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direction for income flows from rich to 
poor vary dramatically across European 
countries; northern European countries 
do relatively well, Mediterranean coun-
tries are the worst. Lack of swift reforms 
in many European countries does not 
depend only on the inability of their lead-
ers. Europeans themselves remain very 
suspicious of market liberalization. An 
interesting case in this respect is Germany. 
This country has received recently the 
“political shock” due to the assimilation 
of former East Germans. Evidence shows 
that their Communist experience has 
accustomed them to extensive govern-
ment intervention and, as a result, they 
have moved the preference of the average 
German in this direction.7 Europe faces 
great challenges in the near future. The 
need for reforms is clear; the political will 
is lacking.
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Consumer Demand for Health Insurance

Thomas C. Buchmueller*

Since the early �990s, prominent pro-
posals for health insurance reform have 
focused on increasing consumer choice 
and competition among integrated health 
plans. Under “managed competition” 
models, consumers choose from a menu 

of health plans on the basis of price and 
quality. Proponents of these market-ori-
ented plans argue that, in such a system, 
consumers will sort themselves into lower 
cost, higher quality plans; this pressure by 
consumers will provide strong incentives 
to health plans and their affiliated provid-
ers to control costs and increase quality 
in order to compete for enrollment. The 
Clinton administration’s Health Security 
Act and the “premium support” propos-
als for reforming Medicare are variants 
of the managed competition approach.  

Although a “managed competition” 
model has yet to be adopted as national 
policy, many large employers organize 
their health benefits programs accord-
ing to the same basic principles. Research 
on the behavior of employees and retir-
ees in these employer programs provides 
a useful laboratory for the role of price 
and quality in consumer health insurance 
decisions. 

One distinct problem for market-ori-
ented solutions to health insurance is that, 
when consumers are offered a choice of 
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health insurance options, the healthy (less 
risky) consumers may sort themselves into 
certain plans and the more risky consum-
ers into others. Consequently, some plans 
will attract a disproportionate share of less 
costly low risk consumers, while others 
will attractive older, sicker consumers who 
are more costly to insure. This “risk selec-
tion,” in turn, is influenced in part by the 
rules concerning how insurers are allowed 
to vary premiums according to subscriber 
characteristics. State reforms that tight-
ened these rules provide good case stud-
ies for understanding the relationship 
between pricing and risk selection.

The Effect of Premiums 
on Consumer Health Plan 
Choices

Two notable experiments in “man-
aged competition” took place in the mid-
�990s: the University of California (UC) 
and Harvard University both offered a 
menu of plans that varied in generosity, 
but adopted a “fixed dollar contribution” 
policy. The plans also varied significantly 
in cost, so employees had a greater incen-
tive to consider price when selecting a 
health plan. Because out-of-pocket premi-
ums increased for some employees but not 
for others, these changes provide a natural 
experiment for estimating the impact of 
price on employee health insurance deci-
sions. Studies that I have conducted with 
colleagues at the University of California, 
Irvine,� and by David M. Cutler and 
Sarah J. Reber,2 analyze the effect of these 
policy changes on employee plan choices, 
total spending, and risk selection. 

The results for UC and Harvard are 
strikingly similar. In both cases, employ-
ees were quite sensitive to price, and were 
willing to switch plans to save as little as 
$5 per month in out-of-pocket premiums. 
Cutler and Reber estimate a short-run 
premium elasticity of -2. In addition to 
this demand response, participating insur-
ers lowered their premiums in order to 
compete for enrollment. At Harvard, the 
combined effect of employees shifting to 
lower cost plans and the premium reduc-
tions was a �0 percent reduction in total 
spending in one year. Over a three-year 
period, total spending in the UC program 

fell by over 25 percent. This was at a time 
when increased competition among man-
aged care health plans was causing premi-
ums to decline throughout the country, so 
these savings cannot be attributed entirely 
to the adoption of a fixed dollar contri-
bution policy. However, the reduction in 
premiums charged to Harvard and UC 
were larger than those observed in the 
general market, suggesting that the pric-
ing reforms enacted by each university did 
result in a one-time savings. 

In both cases, however, this also came 
at the expense of the number of choices 
employees had. The most generous indem-
nity insurance — which covered care from 
the doctor of your choice — was sub-
ject to an “adverse selection death spi-
ral.” Faced with an initial increase in price 
for this coverage, the healthiest dropped 
out of indemnity insurance into lower 
cost plans. Those who remained in the 
plan were, therefore, sicker on average. To 
cover their costs, the price of the coverage 
was raised, which led to more dropouts 
until, after a few years, no one was covered 
by the indemnity plan.

One possibly important impediment 
to market based solutions is that consum-
ers often face substantial “switching costs” 
when they try to change their health 
insurance plan. Under managed care, 
switching insurers often means having to 
change providers, and even when that is 
not necessary, individuals may be reluc-
tant to switch plans for fear of suffering 
an interruption of treatment. “Status quo 
bias” in decisionmaking is another poten-
tial source of persistence. Combining the 
UC enrollment files with hospital dis-
charge and cancer registry data, Bruce 
Strombom, Paul Feldstein, and I estimate 
separate premium elasticities for groups 
of employees whom we hypothesize to 
face different switching costs. Specifically, 
we define �8 distinct groups based on 
age, job tenure, and health risk, where 
“high risk” individuals were defined as 
those who had recently been hospital-
ized or diagnosed with cancer. Consistent 
with the switching cost hypothesis, we 
find that young, low-risk employees who 
had recently joined the university were 
the most price-sensitive; older, high-risk 
employees with long job tenure were the 

least price-sensitive. 
The fact that younger, healthier con-

sumers are more willing to switch health 
plans in response to a change in prices 
contributes to adverse selection against 
plans that are favored by higher-risk con-
sumers. Adverse selection reduces effi-
ciency by distorting the prices of com-
peting plans and, in the extreme, driving 
certain options from the market. In both 
the UC and Harvard examples, this 
dynamic caused the most expensive plan 
available at each university to experience 
an “adverse selection death spiral” and to 
be priced out of the market. Cutler and 
Reber estimate that after two years, the 
efficiency loss from adverse selection in 
the Harvard program was roughly 2 per-
cent of premiums. 

These and other similar studies3 tell a 
consistent story about the price sensitivity 
of active employees. Proponents of man-
aged competition Medicare reform pro-
posals point to these results and the expe-
riences of other large employers to explain 
how such reforms would work. However, 
the extent to which these results general-
ize to elderly adults in the Medicare pro-
gram is unclear. In particular, the switch-
ing costs that we show to be important 
for active employees are likely to be even 
larger for elderly Medicare beneficiaries. 
In a recent paper, I use administrative 
data from a different employer-sponsored 
health benefits program to estimate pre-
mium elasticities for Medicare-eligible 
retirees.4 This employer’s contribution to 
retiree coverage depends on when a per-
son retired and her years of service at 
that date. Therefore, two otherwise sim-
ilar individuals who retired at different 
points in time, or at the same time with 
different years of service, face very dif-
ferent out-of-pocket premiums for the 
same menu of health insurance options. 
Because this price variation is uncorre-
lated with the features of those options, 
or other retiree characteristics, it can be 
used to obtain unbiased estimates of elas-
ticity. The results indicate a negative and 
statistically significant effect of price on 
the choice of a health plan, albeit one that 
is slightly smaller than the results from 
the literature on active employees. While 
this is consistent with the hypothesis that 
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older consumers are less price-sensitive 
than younger ones, the price effects are 
large enough to suggest that if Medicare 
went from a system of administered pric-
ing to competitive bidding, health plans 
would face strong incentives to compete 
on price. 

From a policy perspective, the “near 
elderly” adults — that is, those between 
the ages of 55 and 64 — constitute 
another important population. Because 
many firms have cut back on retiree health 
benefits, early retirees in this age group 
are especially at risk of being uninsured. 
Some recent policy proposals, such as 
allowing individuals under age 65 to buy 
into Medicare, would address this prob-
lem directly. Other proposals, such as 
tax credits for the purchase of non-group 
insurance, do not explicitly target the 
“near elderly” but would be especially rel-
evant for this group. A key parameter for 
evaluating the cost of such proposals is the 
price elasticity of take-up. 

Sabina Ohri and I 5 estimate the effect 
of out-of-pocket premiums on the deci-
sion by early retirees between the ages 
of 55 and 64 to take up insurance cov-
erage offered by their former employer. 
The data are from the same employer-
sponsored program I used to model the 
health plan choices of Medicare-eligible 
retirees. We find a statistically significant, 
but small effect of price. The range of our 
elasticity estimates, from -0.�0 to -0.�6, is 
consistent with other studies that use dif-
ferent types of data and different research 
designs.6

Does Limiting Insurers’ Dis-
cretion Help Consumers in 
Insurance Markets?

One factor contributing to adverse 
selection in the UC and Harvard cases 
is that, in each system, premium con-
tributions faced by employees and pre-
mium payments to plans were “commu-
nity rated” — that is, they did not vary 
with the risk characteristics of those being 
insured. As discussed earlier, one result is 
thus that the most generous plan faced an 
adverse selection death spiral. 

The relationship between the way 
premiums are rated and risk selection 

is a major issue in the regulation of pri-
vate insurance markets, particularly the 
small group market (typically defined 
as employer-sponsored groups of 50 or 
fewer employees) and the individual (or 
non-group) market. In the early �990s, 
nearly every state enacted reforms that 
targeted insurers’ underwriting practices 
that were seen as discriminating against 
high-risk groups. The most extreme type 
of regulation, “pure community rating,” 
mandates that the same premium must be 
charged for a given plan to all subscrib-
ers, regardless of age, gender, or any other 
risk characteristic. A main goal of these 
new regulations was to increase cover-
age, although critics argued that by rais-
ing premiums for low risk groups the laws 
may have reduced coverage, inducing low-
risk consumers to drop it.

Although the Harvard and UC expe-
riences suggest that these “adverse selec-
tion death spirals” could be important, 
the results don’t tell us how adverse selec-
tion affects the overall level of insurance 
coverage in a market because the univer-
sities are closed systems. In both cases, 
employees facing higher premiums simply 
switched to other, less expensive plans. 
John DiNardo and I test for an effect 
of underwriting regulations on insurance 
coverage, focusing on reforms enacted by 
New York in �993.7 New York’s reforms, 
which mandated pure community rat-
ing in both the small group and individ-
ual insurance markets, were the stron-
gest, and hence most controversial, in 
the country. We compare trends in New 
York to those in two neighboring states: 
Pennsylvania, which was one of a hand-
ful of states that enacted no reform, and 
Connecticut, which enacted moderate 
reforms. We show that, while insurance 
coverage did fall in New York after the 
reforms took effect, coverage also was 
falling in Pennsylvania and Connecticut. 
One important prediction of the death 
spiral hypothesis is that coverage should 
have fallen most among younger con-
sumers for whom the reforms caused the 
greatest premium increases. This should 
cause the average age of the insurance 
pool to increase. While we find some evi-
dence of such changes in New York, the 
trends for the two comparison states are 

nearly identical, suggesting that they are 
driven by factors other than the reforms.

The fact that New York’s community 
rating law did not immediately reduce the 
number of people with insurance does 
not mean it had no effect. It may have 
influenced the types of plans purchased 
by consumers. In fact, consistent with the 
simplest Rothschild-Stiglitz model and 
with the results from the UC and Harvard 
cases, we find that New York’s reforms led 
to a shift in enrollment away from tradi-
tional indemnity plans to health mainte-
nance organizations (HMOs). In a fol-
low-up study, Su Liu and I use national 
data to test whether this result from New 
York generalizes to other states.8 We find 
that HMO penetration among small 
employer-sponsored groups increased 
more in states that enacted relatively 
strong small group reforms than in states 
without such reforms.  

Recent Developments 
and Future Research 

Recent developments in public pro-
grams and private health insurance mar-
kets have resulted in significant changes 
in the options available to consumers and 
suggest fruitful areas for future research. 
January 2006 marked the introduction 
of Medicare Part D, which provides pre-
scription drug coverage. Beneficiaries can 
obtain this coverage through the same 
HMOs that were already available in the 
program or through new stand-alone 
drug plans offered by private insurers. 
The resulting menu of options is quite 
different from what had been envisioned 
by most managed competition advocates, 
most notably in the large — some would 
say bewildering — set of options. Research 
on the choices made in this new environ-
ment is important not only for evaluating 
the prescription drug benefit, but also as 
it may inform policymakers concerning 
future reforms. 

The legislation that created Medicare 
Part D also established Health Savings 
Accounts (HSAs), tax-free savings 
accounts that, when used in conjunction 
with a high deductible insurance plan, 
can be used to fund medical expenses. 
In the past, consumers have shown lit-
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tle enthusiasm for high deductible poli-
cies, although certain attractive features 
of HSAs combined with steady increases 
in premiums for other types of health 
insurance may change this. Some worry 
that these plans will be most attractive to 
low risk consumers who do not anticipate 
a great need for medical care, thus causing 
more comprehensive plans to experience 
adverse selection. If this occurs, it may 
be HMOs, which benefited in the �990s 
from risk-based sorting in the small group 
market and within employer-sponsored 
programs like those of Harvard and the 
UC, that are adversely affected. How the 
introduction of HSAs affects consumer 
health insurance decisions and what these 
new products mean for the stability of 
insurance markets are interesting areas for 
future research.
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International Organization of Production and Distribution

Elhanan Helpman*

International trade has grown rap-
idly since World War II, and in the last 
two decades the acquisition of subsidiar-
ies in foreign countries (that is, foreign 
direct investment, or FDI) has grown 
even faster. Not only have foreign trade 

and FDI expanded rapidly, but their 
nature also has changed as production has 
become more fragmented and its indi-
vidual stages have been dispersed across 
many countries. These trends have been 
accompanied by growing domestic and 
international outsourcing.� As a result, we 
now have a more complex web of inter-
national trade and FDI than ever before, 
which cannot be explained by traditional 
trade theory. In response, theorists have 
developed new analytical tools for think-
ing about these issues. I will describe some 

of this research in which I was involved.
In order to understand the new orga-

nizational forms, it is useful to think 
about a simple two-dimensional choice 
that a business firm has to make concern-
ing an intermediate input: it has to decide 
whether to produce it in-house or to out-
source its production to another firm, and 
in either case it has to decide whether to 
make it offshore or not. This yields four 
possibilities. First, an input can be pro-
duced in-house in the home country of 
the firm, in which case there is neither 
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