Bounded rationality and competition in insurance markets
(Francgois Salanié)

There are a number of models which seek to empirically describe insurance demand. For
example simple models like Expected Utility Theory plus Lottery Choice. But these models
fail to explain some puzzles in insurance like low demand for Low Probability High
Consequences (LPHC) risks.

This research attempts to address how models should be modified while taking into account
incentives from existing competition online insurance markets.

Some possible innovations suggest focus should be on probability weighting and prospect
theory and understanding how biases such as framing, myopia and overconfidence or the
use of heuristics can impact the risk of underinsurance. Possible solutions to solving these
puzzles include financial literacy treatments, that aim at improving knowledge and use of
finance.

Other avenues to explore include the role of beliefs about riskiness and non-performance.
Firstly, regarding beliefs about riskiness it needs to be recognized that the views of the
insured and the insurer can be different. Riskiness is a statistical concept for the insurer but
is more of a subjective feeling for the insured. This subjective feeling will be influenced by
biases such as overconfidence and optimism. This raises the question if more objective
probabilities are revealed by competition in the same way that the true cost of any other
product is revealed by competition.

Further, there is a difference in ability to assess the risk. For a consumer it may be difficult to
assess their own risk and/or the potential loss if the risk event occurs. Insurers consider
adverse selection a risk when individuals know more about their risk than the insurer.
However, it can be interesting to think of the scenario when the insurer knows more about
the risk and in fact the gap in knowledge/understanding for the consumer impacts the
demand for insurance coverage. This imbalance of information can lead to two types of
market outcomes: 1) If insurers generally use this information which is unknown to the
insured, and offer identical premiums, then this can result in risk pooling where everyone
pays the similar premiums resulting in profitable outcomes for the insurers or 2) insurers use
this information to differentiate their pricing. Lower prices can potentially signal to an insured
that they are considered a lower risk, resulting in a reduced willingness to pay and
underinsurance.

Non-performance risk is an important factor for consumers. If there is any doubt that the
insurer might not pay a claim, the value of the cover is significantly reduced from the
consumer perspective. This has been quantified showing a 0.1% increase in non-
performance risk reduces willingness to pay by 12%.

In summary, behavioral economics opens exciting avenues for analysing insurance demand
but it needs to be studied in tandem with theoretical models, empirical studies and taking into
account the impact of competition.
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