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Behavioral Consumers and Health Care Markets  
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• Health care markets have consumers making important decisions 
in complicated settings   

 

• Many cases where consumer treatment choices seem misguided, 
with implications for contract design  

 

• Growing body of work on medical provider decisions and 
implications for incentive design and quality regulation    

 

• Substantial literature on behavioral consumers in insurance 
markets, with implications for firms and regulators as well 

 -- Demand analysis 

 -- Supply-side / regulatory implications  

 -- Unanswered questions 

 
 

 

 

 

 



Insurance Markets: Demand Analysis 
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Behavioral Economics and Health Insurance Choice 
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• Health insurance markets are fantastic “laboratories” for 

studying consumer-decision making when choices are: 

• Complicated  

• Boring  

• Important 

 

• Key additional ingredient: inherent uncertainty 

 

• Market designers have substantial input into choice 

architecture and product regulation  

• Great context to translate behavioral economics research into policy 

• Fantastic micro-level data with ability to judge right and wrong 

• Many different environments to study 

 



Expected Utility with Behavioral Consumers   
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• Expected utility is baseline model of demand for insurance. 

Papers in literature modify this to account for informational / 

behavioral issues 

 

• Model in Handel and Kolstad (2015, AER): 

   



Expected Utility with Behavioral Consumers   
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• Expected utility is baseline model of demand for insurance. 

Papers in literature modify this to account for informational / 

behavioral issues 

 

• Model in Handel and Kolstad (2015, AER) 

   

Ex ante distribution of 

out-of-pocket medical 

spending in j 

V-NM utility given one 

health spending 

realization s 



Expected Utility with Behavioral Consumers   
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• Expected utility is baseline model of demand for insurance. 

Papers in literature modify this to account for informational / 

behavioral issues 

 

• Model in Handel and Kolstad (2015, AER) 

   

Biased perceptions: 

π- Doctor Prefs 

µ - Health Status 

Ψ - Plan characteristics  



Empirical Implementation:  

Handel + Kolstad (2015 , AER)   
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• Easy to write down model, harder to quantify consumers’ 

departure from homo economicus 

 

• Data from large employer with 150,000 consumers and 2 primary 

plan choices 

 

• One method: use comprehensive survey data on consumer 

information about (i) health status (ii) provider network 

preferences and (iii) plan characteristics 

 

• Identification Strategy: rational / fully informed consumers make 

choices with baseline expected utility, biased / uninformed 

consumers leave money on the table   



Empirical Implementation:  

Handel + Kolstad (2015 , AER)   
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• Empirical implementation is middle ground between fully 

structural behavioral model and reduced form model 

 

 

 

 

 

 

• Clear that, using data alone, consumers are losing 

meaningful sums of money in choice, model quantifies this 

and paper analyzes implications 

Z- Indicator of mis-

specified beliefs 

and/or limited 

information 



Key Results:  

Handel + Kolstad (2015 , AER)   
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• Average consumer with limited information / biases willing to leave 

almost $2,000 on table relative to fully informed rational consumer  

 
• Consumer choice issues: 

• Provider networks 

• Plan Characteristics 

• Projected Health Spend 

• Hassle Costs 

 

 
• Implications for Risk 

Preference Estimates: 
• Consumers estimated to be 

much less risk averse once 

precise signals on information 

sets considered 

• Important implications for 

welfare analysis of insurance 

market policies 

 



Bhargava, Loewenstein, Sydnor (2017, QJE) 
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• Study large employer with 24,000 employees where employees 

choose from flexible menu with up to 48 possible plans 

 

• For almost all employees, choosing low deductible options are 

strictly dominated by high-deductible options 

 

• Most employees choose dominated option, losing on average 

$400  

 

• Good evidence that something apart from standard expected 

utility model must be in play: no degree of standard risk aversion 

can rationalize choices 

 

 



Bhargava, Loewenstein, Sydnor (2017, QJE) 
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• Series of online experiments to disentangle different explanations: 

 

 1. Menu complexity: as number of plans N increases or   
     number of attributes per plan increases, menu becomes    
     more complex. As this increases, consumers less likely to 
     find / choose best plan.  

 

 2. Alternative preferences: Consumers gain financial value   
     from not making out-of-pocket payment, above and   
     beyond financial implications. Liquidity constraints, desire 
     for budget predictability or just don’t like act of paying. 

 

 3. Insurance literacy: May follow expected utility model but    
     have incorrect beliefs about key decision inputs. E.g.,   
     consumers may not understand OOP maximum or own     
     health risk.       

 

 

 



Bhargava, Loewenstein, Sydnor (2017, QJE) 
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• Series of online experiments to disentangle different explanations: 

 

 1. Menu complexity: not much impact when reducing menu 

     from 12 plans X 2 attributes to 4 plans X 1 attribute 

 

 2. Alternative preferences: Intensive information treatment    

     leads to great reduction in dominated plan choices,    

     suggesting alternative preferences play a minor role 

 

 3. Insurance literacy: Seems primary explanation: with   

     intensive information / comprehension treatment       

     incidence of dominated plan choice falls from 48% to   

     18% 

 

 

 



Active Choice Issues: Additional Evidence 
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• Literature now has quite a few empirical papers studying active choice 

issues in health insurance markets.  

 

• Medicare Drug Insurance: Abaluck and Gruber (2011,2016), Heiss et al. 

(2010), Ketcham et al. (2012) all show seniors in the U.S. leaving 

substantial sums of money on table in initial choices 

 

• Information Provision: Kling et al. (2012) show that information provision 

to seniors in part D improves choices and value from insurance, Abaluck 

and Gruber (2017) study similar questions 

 

• Choice Set Regulation: Abaluck and Gruber (2016) study plan choices of 

employees in Oregon school districts. Employees leave substantial 

sums of money on the table in active / passive choices. Choice set 

curation / regulation is only intervention that has impact on choice quality 

(not information provision or forced active choice)   

 

 



Inertia 
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• Quite a few empirical papers studying inertia, many potential 
underlying mechanisms: 

 -- Handel (2013), modeled as switching cost 

 -- Ho et al. (2016), modeled with rational inattention 

 -- Search costs, naïve present bias, endowment effect,       
    switching providers other explanations 

 

• Typical identification:  

 -- Natural experiment where all consumers make active   
     choice in one year, passive choices after   

 -- Also, compare new enrollees to similar existing enrollees 

 

• Though certain strategies used to suggest which mechanisms are 
in play, papers typically lump mechanisms together. Matters for 
some policy questions but not others 

 

 



Inertia: Potential Micro-Foundations 
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• Potential mechanisms underlying inertia include: 

 

 1. Switching costs 

 2. Search costs 

 3. Inattention 

 4. Naïve present bias 

 5. Switching providers 

 

• Literature in general does not distinguish between these 

mechanisms: there are some policies / cases for which 

disentangling the mechanisms is crucial, and others for which it 

is less important. See Handel and Schwartzstein (forthcoming, 

JEP) for a discussion. 

 



Inertia: Some Results 
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• Handel (2013) – Consumers on average willing to leave 

$2,000 on table to stay in default option 

 -- Evidence from new entrants compared to old 

 -- Evidence from dominated plan choice 

 

• Ho et al. (2016) – Consumers switch 10% of time, similar 

likelihood of paying attention in rational inattention model 

 -- More likely to switch with shocks to (i) current plan premium   

    change (ii) current plan cost-sharing change  

 -- Amount of money left on table due to inertia is significant 

 

• Other papers also document significant losses from inertia: 

 -- Ericson (2014), Polyakova (2016), Heiss et al. (2016), Abaluck   

     and Gruber (2017) 



Insurance Markets: IO Implications 
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Key Themes 
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What are the implications of behavioral consumers for market 

design and competition policy? 

 

    -- Regulation and welfare analysis 

 

  -- Adverse selection and choice quality  

  

  -- Firm pricing with behavioral consumers 

 

 -- Paternalistic policies and competition 

 

  

 
 

 

 



Regulation and Welfare Analysis 
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• With behavioral consumers, demand and welfare-relevant value 

are separate objects that need to be quantified for policy analysis 

  

 
 

 

 



Regulation and Welfare Analysis 
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• With behavioral consumers, demand and welfare-relevant value 

are separate objects that need to be quantified for policy analysis 

 

• How do you do this empirically [Handel and Schwartzstein (2018)]?  

 

 -- Use decisions of experts to determine welfare curve for   

    “similar” consumers 

 

 -- Survey consumers and use informed consumers to       

     determine welfare curve for “similar” consumers 

 

 -- Implement “fully debiasing” intervention and use results to     

    determine welfare curve  

  
 

 

 



Example: Handel & Kolstad (2015) 
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• With behavioral consumers, demand and welfare-relevant value 

are separate objects that need to be quantified for policy analysis 

  

 
 

 

 



Adverse Selection and Choice Quality 
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• In insurance markets, costs depend on who chooses the 

product.  

 

• This can lead to adverse selection, which can lead to 

inefficient provision and even market unraveling 

 

• Improving consumer choices can lead to worse outcomes 

for the market overall by exacerbating adverse selection 

 

• Relationship between adverse selection and choice quality 

depends on choice environment / market foundations  

 

  
 

 

 



Example: Handel (2013) 
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• Population is worse off overall after choices improve w/ reduced inertia 

• Polyakova (2016) shows example where reverse is true  



Adverse Selection and Choice Quality 
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• Handel et al. (2017) studies systematically, in active 

choice environment, when improved choices do or do not 

improve consumer welfare  

 

 

 

 

 

• When choices improve, if consumers resort along the 

demand curve according to cost then welfare impact is 

lower (or negative); if they resort according to surplus 

more than welfare impact is greater 
 

 

 



Firm Pricing with Behavioral Consumers 
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• Insurers could take advantage of consumer frictions / biases 

systematically in their pricing / markups 

 

• Not many papers on this: but a few that study invest-then-

harvest pricing when consumers have inertia 

 

• Ho et al. (2017) low pricing at outset of Medicare Part D 

market, fast price rises afterwards. In counterfactual analysis, 

predict government savings of $550 million per year due to 

reduced subsidies if inertia removed entirely 

 

• In many insurance settings, prices heavily regulated so this 

may be less of a concern here than in other sectors 

 



Paternalistic Policies and Competition 
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• Several papers suggest that information provision to 

consumers alone is not enough to markedly improve choices 

 

• What about more paternalistic policies: 

 -- Curating choice sets 

 -- Smart / Targeted Defaults  

 

• Abaluck and Gruber (2017) empirical work showing that 

curating choice set leads to welfare improvement: greater 

benefit from reduced errors relative to heterogeneous prefs 

 

• Handel and Kolstad (2015, Brookings) study targeted defaults 

 

 



Targeted Defaults: Example 
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