
Health Insurance Overview 
 
How Does Health Insurance Work? 
 
In our economic climate, talk about insurance and health coverage can be heard just about every time you 
turn on the news. Insurance can be a confusing topic so I want to help break it down for you. 
 
The basic idea behind all insurance is sharing the risk. Here’s an example. 
  
Let’s assume there are ten people. Out of these ten people, the likelihood is that maybe one or two will get 
seriously ill, another three or four will have some illnesses and doctor visits, two will have routine well-
care visits, and one or two won’t see a doctor at all. Some will end up with large medical bills, and some 
with none. The reality is that no one knows who will need what, which means all ten people are at risk of 
being the one who becomes seriously ill and faces a large medical bill. 
  
So to help avoid being that one person, all ten people pool some money and agree to pay the medical bills 
out of that pool. No one person gets the zero bill, but no one gets the huge medical bill either.  
  
If this group of people accurately estimated what bills there would be AND they pool enough money to 
cover the bills, it works for everybody. You trade the possibility of not having to pay anything for the 
certainty that you will not be stuck with the huge bill by yourself.  
  
Of course, there are other factors to complicate the matter, but the basic idea behind insurance is that 
everyone shares the risk. 
 
What impacts the cost of health insurance? 
 
Now that we have a basic understanding of how insurance works it’s important for us to understand what 
impacts the cost of health insurance.  
  
The number one biggest factor is claims. 
  
Let’s take the same ten people we used in our first scenario. If the insurance company charges each of 
these ten people $500 a month to be covered then the insurance company will receive $60,000 in 
premiums for the year. 
  
If the amount the insurance company pays out to doctors, hospitals, or pharmacies for the year is more 
than the $60,000 they collected, the company loses money. As a result, they will raise insurance rates for 
the next year. 
  
If, on the other hand, the amount they pay out is less than $60,000 then the insurance company makes 
money.   
 
When there is a profit, the insurance company can do any number of things but one option they most 
likely won’t choose is to lower premiums. 
    
Another huge factor in the cost of insurance is the risk pool. A part of setting insurance rates is measuring 
risk. 
  
So again, let’s assume there are ten people. 
  



The insurance company wants to know how much it should expect to pay out in medical claims for this 
group of ten before it sets the premium. The company begins to measure the risk by asking what the 
likelihood is that each individual will need expensive medical care. 
   
If 6 or 7 of them are older, while 5 are overweight, and 4 have a history of diabetes, they expect costs for 
that group as a whole to be higher than a group of younger, more athletic, and healthier persons. 
Therefore, they set the premium for the riskier group at a higher rate. 
  
Similarly, a pool of ten persons is riskier than a pool of 100 persons; and a pool of 500 is even less risky. 
Why? Because you collect more in premiums for a larger group, and the likelihood of healthy persons 
who use little medical care being included increases as the size of the group increases. 
 
There are others factors that impact the cost of insurance but this gives you a basic understanding of two 
of the largest. 
  
How did family insurance become an employer responsibility? 
 
We’ve now given you the basic overview of health insurance and what factors affect the cost. Now we 
shift to looking at how insurance became an employer responsibility.  
 
While it’s not the case for other countries, in the United States most health insurance is related to 
employment. 
  
Research shows that prior to World War II, most Americans paid for their own medical care. However, in 
1942 the War Labor Board ruled that contributions to insurance and pension funds did not count as 
wages. In a war economy with labor shortages, employer contributions for employee health benefits 
became a means of maneuvering around wage controls and attracting the best employees. By the end of 
the war, health insurance was on its way to becoming a standard feature of employment. 
  
A further important boost to these employer-paid benefits came in 1954 when the IRS made it clear that 
employers' contributions for health benefit plans were generally tax deductible as a business expense and 
were to be excluded from employees' taxable income.  
  
This was not widely considered a serious issue until health care costs began to rise dramatically. As costs 
rose, the price of insurance also rose, and employees demanded increased coverage.  Some economists 
link the rise of healthcare costs to the existence of insurance, which added a third-party payer and 
removed a major incentive for employees to be concerned about the cost of health care. As long as the 
insurance company paid the bill what was the incentive for the employee to worry about the medical cost. 
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