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Motivation

Firm Uncertainty:

Firms face considerable uncertainty in many markets

EX: insurance (p&c, health), banking, pharmaceuticals, tech, R&D
intensive industries

Consequences:

Higher prices/premiums

Reduced coverage

Insolvency

Lack of participation

Government Interventions to Reduce Uncertainty:

1 Loan guarantees (e.g., mortgages, student loans, pensions)

2 Reinsurance, deposit insurance

3 Risk adjustment, risk corridors
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Background and Setting

IO Literature:

Assumes firms are risk neutral expected profit maximizers

Insurers buy reinsurance, banks hold capital reserves

This paper: allows firms to consider uncertainty in objective

Study Setting: Public reinsurance in the ACA exchanges

Transitional federal program and subsequent state programs - time
and cross-section variation

Rich data available

Serves two purposes:
1 Provides cost subsidy
2 Provides risk protection to insurers
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Descriptive Findings

1 Claims distribution in CO all-payer claims database has long right tail
(substantial uncertainty)

2 Most health insurers purchase private reinsurance, particularly less
financially solvent ones

3 Event study results on the effect of public reinsurance:
1 Reduces premiums by 15%
2 For every dollar the government spends on reinsurance, premiums go

down by $1.30 (must include both expected cost and cost of financial
risk)

3 Insurers substitute away from buying private reinsurance
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Structural Model Estimates

Model estimates indicates:

1 Regional insurers have higher costs due to private reinsurance
expenses and costs of holding risk

2 Financial risk (costs of holding risk) is at least as important as market
power in high premiums for small regional insurers
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Simulation Results

Effect of Public Reinsurance:

Direct cost subsidy

Improved risk sharing

Greater competition

Public Reinsurance vs. Premium Subsidies:

Reinsurance is more efficient

Tradeoff:
1 Reinsurance provides risk protection and reduces cost of risk (shifts

down MC curve)
2 Reinsurance flattens MC curve and raises markups

Simulations indicate risk protection effect dominates
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Theoretical Model

Firm Objective:
A monopoly firm chooses the premium p by maximizing
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Institutional Background

ACA Exchanges

Individual market coverage

Eligible consumers receive premium subsidies for private insurance

Modified community rating, guaranteed issue, essential health benefits

Sources of Uncertainty:

High consumer turnover

Relatively small compared to group market

Large or unpredictable claims costs

Policy uncertainty
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Institutional Background

3 R’s:

1 Risk adjustment

2 Risk corridors

3 Reinsurance

Private Reinsurance:

More common in property and casualty insurance

Reinsurers cover about 4% of premiums (crowded out by public
reinsurance?)

Concentrated market; largest 4 reinsurers have 63% market share
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Institutional Background

Public Reinsurance:

Federal transitional program:

Funding:

$10 billion in 2014; $6 billion in 2015, $4 billion in 2016
Funded by health insurers, (including those in ACA exchange) and
self-insured group plans
Annual per-enrollee fee was $63 in 2014, $44 in 2015, and $27 in 2016

HHS sets attachment point, coinsurance, and reinsurance cap for each
year - was too conservative in 2014

State-based programs (started in 2018):

Established under Section 1332 waivers
States get subsidy pass-through funding (savings from lower CSRs and
premiums subsidy payments); also may collect fees from insurers
Colorado: attachment point of $30k, cap of $40k, and coinsurance in
three tiers of counties ranging from 40% to 80%
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Institutional Background
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Data

Insurer-Level:

1 NAIC data on private reinsurance

2 CMS data on plan characteristics

3 CMS MLR reports

Consumer-Level:

Connect for Colorado administrative data on plan choices (age,
gender, county, income bins, chosen plan, etc.)

Colorado All Payer Claims Data

SAHIE and MEPS for the uninsured population
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Summary Statistics
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Event Study

Question:
What is the effect of Public Reinsurance on Premiums?
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Event Study

Question:
What is the effect of Public Reinsurance on Private Reinsurance
Purchases?
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Reinsurance and Financial Solvency

Question:
Are there larger responses from financially-constrained insurers?
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Consumer Demand

Consumer Utility Function:

Plans grouped by metal tier (gold, silver, bronze) for each insurer

Premiums vary by age bin and market in the model

Subsidies cannot be calculated precisely due to lack of income data
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Firm Profit

Firm Profit Function:
Firms choose the vector of premiums pft and private reinsurance
deductible κft to maximize

The first-order conditions are

Where is risk adjustment? Risk corridors?
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Consumer Preferences

Estimation

BLP-style estimation

Use two-step approach of Goolsbee and Petrin (2004) - constrained
maximum likelihood with parameters

Identification of Premium Parameter:

Exogenous age rating regulation

Other sources?
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Supply-Side Parameters

Parameters to Estimate:

1 Marginal claims

2 Risk charge parameter ρf
3 Markup of private insurance τ

Estimation:

Use GMM

Use FOCs with respect to premiums and FOCs with respect to how
much private reinsurance to purchase (do not observe deductible
directly in data)
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Risk Preference Estimates
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Effect of Public Reinsurance

Why are consumer surplus gains so large with price-linked subsidies?
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Decomposing Effect of Public Reinsurance on Premiums
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Consumer Surplus Under Alternative Policies
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Strengths of Paper

1 Great data! I’m jealous

2 Intuitive theoretical model

3 Nice reduced-form results

4 Thoughtful structural model of demand and supply

5 Novel counterfactual exercises

6 Advances the IO literature by modeling financial risk in firm objective
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Issues to Consider

1 “These state-level reinsurance programs function as free reinsurance
contracts with zero premiums, reducing both the expected cost and
the variance of cost.”
Public reinsurance is not free and involves either a fee paid by insurers
or an implicit reduction in premiums

2 Why assume the premium subsidy is paid in fixed proportion to
premiums that the insurers set? Don’t you lose the key feature of
premium subsidies shielding consumers from premium increases?

3 Not modeling risk adjustment

4 Not modeling the individual mandate penalty

5 Specification of loss in firm objective

6 Why are plans grouped into metal tiers? Data limitations? What are
you losing by doing this?

7 Why are consumers grouped into age bins?
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