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Investigate switching cost which contribute to poor choices in a market where
adverse selection is a concern

Handel develops a structural choice model that jointly qualifies switching costs,
risk preference, and health risk

He finds large switching costs and a high degree of adverse selection presented

using two tests

First, hestudies the behavior of new entraot®r several periodssho have zero switching costs,
over several choiceeriods compared to previous entrants with the default option

Secondakes advantage of it is possible for a plan to completely dominate another option due to
price changes , yet the majority of customers continue to enroll in the plan that is dominated

In addition, he uses claims data before the menu change to show significant adversedelection
customers who chose more comprehensive coverage after the change have approximately doublec
their expenditure.

Also study an experiment where consumers are provided with more information t

decrease their switching costs to zero
In the partial equilibrium model, the policy improves consumer welfare by 10%

In the full equilibrium model, the poliayow effects prices which significantly increases adverse
selection thereby deceasing welfare by 26.7%
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The panel dataset covers employees in a large Midwestern firm
containing the health insurance choices and subsequent claims
realizations for all the employees

In the middle of the period studied the firm significantly changes
the menu of health plan options

In subsequent years, employees have the default option as a chois
as opposed to making an action decision

After the menu change the firm offers three plan options with the
same medical benefits but different financial characteristics

The menu change and the default structure gives us the ability to
observe choices in periods with and without switching costs while
the relative plan features and detailed medical information allow
them to accurately assess what plan values should be independer
of switching costs
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Carlin & Town (2007) utilize the same Johns Hopkins predictive
medical software package find adverse selection is high but the
welfare impact is low due to price inelasticity of consumer demand

Cutler& Reber(1998)1 The Harvardstudy that does not use a
structural model but studi¢ise tradeoff between more adverse
selection and greater competition when consumers pay a higher
marginal price ta btainmore comprehensive insurance. They in
addition toEinay, Finkelstein, and Cullen (2009) perform a similar
pricing environment aslendel

Cutler, Lincoln, &Zeckhause(2009}study factors influencing the
movement of individuals across health plans. Study the interactions
between adverse selections, adverse retention, and aging in place.
This work is notable in that it illustrates the way consumer choice
behavior interacts with plan pricing in a dynamic setting. But they do
not as in this paper analyze the specific counterfactual policy
experiments as this papaoes

Provide evidence consistent with a low level of price elasticity of
demand for medical services(moral hazard) that is consistent with
literature from Kowalski (2009); Manning, NewhouBeian Keeler,
& Leibowitz (1987); and Newhous€1993)
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Madrian& Shea (2001) study inertia in 401(k) savings plans
A number of papers on switching costs within a structural choice framework

Dube Hitsch Rossi, &Vitorino (2008)i study switching costs in the context of brand
loyalty

Shcherbakoyg2007)i estimates a dynamic model of switching costs int.theable
market

Farrell and Klemperer(2007) and Klemperer (1995) study the impact of switching cost on
market equilibrium. They show firms can gain significant market power by accumulating
market share. This paper takes this work to a more complex setting considering the marke
with adverse selection

Two studies investigate choice inadequacy in privatized Medicare Part D

Abalucké& Gruber (2009 study the difficulty to assessing the value of the plan
options. Study a counterfactual where they reduce the number of options in a way to
increase welfare

Kling, Mullainathen Shafir, Vermeulen & Wrobel (2008)}perform anexperiement
anlyzingthe impact of targeted information provisiangrovechoices and welfare in
the partial equilibrium setting. However this work suggest that information can
effectively improve decisions which this paper takes as given

Sunstein& Thaler(2008)i illustrate that altering the framework within which consumers
make decisions can drastically alter choice outcomes. This provides a framework for the
authors policy experiment that assumes information provisions reduce switching costs. Thi
do not study the impact of Anudgeso on e
Anudgeso in markets in a parti al equi l i b
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From 20042008, the author observes the plan choices and health claims made &
every individual at a large employer with approximately 9,000 employees per ye
(17,000 covered lives) with 7,500 employees that choose to participate(14,000
covered lives) per year

Connect plan choice, employee demographics, and medical utilization

Employee demographics include age, sex, zip code, tenure with the firm, numbe
and relationship of dependents, month of entry/exit from the firm, income as
grouped into one of five tiers, whether or not an employee is involved in
guantitatively sophisticated job or is higher management

For each individual they observe the payment and medical information for each
claim, which includes deductible paid, coinsurance paid, copayment, insurer pai
total billed charges and whether the claim is in or out of network

On the medical side they have data on diagnostic codes, CPT procedure codes,
medical provider, medically relevant aggregations of diagnosis, procedure, and
provider specialties
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All Emplovees PPO Ever 04-09 Final Sample

EMPLOYEES 14.248 6,308 2,022
GENDER (MALE %) 47T .4% 45.9% 48.5%0

MEAN AGE (MEDIAN) 39.9 39.9 46
(37) (37) (16)

INCOME

Tier 31.3%% 31.79%% 20.3%
Tier 36.6% 39.4%% 41.4%%
Tier 17.3% 12.5% 23.9%
Tier 6.5% 5.6%% T.5%
Tier 8.3%% 4.8%% 6.9

FAMILY SIZE

_|_
STAFEF GROUPING
MANAGER 25.7% 24.3% 34.3%
WHITE-COLLAR 46.1% 47.5% 43.1%0
BLUE-COLLAR 28.3% 27.9% 21.7%
EMPLOYMENT CHARACTERISTICS

QUANTITATIVE MANAGER 16.6%% 13.1% 19.2%
JOB TENURE (MEDIAN YEARS) 4.6 3.8 7.8

Table 1: The first column describes demographics for the entire sample whether or not they ever
enroll in insurance with the firm. A higher numbered income tier implies higher income. The second
colummn summarizes demographics for the sample of individuals who ever enroll in a PPO option
(people who ever appear in the claims data). The third column describes our final estimation sample
which includes those emplovees who (i) are enrolled in PPO_q at £_1 and (ii) remain enrolled in
any plan at the firtn through at least fo. The final estimation sample is slightly older. richer. and
more family oriented then the full sample.
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2004, year {, the employer offered four HMO plan options(HMO
HMO, , HMO,and HMQ) and one PPO option(PED

2005, year ¢, the employer experienced a menu change such that
years onward the plan offerings would be two of the previous HMO
plans(HMQ , HMO,) and three new PPO options(PEOPPQ,, and

PPQZOO)

The three new PPO options and the previous PPO option have the
same provider, covered medical services, and contractual treatment
providers. The difference is that premiums and plan financial
characteristics

The employees at yegrwhere forced to change plans and make an
ARactiveo plan choi ce

Author limited the sample to the employees who where PPO plans
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