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If President Trump signs into law any form of a repeal/
replace bill for the Affordable Care Act (ACA), it is likely 
to put an even greater spotlight on health savings ac-

counts (HSAs), which have already earned great attention 
since their introduction roughly a decade ago.

Proposed HSA expansions have the potential to radically 
disrupt the employer-sponsored group health plan industry.

What HSA Changes Have Been Proposed?
• Doubling the contribution limit: Increasing the an-

nual contribution limit of HSAs to match the out-of-
pocket maximum for high-deductible health plans 
(HDHPs). That would permit HSA-eligible individuals 
to contribute up to $6,650 for individuals and $13,300 
for families in 2018.

• Return to 10% additional tax: The additional tax for 
nonmedical distributions prior to reaching the age of 
65 would decrease from the 20% ACA level back to the 
10% pre-ACA amount.

• Spousal catch-up contributions: Currently, spouses 
who are catch-up eligible (aged 55+) must contribute 
the additional amount of up to $1,000 to their own 
HSA. This proposal would permit both spouses, if eli-
gible for catch-up contributions, to make the addi-
tional contribution of up to $1,000 to the same HSA.

• HSA establishment grace period: HSA distributions cur-
rently may be made on a tax-free basis if the medical ex-
pense was incurred on or after establishing the HSA (i.e., 
funding the HSA). Proposals would permit tax-free distri-
butions incurred prior to HSA establishment, provided the 
account is funded within 60 days of HDHP enrollment.

• Over-the-counter drugs and medicines: ACA states that 
an individual can take a tax-free HSA distribution (or 
flexible spending account/health reimbursement arrange-
ment distribution) for a medicine or drug (other than 
insulin) only if it is provided pursuant to a physician pre-
scription. Proposals would eliminate this requirement.

• HSAs grow up (to the age of 26): One of the more 
popular provisions of ACA permits adult children to 
remain on a parent’s plan until reaching the age of 26. 
However, that provision did not extend to tax-free 
HSA distributions, which still follow the traditional 
tax-dependent determination (generally requiring the 
child to be under the age of 19 or, if the child is a full-
time student, the age of 24). More recent proposals 
have thankfully incorporated the aged-26 provision to 
HSA distributions.

• HSAs for premiums: Current law permits tax-free HSA 
distributions to pay for premiums only in very limited 
situations (Consolidated Omnibus Budget Reconcilia-
tion Act (COBRA), federal unemployment, past the age 
of 65, long-term care). More recent proposals have in-
cluded a provision to permit tax-free HSA distributions 
for any individual-market policy premium.

HSA Changes Would Make the Individual Market 
a Viable Alternative

Imagine a post-ACA world where the following factors all 
line up in favor of creating an individual market that can tru-
ly compete with the employer-sponsored group health plan.

• HSA contribution limits double to $13,000+ for family 
coverage.

• Tax-free HSA distributions are permitted to pay for 
premiums on the individual market (regardless of age/
circumstances).

• The individual market prohibits preexisting condition 
exclusions and medical underwriting.

• There is no employer mandate. (Every proposal for ACA 
repeal/replace, even the so-called skinny bill, would have 
removed all play-or-pay penalties under §4980H.)

• The individual market is not limited to qualified health 
plans (QHPs) meeting strict benefit and metal-tier 
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standards on the exchange, so low-premium plans 
(with less rich benefits) are readily available.

The Large HSA Opt-Out Approach
It is fairly common now for employers to offer a small opt-

out credit to employees with access to other coverage (e.g., 
through a spouse, domestic partner or parent) to avoid the 
cost of coverage where possible.

What if the opt-out credit becomes an enticement to join 
the individual market?

For example, assume an employer offers three medical 
plan options. The employer offers an opt-out credit (equal to 
the employer share of the premium for the lowest cost group 
health plan option) for employees who verify HDHP enroll-
ment in the individual market. This large HSA opt out is di-
rectly deposited in the employee’s HSA on a tax-free basis.

The employee uses this large HSA opt out to pay the pre-
mium for the individual market HDHP coverage on a tax-free 
basis. Employees may choose a lower actuarial value plan (e.g., 
58% based on previous proposals) that comes with a much 
lower premium. Where the opt-out credit amount is more than 
the cost of the HDHP premium, the employee can save the bal-
ance for cost-sharing amounts or long-term investments.

The employer likes this approach because the opt-out 
amount is tied to the employer share of the premium for the 
lowest cost plan. It therefore could reduce costs. 

The employee likes this approach because it provides 
broader flexibility, tax-advantaged contributions/distribu-
tions and the ability to save the balance in the HSA.

Short-Term Implications of the Large HSA  
Opt-Out Approach

This approach is likely attractive only to smaller employ-
ers at the outset. Competitive forces still require robust ben-
efit offerings for large employers. As more and more small 
employers test the waters, the approach could slowly gain 
momentum over a period of years.

This shift also could drive a significant portion of good 
risk (i.e., full-time employees) into the individual market for 
the first time in generations. As a result, premium costs in the 
individual market would stabilize as the risk pool improves.

Intermediate to Long-Term Implications  
of the Large HSA Opt-Out Approach

Midsized and large employers may begin to offer the large 

HSA opt out to respond to competitive forces from employ-
ees who have experienced the option and create the labor-
market demand.

Over time, more and more employees with low to average 
health risk are likely to flock toward the large HSA opt-out 
alternative. In many cases, these employees would see the abil-
ity to pay a low premium (albeit for less rich benefits) and save 
the balance in the HSA as a more compelling option than the 
traditional employer-sponsored group health plan. Employees 
with higher-than-average health risk would likely prefer to re-
main in the employer plan for the cost/comfort advantages.

The long-term implication of the large HSA opt out is a 
movement away from the predominance of the employer-spon-
sored group health plan industry to a more attractive, stable, 
tax-efficient and affordable individual market than we have had 
in the past century. Decades into the future, as the good risk of 
full-time employees migrates more and more to the individual 
market, employer plans may see cost increases that could be-
come unsustainable. That could be the recipe for an eventual in-
dividual market takeover driven by the large HSA opt out.

Summary
The proposal to take tax-free HSA distributions to pay for 

health premiums, when paired with the much higher pro-
posed HSA contribution limit, could be the spark for a legiti-
mate individual market alternative to employer-sponsored 
group health plans. Small employers would likely start the 
trend by offering some form of the large HSA opt out and, 
over time, the concept would slowly move up the chain to 
midsized and large employers.

As of 2014, the U.S. Census Bureau reports that 55.4% of 
the population is covered by employment-based insurance, 
compared with just 14.6% under an individual policy. Em-
ployer-sponsored group health plans could start to fade from 
dominance as the large HSA opt-out approach becomes a real 
competitor for employer and employee dollars. While it may be 
unlikely that anything but the very long-term future would see 
the end of the group health plan as we know it, it is likely that 
over time the large HSA opt out would lead to the individual 
market taking significant market share from group health plans.  

In the face of the potential for real competition from tax-
advantaged individual market coverage, made possible by pro-
posals to increase HSA contribution limits and broadly permit 
tax-free HSA premium distributions, the employer-sponsored 
group health plan industry faces an interesting challenge ahead.


