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Abstract
Although most private health insurance in US is employment-based, little is known about how
employers choose health plans for their employees. In this paper, I examine the relationship between
employee preferences for health insurance and the health plans offered by employers. I find evidence
that employee characteristics affect the generosity of the health plans offered by employers and the
likelihood that employers offer a choice of plans. Although the results suggest that employers do
respond to employee preferences in choosing health benefits, the effects of worker characteristics
on plan offerings are quantitatively small. © 2002 Elsevier Science B.V. All rights reserved.
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1. Introduction
As the intermediary between health insurers and consumers in the purchase of the vast
majority of private health insurance, employers play an important role in health insurance
markets in the US. In 1999, over 88% of those with private health insurance, received
their coverage through an employer (Mills, 2000). Underlying the prevalence of employersponsored coverage, however, is considerable variation in the health plans workers and their
families receive. Employers vary in whether they offer health insurance, the number and
types of plans they offer, and their premium contribution policies (Gabel, 1999). Differences
among employees in the coverage they receive from their employers have generated concern
over the incentives facing employers in choosing health plans for workers.
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My objective in this paper is to examine the relationship between employee preferences
for health insurance and the plans offered by employers. My hypothesis is that employee
preferences affect employer choices—employers have incentives to consider the preferences
of their employees when choosing health plans, although they are constrained in their ability
to cater to the diverse preferences of employees by the fixed costs of offering multiple plans. I
empirically test this hypothesis by examining the relationship between the characteristics of
workers which affect individual demand for health insurance and the generosity of health
plans offered by employers. Although the results suggest that employers do respond to
employee preferences in choosing health benefits, the effects of worker characteristics on
plan offerings are quantitatively small.

2. Background
The role of the employer as an intermediary between consumers and health plans differentiates the purchase of health insurance from that of most other consumer products. The
primary benefit to consumers of purchasing coverage through an employer is lower premiums. Economies of scale in the loading of premiums lowers the price of health insurance
purchased as part of group relative to coverage purchased individually, and the favorable tax
treatment of employer-sponsored benefits reduces the price of health insurance purchased
through an employer. A potential disadvantage, however, is that workers are restricted in
their ability to choose among plans. By definition, individuals purchasing group health
insurance through an employer limit themselves to the options offered by the employer.
In 1998, nearly half of the workers were offered only one or two plans by their employer
(Gabel, 1999).
The effect of the employer as the purchaser on the welfare of the workers, however,
depends on the incentives employers face in choosing health benefits. In a simple model
of the allocation between cash wages and fringe benefits, the employer’s cost minimizing compensation package for an individual employee is the employee’s utility maximizing allocation between cash wages and fringe benefits (e.g. Summers, 1989). Thus, in an
employment-based group comprised of workers with homogeneous preferences for health
insurance, the employer would offer a single health insurance plan, reflecting the optimal
allocation between wages and health insurance for each employee. 1
Employment-based group purchasing, however, potentially aggregates individuals with
heterogeneous preferences for health insurance into a single purchasing group (Goldstein
and Pauly, 1976; Pauly, 1986). Studies of the incentives facing employers choosing a single
plan for an exogenously determined, heterogeneous workforce have proposed that the single
level of coverage chosen by the employer is a weighted average of the preferences of different
types of employees (Goldstein and Pauly, 1976; Danzon, 1989). Individuals with strong
preferences for health insurance receive a plan that is less generous than their preferred plan,
1 Although the quantity of health insurance chosen by the employer for workers would be inefficient due to its
tax treatment (Pauly, 1968), it would be optimal in the sense that it represents the plan, or allocation between
cash wages and health insurance, that employees would have chosen for themselves if they could have purchased
coverage at the price available to the employer.

