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Disclaimer

I could talk for 15 hours straight about 
my research of the last 15 years but 
fortunately for you I only have 15 
minutes…
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Timeline

0:10 Disclaimer

0:30 Overview

2:00 Paper with Ignacio
2:10 Theoretical motivation

4:00 Data: Kentucky Tariff Experiment

6:00 Preliminary Results

8:00 Econometric Model – State Dependence

10:00 Regressions: Inertia vs. tariff switching

11:00 Regressions: Learning from experience
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12:00 Relation to other evidence
12:10 Simple response to potential savings

12:30 Bayesian learning

13:00 More firms

13:30 Bundling and tariff switching

14:00 The supply side: Foggy Pricing

14:45 A forgotten reference
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Basic Message

Telecommunications offer an excellent area of 
study for researchers interested in behavioral 
economics.

Results indicate that individuals, on average, 
switch tariff choices in response to very low 
potential gains.

Available evidence does not support that 
engaging in deceptive strategies is profitable.
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This Paper: Motivation

Decision making is costly: habit and inertia 
might be good responses to changing 
environments if potential benefits are small 
relative to cognition and deliberation costs.

However, there is not yet any empirical 
evidence on the size of these deliberation 
costs in a natural setting.
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More Motivation

If agents face unobserved, individual-specific, 
deliberation costs, some of their apparently 
irrational behavior might actually be rational.

How large should benefits be for consumers to 
actively engage in learning?
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Goal

To address empirically the trade-off between 
potential benefits and cost of deliberation.

Estimate the size of deliberation and cognition 
costs.

Analyze whether our micro data distinguishes 
between rational and irrational behavior.
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Findings

Households learn very fast.
Mistakes do exist, but they are not systematic.

Households actions are aimed to reduce tariff 
payments.

They respond to incentives worth only $5.00-$6.00

Results do not support models where 
consumers’ decisions are driven by inertia, 
inattention, or impulsiveness.
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The Kentucky Tariff Experiment (again)

Features.
Experiment to evaluate the impact of introducing 
optional measured tariffs.
Data collection in the Spring and Fall of 1986.
Monthly information for about 2,500 individuals in 
Louisville (penetration rate above 92%):

Demographics.
Usage Expectations (Spring).
Local telephone usage (Spring and Fall).
Tariff choice.

Flat tariff. Untimed local calls with a fixed monthly fee of $18.70.
Measured option: Monthly fee of $14.02; $5.00 allowance; setup, 
peak-load, and zone pricing.
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Data
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Underestimation of Consumption
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Forecast Errors
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Do Consumers Make Mistakes?
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Do Consumers Respond to Savings?
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What does the data show so far?

Most consumers choose the tariff choice that is 
least expensive for their realized demand.

Biased expectations appear to have little 
economic consequences.

About 90% of the population always chose 
correctly the flat tariff option.

A small fraction of consumer switched tariffs, 
apparently prompted by small potential 
savings.
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Dynamic Discrete Choice Models

Consumer actions are likely to be conditioned 
by the individual history of tariff choices and 
demand realizations.

Include lagged, discrete, dependent variables 
among the regressors.

Endogeneity problems.
Difficult to envision nonlinear instrumental variables.
Consider “pre-determined” regressors vs. the common exogeneity
requirement to obtain consistent estimates.
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The Econometric Model

Specification:

Conditional Probability:
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Building the moment conditions:
First differences of the inverse of the conditional probability:

Law of iterated expectations:

Probability associated at each state:
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Evidence of Tariff Switching
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Evidence of Learning
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Robustness of the Results

Miravete’s 2002 AER

Static, reduced form model. Control only for 
observed heterogeneity.

Individuals respond by switching tariffs in order to 
take advantage of their (small) potential savings.
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Narayanan-Chintagunta-Miravete’s 2007 QME

Structural continuous-discrete model of tariff choice 
and usage with Bayesian learning.

Panel. Control for observed and non- observed 
heterogeneity (not related to history).

Learning is faster for consumers with lower 
monitoring costs (no children, measured service,…)
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Seim-Viard’s 2006 manuscript

Learning is also significant when more than one 
firms operate in the market.

Economides-Seim-Viard’s 2006 manuscript

Consumers switch tariffs and carriers to reduce 
billing.

They respond to minimal gains in the presence of 
bundled services.
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The Supply Side

Seim-Viard’s 2006 manuscript
Entry triggers an increase in tariff offerings.

Miravete’s 2007 manuscript
Entrants offer new non-dominated tariffs.
Incumbents resort more frequently to foggy pricing.
In the short run tariff fogginess may increase.
In the long run competition always simplify tariffs 
and turn nonlinear pricing much more transparent.
The use of deceptive pricing strategies has a very 
limited life and profitability.
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A Forgotten Reference

A. de Fontenay, M.H. Shugard, and D.S. 
Sibley (eds.): Telecommunications Demand 
Modeling, Amsterdam: North-Holland, 1990.
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