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Executive Summary

Medical Savings Accounts (MSAs) have been available in South Africa for almost a decade.  Health

insurance plans that utilize MSAs have captured half the market for health insurance there.  Individuals use

these accounts to pay expenses not paid for by third-party health insurance.

Unlike the United States experience, however, MSAs in South Africa developed in a relatively free

health insurance marketplace.  As a result, employers and insurers have been able to experiment and inno-

vate to find out what works and what does not.  Their experience offers valuable lessons for the United

States.

For example, a typical South African MSA plan has a deductible that varies, depending on the type

of health care service.  In a hospital setting, where patients have little discretion, the deductible is typically

zero.  But for outpatient care, where patients have considerable discretion, a deductible of, say, $1,100

typically applies.  In most cases, the high deductible also applies to drugs.  However, in the case of chronic

conditions, for which skimping on drugs could lead to more expensive care later, the deductible drops back

to zero.

When the behavior of South African families enrolled in conventional insurance plans is compared

with those in MSA plans, the results are striking:

On the average, discretionary spending (primarily outpatient spending) is 47 percent lower for

those enrolled in Medical Savings Accounts plans.

In addition, no evidence suggests that members of MSA plans are shifting costs to a hospital

setting where the insurer would foot the entire bill.

In fact, the evidence strongly suggests that MSAs — when designed and used in the right way —

are a useful tool for controlling the costs of prescription drugs.  We compared the behavior of 76,072

enrollees before and after they reached their deductible for outpatient spending.  Before reaching the de-

ductible, claims for prescribed drugs were paid out of the member’s MSA.  Since patients get to keep any

MSA money they do not spend, before reaching the deductible they are spending their own money.  Once

they reach the deductible, the insurer pays these claims in full.  The difference:
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The average cost of a prescription for members increased 7.1 percent after they hit their deduct-

ible.

More dramatically, the average number of prescriptions filled per month grew by 19.1 percent

after members exceeded the deductible.

Overall, the increase in per-member-per-month costs after hitting the threshold was 27.6 per-

cent.

Considering that annual U.S. drug spending is more than $100 billion, these results are a powerful indicator

of the potential of MSAs to control U.S. health care costs.

Patients are often more effective and more efficient monitors of prescription drug therapy than are

third-party payers, even under a regime of strict managed care.  The switch from a brand-name drug to a

generic equivalent may affect some patients differently than others.  Different dosage levels also have differ-

ent effects on different patients.  No one is in a better position to observe these effects and weigh the costs

against the benefits of alternatives than the patients themselves.  For example:

South African patients spending from their own MSAs reduced spending on Ritalin (for children

with attention deficit disorder) by almost 20 percent compared to their spending under a man-

aged care arrangement, without any adverse health affects.

Patients using their MSAs also were much more likely to purchase a generic equivalent that cost

only 38 percent as much as Prozac (for depression); by contrast, use of the brand-name drug

jumped 45 percent when patients were spending insurance company money.

In both these examples, patients with MSAs controlled costs as well or better than managed care —

without the costs associated with managed care.

Some MSA critics contend that the introduction of deductibles might induce members to forgo

necessary care in order to save money.  To test this proposition, we examined the use of two drugs

(Fosamax and Trisequens) used primarily for the prevention and treatment of osteoporosis in postmeno-

pausal women.  Patients used some of their MSA funds to buy these drugs in 1999, but switched to man-

aged care the following year so the insurer bore the entire cost of the drugs.  Here, the results are quite

different from the case of Ritalin.  The amounts spent using MSAs are almost indistinguishable from those

under the chronic benefit, providing convincing evidence that members were not forgoing necessary care.
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Introduction
Under the regime of Nelson Mandela in the 1990s, South Africa

conducted a unique experiment in the market for private health insurance.  After
deregulation in 1994, virtually every type of health insurance plan sold in the
United States was able to enter the South African market — from health
maintenance organizations (HMOs) to preferred provider organizations (PPOs)
to Medical Savings Account plans (MSAs).  And after a favorable ruling from
the tax authorities, employer deposits to MSAs received the same tax treatment
as employer payment of third-party insurance premiums.  Employees were free
to use their MSA funds to pay expenses not paid by third-party insurance.

Thus in South Africa, MSA plans have competed against other forms of
insurance on a level playing field for several years.  The result has been
remarkable.  From a zero base in 1994, MSAs have to date captured about
half of the private health insurance market (which covers approximately 7
million people).  By contrast, HMO-type managed care has made only small
inroads.  In addition, both average costs and annual increases under MSAs
have been significantly lower than under conventional health insurance plans.
The overall success of MSA plans in South Africa provides compelling
evidence of their attractiveness to both employer groups and individual
consumers.

This document evaluates the evidence for the effectiveness of MSAs in
ensuring affordable and sustainable care by examining five areas of expenditure:

Overall prescription drug spending,

Spending on discretionary outpatient services,

Spending on discretionary drugs and their generic equivalents, and

Spending on nondiscretionary drugs.

It makes the case that MSAs, by creating the correct incentives, can ensure that
discretionary costs remain under control. At the same time, it clearly shows that
MSA plan members do not forgo preventive care that is in their long-term
interest.

Flexible Medical Savings Accounts
In the United States, the design of tax-free MSA plans allowed under a

special pilot program is rigidly defined in the tax code.  In South Africa, insurers
have been free to innovate and experiment.  The result is a far more interesting
product — one better designed to meet customer needs.

Whereas a U.S.-type MSA plan has an across-the-board deductible
covering all medical services, South African MSA plans typically have varying
deductibles.  For example, a representative plan has no deductible for hospital

“In South Africa, Medical
Savings Account (MSA) plans
have captured half the market
for private insurance.”

“MSA patients reduce
spending on discretionary
items, without any adverse
effects on their health.”
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care on the theory that patients exercise little discretion within hospitals, but an
$1,100 deductible for annual outpatient care on the theory that patients have far
more discretion in that setting.  The high deductible also applies to prescription
drugs.  However, for chronic conditions, for which skimping on medication
could lead to more expensive care later on, the deductible drops back to zero.1

[See Table I.]

Controlling the Cost of Discretionary Spending.  Table II shows the
results of a study based on 61,760 South African families enrolled in
conventional insurance plans and MSA plans.  The results are striking.  On the
average, discretionary expenditure (primarily outpatient spending) was 47
percent lower for those enrolled in Medical Savings Accounts plans, with even
higher reductions among older enrollees.  No evidence suggested that members
of MSA plans were shifting costs to a hospital setting where the insurer would
foot the whole bill.

The coverage MSAs offer consumers and their ability to control
employers’ costs make them popular.  In what follows, we investigate in more
detail the ways in which the MSA encourages healthy behavior from health plan
members, while keeping the costs of medical care under control.

Controlling the Cost of Prescribed Medication.  Drug spending
forms a large and constantly growing part of the cost of medical care.  In the
South African private sector, more than 25 percent of all health spending is on
drugs, with an increase in real terms of 21 percent from 1997 to 2000.2  In the
United States, 8.2 percent of spending is on prescription drugs, with nominal
increases of 13.4 percent and 16.9 percent in 1998 and 1999 respectively.3

Although prescription drugs may help lower the cost of alternative therapies
(e.g., doctor therapy and hospital therapy), the high and rising cost of drugs
contributes to medical inflation and, in turn, to increases in health insurance
premiums. Keeping drug costs under control while continuing to provide quality
care is the challenge faced by all in the health sector.

The experience of Discovery Health in South Africa provides convincing
evidence that MSAs — when designed and used in the right way — can be an

TABLE   I

Design of Representative
South African MSA Plan
Service Deductible

Hospital Care 0
Outpatient care, including drugs R6,7001

Drugs for chronic conditions 0

1 Usually funded from MSA.
Note:  R1.00 ≅  US$0.15 (2000).

“Deductibles vary — giving
patients economic incentives
where incentives make
sense.”

“Below the deductible,
patients are spending their
own money; above the
deductible, they are spend-
ing insurance company
money.”

“After MSA patients reached
their deductible, their
monthly spending on drugs
increased by 27.6 percent.”
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exceptionally useful tool in this battle.  In 2000, of the 202,595 Discovery
members who were active for the whole year, 76,072 (or 37.5 percent)
reached their deductible for outpatient spending.  Before reaching the
deductible, claims for prescribed drugs (not including drugs for specified
chronic conditions) were paid out of the member’s MSA.  Any money
remaining in the MSA at the end of the year belongs to the member and can be
used to cover costs in the following year.  Members are essentially spending
their own money below the deductible and therefore have an incentive to spend
wisely. Once the member’s costs reach the deductible, the insurer pays the
entire cost of any claims.

This plan design enables investigation of the effects of MSAs on the cost
of medication.  Examining only the members who actually hit their deductibles in
2000, we find that:

The average cost of a prescription for members before they hit their
deductible was R85.10 (US$12.25).  For exactly the same mem-
bers, the average cost after hitting the deductible was R91.18
(US$13.13), an increase of 7.1 percent.

More dramatically, the average number of prescriptions filled per
month grew from 2.97 below the deductible to 3.54 after hitting the
threshold, an increase of 19.1 percent.

The overall growth in per-member-per-month costs after members
crossed the threshold was 27.6 percent.

Considering that annual U.S. drug spending is more than $100 billion,
the South African results are a powerful indicator of the potential value of
MSAs in managing drug expenditures in the United States.

Controlling the Use of Discretionary Services.  Certain medical and

TABLE   II

Discretionary Spending1 under MSA
Plans and Conventional Insurance Plans

Age of Head Conventional MSA Lower Spending
of Household Insurance Plan Plan by MSA Users

1 Primarily outpatient spending.

20-35 R6,044 R3,368 -44%
36-50 9,178 4,704 -49%
51-65 10,299 5,294 -49%
66+ 13,668 6,365 -53%

Average 9,225 4,129 -47%

“Discretionary spending was
47 percent lower under MSA
plans.”

“Patients are often more
effective and efficient moni-
tors of drug therapy than
third-party payers.”
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drug expenses clearly rely more on discretion than others.  Physical therapy,
dermatology and homeopathy are some of the clearer examples of relatively
discretionary services.  It is here that MSAs have some of their most powerful
and most useful affects.  If MSAs are performing their intended function,
members should spend less on these optional treatments when they are below
their deductibles (and hence spending their own money) than when they are
above (and hence spending insurance company money).

Looking again only at the members who hit their thresholds in 2000, we
find distinct differences in discretionary spending, as shown in Table III:

Once the deductible had been reached, spending per person per
month increased by 26.2 percent for dermatologists, 41.5 percent
for dieticians, 31.3 percent for homeopathy and a massive 66.1
percent for physical therapists.

Overall, claims increased by 33.3 percent per member per month
after the deductible was reached.

These figures show conclusively that when members have the right
incentives to spend their money wisely, they are likely to spend substantially less
on discretionary services.

Taking a Closer Look at Prescription Drugs
Patients are often more effective and more efficient monitors of

prescription drug therapy than third-party payers, even under a regime of strict
managed care.  The switch from a brand-name drug to a generic equivalent may
affect some patients differently than others.  Different dosage levels also have
different effects on different patients.  No one is in a better position to observe
these effects and weigh the costs against the benefits of alternatives than are the
patients themselves.

Case Study:  Prozac.  An analysis of the patterns of Discovery

TABLE   III

Spending Below and Above the Deductible
Percent
Increase

Below the Above the Above the
Practice Type Deductible1 Deductible1 Deductible

1 Rands per member per month.

Dermatologists R3.93 R4.96 26.2%
Dieticians R0.69 R0.98 41.5%
Homeopaths R3.31 R4.35 31.3%
Phsical Therapists R23.27 R38.65 66.1%

“Spending on discretionary
services jumped substantially
once patients exceeded their
deductible.”

“MSA patients control costs
better than managed care,
but without the costs of
managed care.”
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members’ usage of Prozac and its generic equivalents shows the value of MSAs
in encouraging members to consider shifting to generics.  In South Africa, the
retail price for a pack of 30 Prozac 20mg capsules is approximately R298
(US$42.90).  Generic equivalents retail at approximately R112 (US$16), or 38
percent of the cost of the brand name drug.  From a detailed analysis of the
76,072 Discovery members who hit their deductibles in 2000, we discover that
people using an MSA were more likely to switch to generics:

4,494 families had at least one member using Prozac or a generic
equivalent in 2000, with an annual expenditure of R7.214 million
(US$1.03 million).

When these members were below their deductibles —paying for
their own medicines — Prozac accounted for 31.2 percent of the
prescriptions and 49.3 percent of the amount spent.

Above the deductible, when the insurer was paying, the use of the
brand-name drug increased to 36.4 percent of the prescription and
55 percent of the amount spent.

This represents a 16.6 percent increase in utilization of the more
expensive drug once people exceeded their deductibles.

Other evidence of the MSAs’ impact is no less striking.  Prozac is also
covered for some members under Discovery’s tightly managed Chronic Illness
Benefit (CIB), which involves clinical registration criteria, an ongoing drug
utilization review and contracts with several providers of prescription drugs.
This benefit has no deductible, since spending on drugs for members with
chronic conditions is essential to avoid more serious complications and
hospitalizations.

Under this benefit, 44.8 percent of the utilization and 66.1 percent of
the expenditure is on the brand-name drug.  This represents a 43 percent
increase in usage when members are using insurance company money rather
than their own. The results of this comparison, summarized in Table IV, show
that patients using MSAs are better at managing drug costs than are managed
care plans.

Case Study:  Ritalin.  Ritalin is widely prescribed for children with

TABLE   IV

Utilization of Prozac in Different Settings

Brand Name Drug as  a Brand Name Drug as a
Percent of all Prescriptions Percent of  Total Spending

Before deductible 31.2% 49.3%
After deductible 36.4% 55.0%
Chronic Benefit 44.8% 66.1%

“Patients are more likely to
choose a cheaper, generic
equivalent when they are
spending from their MSA.”
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Attention Deficit Hyperactivity Disorder (ADHD).  However, many physicians
and consumers contend that Ritalin may be overused.  Figure I shows the
amount spent on the drug (per member per month) by Discovery members in
1999 and 2000.  The distinct seasonality — with substantial dips in usage during
the school holiday months of April, June/July, September and December —
suggests strongly that there is considerable discretion over the use of Ritalin in
this population.

In January 2000, a change in the design of Discovery’s insurance
product allowed Ritalin to be covered with no deductible if the member
registered for the company’s Chronic Illness Benefit (CIB) described earlier.
Previously, the member had paid for the drug with MSA funds until he or she
reached the deductible.  The design change enabled a natural experiment that
illustrates the changes in member behavior when discretionary items are covered
in an MSA or in a fully insured, tightly managed care environment.

Since the choice of whether to apply for the chronic benefit relied on the
member’s initiative, those who moved to the chronic plan (with no deductible)
were more likely to be the higher claimers.  By the end of 2000, a substantial
proportion of members were still paying for the drug from the MSA, reflecting
either ineligibility for the chronic benefit or, more commonly, the fact that the
member had not tried to register.  For this reason, Discovery restricted its
analysis to those members who moved to the chronic benefit before the end of
2000.

The results of the comparison are striking.  Figure II shows the average

“The pattern suggests there
is a lot of discretion over the
use of Ritalin.”

�Ritalin is widely prescribed
for children with Attention
Deficit Disorder (ADHD).”

FIGURE   I

Ritalin Cost per Member per Month
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cost per member to Discovery under the chronic benefit (managed care),
compared with the average amounts paid from Medical Savings Accounts by
those same patients one year earlier.

Several trends are clear:

The average costs of Ritalin claims paid from MSAs have remained
stable, at an average of R155.87 (US$22.44) (despite a small bump
in November 2000).

On the average, MSA claims paid are R39.76 (US$5.72) lower
than chronic claims, almost a 20 percent reduction.4

Thus the MSA performs the same function as a costly, tightly managed,
restrictive program at very little cost and with minimal hassle.  The CIB
management involves administrators, nurses and a call center, all of which are
superfluous when members have a stake in their own discretionary spending.

Case Study: Postmenopausal Drugs.  Some MSA critics contend
that the introduction of deductibles might induce members to forgo necessary
care in order to save money.  The implication is that when members are paying
for their own care, they might skimp on preventive treatment at the expense of
their future health.  The experience of Discovery’s enrollees shows that this
contention is simply untrue.

Month

FIGURE   II

Monthly Spending on Ritalin
(per member receiving Ritalin)
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“MSA patients spent 20
percent less on Ritalin than
those same families spent
under managed care.”
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The January 2000 product change also shifted several prescription drugs
used during and after menopause from the MSA to the CIB.  Two of these
drugs, Fosamax and Trisequens, are used primarily for the prevention and
treatment of osteoporosis in postmenopausal women, with the latter being
widely used for hormone replacement therapy.  Discovery’s product design
change presented an opportunity to evaluate whether members in the MSA
environment were forgoing necessary preventive care to save money, with the
potential for more serious (and costly) damage occurring later.

The analysis was identical to that performed for Ritalin.  Figures III and
IV show the per-member-per-month costs for Fosamax and Trisequens
respectively from January 1999 to December 2000, including a breakdown for
the amount spent from the chronic benefit and from the MSA plan, respectively.
The overall level did not increase with the introduction of complete coverage
with no deductible, suggesting that MSAs were not keeping expenditure on the
drugs artificially low.  The relatively stable levels of overall expenditure are
consistent with the nondiscretionary nature of the drugs.

To ensure that members’ health status did not cloud the results, the
detailed data were once again restricted to those members who switched from
the MSA to the chronic benefit before the end of December 2000.  Thus,
Figures III and IV compare spending by the patients over the two-year period
— from an MSA in 1999 and under managed care in 2000.

FIGURE   III

Monthly Spending on Fosamax
(For Osteoporosis, per member)
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“Where patients believe a
drug is necessary, there is no
difference between spending
from an MSA and spending
under managed care.”

“Fosamax and Trisequens
are used to prevent and treat
osteoporosis in post-
menopausal women.”
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Here, the results are quite different from those with Ritalin.  The
amounts spent using MSAs are almost indistinguishable from those under the
chronic benefit, providing convincing evidence that members are not forgoing
necessary care.  Even when members have no direct incentive to control their
costs, they do not claim more of these particular drugs than under the MSA
benefit.  When the extra costs of managing the chronic benefit are considered,
the value of the self-containing nature of MSA expenditure becomes obvious.

This is conclusive evidence that members are willing to spend their own
MSA money on preventive and necessary care, knowing that to do so is in the
best interests of their long-term health.

Conclusion
The evidence presented above is compelling. With carefully designed

MSAs, people are more likely to:

Spend less on prescription drugs,

Use generic equivalents of branded drugs, and

Contain their own costs on discretionary items while not skimping on
necessary medical care.

FIGURE   IV

Monthly Spending on Trisequens
(per member)
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“Patients do not skimp on
care that is necessary for
their future health.”

“The evidence is compelling:
MSA patients are able to
control the cost of prescrip-
tion drugs with no adverse
effects on their health.”
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The astounding growth of MSAs in South Africa is the clearest
endorsement of the success of these products.  When Medical Savings Account
plans are based on both extensive clinical knowledge and experience of
utilization patterns, they are the most appropriate and sustainable way of
financing private health care.

NOTE: Nothing written here should be construed as necessarily reflecting the
views of the National Center for Policy Analysis or as an attempt to aid or
hinder the passage of any bill before Congress.
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About the NCPA

The NCPA was established in 1983 as a nonprofit, nonpartisan public policy research institute.  Its
mission is to seek innovative private-sector solutions to public policy problems.

The center is probably best known for developing the concept of Medical Savings Accounts
(MSAs).  The Wall Street Journal called NCPA President John C. Goodman “the father of Medical
Savings Accounts.”  Sen. Phil Gramm said MSAs are “the only original idea in health policy in more than a
decade.”  Congress approved a pilot MSA program for small businesses and the self-employed in 1996 and
voted in 1997 to allow Medicare beneficiaries to have MSAs.  And a June 2002 IRS ruling frees the private
sector to have a flexible medical savings account and even personal and portable insurance.  A series of
NCPA publications and briefings for members of Congress and the White House staff helped lead to this
important ruling.

The NCPA also outlined the concept of using tax credits to encourage private health insurance.  The
NCPA helped formulate a bipartisan proposal in both the Senate and the House, and Dr. Goodman testified
before the House Ways and Means Committee on its benefits.  Dr. Goodman also helped develop a similar
plan for then presidential candidate George W. Bush.

The NCPA shaped the pro-growth approach to tax policy during the 1990s. A package of tax cuts,
designed by the NCPA and the U.S. Chamber of Commerce in 1991, became the core of the Contract
With America in 1994.  Three of the five proposals (capital gains tax cut, Roth IRA and eliminating the
Social Security earnings penalty) became law.  A fourth proposal — rolling back the tax on Social Security
benefits — passed the House of Representatives last summer.

The NCPA’s proposal for an across-the-board tax cut became the focal point of the pro-growth
approach to tax cuts and the centerpiece of President Bush’s tax cut proposal.  The repeal by Congress of
the death tax and marriage penalty in the 2001 tax cut bill reflects the continued work of the NCPA.

Entitlement reform is another important area.  With a grant from the NCPA, economists at Texas
A&M University developed a model to evaluate the future of Social Security and Medicare.  This work is
under the direction of Texas A&M professor Tom Saving who was appointed a Social Security and Medi-
care trustee.  Our on-line Social Security calculator (www.mysocialsecurity.org) allows visitors to discover
their expected taxes and benefits and how much they would have accumulated had their taxes been invested
privately.

An innovative nationwide volunteer campaign called Team NCPA (www.teamncpa.org) is under
way to raise awareness of the problems with the current Social Security system and the benefits of personal
retirement accounts.  Former Sen. Daniel Patrick Moynihan (D-N.Y.), speaking at an NCPA Sumners
Lecture, said that there is no serious proposal anywhere in the United States that would cut benefits for
current retirees.

In the 1980s, the NCPA was the first public policy institute to publish a report card on public
schools, based on results of student achievement exams.  We also measured the efficiency of Texas school
districts. Subsequently, the NCPA pioneered the concept of education tax credits to promote competition
and choice through the tax system.  To bring the best ideas on school choice to the forefront, the NCPA
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The NCPA is a 501(c)(3) nonprofit public policy organization.  We depend entirely on the financial support of
individuals, corporations and foundations that believe in private sector solutions to public policy problems.  You can
contribute to our effort by mailing your donation to our Dallas headquarters or logging on to our web site at
www.ncpa.org and clicking “An Invitation to Support Us.”

and Children First America published an Education Agenda for the new administration, policy-makers,
congressional staffs and the media.  This book provides policy-makers with a road map for comprehensive
reform. And a June 2002 Supreme Court ruling upheld a school voucher program in Cleveland, an idea the
NCPA has endorsed and promoted for years.

The NCPA’s Environmental Center works closely with other think tanks to provide common sense
alternatives to extreme positions that frequently dominate environmental policy debates.  A path-breaking
2001 NCPA study showed that the costs of the Kyoto agreement to halt global warming would far exceed
any benefits.  The NCPA's work helped the administration realize the treaty would be bad for America, and
it has withdrawn from the treaty.

NCPA studies, ideas and experts are quoted frequently in news stories nationwide.  Columns written
by NCPA scholars appear regularly in national publications such as The Wall Street Journal, The Wash-
ington Times, USA Today and many other major-market daily newspapers, radio talk shows, television
public affairs programs and public policy newsletters.  According to media figures from Burelle's, nearly 3
million people daily read or hear about NCPA ideas and activities somewhere in the United States.

The NCPA Internet site (www.ncpa.org) links visitors to the best available information, including
studies produced by think tanks all over the world.  Britannica.com named the NCPA Web site one of the
best on the Internet when reviewed for quality, accuracy of content, presentation and usability.  NCPA Web
sites average 4 million hits per month.

What Others Say about the NCPA

“...influencing the national debate with studies, reports and
seminars.”

- TIME
 “Increasingly influential.”

- EVANS AND NOVAK

“I don’t know of any organization in America that produces
better ideas with less money than the NCPA.”

- SEN. PHIL GRAMM

“Oftentimes during policy debates among staff, a smart young
staffer will step up and say, ‘I got this piece of evidence from the
NCPA.’  It adds intellectual thought to help shape public policy in
the state of Texas.”

- FORMER TEXAS GOV. (NOW PRESIDENT) GEORGE W. BUSH


