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The Economics of Health InsuranceThe Economics of Health Insurance

Where Does the Premium Go?

What Drives the Cost of Medical Care?

How Do Insurance Companies Determine Their 
Premium Rate?
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Where Does the Premium Go?Where Does the Premium Go?
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Individual InsuranceIndividual Insurance
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Where Does the Premium Go?Where Does the Premium Go?
IndividualIndividual vs. Small Group vs. Medium Group vs. Large vs. Small Group vs. Medium Group vs. Large 
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Where Does the Premium Go?Where Does the Premium Go?

Conclusions:Conclusions:

Premium is primarily driven by the cost of medical claims.

Administrative  costs are relatively minor and inflexible.

Portion spent on administration shrinks as groups get 
larger.

Insurer profits are a very small piece of the total 
premium.
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What Drives the Cost of Medical What Drives the Cost of Medical 
Care?Care?

Type of Service Used

Frequency of Use (Utilization)

Provider’s Charge for Service
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Sample Costs Per MemberSample Costs Per Member
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New Types of Services
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How Do Medical Costs Vary How Do Medical Costs Vary 
By Age and Gender?By Age and Gender?
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How Do Medical Costs Vary How Do Medical Costs Vary 
By Age and Gender?By Age and Gender?
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How Do Medical Costs Vary How Do Medical Costs Vary 
By Geographic Area?By Geographic Area?

National Annual Average = $2,600 Per Member
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How Do Medical Costs Vary How Do Medical Costs Vary 
By Provider?By Provider?
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How Do Medical Costs Vary How Do Medical Costs Vary 
By Benefit Plan?By Benefit Plan?
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How Do Medical Costs Vary How Do Medical Costs Vary 
By Insurance Product?By Insurance Product?

Inpatient Hospital Costs Per Member
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How Does Underwriting How Does Underwriting 
Affect Medical Costs?Affect Medical Costs?
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Why Do Insurers Underwrite?Why Do Insurers Underwrite?
Percent Distribution of Medicare Persons Served and Percent Distribution of Medicare Persons Served and 

Program Payments Under Medicare:  CY 1997Program Payments Under Medicare:  CY 1997
$29.8 Million Persons Served $175.4 Billion in Program Payments
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How Do Insurance Companies How Do Insurance Companies 
Determine Their Premium Rate?Determine Their Premium Rate?

Estimate Medical Costs Using Some Objective 
Criteria:

• Product (Indemnity, PPO, HMO)

• Plan Benefits

• Age

• Gender

• Geographical Area
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Estimate Medical Costs Using Some Objective 
Criteria:

• Product (Indemnity, PPO, HMO)

• Plan Benefits

• Age
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• Geographical Area

Adjust the Estimate for Underwriting Information 
(Objective and Subjective)
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How Do Insurance Companies How Do Insurance Companies 
Determine Their Premium Rate?Determine Their Premium Rate?

Estimate Medical Costs Using Some Objective 
Criteria:

• Product (Indemnity, PPO, HMO)

• Plan Benefits

• Age

• Gender

• Geographical Area

Adjust the Estimate for Underwriting Information 
(Objective and Subjective)

Add Expected Administrative Expenses and Profit

• Product

• Group Size
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The Economics of Health Insurance The Economics of Health Insurance 
SummarySummary

Premiums Are High Because the Cost of Medical 
Care is High

Some Administrative Cost Savings Possible For 
Small Groups; But Not a Significant Impact On 
Affordability

Expected Cost of Medical Care Can Vary 
Significantly Among Small Groups; That’s Why 
Premiums Will Vary Among Groups

To Make Premiums Affordable, Focus On The Cost 
of Medical Care
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