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Abstract

This paper provides field evidence on (a) how price framing affects consumers’ decision
to switch health insurance plans and (b) how the price elasticity of demand for health in-
surance can be influenced by policymakers through simple regulatory efforts. In 2009, in
order to foster competition among health insurance companies, German federal regulation
required health insurance companies to express price differences between health plans in
absolute Euro values rather than percentage point payroll tax differences. Using individual-
level panel data, as well as aggregated health plan-level panel data, we find that the reform
led to a sixfold increase in an individual’s switching probability and a threefold demand
elasticity increase.
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1 Introduction

Price competition is central to the idea of managed competition. Under managed competi-
tion, consumers should be provided with standardized benefit packages as well as transpar-
ent and extensive information about quality of care, along with an array of different health
plans to choose from. In theory, health insurances would then face incentives to improve
the quality of care, cut costs and, thus, compete solely on the basis of health care quality
and prices. A necessary condition for this model to work in practice is cost-consciousness
among consumers and a sufficiently large price elasticity of demand for health plan choices.
In other words, switching costs across health plans need to be sufficiently low and price
sensitivity among consumers sufficiently large.

The question of how to design health insurance markets that foster price competition
among insurances is a critical piece of the puzzle in figuring out how to curb health expen-
diture growth while improving quality of care. For any type of market-based health insur-
ance reform, price competition among insurances and price sensitivity among consumers

are both crucial.

The key feature of this article is to show that price framing has a substantial impact on
price competition and price sensitivity in the health care market. We exploit a natural exper-
iment that exogenously changed the framing of health plan prices in Germany. By means
of laboratory experiments, various studies show that the framing of decisions matters (cf.
Tversky and Kahnemann (1981)). Few studies do so using real-world settings (cf. DellaV-
igna (2009)). Chetty et al. (2009) demonstrate in a field experiment that price framing of
commodity taxes affects demand. Wallace and Huck (2010) provide a comprehensive lit-
erature review on the impact of price frames on consumer decision making and conclude
that there is limited evidence on some sort of price framing. After summarizing the “patchy
evidence” that comes from experimental research and consumer surveys, Wallace and Huck
(2010) implement five pricing strategies in a coherent experimental setting in order to study
consumer decision making. Bertini and Wathieu (2006) also offer a concise introduction of
how the framing of prices affects the perceived value of goods. The study that is closest in
spirit to ours is Hastings and Tejeda-Ashton (2008). In an experiment conducted in Mexico,
they use a sample of financially illiterate to show that presenting fees in pesos instead of
annual percentage rates induces changes in choice behavior in a hypothetical investment
setting. To our knowledge, this is the first study in a real world setting that shows how
consumer behavior in the health care market is causally affected by price framing. Hence,
this paper contributes to the growing, but still scant, literature on behavioral economics and
health care (cf. Frank (2004); Liebman and Zeckhauser (2008)).

Given its enormous relevance, it is not surprising that the empirical (health) economics

literature on price competition and consumer price sensitivity of health plan choice is large.

The great majority of the existing evidence comes from the United States. In terms of health



care spending, the US health care market is the most important one in the world. At the
same time, it is among the most fragmented and, presumably, least regulated systems in
the industrialized world. The majority of the US population is enrolled in a health care plan
that is offered by one of the more than 1,200 private health insurance companies. Even when
insurance coverage is predominately funded through taxes, enrollees are often covered by
private health insurance plans. In total, thousands of different health plans exist, each offer-
ing a different benefit package and a different combination of deductibles, copayments, and
stop-loss limits. Moreover, health insurance companies negotiate provider reimbursement
rates separately and, hence, the quality of care differs widely across plans and settings. To
a large extent, quality of care is not observable by consumers. This information asymmetry
makes health plan quality an experience good and results in health plan choice persistence

and “status quo bias”—factors that lower consumer price sensitivity.

Two additional distinct features of the US health care system presumably lower premium
elasticities: limited choice of plans and higher switching costs due to provider network
changes induced by switching. More than 50 percent of all working age Americans obtain
health insurance coverage through their employers (National Center for Health Statistics,
2011). In the first stage, employers select health plans and offer them to their employees. In
a second stage, employees choose health plans. Although health plan choice has increased
over time, more than 80 percent of all firms that offer health insurance only offer one type of
plan—the great majority of employees can only choose from a menu of managed care plans
(The Kaiser Family Foundation, 2011). Managed care plans, however, restrict provider ac-
cess to a predetermined provider network. This means that health plan switching often
entails provider switching, which boosts health plan switching costs. Cebul et al. (2011) find
that, in the US health insurance market, search frictions are substantial and increase insur-
ance premiums. These issues do not exist in Germany. Plan switching comes with much
lower costs since there are no provider networks in Germany and choice of hospitals and
doctors does not depend on the health insurance provider. Moreover, there is no employer
health insurance and insurance companies offer a substantially homogenous product.

Principally due to data limitations, the great majority of research on the effect of price
changes on switching behavior focuses on the US employer group market, makes use of
tirm data from a single employer, and identifies elasticity estimates based on within em-
ployer premium variation (see Section 2 or Gaynor and Town (2011) for a comprehensive
overview). Given the lack of comprehensive consistent data, the “reduced form literature”
on this topic is relatively sparse. On the other hand, a rich literature that models whole
health insurance markets structurally has emerged (see Section 2). However, the struc-
tural strand of the literature mainly focuses on modeling welfare implications of adverse
selection. As a “by-product”, these studies often also provide demand elasticity estimates
of health plan choice. In summary, it comes as no surprise that elasticity estimates vary

tremendously and that reviewing literature finds no consensus on this point.



This paper advances the literature on price competition, price framing, and consumer
price sensitivity in the health care market in several respects. We study the German health
insurance market, which has distinct features that allow us to shut down multiple channels
that might have potentially confounded previous estimates: Germany has a universal health
insurance system. 90 percent of the population is insured under a public health insurance
system, which is, however, not a single payer system. More than 150 health insurance com-
panies (“sickness funds”) compete against each other and are regulated by German Social
law. Benefit packages are highly standardized and basically do not differ across sickness
funds. Cost-sharing is almost not existent; the modest copayment rates are heavily regu-
lated and are identical across health plans. By international standards, there are no barriers
in access to care. Choice of providers is free and not restricted. Reimbursement rates in the
inpatient and outpatient sector are centrally determined and not by negotiations between
single insurance companies and providers. Guaranteed issue exists and insurance premi-
ums are income-dependent in form of contribution rates. Consequently it is fair to say that
150 sickness funds offer 150 almost identical health plans and only compete on the basis of

price.

We make use of this unique institutional setting, long-running individual-level panel
data, and aggregated health plan-level panel data to study the effects of a unique natural
experiment: At the beginning of 2009, the German legislature implemented a reform that
exogenously changed the price framing of premium differentials between sickness funds.
Before the reform, prices for health insurance plans were expressed in percentage points of
the gross wage and paid through payroll deductions. To foster price competition between
insurers, the reform equalized and froze the contribution rates deducted from the payroll
for all health plans and forced sickness funds to express price deviations in absolute Euro
values.

We exploit price variation across sickness funds over a time span of more than ten years
to show that changing the price framing from relative to absolute terms substantially in-
creased consumer switching probabilities and price competition in the market. Under the
old regime, price differentials were expressed in relative terms with respect to the gross
wage and deducted from the payroll. Pre-reform, we estimate that an increase of the monthly
premium by 10 Euros increased the individual-level probability to switch to another sickness
fund by 0.9 percentage points or 16 percent, given a baseline yearly switching probability
of 5.6 percent. Changing the incremental price framing to absolute Euro values doubled the
baseline probability that an individual would switch health insurance plans to more than
11 percent. The price elasticity of switching health plans—expressing the change in percent
that a consumer will switch health plans after a price increase by 1 percent—increased by
the factor 6 from 2.5 to 14. Aggregated panel data from five of the largest German sickness
funds confirms this finding. This study also confirms earlier findings and shows that price

sensitivity varies across customer characteristics: the young, the mentally strong, the non-



smokers and non-obese are more price sensitive than the rest of the population. Moreover,

risk averse individuals are less price sensitive.

The next section reviews the health economics literature on price elasticities and switch-
ing behaviors. Section 3 outlines the institutional details of the German health care market.
Section 4 is the main empirical section and provides information on the individual-level
panel dataset that we use. Section 5 provides complementary evidence from aggregated
health plan level data. Section 4 concludes.

2 Previous Literature on Health Plan Switching

As previously noted, the large majority of the literature on health plan choices and premium
elasticities studies the US employer group market. First, we briefly survey the structural es-
timation literature on this topic. It models whole (health) insurance markets and provides
some premium elasticity estimates of health plan choices. However, premium elasticities are
not the focus of this literature since it is mainly concerned with the welfare implications of
adverse selection. Einav et al. (2010) study how inefficient pricing in insurance markets with
selection results in welfare loss. They use individual level data from a US employer in 2004
and variation in health plan premiums to estimate the demand for insurance. The authors
find that an annual price increase of $100 decreases the probablity that a given health plan
is selected by 11 percent. Handel (2011), using data from from a large US employer between
2004 and 2009, estimates a structural choice model that incorporates switching costs. He
finds low demand elasticity estimates. Lustig (2011) combines data from multiple sources
to structurally model the Medicare+Choice market (Medicare Part C) under adverse selec-
tion and imperfect competition. He finds that a monthly price increase of $10 reduces the
market share of a plan by 6.4 percent. Starc (2011) uses administrative market level data to
model the Medigap market. She finds that elasticities are correlated with claims and that
an annual premium increase of $100 leads to a decrease in the market share of a plan by 7.5
percent. Using data from an intermediary covering 11 small to mid-sized employers for the
years 2004-2005, Bundorf et al. (2008) calculate that a $100 increase in the annual enrollee

contribution results in health plan market share losses of between 7 to 9 percent.

Note that the estimates from all these studies refer to market share changes in response to
absolute premium price changes faced by the individual (“out-of-pocket semi-elasticities”).
However, in case of employer-sponsored health insurance, employees usually pay only a
share of the total premium. The share paid by the employee varies by plan type and firm
characteristics and ranges from 0 percent to more than 50 percent (The Kaiser Family Foun-
dation, 2011). Remember that, in the first stage, employers pre-select the choice of health
plans offered to employees—a choice that is likely to depend on price variation in the en-

tire premium. It is also noteworthy that these studies report the premium elasticities with



respect to changes in market shares. Market shares in the US employer setting, however,
are typically defined as within-firm market shares. Also note that baseline employee contri-
butions and market-shares differ across settings, which hampers the comparability of these
estimates. Moreover, the within-firm choice set only reflects a very restricted choice set de-
termined by the employer and neglects that employees have the option to buy insurance
coverage on the individual market. Despite tax subsidies for employer-sponsored health in-
surance, this might be an attractive option for young healthy employees who would need to
pay a high share of the premium out-of-pocket or who work in an industry with high group

rates.

We now survey selected studies in the reduced form strand of the literature. While older
studies were limited to cross-sectional analyses, Dowd and Feldman (1994) use health plan
level panel data from five employers in Minneapolis and estimate that a $7 out-of-pocket
monthly price increase decreases a plan’s market share by 0.112 percentage points (demand
elasticity: -7.9). Buchmueller and Feldstein (1997) study the switching behavior of 75,000
University of California (UC) employees after a change UC’s contribution policy. In re-
sponse to a $10 increase in employee premiums (starting from zero), the individual-level
baseline switching probability increased by the factor five to 25 percent. Cutler and Re-
ber (1998) use a sample of Harvard employees to estimate demand elasticities of -0.3 and
-0.6, i.e., they find that plan enrollment decreased by between 0.3 and 0.6 percent in a re-
sponse to a 1 percent increase in plan prices paid by Harvard employees (“out-of-pocket
premium elasticity”). Royalty and Solomon (1999) use Stanford employees and distinguish
between “insurer-perspective” elasticities, which refers to changes in total premium prices,
and “employee-perspective” elasticities, which refer to changes in “out-of-pocket” premium
changes. The probability that employees chose a specific health plan decreased by 0.5 to 0.8
percent for every 1 percent increase in employees’ plan price. Taking into account that em-
ployers contribute a substantial share of the premium substantially inflates elasticities to -1
up to -3.5 (“insurer-perspective elasticity”). In another study using UC employees, Strom-
bom et al. (2002) calculate “insurer perspective own-price elasticities” of health plans and
find that a monthly premium increase of $5 decreases the plans market share by between
1.2 and 3.7 percent. Atherly et al. (2004) study the Medicare+Choice market and calcu-
late out-of pocket premium elasticities of -0.134 and insurer perspective elasticities of -4.6.
Buchmueller (2006) focus on a sample of retirees 60 and calculates out-of-pocket premium
elasticities of between -0.2 and -0.3, implying that a health plan would loose 4 to 8 percent of
its enrollees it if increases monthly contributions by $10. Using 2002-2005 data from an US
employer and a Baysian approach, Carlin and Town (2009) estimate various “plan-specific”
and “cross-plan premium elasticities” ranging from -0.01 to -0.41, meaning that a 1 percent
price increase results in a market share decrease between 0.01 and 0.4 percent. Chan and
Gruber (2010b) study plan choice price sensitivity among low-income employees in the Mas-

sachusetts” Commonwealth Care program. A $10 out-of-pocket premium increase reduces



the probability that a health plan is chosen by 8 to 16 percent resulting in an out-of pocket
premium elasticities of -0.7. In Chan and Gruber (2010a), the authors study heterogeneity in

price sensitivity in more detail.

Instead of switching plans as a response to premium changes, employees in the US mar-
ket may decide to drop or take-up (employer-sponsored) coverage. Cutler and Reber (1998)
tind that the probability of dropping coverage increased by 1 percent for every out-of-pocket
premium increase by 1 percent, i.e., an coverage elasticity of -1. The “out-of-pocket premium
take-up elasticities” found in the literature are consistently estimated to be very low. The
elasticities range between -0.014 and -0.09, implying that a decrease in employees” out-of-
pocket premium contribution by 10 percent increases take-up rates by between 0.14 and 0.9
percent (Chernew et al., 1997; Blumberg Linda J., 2002; Cutler and Garber, 2003; Gruber and
Washington, 2005; Jacobs, 2009).

The non-US literature on premium elasticities and consumer switching behavior is ex-
tremely sparse. Using data from all sickness funds in the Netherlands, Schut and Hassink
(2002) study the effects of a managed competition-based health insurance reform and find
out-of-pocket premium elasticities with respect to the market share of -0.3 for compulsory
insurance. Discussing differences to the US market comprehensively, the authors conclude
that price sensitivity in the US would be much higher due to lower search costs and higher
switching experience. Subsequent studies confirm these low elasticity estimates for the
Netherlands (Schut et al., 2003; Dijk et al., 2008). Using aggregated administrative data,
Schut et al. (2003) study how price elasticity changed after the introduction of free sickness
fund choice in Germany in 1996. They estimate that the market share elasticity of a one
percentage point increase in the income-dependent contribution rates increased over time
to -4.8 in 1999/2000. Using an unbalanced panel of all German sickness funds between Jan-
uary 2001 and April 2004, Tamm et al. (2007) estimate the short-run premium elasticity to
be about -1, i.e., an increase in the contribution rate by 1 percentage points would lower
the market share by 1 percent. Using the same dataset as this study, the SOEP, Andersen
and Schwarze (1998, 1999) as well as Andersen et al. (2002, 2007) estimate the determinants
of switching behavior and analyze socio-economic characteristics of switchers. Schwarze
and Andersen (2001) estimate that the individual-level probability to switch health plans
increases from 5 to 9 percent if average contribution rates increase by 1 percent. Nuscheler
and Knaus (2005) also take advantage of the SOEP to study adverse selection in the Ger-
man health insurance market. They find that good health increases the probability to switch

funds significantly and discuss implications for the German risk equalization scheme.

In addition to the literature that focuses on price effects, some US studies measure the
impact of quality information on switching behavior (Beaulieu, 2002; Abraham et al., 2006).
The market for Medicare Part D also draws some attention. Abaluck and Gruber (2011)
document that the elderlies” health plan choices are not consistent with optimization under
full information. Other studies came to similar conclusions (Heiss et al., 2006, 2007, 2009).



There is also a consensus in the literature that the young and healthy are more price sensitive
than the old and sick. This finding is in line with the phenomenon of status-quo bias, i.e.,
the observation that the price sensitivity depends on the enrollment length in a health plan
due to loss aversion (cf. Royalty and Solomon (1999); Strombom et al. (2002); Nuscheler and
Knaus (2005); Becker and Zweifel (2008); Dijk et al. (2008)).

Insurance search and switching behavior is also studied in search models (cf. Bolhaar
et al. (2009)). Frank and Lamiraud (2009) and Ortiz (2011) do not use search models but
study switching behavior in a health care market that is similar to the German one: In
Switzerland, homogenous health plans—albeit less generous than in Germany—mainly com-
pete on a price basis under universal coverage. Still switching rates are, as in Germany, low.
Frank and Lamiraud (2009) provide evidence that an increase in the number of choices re-
duces the individuals” willingness to switch health plans, even if price dispersion is persis-
tent and substantial. On average, Swiss residents can choose from 50 different health plans.
About 20 percent switched their health plans from 2009 to 2010. According to laboratory
evidence, an increase in health plan choice increases participants” decision making time and

decreases the quality of their choice (Schram and Sonnemans, 2011).

3 Institutional background

3.1 The German Health Insurance System

The German health insurance system is actually comprised of two independent health insur-
ance systems that exist side by side: a public one and a private one. Germany has universal
health care coverage and uninsured individuals practically do not exist. This paper focuses
on Public Health Insurance (PHI), which covers about 90 percent of the German population.
Employees whose gross income from salary is below a defined income threshold (in 2011:
€49,500 per year) are compulsorily insured under PHI. Non-working spouses and depen-
dent children are covered at no cost by PHI family insurance. Special regulations apply to
specific groups, like students and the unemployed with most PHI-insured.

High-income earners who exceed the income threshold, as well as self-employed indi-
viduals, have the right to choose between PHI and private health insurance. Once an op-
tionally insured person (a high-income earner, self-employed person, or civil servant) opts
out of the PHI system, it is practically impossible to switch back to PHI. Hence, opting out

of the public scheme can be seen as a lifetime decision.

Everyone covered under PHI is subject to a generous universal benefit package, which is
determined at the federal level and codified in the Social Code Book V (Sozialgesetzbuch 'V,

SGB V). Coinsurance rates are prohibited in PHI and thus, apart from copayments which are



tixed at the federal level, health services are fully covered. PHI is one pillar of the German
social security system (German Ministry of Health, 2011).

The compulsorily insured cannot choose their degree of coverage. Moreover, the benefit
packages are determined at the federal level and are, therefore, almost the same among
all insurance companies. Nevertheless, employees can choose between about 150 different
health insurances, called “sickness funds.” Each sickness fund offers one standard health

/e

plan, which is why, henceforth, we use the terms “health insurance,” “sickness fund,” and

“health plan” as interchangeably.

The 150 sickness funds mainly compete on pricing. For compulsorily insured mem-
bers, since cost-sharing is fixed at the federal level, price competition works through dif-
ferences in monthly sickness fund premiums. In PHI, premiums are not risk-related and
only depend on income. Sickness funds are not-for-profit organizations meaning that, in the
medium-run, revenues must equal expenses. There exists guaranteed issue and free choice
of providers. Reimbursement of providers is also determined centrally and does not vary

across sickness funds.

3.2 Characterization of the Industry, Premiums, and Price Framing

The roots of this social insurance system go back to Otto von Bismarck. Under his lead-
ership, Germany was the first country in the world that implemented a mandatory health
insurance system for some population subgroups in 1883.! Traditionally, employees were
allocated to sickness funds—based on their occupation or industry—and had no right to
switch funds.

In 1996, switching sickness funds became a legal right. To avoid cream-skimming on the
insurer side, a risk equalization scheme was implemented in 1994. At the beginning it was
only based on the factors age, gender, and disability status, but was developed further in
the years since. Funds with an insurance pool of good risks must contribute to a risk equal-
ization fund that pays out money to sickness funds with pools of bad risks. As of 2011, the
risk equalization scheme also equalizes differences in the risk pool according to 80 different
diagnoses. To sum up, in Germany, as compared to international standards, selection issues
and cream-skimming are a minor problem as the precision of the risk equalization scheme
is increasing.

Given that health plan coverage, cost-sharing, access to care, and quality of care do
not differ across health plans, policymakers had high hopes that competition among plans
would intensify after switching became a legal right. It did, as the large decrease in the num-
ber of sickness funds demonstrates. In 1995, there were 916 funds. In 2011 the number had
dropped to 150 The number was exclusively reduced through mergers, primarily between

smaller funds. However, despite substantial price dispersion in a market with homogenous

1Gesetz betreffend die Krankenversicherung der Arbeiter (KGV), passed May 29, 1883.
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health plans, switching rates remained fairly low and did not increase over time. According
to our dataset, in 1999, only 7 percent of all respondents switched health plans. In 2007, the

tigure was only 4.5 percent.

3.2.1 Calculation and Price Framing of Premiums: Pre-Reform

PHI is primarily financed by mandatory payroll deductions that are not risk-related but
income-dependent. For people with gainful employment, these contributions are split equally

between employer and employee up to a contribution ceiling (2011: € 44,550 per year).

The health policy reform that we evaluate in this paper became effective January 1, 2009.
Prior to that reform, sickness fund premiums (“contributions”) were solely expressed as
a share of the gross wage. This mandatory payroll tax was automatically deducted from
employees’ paychecks. For example, the average contribution rate in 2002 amounted to 14
percent of the gross wage and was (by law) equally split between employers and employees
(German Ministry of Health, 2011). The average gross wage in that year was €2,386 (Ger-
man Social Code Book VI, Annex I). This means that, on average, 0.07 x€ 2,386=€ 167 per
month were deducted directly from employees’ paychecks and transferred by the employer
to the sickness fund chosen by the employee. In addition, the employer contributed the
same amount.?.

[Insert Table 1 about here]

Before 2009, each sickness fund directly and independently collected employees” and em-
ployers’ contributions and was allowed to set the insurance premium, i.e., the contribution
rate as a share of an employee’s gross wage. In 2008, contribution rates varied between 12.7
and 17.4 percent of the gross wage (see column (1) of Table 1). Applied to the average gross
wage in that year, column (2) of Table 1 demonstrates that the average employees could
have saved up to € 60 per month by switching from the most expensive to the least expen-
sive health plan. As column (5) shows, not all of the plans in the upper and lower tail of the
premium distribution operated nationally. Even if one only takes nationally available plans
into account, the average employee could still have saved up to €40 by switching. Table 1
also illustrates the market concentration process. By the end of 2011, half of the ten sickness
funds displayed had merged with other sickness funds.

Before 2009, when an employee wanted to switch their health plan, they had to give
cancelation notice in written form. The cancelation period was two months from the end

of the month in which cancelation notice was given. The minimum contract period was

2Effective July 1, 2005, the strict equal sharing of contributions was altered. After that date, the employee’s
share was increased slightly and they are now charged [0.9 4+ 0.5 x (cr — 0.9)] percent of their gross wage;
where cr denotes the overall contribution rate. In the example above, this would amount to an employee
share of 7.45 percent and an employer share of 6.55 percent of the gross wage (cf. Gesetz zur Anpassung der
Finanzierung von Zahnersatz from December 15, 2004)



18 months. However, if sickness funds planned to increase contribution rates, they were
required to give notice to their insurees in written form at least one month in advance. Inde-
pendent of the enrollment length, sickness fund members then had an extraordinary right

to cancel the contract and switch funds within two months.

3.2.2 Explanations for Large Price Differences Across Homogenous Health Plans: Pre-
Reform

Table 1 reveals wide price differences between sickness funds in 2008. In a market with
very similar products, this phenomenon needs explanation. The most important reason
goes back to historical legacy. As mentioned above, before 1996, switching sickness funds
was not possible in Germany. Hence, some 1,500 funds with very different risk pools ex-
isted. A large number of funds consisted of employees from a single company. Depending
on the industry and occupation this resulted in a good or bad risk pool of the insurance
companies. Moreover, the insured had different incomes. Think of a bank with many well
educated high earner employees who formed the bank’s sickness fund members. Likewise,
other funds with, say, minors, had a much worse risk pool and income situation. Since con-
tributions were income related, a higher average income resulted, ceteris paribus, in a lower

contribution rate to finance the same health care expenses of the insured.

Until 1996, contribution rates varied widely. In order to allow a fair competition between
sickness funds and to protect sickness funds with high contribution rates due to a bad risk
pool, a risk equalization scheme was introduced along with the freedom to choose a sickness
fund. Switching health insurance companies remained a fairly rare event after the introduc-

tion of the free sickness fund choice. Therefore, historical price differences remained.

Cebul et al. (2011) show that the law of one price does not hold in frictional insurance
markets. Besides frictions, “status quo bias” could be another mechanism explaining low
switching rates. Tversky and Kahnemann (1981)’s theory of loss aversion suggests that hu-
mans have a tendency to exaggerate the disadvantages of exiting the current state, while
understating the potential gains of an alternative state. This might especially be true when
it comes to such an important issue like one’s own health. A third explanation for low
switching rates would be brand loyalty. Brand loyalty is a common phenomenon in other

product markets.

The main objective of this paper is to analyze yet another explanation for the low switch-
ing rates—one that also policymakers had in mind when they implemented the reform that
we study in this paper: price framing. As explained above, before 2009 price differences
across plans were expressed as relative percentage point contribution rate differences. To
calculate the exact insurance premium that an employee had to pay, they needed to know (i)
their exact monthly gross wage; (ii) information about the current contribution ceiling; (iii)

the exact contribution rate that her insurer charged; and (iv) how the employee’s share of the
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total contribution rate was calculated. On the other hand, (online) calculators to compare
price differences were widely known and available.

Apart from historical reasons, two further reasons might have also led to contribution
rate differences observed in the market. The first are differences in efficiency of the sick-
ness funds, meaning differences in administrative costs. In terms of intra-company process
efficiency, larger health insurers certainly have advantages over smaller ones, are able to ex-
ploit economies of scale, and thus can operate more efficiently. This is the main driving force
behind the mergers of small funds. The density of the branch network of the insurance com-
pany affects health plan price differences to certain amount. The less expensive health plans,
by contrast, minimize their administrative costs by operating largely on an online internet
basis or through call centers. Administrative costs amount to only 5 percent of sickness fund

expenditures, but vary among funds and might lead to differences in prices.

Second, to differentiate their product, health plans can offer some additional benefits.
Since the standard (and mandatory) benefit package is already very generous, these addi-
tional benefits are very limited and comprised of few health care services such as immu-
nizations for tropical diseases or specific prevention screenings. These extra benefits only
make up 5 percent of the benefit package, while 95 percent are fixed. Like administrative
costs, these differences result only in very small expenditure differences between funds but
may also lead to variations in prices. Most importantly, the adding of small extra benefits to
differentiate the product did not change due to the reform. Hence, it should not be a threat
to our estimates. If anything, more expensive health plans might have stressed the existence
of extra benefits after the reform even more. For this case, we would underestimate the pure

framing effect.

3.2.3 Calculation and Price Framing of Premiums: Post-Reform

In 2007, the German legislature implemented a law to foster competition among sickness
funds in the German PHI System. The core idea was to change the price framing in the PHI
system. Policymakers wanted to emphasize and visualize price differences across funds
more clearly and accurately in order to encourage sickness fund switching and, hence, com-

petition among funds.

Effective January 2009, a new law equalized and froze the contribution rates to 15.5 per-
cent for all funds. By law, sickness funds are now forced to charge an “add-on premium”
in form of an absolute monthly Euro amount in case that expenses cannot be covered by
the revenues generated from the fixed and equalized contribution rate. On the other hand,
well managed and financially sound sickness funds can directly reimburse their members
a monthly Euro amount. In other words: the law requires sickness funds to express price
differences not in relative terms with respect to employees” gross wages, but instead in ab-

solute Euro values. Moreover, sickness funds now have to bill (or reimburse) such add-on
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premiums separately, while the 15.5 percent general contribution is still deducted from the
payroll. Table 2 gives an overview of all sickness funds that charged add-on premiums or
reimbursed premiums since 2009. Column (2) indicates the date of introduction and column

(3) the abolishment in the event that the funds changed their policy in the meantime.

At the beginning sickness funds were reluctant to charge add-on premiums. Having
no experience with such a change in price framing, no one wanted to be the first mover to
charge an add-on premium. The first sickness fund to charge an add-on premium was the
Joint BKK Cologne, a small sickness fund with just 30,000 enrollees and a market share of
only 0.04 percent. It charged a premium of €8 per month. Twelve sickness funds followed
in 2010, among them two of the largest German funds: the third largest sickness fund at that
time, the Deutsche Angestellten Krankenkasse (DAK), with 6 million insured people and a
nationwide health plan market share of 8.6 percent, and the Kaufménnische Krankenkasse
(KKH) with 1.9 million insured people and a market share of 2.7 percent. In 2011, four more
sickness funds followed, charging add-on premiums to their members.

As seen in column (1) of Table 2, add-on premiums range between €6.50 and €15 per
month. The majority of funds charge €8, i.e., €96 per year.?

[Insert Table 2 about here]

As of December 2011, 10.5 million Germans are enrolled in health plans that charge an add-
on premium. This represents 15 percent of all PHI insured.* DAK and KKH enrollees alone
account for 75 percent of the total number. As explained in more detail in the next section,
the main identifying variation in our individual-level dataset comes from employees en-
rolled in sickness funds that are noted in bold in Table 2. They account for 95 percent of all
enrollees who were enrolled in health plans with an add-on premium 2010. In other words:
out the total of 17 health plans that have ever charged an add-on premium, since allowed to
do so under the new law, six health plans account for about 95 percent of all enrollees. We

can identify them in our micro-data.

3Most sickness funds charge € 8 per month for the following reason. Until 2011, funds were only allowed
to charge add-on premiums up to a maximum of 1 percent of the gross labor income of each insured. This rule
was meant to protect low income earners from an excessive premium burden. In theory, funds were obliged
to check each insured’s income to make sure that the 1 percent cap was not exceeded. To avoid this huge
administrative effort, policymakers allowed to charge premiums up to €8 per month without the need of an
income-test. This policy was slightly altered in 2011 to allow the possibility of charging unlimited amounts of
add-on premiums and a transfer payment from the government to low income earners. However, this change
is beyond the scope of this paper since we only use data up to and including the year 2010.

“To be precise, we need to distinguish between sickness fund “members”, i.e., those who are charged the
premium and who make the decision whether to switch a fund or not, and “enrollees.” The latter refers to
the total number of insured people and also includes insured family members. The figures above and in Table
1 and 2 refer to the total number of enrollees. In 2011, the DAK had 4.5 million members (market share: 8.8
percent) and the KKH had 1.3 million members (market share: 2.5 percent). Given that the ratio between
members and total enrollees is about 0.75, about 8 million PHI sickness fund member are currently charged an
add-on premium. DAK and KKH members alone make up 65 percent of the total number affected.
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As seen in Panel B of Table 2, seven financially very sound sickness funds currently re-
imburse their members between €2.50 (BKK A.T.U.) and €10 (BKK Wiirth) per month.
However, the average German is unfamiliar with the existence of these seven relatively
small sickness funds, some of which only have a couple of thousand enrollees. All en-
rollees in these seven health plans account for only 0.63 percent of all PHI enrollees. This
demonstrates that reimbursing premiums is quantitatively of no importance. Given that the
underlying trend in premium growth is strictly positive, it will not be of much relevance in
the future either. Most of these small sickness funds that reimburse premiums only operate
locally with few branch offices, a very basic service infrastructure, and few employees. Only
three out of the seven reimbursing funds operate nationwide

Cancelation periods and minimum contract periods have not been changed by the reform
analyzed here. Sickness funds are required to give notice at least one month before the
introduction or increase of an add-on premium. After such an announcement, independent
of the enrollment length, sickness fund members have an extraordinary right to cancel the
contract and switch funds within two months. Moreover, all individuals are free to choose
almost any of the 150 sickness funds, which are obliged by law to accept them without any

risk assessment, i.e., there is no experience rating but guaranteed issue exists.

4