
Rationality and competition in insurance markets –
Preliminary!!

SCOR-TSE Workshop, November 24, 2025
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Threadline

Puzzles abound in empirical studies of insurance demand; for example, low
demand for Low Probability High Consequences (LPHC) risks.

Contradicts simple models, i.e., Expected Utility Theory + lottery choice.

Question: how to modify these models?

Economic question: ... while taking into account incentives from existing
competition on insurance markets?
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Possible Innovations

Survey Pitthan and De Witte, J. Of Behav. and Exp. Finance 2021.
Distinguish

• New theories (NEU): Probability weighting, prospect theory

• Biases: Framing, myopia, overconfidence, salience, emotions

• Or is it heuristics? Mental accounting, narrow framing, inattention

Lots of research avenues!

The survey finally underlines financial illiteracy as a likely common origin,
and education and information as solutions.
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What about New Models?

Survey Harrison and Ng, Risk Manag. Insur. Rev. 2019.

Supports probability weighting (RDU) over EUT and over prospect theory.

Introduces time preferences and dynamics.

Underlines the role of beliefs about riskiness, and non-performance.

We now explore these two themes in turn.
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Part I: the multiple roles of individual riskiness

The individual risk of an accident is key since it measures the cost of
insurance provision. It is:

• A statistical construct for the insurer (frequentist)

• A ‘subjective feeling’ for the insured (Bayesian): proba weighting,
overconfidence, optimism/pessimism.

Question: are some ‘objective’ probabilities revealed by competition?
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Adverse selection: When riskiness is better known by the
insured

• Under exclusivity, fair pricing but lower coverage for lower risks
(Rothschild-Stiglitz 1976)

• Under non-exclusivity, pricing is distorted upward for lower risks. Various
papers by Attar, Mariotti, and Salanié (me!).

Open question: what happens under probability weighting, or when agents
make stochastic errors?
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When these probabilities are better known by insurers

Villeneuve (Eur. Econ. Rev. 2003), Abrardi, Colombo and Tedeschi (Rev.
of Fin. Studies 2025).

Unexpected effects: riskier agents may end up without coverage; equilibria
with positive profits; pooling equilibria.

Intuition: think to insurers participating in an auction. We expect a fully
revealing, efficient equilibrium. But:

• Not true if insurers get different information (Abrardi et al.).

• Inefficient equilibria: if all are posting a high price, then deviating to a
lower price signals to the insured that he is a low risk, and thus reduces his
willingness-to-pay for insurance.

François Salanié, Toulouse School of Economics and INRAeRationality and competition in insurance markets – Preliminary!! 7 / 11



Part II: Non-performance

We have seen above that competition does not necessarily reveal
information, even in fully rational and fully competitive models.

Non-performance (the risk for the insured of not getting the indemnity)
also raises interesting issues.

This risk is a strong determinant of individual willingness-to-pay: Harrison
and Ng (Geneva Risk Insur Rev 2018, Schlesinger Prize), Hillebrandt (J. of
Insur. Issues 2023: a 0.1% risk of non-performance reduces WTP by
12%!)

Theoretical studies in Bourgeon and Picard (Am. Econ. Rev. 2014, Rand
J. of Econ. 2019): The possibility of “nitpicking” increases incentives for
auditing.
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Rational Non-Performance

An overlooked paper by Doherty, Laux, and Muermann (Rev. of Fin.
2015).

In case of an accident, a nitpicky insurer can choose to not pay the
contractual indemnity – but then the insured switches to another insurer.

Hence, an insurer pays the indemnity only if he expects to compensate this
payment by future profits with this insured agent.

Captures the usual distrust of insurers. Maybe not the reality, but assume
this is what people think.
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Consequences:

Implies an upper bound for (actually paid) indemnities: max I ≤ P−E Ĩ
r

Positive profits in equilibrium, and therefore reduction in demand

Insuring LPHC events is particularly costly

One-period contracts are optimal (keeps the option of switching)

Agents in distress lose access to insurance (they are less likely to pay the
insurer’s profits in the future)

Applies also to reinsurance! (In case there are re-insurers in the audience).
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Conclusion

Behavioral Economics opens exciting avenues for analyzing insurance
demand

... but this has to be streamlined by empirics, theory, and take into
account competition

The standard model of insurance (EUT + lottery) needs to be made more
realistic by including not only beliefs or distrust, but also some strategic
behaviors:

• Who’s informed about riskiness

• Strategic non-performance.
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