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Why do people buy (too much / too little) insurance?

*  “Standard” risk aversion, probability distortions, loss
aversion (e.g., Barseghyan et al. 2013)

* Delay dependency of risk preferences (Epper & Fehr-
Duda 2024)

¢  Contract non-performance risk (e.g., Biener et al. 2019)
e  Still, a large fraction of the variation in consumer choice

in insurance is often attributed to “confusion” (Ericson &
Sydnor 2017)

—> hard to learn anything about individual preferences /
welfare from choices if it’s simply “confusion”

: add theoretical and empirical support on a
novel dimension of preferences ( )
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«Peace of mind» in insurance is 2a common theme in real markets

By concluding an insurance contract, insureds receive: o8
e acontingent claim, addressing ”standard” (i.e., risk,
time) and non-standard (i.e., loss aversion)
preferences and beliefs RundumSorglos-Schutz
Ihr Urlaub rundum

AND | versichert

| ab 9,00 € pro Reise ©

* ”peace of mind” during a period of uncertainty that
pertains to individuals with an aversion to anxiety
(Caplin & Leahy 2001).

Direkt berechnen [§
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In a nutshell: we show that «peace of mind» might be an additional
determinant of insurance demand

Theoretically we show that (ergo Hypotheses): Empirically (incentivized + admin data, N=1,595) we find:

* A DM that maximizes psychological expected utility * A association between an incentive-
(Caplin & Leahy 2001) with an aversion to anxiety compatible measure of and
exhibits higher demand for “perfect” insurance among a population with
compared to EUT preferences in their insurance company

e If insurance is not “perfect” (i.e., has contract e A association between an incentive-
nonperformance risk), a DM maximizing compatible measure of and
psychological expected utility does not exhibit among a population
higher insurance demand or even has lower in their insurance company

insurance demand

- See WP for details - Focus of this talk
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How can we model «peace of mind»?

If Early > Late a DM has a preference for early
resolution of uncertainty (PERU)

Generally early resolution can also be preferred
under standard models (e.g., EUT), since DMs can
“act” upon information received earlier (i.e.,
instrumental value)

In the absence of such instrumental value, standard
models imply indifference to the timing of
uncertainty resolution = Early ~ Late

”Perfect” insurance implies early resolution of
uncertainty, so a DM with PERU gains utility from
insurance as it removes a period of anxiety

Early

Late
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Why the assumption of insurance being perfect is crucial

* Even under EUT, contract non-performance risk
reduces insurance demand (e.g., Doherty &
Schlesinger 1990, Biener et al. 2019)

* Under PERU, perceptions of high contract non-
performance risk reduces “peace of mind” resulting
from insurance and the model predicts even higher
reductions in insurance demand

e Our data shows large heterogeneity in contract non-
performance perceptions of own insurer
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Data & methodology: incentive-compatible preference and belief
data combined with real-world administrative data

Administrative data

* Random conditional (i.e., household, motor,
liability) subsample of customers of large Swiss
primary insurer

* Detailed policy-level and claims data on each
individual

Experimental data

* Incentive-compatible measures for PERU, risk
preferences, beliefs about loss probabilities and
contract non-performance risk

* A large range of non-incentivized control variables
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Empirical model

Coverage = By + 1 - beliefsLP + (5 - riskAversion + 83 - PERU
+ B4 - beliefsCNP + 35 - (PERU x beliefsCNP) + 3; - X + €

o Coverage = real insurance coverage from administrative data

e beliefsLP = incentivized measure of beliefs about loss probabilities

« riskAversion = incentivized measure of “standard” risk aversion (from lottery choices)
o PERU = incentivized measure of preference for early resolution of uncertainty
 beliefsCNP = incentivized measure of beliefs about contract non-performance risk

o X = a range of individual-level control variables
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Insurance coverage index (admin data)

e The main dependent variable is an insurance
coverage index inspired by Armantier et al. (2023)

*  We combine all policy-level coverage dimensions in a

100

Coverage variable, weighting each dimension equally

* The insurance demand index contains coverage £
. . 50 4

dimensions such as supplementary coverage, sums

insured, and deductibles I I
| mmall Illlll-

ﬁ'<

Frequency
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Total insurance coverage index
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PERU measure (experimental data)

* At the end of the experiment, participants have

Whendoyoupreferto,  re-ma--m-m-me- the option to resolve uncertainty about their
1 \ | . 1
| be informed about y  Uncertainty payout early or late (avg. payout CHF 38)
| your final payout? ! End of | resolution ,
I_X______P_y__;_.; survey T T T TTTTITTTTTTT tOday
* Late resolution incentivized by CHF 2
In 2C’V_V”e:e§S * Time preferences irrelevant, since payment
+
date is identical

fem———- \ A em———- \ A t= 2
| Uncertainty : o Payment v weeks
: resolution | : transfer |
i
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Main results

Total insurance coverage index

* Consistent positive association of ”standard” risk

aversion on insurance coverage when CNP is Total ~ Low  High  Interaction
. 1 2 3 4
believed to be low @ @ ) @
PERU 0.04 0.26* —0.56** 0.34*
(0.10)  (0.12)  (0.18) (0.15)
* PERU s (negatively) associated with Risk aversion 005° 00T  —0.02 0.05"
insurance coverage when CNP is believed to be 00200 0 02
H H BeliefsCNP 0.002
(high) = support for our main hypotheses eliefs 000
PERU*BeliefsCNP —0.02**
(0.01)
Constant 4.19%* 4,03 4.10%* 4.13*
(0.58)  (0.70)  (1.04) (0.58)
E BeliefsLP Yes Yes Yes Yes
] Controls Yes Yes Yes Yes
Observations 1,595 1,108 487 1,595
R? 0.19 0.21 0.21 0.19
Adjusted R? 0.17 0.19 0.15 0.17
Note: *p<0.05; *p<0.01; **p<0.001

201k 40th 60th o Mtk
Percentile subsamples
p”
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Conclusion

*  We show theoretically and provide first empirical
evidence from real administrative data that “peace
of mind” (i.e., PERU) during periods of uncertainty
might provide an additional and separate motive for
insurance demand

* PERU might provide an answer to the contract non-
performance puzzle in insurance (i.e., why premium
discounts demanded for low levels of CNP are so
much higher than expected under EUT)

e Cave: PERU individuals may seek to avoid exposure
to risk so we would underestimate the effect, causal
approaches needed
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[Thank you.
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