit health status. This is quite aside from the pain
and suffering involved for the low-income patient,
who postpones seeking medical care at early stages
of his illness . . . In a word, it would appear that this
study of the California Copayment Experiment with
Medicaid beneficiaries that the State government’s
strategy was penny-wise and pound foolish. (Roemer
et al. 1975: 465–66)
In 1982, the State of California ended its assistance
program for its “medically indigent” adults. It no longer provided financial assistance for medical services for people between the ages of 21 and 65 who were poor and medically
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needy and did not receive financial assistance from any federal program. Lurie et al. (1984, 1986) studied the effects of
terminating this program on the health of the poor. The results were revealing. After only 6 months, a deterioration in
patients’ access to care and health was observed. There was
a noticeable and significant increase in uncontrolled hypertension. Hypertensive patients, with no access to free care,
experienced higher blood pressure and general health decreased. A follow-up study was performed to control for the
possibility that this was only a temporary phenomenon. It
found that the deterioration in health due to the termination of the California benefit program was not temporary.
General health had declined further and blood pressure was
still high. It was even found that lack of access to care played
a part in at least four deaths. This evidence supports the
findings of the HIE that those both sick and poor need to be
treated differently from the rest of the population. In an
MSA plan, this would entail fully subsidizing the deductible
of those both sick and poor.
Income and the demand for health care
It is often assumed that the poor consume a disproportionate share of health care and thus benefit more than the
wealthy from a health system such as that in Canada. Phelps
(1992) uses the RAND HIE data to calculate income elasticities for different types of illnesses (table 14). These estimates suggest that income elasticity of demand for medical
services is positive and ranges from 0.12 to 0.23. That is,
people tend to demand more health care services as their
income increases.

Table 14: Income elasticities for episodes of illness
by type of care
Type of care

Income elasticity

Acute

0.22

Chronic

0.23

Well care

0.12

Dental

0.15

Hospital

not significant

Source: Phelps 1992; calculated from Keeler et al. 1988.
Note the unlike price elasticities, income elasticities measure
the positive (rather than the negative) relationship between income and the demand for health care. That is, for positive elasticities, as income increases so does demand.

In cross-sectional studies such as the HIE, medical
technology is held constant but increases in income can

stimulate the demand for new medical services. Since timeseries data and cross-country studies do not take the level
of technology as fixed, they usually generate higher estimates of income elasticity, sometimes significantly greater
than 1.0 (Phelps 1992)—that is, the amount of health care
demanded increases by more than the percent increase in
income. However, these estimates may not apply to Canada
because “both common sense and full use of economic theory suggest that pure income effects should be small, if not
zero, with full-coverage insurance” (Phelps 1992: 129).
Several studies (Forster 1976; Alderson 1970; Le
Grand 1978, 1982) examine the distribution of public
spending in Britain. Le Grand finds that the wealthiest onefifth of the population receives 40 percent more public money for their health care than the poorest one-fifth:
In fact it is difficult to resist the conclusion that there
is little the Health Service can do reduce inequality in
its use or in the private cost of that use. The principal
determinants are largely beyond its control. Rather,
they stem from the basic social and economic inequalities in income. (Le Grand 1982: 51)
MSAs and preventive care
The RAND HIE studies the effect of cost sharing on preventive care. Preventive care is defined for children as visits associated with the diagnosis or procedure codes for wellcare examinations, immunizations, or tuberculosis tests.
For adults, it is defined as visits associated with immunizations, annual physical examinations, administrative examinations, routine gynecological examinations, and office
visits listed as well-care visits (for more details, see Newhouse 1993: 176–80). Although cost sharing reduces the
consumption of preventive services, the differences in use
between the free plan and the three cost sharing plans are
only marginal.
It is often argued that MSAs can make individuals
more responsible with respect to their own health because
of the financial incentives they provide. The finding that
there is a slight decrease in the consumption of preventive
care when cost sharing increases, means that MSAs may not
result in higher consumption of preventive medicine. However, if the introduction of MSAs results in less use of medically desirable preventive medicine, these preventive
programs can be exempted from cost sharing. Such a policy
would create an incentive to consume more preventive
medicine simply because its relative price in comparison to
other health care services would be lower.
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MSAs and the poor
The RAND HIE (Newhouse et al. 1993) finds that the reduction
in medical services used as a result of cost sharing has little
or no net adverse effect on health. Although studies on the
effect of cost sharing on health status indicate that the health
status of the poor and the sick may worsen if cost sharing is
introduced or augmented, they do not show that the rest of
the population will necessarily experience a decrease in
health status if cost sharing is introduced. Therefore, if high
risk individuals are excluded from any cost sharing programs,
there is little evidence to support the argument that an increase in cost sharing will lead to a general decline in health.
The results of the Saskatchewan Experiment and the
California Copayment Experiment may lead one to reject
user charges. As well, Beck and Horne (1980) and Roemer et
al. (1975) conclude that user charges may not lead to lower
health care expenditures. However, MSAs need not impose a
financial barrier to care. MSAs allow policy makers to exempt a certain segment of the population (the sick, the poor,
and the sick/poor) while providing financial incentives to
wealthier individuals to either contribute resources to the
health care system, or refrain from using it excessively.
MSAs and supplier-induced demand
When physicians and other health care professionals see the
number of their patients and, thus, their revenue decrease
because of the introduction of cost sharing (or MSAs), they
have an incentive to encourage the use of medical services
in order to restore their income to its previous level. In other words, the positive effects of MSAs could be offset by
supplier-induced demand (SID).
The size of the literature about SID renders a complete and detailed review impossible in this publication. Ferguson (1994), however, provides a basic review of different
interpretations of SID. He divides models of inducement
into four categories:
(1) market-level models;
(2) individual-level model;
(3) physician response to price incentives;
(4) small area variation (SAV).
Market-level models

Ferguson analyses three types of market-level models. First,
he examines models that are built on the idea that an increase in the number of physicians will increase the use of
health care and thus costs. Essential to this hypothesis is the
notion that this increase in use is not medically necessary

(i.e. it will not improve a patient’s health). Studies that examine the relationship between use and the supply of physicians usually use a basic model that assumes that the
number of medical services demanded is determined by the
number of physicians and other variables such as price, waiting time and income. Studies that use this method (Fuchs
and Kramer 1972; Fuchs 1978; Richardson 1981) are seen as
the backbone of SID theory. Fuchs’ results (1978) show that
a 10 percent increase in the number of physicians leads to a
3 percent increase in demand for health care. However, this
type of study has been heavily criticized by both sides of the
SID debate.
Second, Ferguson examines disequilibrium models. It
is often argued that because of its complexities (e.g. public
insurance and subsidies) health care markets will always be
in a state of disequilibrium; that is, the supply of health care
will never equal the demand for it. Cromwell and Mitchell
(1986) and Ferguson and Crawford (1989) use disequilibrium models to test the SID hypothesis. Cromwell and Mitchell find that a 10 percent increase in surgeons per capita
leads to a 0.9 percent rise in all surgery per capita and a 1.3
percent increase in elective procedures per capita.32 Ferguson and Crawford find evidence of persistent disequilibrium
but no support for the SID hypothesis.
Third, Ferguson (1994) examines models of imperfect
competition. Stano (1987) finds that SID is more important
when the local medical market is closer to a monopoly (i.e.
when there are very few physicians providing services). As
the supply of physicians increases, the importance of SID diminishes. Ferguson concludes his review of market-level
models by stating: “neither the equilibrium nor disequilibrium market-level models . . . give much support to the SID
model” (1994: 73).
Individual-level model

As opposed to the market-level models which use marketwide data, individual-level models use micro-level data. Stoddart and Barer (1981) use data from 1,300 British Columbia
families who received ambulatory care during 1973/1974.
Their results support the inducement hypothesis. However,
there are several serious econometric problems with the
study (Ferguson 1994). For example, Stoddart and Barer use
a test that compares the R2 values of equations with different
variables. (R2 values represent the proportion of the change
in the studied variables that is explained by the other variables in the model of equations.) Comparing R2 values between equations—let alone those of equations with different
variables—is not considered proper econometric analysis.
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Ferguson (1994) also examines the work of Wilensky
and Rossister (1981, 1983), which uses data from the 1977
US National Medical Care Expenditure Survey. They test supplier-induced demand by estimating the effect of the availability of physicians on several variables such as the
probability of physician-initiated visits, the number of visits
to the physician, expenditures on services, and the likelihood of services being used. Wilensky and Rossister’s results indicate that the availability of physicians has a
positive but small effect on the dependent variables:
What should be clear for even the most casual observer is that the idea is now dead that a large component of physician self-interested, self-created
demand exists in response to changes in the supply
of physicians. It can happen and does happen; but its
policy relevance is small. (Wilensky and Rossister
1987: 626)
Tussing (1983) and Tussing and Wojtowycz (1986) use
a method similar to that of Wilensky and Rossister. Using
1981 data from a survey of health care use in the Republic
of Ireland, they find support for the SID hypothesis: the supply of physicians increases the number of physician-initiated
doctor visits.
Physician response to price incentives

The SID literature has recently devoted particular attention
to physician responses to price incentives (e.g. fees). Ferguson (1994) points out that there is no consensus in the literature on how to formulate this hypothesis. For example,
some argue that a decrease in fees followed by an increase
in the quantity of services supports the SID hypothesis because physicians are trying to maintain their level of income. Others argue that an increase in services that follows
an increase in fees is also evidence of SID because physicians now make more money per visit and, therefore, they
induce unneeded visits. Ferguson writes:
Rice (1984: 156) claims that his results show that
physicians induce extra demand in the face of lower
fees, while Krasnik et al. (1990: 1701) argue that
their results show that physicians induce demand in
response to higher fees. If we accept both results,
then we are back in the situation of having an untestable hypothesis, since any response to changes
in fees could be taken as evidence of inducement.
(1994: 109–10)

Hickson, Altemeier, and Perrin (1987) examine the response of medical service providers to price changes. They
constructed an experiment: 18 paediatric resident physicians in a paediatric clinic were assigned randomly to two
group practices (fee-for-service and salary). The results
show that fee-for-service physicians scheduled more visits,
provided better continuity of care, and were responsible for
fewer visits to the emergency room. Salaried physicians
missed more visits recommended by the American Academy
of Pediatrics than fee-for-service physicians. The effect on
total costs was not clear because fee-for-service physicians
had increased costs due to more office visits but also reduced costs from less use of emergency room care.
Small area variation (SAV)

The literature about small area variation (SAV) examines the
reasons why geographic regions with similar populations
and similar incidences of illness use physicians’ services at
different rates. Most studies of SAV have found a significant
relationship between the availability of resources and their
use. (For a review of the literature, see Mclaughlin et al.
1989; Paul-Shaheen, Clarke, and Williams 1987; Joseph and
Phillips 1984.) Intuitively, it makes sense that, if more resources are available to patients, they will take advantage of
them. If a previously unavailable eye laser surgery that can
help patients with glaucoma see better becomes available,
it is not surprising that such patients will opt to have the
procedure performed. This positive relationship between
resources and use, however, is often used as evidence of
SID. (See, for example, Folland and Stano 1989; Wennberg,
Barnes and Zubkoff 1982; Park et al. 1986; Vayda 1973;
McPherson et al. 1981.)
Ferguson (1994: 124–27), despite reviewing numerous articles, finds no support for the theory of SID. He also
stresses the weak quality of the methodology:
The methodology of the literature has been surprisingly poor, considering the importance of the policy
implications that have been derived from it . . .
There is virtually no testing for [model] misspecification . . . Of the literature we reviewed, the only paper to include a set of misspecification tests is that
by Rochaix (1993) . . . In fact, the SID model is virtually never tested . . . the few times this has been
done . . . SID fails.
Feldman and Sloan (1988) also perform a review of the SID
literature and reject the SID hypothesis:
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This literature suggests that demand inducement
may occur in the market for surgical services but its
extent is less than previously estimated. Little evidence for demand inducement is found in the primary care physician market. (Feldman and Sloan
1988: 258.)
Rice and Labelle (1989) are critical of the conclusion
reached by Feldman and Sloan, arguing that they omitted
several important studies that contradict their conclusions.
Rice and Labelle state “there is a great deal of evidence to
indicate that physicians do induce demand for economic
gain” (1989: 588).33 The Saskatchewan Experiment discussed above is often presented as evidence that physicians
do, in fact, induce demand. However, Beck and Horne, the
authors of the Saskatchewan study, do not conclude that
their findings are necessarily the result of SID.

Despite the increasing number of papers dealing with
SID, it does not seem that a consensus is likely. Feldman and
Sloan note that “few participants in the debate show any
sign of changing their positions” (1988: 239). This lack of
consensus offers little comfort to policy makers who must
attempt to estimate physicians’ response to the introduction of financial incentives in the Canadian health care system. One thing that is certain is that there is a great deal of
uncertainty surrounding the SID hypothesis. As well, Newhouse (1993) suggests that there is strong evidence that
even if physicians induce demand, they will not be able to
fully offset the decrease in demand arising from increased
cost sharing. Finally, Tussing touches a very interesting
point: “Patients are more likely to resist demand stimulation
when their out-of-pocket costs are high” (1983: 229). In other words, providing individuals with financial incentives may
make it harder for physicians to induce demand.

Policy recommendation:
a Canadian MSA experiment
Canadian health care is often described as “free care”—i.e.
free for the patient at the point of service. In reality, patients
do pay for much of their health care. If health care services are
covered by provincial health plans, there is no cost sharing for
the patient: provincial governments pay the entire bill for insured services. However, the Canada Health Act’s guarantee
of free access to medical care only applies to insured services
and, therefore, many services are not covered or only partially
covered by government plans. Physiotherapy, chiropractic
and optometry, for example, are not insured in some provincial health plans. Moreover, many drugs are not covered.
Medical services are financed by almost all Canadians
through general taxes, insurance premiums, and out-ofpocket expenditures. On average, every Canadian contributes almost $2,500 to the health care system each year. In
1994, total health expenditure (public and private) per capita amounted to $2,478. Close to $700 of this amount was
paid by private individuals. Almost one third of all health ex-

penditures come from the private sector—this translates
into more than 22 billion dollars of health costs not covered
by public insurance (all figures for spending on health are
from Health Canada 1997).
Add to this the fact that governments’ health reform
to date has consisted mainly of cost cutting measures such
as the closing of hospitals, the capping of physician fees,
and other measures that reduce patients’ access to the
health care system, it is not surprising that almost 60 percent of Canadians are supportive of “more medical services
being provided by private suppliers alongside the public
health system.”34
Both the theory and the empirical evidence indicate
that MSAs have the potential to curb health expenditures,
improve efficiency in the Canadian health care system, and
increase the health care options available to Canadians.
And surveys have shown that a majority of Canadians are
willing to consider the idea of a medical savings account as
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a way to encourage responsible use of the system (72 percent), allow patients to choose services more suited to
their needs (67 percent), and increase physicians’ accountability (55 percent).35
As the magnitude of the many effects brought about
by MSAs is uncertain, it would be beneficial to conduct a pilot
experiment in one region of Canada. This sort of experiment
would shed light on various issues of concern, including:
• How will MSAs influence the consumption of health
care services?
• Will the use of necessary services decrease by more
(or less) than unnecessary services?
• Will the change, if there is a change, in health care
consumption differ across income groups?
• Will MSAs affect individuals’ use of preventive
medicine?
• Will MSAs affect individuals’ health status?
• Will physicians induce demand if MSAs decrease
consumption?
It should be noted that the technology is now available to facilitate the transition from the present health insurance system to MSAs. Nothing more is required than a
computer system using a debit card or a credit card to keep
track of MSA balances. Such a computer system could easily
transfer funds from MSAs to the providers’ accounts. In
1995, British Columbia introduced PharmaNet, a computer
network that connects community pharmacies. PharmaNet

allows pharmacists to review complete information about a
patient’s use of prescription drugs, and calculates patients’
eligibility for provincial insurance benefits at the prescription counter. Such a system could be adapted and used in
the proposed MSA pilot study.36
The cost of such an experiment may seem substantial, especially since the Canadian health care system is recognized for its low administrative costs and the increased
choice in health insurance markets that results from an
MSA plan will result in duplication and overlap of services.
However, economics is a paradoxical science that has proven time and time again that competition between providers ensures products of the lowest cost and the highest
quality for consumers. Although it may seem intuitive that
a single provider would be more streamlined and efficient,
this is rarely the case. Monopolies tend to be inefficient,
more costly, less technologically advanced and, in general,
worse at delivering services to consumers than a multiplicity of providers.
For all of these reasons, the introduction of MSAs
holds great potential. MSAs allow for increased competition
in the health care sector while offering Canadians universal,
portable, accessible, and more comprehensive health care
than they currently enjoy. MSAs offer incentives for government, providers, institutions, and patients to use the health
care system more prudently. Most important, however, an
MSA places the spending power squarely in the hands of the
person who cares most about your health and that of your
family—you.
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Notes
1 One has only to look in a few newspapers across Canada for examples of the increasing pressure on the system: “Doctors’ Protest Crimps System: Nearly 7,000
Physicians Will Close Offices Today to Protest Funding.” (The Vancouver Sun, March 8, 1998); “Health Crisis
Ignored by [Health] Authority, MD Says.” (The Edmonton
Journal, January 28, 1998); and “Surgery Gets the
Squeeze: Hospitals Clear Way for Emergency Cases.”
(The Montreal Gazette, February 16, 1998).
2 Maclean’s/Medical Post/Angus Reid poll results reported
in Maclean’s (December 2, 1996).
3 Ekos Research Final Report to the National Forum on
Health submitted on January 31, 1997, Exhibit 2.8.
4 In the insurance market, this is known as the law of
large numbers. Roughly, the law of large number states
that random movements of a large number of individual items tend to offset one another. It is based on the
well-known statistical normal curve. See Lipsey and
Steiner 1978: 21 for more details. As well, for more details on modeling the benefits of insurance see Evans
1984: 30–33.
5 Extensive health insurance can be blamed in part for
the low degree of competition in the medical marketplace as it tends to reduce or even eliminate (if coverage is extensive) individuals’ and physicians’ incentives
to shop around for lower prices (Arrow 1963). As well,
individuals have little incentive to demand the lowest
paid qualified worker (Feldstein 1971a). It follows that
in a health care system with widespread insurance coverage, it is more difficult to incorporate alternate
health professionals, such as registered nurses, who in
many instances can provide the same quality of service
as physicians but at a lower cost.
6 The premium charged by the insurer likely will exceed
the actuarial value because of administrative costs. As
long as different policies are offered at premiums that
are similarly unfair, however, Arrow’s results still hold.
For more details see Arrow 1963: 969–71.
7 By definition, with catastrophic insurance (or MRI) very
few families should be deprived of medical care since

8

9
10

11
12
13

14

there is an income-related limit on how much is paid
out-of-pocket.
See Evans 1984: 60–64 for more details on the altruistic and paternalistic nature of this externality. Arrow
1963 notes that the individuals’ preference for improving the health of others seems to be stronger than for
improving other aspects of their welfare.
This would be true only if the government, and not the
health care provider, received the user charge.
It has been argued that many theoretical analyses avoid
distributional issues and assume a single-person economy. For example, Arrow (1963) made such an assumption
when he demonstrated that deductibles and co-insurance can be welfare enhancing. Years later, Arrow relaxed
this assumption and used a model with a very large population but assumed that each member of the population was identical in order to bypass distributional
considerations. Evans (1993) notes that no one, with the
exception of Arrow, has pointed out the limitations of
such restrictive assumptions. Evans argues that models
based on these restrictive assumptions do not and cannot help us analyze the welfare effects of cost sharing.
Supplier-induced demand will be discussed in more detail in a later section.
In economics this is generally referred to as “asymmetric information.”
It is also important to note that if market failure occurs,
even efficient government intervention will not necessarily improve overall welfare. This is known as the theory of second best: “correcting an inefficiency in one
part of an economy will not necessarily improve welfare, and could actually reduce it, if there remain uncorrected inefficiencies in other parts of the economy.”
See Kennedy 1995: 17–18 for more details.
There can be a clause that allows individuals to opt out
and purchase a similar catastrophic policy in the private insurance market. However, because of risk-pooling and economies of scale, in theory it should be
difficult for private insurance providers to match the
premium offered by the government.
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15 It is important to keep in mind that there is an opportunity cost associated with the employer’s contribution. That is, the money put by an employer into an
individual’s MSA cannot be spent elsewhere—on wages or the latest computer equipment, for example.
16 For a more detailed analysis and evaluation of the introduction of Medisave, Medishield and Medifund accounts in the Singapore health care system, see Hsiao
1995, Massaro and Wong 1995, and Asher 1995.
17 Price elasticity measures the responsiveness of quantity to a change in price. In this particular case, it measures how individuals change the amount of medical
care they use when the price of care changes.
18 It is important to note that most studies exploring
these issues are conducted using data from the United
States, and that the Canadian and American health care
systems are quite different. The former is mainly publicly funded and is characterized by universal health
care (every citizen is insured) and free access (no deductibles, co-insurance, or user charges for insured
services). The latter is about evenly split between public and private funding, and uses different forms of cost
sharing rather extensively. One would, therefore, expect a larger welfare loss from health insurance in Canada than in the United States.
19 MDE or maximum dollar expenditure is a term commonly used by The RAND Corporation. It is synonymous with upper limits on out-of-pocket expenditures.
20 The RAND Corporation, based in Santa Monica, California, is a nonprofit institution that tries to improve public policy through research and analysis. It attempts to
achieve complete objectivity by avoiding partisanship
and disregarding vested interests. For a more in-depth
discussion of the design of the HIE experiment, see
Newhouse 1993: ch. 2.
21 Due to the difficulty in translating the MDEs used in the
HIE into current Canadian dollars, all figures are in late
1970s US$. The transformation introduces several
technical problems as it is not clear what price level indices, which base year, and which exchange rates
should be used to calculate these amounts into more
appropriate figures. According to Manning and Marquis 1996, the $1,000 deductible of the 1970s is approximately $2,500 in 1995 US$.
22 Statistical significance means that conclusions can be
drawn from the data. If a parameter estimate is not statistically significant, then there is too much variability
in the variable, and nothing can really be said about the
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variable’s effect. In this case, since the tests are significant, we can reject the hypothesis that there are no
differences in the effect that the insurance plans have
on people’s use and spending on health care.
The RAND HIE estimates have the advantage of being
based on experimental data, which are preferred because they originate from random controlled trials
(RCTs). RCTs that examine health insurance have the advantage of controlling for adverse selection. In an RCT,
individuals are randomly assigned to a health insurance
plan; they do not choose a plan. Studies that rely on
historical data connot control for adverse selection. Individuals who have similar sociodemographic characteristics may choose the same insurance plan. Thus,
the responses to the variable examined (eg cost sharing) may not be due to the insurance plan but rather to
common sociodemographic characteristics.
The HIE (Newhouse et al. 1993) elasticity estimates, based
on the experimental data, range from –0.10 to –0.22 for
all care and from –0.13 to –0.31 for out-patient care.
Feldstein and Gruber use data from the 1987 National
Medical Expenditure Survey (NMES), which is collected
by the Agency for Health Care Policy and Research. The
sample used contains 6,000 insurance units and the
data are weighted to correct for any changes in income
and demographic mix between 1987 and 1995. Health
care spending is defined as expenditures on physicians
and hospitals.
The data used by Feldstein and Gruber tend to overestimate the “original” average level of spending by the
lowest income group because the lowest income group
represents the rather peculiar combination of being
below the poverty line and being insured privately.
See Keeler et al. 1996. The absence of a control group
does not allow researchers to isolate the precise effect
of the variable studied and variables other than the introduction of MSAs may explain a change in health
spending.
Note that these firms adopted MSAs despite unfavourable tax treatment. MSA benefits are taxed as income
at the federal level while traditional employer-based
health benefits are not.
The firms surveyed were the Golden Rule Insurance
Company Plan in Indianapolis, IN; Valley Surgical Group
in Phoenix, AZ; Morris County Hospital in Kansas; Dominion Resources in Richmond, VA; Progress Sharing
Company in Saco, ME; Quaker Oats Company; and
Windham Hospital in Willimantic, CT.
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30 Those who are both poor and sick are the most disadvantaged segment of the population but it is important
to note that the vast majority of the population is neither sick nor poor.
31 The “poor” are defined as families that spend 70 percent or more of their income on food, clothing and
shelter. This was the standard definition used by the
Economic Council of Canada. See Beck 1974 for details.
32 These results suggest that a 100 percent increase in
surgeons—a doubling of the surgeon population—
would only increase the total number of surgeries by 9
percent.
33 To justify this conclusion, Rice and Labelle cite Barer,
Evans and Labelle 1985, 1988; Barer and Evans 1986;

and several studies that have been reviewed in Gabel
and Rice 1985 but are not cited in Feldman and Sloan
1988.
34 Results of a COMPAS poll conducted for Southam News
between November 15 and 25, 1997. They were printed in The Vancouver Sun (December 17, 1997).
35 Results of a national poll conducted among 1,515 Canadians in September, 1997 by the Angus Reid Group
and commissioned by the Consumer Policy Institute.
36 While the costs of such a computer system may be
high, there will be cost savings in the form of increased
efficiency and decreased fraud, as well as additional
benefits in the form of more accurate and more accessible information.
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