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JOB MARKET PAPER 

“Adverse Selection and Choice Complexity in Health Insurance Markets: When Nudging Hurts”  

    

Abstract: How to design and regulate health insurance markets is an important and complex policy question. Despite the 

attention given to this topic, there is significant room for improvement in understanding the micro-foundations of 

consumer choice in this market. Since insurer costs depend on the consumers enrolled, adverse selection is a potential 

problem that interacts with these foundations in a non-trivial manner. I study consumer choice of health insurance plans 
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using a novel propriety data set that contains a panel of plan choices and detailed utilization information of employees 

from a large firm. During the period studied, the firm changed the menu of health plans causing an exogenous shock to the 

set of choices available to the employees. We use this variation along with several unique features of the choice 

environment to estimate a structural choice model that quantifies differences in choice adequacy across states when 

employees are allowed to default into a specific plans and those where they are not. The model identifies the level of 

inertia in the population separately from heterogeneity in risk preferences to provide the most detailed assessment of 

choice foundations in this setting. As an input into the choice model, I develop a new methodology to estimate individual-

plan specific ex ante distributions of out of pocket costs. 

 

I find evidence of substantial choice inadequacy when consumers are allowed to default into a health plan as opposed to 

not, controlling for the level of risk aversion. In addition, I reveal that there is substantial adverse selection against the 

most comprehensive insurance plan in this market. Based on these results I study two questions of market design (i) 

whether plan prices in „active‟ choice period have an overly large impact on long run market outcomes and (ii) whether 

information provision that reduces choice inadequacy is a good policy initiative. I find that (i) the price in active choice 

periods impacts the long run enrollment levels, prices, and degree of selection and (ii) that information provision reduces 

aggregate welfare in my setting.   
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