ECON 3300 Review 1 & 2 Answers

Review 1

Question 1

Infant mortality is used worldwide as an indicator of population health and the effectiveness of health care and public health initiatives. Infant mortality refers to the death of a live born infant within the first year of life. Rates of infant mortality are usually based on the number of infant deaths per 1,000 live births in any given year, but are sometimes based on the number of infant deaths per 1,000 of the population, less than one year old.

Answer:

·  U.S. infant mortality is lower for low-birthweight babies than Canadian infant mortality for low birthweight babies. Overall infant mortality, however, is higher in the U.S. because the incidence of babies with low birthweight is higher than in Canada. This may be due to demographic or epidemiological factors, or it may be the case that the U.S. is better at having a live birth for a low birthweight baby.
Question 2

The total wage paid to a worker consists of the take home wage and the price of the benefits. Increase in benefits will equal a reduction in take home wage. 
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L

Full wage = total cost to employer of hiring a worker ie, pension premiums, insurance, W

An increase in the benefits of the worker will not shift the supply curve nor will there be a movement along the labour supply curve. When the total benefits increase workers are charged with a decrease in the take home wage and the full wage stays the same which the employer pays to the employee. 

Question 3

[Insert answer here]

Question 4

Traditional insurance works by forming a pool of members, and determining the chance that one of them is afflicted by illness in a year, and the cost of treatment for that illness. If there is a 1 in 10,000 chance of getting sick, and treatment costs $100,000, and there is 10,000 people in the pool, there is an annual premium of $10 for pool members in order to have $100,000 in funds available for the single person out of 10,000 members expected to get sick. Now, different people live different lifestyles and have different probabilities of contracting an illness. The idea of an actuarially fair premium is where the premiums a member pays are weighted to reflect their individual probability of needing to withdrawl money from the pool. If all members are paying equal costs regardless of their individual risk, this is called community rating. With small pool insurance, there are few people in the insurance pool, and each has generally high premium payments. However, assuming all members are equally likely to become ill, there is a good chance that if the pool is small enough, nobody in it will get sick and the funds in the pool can carry over from year to year. Large pools on the other hand, while being more likely to have someone in it that needs funds from the pool, the costs per person are significantly lower.
Question 5:  Discuss in detail the issues in insurance in the case of pre-existing conditions.  Discuss the problems which chronic illnesses present for insurance theory.
If an individual wants to join an insurance pool and has a pre-existing condition, it means that the person has been treated or diagnosed with a problem within the last six months to two years.  Individuals that have a pre-existing condition will require the payout from the pool to pay for their illness.  People join an insurance pool and pay a premium at the risk of getting sick or a problem arising, but in this case, the pre-existing condition is certain so the insurance pool is technically subsidizing this individual.  This would mean an increase in everyone’s premiums in the pool due to the higher problem individual.  In addition, people with pre-existing conditions may have a fear of losing their health insurance in which it affects their mobility.  Those with a pre-existing condition may change jobs, and then be denied coverage; face higher premiums or their coverage may not cover their health condition.

Chronic illness is something like severe arthritis in which you will have it for the rest of your life.  So the probability of you getting this illness remains at 100% from year to year, so you will need funding year to year to pay for the arthritis medication.  If you develop arthritis and don’t have insurance and want to join a pool, the premiums are going to be equal to the medication costs, so what’s the point of being insured.   If you are with an insurance company from when you were younger and were paying higher premiums, it is assumed that as you get older you are at more risk in getting a chronic illness in which you’ve already paid your way into the system and won’t be kicked out.  This is guaranteed renewability, in which is important if someone develops a chronic illness and will need medication for the rest of their lives.
Question 6

Health insurance as a work place  benefit came to be during World War II.  As many employees left companies to join the army, the labour supply curve shifted downwards.  Due to the wage freeze during the war to deter inflation, companies were not permitted to increase wages.   So as a way to attract new employees companies added benefits like health insurance, as the wage control only applied to take home salary.  Taxable income is a major issue that arises when dealing with health benefits.  In everywhere but Quebec, it is not taxable, so an employer can give you better benefits as a full wage increase, instead of giving you a take home salary increase, which would be taxed and not as beneficial for the employee.  Amy’s paper talks about the effect of making health insurance taxable income in Quebec.  She found that the number of employer-provided health plans decreased by 1/5th, that the individual insurance rose slightly, but not enough to offset the decrease in group insurance.   It was especially noticeable in small firm, where the tax subsidy is more critical.
Question 7

Adverse Selection – A variant of the pre-existing condition group, a person knows of their pre-existing condition, but doesn't tell the group. The pools costs will increase and everyone will have to pay more because of the one person. An influx of high-probability people drive up the premiums, the low-risk people will drop out of the pool (dependent upon being able to measure probability). As low-risk people drop out, the insurance premiums keep increasing to the point that the insured are paying the cost of their treatments, causing an insurance death spiral.

This relates to the fact that originally, insurance firms were reluctant to sell insurance because they were afraid that people would not let them know about pre-existing conditions, or if they were high-risk, causing prices to increase at a cost to the insurer. 

Making health insurance a benefit of employment reconciled insurance firms to selling health insurance because they figured that anyone healthy enough to work was healthy enough to insure, and if the company was large enough, they had a large pool and could spread the risk.
Question 8

Moral Hazard—the disincentives created by insurance for individuals to take measures that would reduce the amount of care demanded. It occurs when a party insulated from risk may behave differently than it would behave if it were fully exposed to the risk. Moral hazard occurs when the party with more information about its actions or intentions has a tendency or incentive to behave inappropriately from the perspective of the party with less information. Moral hazard arises because an individual or institution does not take the full consequences and responsibilities of its doings, and therefore has a tendency to act less carefully than it alternately would, leaving another party to hold some responsibility for the consequences of those actions. For example, a person with insurance against automobile theft may be less cautious about locking his or her car, because the negative consequences of vehicle theft are (partially) the responsibility of the insurance company. In insurance markets, moral hazard occurs when the behaviour of the insured party changes in a way that raises costs for the insurer, since the insured party no longer bears the full costs of that behaviour. Because individuals no longer bear the cost of medical services, they have an added incentive to ask for pricier and more elaborate medical service—which would otherwise not be necessary. In these instances, individuals have an incentive to over consume, simply because they no longer bear the full cost of medical services

Question 9: Discuss the use of the term “moral hazard” in the analysis of co-insurance type health insurance?

Co-insurance is a type of insurance where you and your insurance company share the risks. In health insurance the insurance company pays a certain percentage of your health care bills, while you pay the remaining percentage.  This co-insurance type insurance is a great concept but it raises the issue of “moral hazard”. Moral hazard takes place when the behaviour of the insured party changes in a way that raises costs for the insurer, since the insured person doesn’t have to take responsibility for the full cost of the healthcare they may not take the necessary precautionary measures that would be taken otherwise. Because individuals no longer bear the cost of medical services, they have an added incentive to ask for pricier and more elaborate medical service—which would otherwise not be necessary. In these instances, individuals have an incentive to over consume, simply because they no longer bear the full cost of medical services. 
Question 10 
The new demand curve, after co-insurance is introduced, pivots vertically on the same horizontal intercept as the old demand curve. Therefore we see an increase in slope of the demand curve. This effect is seen on the following diagram as the demand curve shifts from the blue line to the orange line.
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To explain the change in the demand curve due to co-insurance, we have to apply some microeconomic analysis. First we assume that the current price of the drug is P1 at quantity Q1, which is the profit maximizing point before co-insurance is introduced. This point is found simply by finding the intersect of the MR and MC curve and moving directly upwards until the willingness to pay curve (demand) is met. Therefore the price of the drug P1, is the price paid by the consumer. After co-insurance is introduced, the consumer will only pay a predetermined percentage (c) of P1. This cost is represented by cP1 on the diagram. The difference between cP1 and P1 will be paid by the insurer. At a cost of cP1, the quantity demanded by the consumer increases to Q2, where the out-of-pocket price to the consumer (cP1) intersects the original demand curve. It is important to keep in mind that consumer is not affected by the market price of the drug; the consumer is only concerned about his/her cost and has no regard to the price paid by the insurer. Now we know two things. The first is the new quantity demanded by the consumer (Q2) and the second is the current selling price of the drug (P1). Therefore, when we find the new demand curve, we know that it must pass through the point where P1 = Q2 which is represented by point D on the diagram. In order to draw the new demand curve, we need to know a second point which it must pass through. This second point is the same horizontal intercept of the old demand curve. Since the horizontal intercept of a demand curve, by definition, is the quantity demanded by the consumer when the price of a good is zero, then we know that the new demand curve will also have the same horizontal intercept as the old demand curve. Thus, this horizontal intercept will serve as a pivot point relative to the new demand curve – that is, this point is where the new and old demand curve will intersect with each other. We can now obtain our new demand curve by drawing a line between point D and the horizontal intercept of the old demand curve. The new demand curve becomes the average revenue curve for the supplier, whereas the old demand curve remains as the consumer’s willingness-to-pay curve. The supplier’s new MR curve shares the save vertical intercept as the new demand curve and intersects the horizontal intercept at the mid-way point of the new demand curve’s horizontal intercept. MC remains the same since the cost of the supplier isn’t affected by co-insurance. Now that we have MC, MR and the new demand curve, we can find a new profit-maximizing point for the supplier which is found by using the same method as before (equating MR to MC and finding Q* and P*). The new profit maximizing point which is the equilibrium is represented by point E on the diagram. Thus, the supplier will increase the price of the drug from P1 to P*. The new out-of-pocket price to the consumer is c x P*, where c is the consumer’s share of the drug (usually expressed as a percentage). This out-of-pocket price is represented by point cP* and the difference between cP* and P* is paid by the insurer.

Question 11

[Insert answer here]

Question 12: Discuss the case of Claritin using the analysis of co-insurance type insurance. 

In the US Claritin was declared a prescription drug while in Canada was only over the counter.  Since prescription drugs were covered by most private insurance companies in the US in a co-insurance scheme Americans had a much different looking demand curve than that of the Canadians who needed to pay the full price out of pocket for the drug.  Claritin realized that the Americans were willing to pay a similar amount out of pocket as the Canadians but also received coverage.  This meant that Claritin was able to charge American insurance companies a much higher price than what the Canadians were paying.  Support of this was found when it was shown that people in New York were paying close to the same prices as Canadians despite paying only a fraction of the cost.  The co-insurance graph represents this story accurately.  The original demand curve is the one that represents Canadians while the co-insurance demand curve represents the Americans.
Question 13
Baumol’s cost disease is a phenomenon of continuing and compounded rises in the real costs of a special class of economic activities. If involves a rise of salaries in jobs (e.g., live performing arts, health care, education) that have experienced no increase of labour productivity in response to rising salaries in other jobs which did experience such labour productivity growth. This goes against the theory in classical economics that wages are always closely tied to labour productivity changes. The concept is often used to describe the lack of growth in productivity in public services such as medical care. Baumol shows in his article that the medical care prices have grown faster than inflation in many places. This is due to the reason that the health care industry suffers from the “cost disease of the personal services.”In the industry like medical care (health care), the productivity growth is low. Incentives have been built into many countries’ medical care system, especially in the U.S., to shift out the possibilities frontier. But though the technology embodied in the capital can be increased, rapid and persistent productivity growth has eluded the services like medical care. There are mainly two reasons. First, services like medical care entail production processes that are inconsistent with standardization. The treatment in medical care must be tailored to the individual case. Second, services like medical care are labour-intensive, and the substitution between labour and capital is very difficult. The quality of medical care is inescapably correlated with the amount of human labour devoted to their production. If, in medical care, the physician-patient ratio remains constant, so that the crude productivity growth per physician-hour is zero, then a 3 percent rise in nominal physician salaries will lead to a commensurate rise in cost per patient. For other industries that do not suffer from “cost disease”, such as telecommunication, productivity goes up at a higher rate than nominal wages. Since the overall price level in the economy is made up of an average of these two types of product, and since market forces in the long run push nominal wages up everywhere, then it follows that the cost of medical care rise more rapidly than the general price level. However, Baumol states in his article that technical progress has reduced the number of hours of labour required to provide a unit of the output in medical care. Every resulting reduction in labour-time expended in producing the service means that those purchasing the service must expend that much less labour-time to acquire the wherewithal needed to purchase it, which means that medical care have really grown cheaper. Baumol argues that the society would be able to afford ever more of medical care because in an economy in which productivity is growing in almost every sector and declining in none, consumers can have more of every good and service. But the expenditure proportion of services whose funding derives predominantly from the public sector like medical care would increase drastically. 
Question 14: Discuss the concept of Medical Arms Race.

Increased competition is generally welcomed by consumers as a driver of lower prices, greater availability, and improved innovation and quality. Some analysts suggest that the hospital market is an exception to this standard paradigm.  They argue that hospital competition has encouraged an unproductive and costly medical arms race (MAR) with unnecessary duplication of expensive capital equipment as well as unnecessary expenditures on advertising in order to attract patients.  Competition also may create pressure to fill beds through questionable admissions.  

Game Theory and the Medical Arms Race (MAR): Game theory can be used to show why it may be in the best interests for each hospital to engage in an MAR even when hospitals as a whole are negatively affected. Suppose there are two large hospitals, A and B, in a market, each facing the decision to add an expensive heart transplant unit without knowing what its rival will do.  In the payoff matrix, the profits for hospital A are shown first then the profits for hospital B.  Looking at the matrix, we can see that both hospitals would be better off if neither one introduces the unit.  However, if the hospitals cannot agree (for example, they may not trust each other or they may believe that antitrust laws preclude cooperation) then game theory predicts an alternative strategy.  With that being said, each hospital will have a dominant strategy- this strategy is to adopt the new machinery.  Both hospitals can incur higher profits by adopting rather than not adopting because they don’t know what the other hospital will do.  This scenario is consistent with the MAR hypothesis.  

Payoff Matrix (millions of dollars)
	
	Hospital B

	Hospital A
	
	Adopt 
	Do Not Adopt

	
	Adopt
	100,100
	200,-50

	
	Do Not Adopt
	-50,200
	150,150


Review 2

Question 1

Extra Billing

· When a doctor of a physician ass an extra cost to your bill after they have performed a service

· Extra Billing was banned in Canada in 1982

· Extra Billing is still allowed in France and Australia

· In France the extra bill can be sent to your individual insurance provider to be covered

· In Australia the extra bill must be paid by the patient

Reference Pricing

· Setting average price levels for certain types of drugs

· Example: Separates the different types of drugs that are used to treat different symptoms of Alzheimer’s and give an average price

· Reference price tends to be set at or above what the insurance will cover (if it has been set below what insurance will cover it tends to raise to that level)

· If insurance will cover up to a certain amount without causing an out of pocket payment from the patient then it would be silly to charge any less because the patient will purchase the drugs regardless of the price (up to the insurance coverage maximum)

Question 2

Price Referencing Graph
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· Every point on the original demand curve is equal to the patients willingness to pay (per unit)

· Therefore, when medicare (F) is introduced, every point increases by the same amount (an amount equal to the medicare payment) and results in a parallel shift

· ARC is then parallel to the original demand curve

· ARC curve (new demand curve) doesn’t go below F, because it is not sensible to set a price below F

Difference between Co-Insurance and Reference Pricing

· Prices referencing involves a parallel shift from the original demand curve (explained above)
· Co-Insurance involves a rotation of the demand curve from the tangent (location on the horizontal axis) 
· A parallel shift wont work in the case of Co-Insurance because the Reason Quantity Demanded has increased is because the consumer is only paying part of the price (C*P1)
· The horizontal intercept shows quantity demanded if the good is offered for zero dollars
· Therefore, this applies to both out of pocket and co-insurance demand curves (both on the co-insurance graph) which makes this the rotational point
Question 3

In a system which permits extra billing, “double-dipping” is not a profit maximizing strategy for physicians because of the competitive nature of the market. When the firm charges exactly double for the same procedure pre-insurance they loose the patients they may have had to lower priced physicians. The only way to make extra billing profit maximizing is to lower the amount in which the firm charges the patients out of pocket now compared to before when the patient paid everything completely out of pocket.  The total amount that patients pay out of pocket ends up being less than the amount they use to pay without any insurance coverage (P1-Pm). The term “double-dipping” referred to the amount physicians got when they charged twice as much for the same procedure when insurance was introduced, which in actual fact was not a profit maximizing strategy in the least unless you are in a monopoly market when you do not have any competition. The only way to make extra billing a profit maximizing strategy is to lower the amount you charge to patients out of pocket, while still receiving the full amount you received before from patients out of pocket (now covered by insurance). 

A profit maximizing firm always wants to produce the largest amount possible while still being profitable, which means they want to increase their marginal revenue. This causes the MR curve to shift outwards to MR’ to fit with the new demand curve (D’) created by the original double dipping concept. The new MR’ curve is still twice as steep as the D’ curve and from these new lines we can see that the profit maximizing strategy is indeed not at Pm+F like people thought, making “double-dipping” a poor choice for physicians in a competitive market. The new profit maximizing strategy requires lower prices shown on the below graph (Q3, P1). The difference between P1-Pm and the MR’ intercept with MC to Q3 equal the proportion paid out of pocket by the patient. 
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Question 4

[Insert answer here]

Question 5

Assuming these profit maximizing physicians offer identical services and that patients are indifferent between which physician performs the service, this case is similar to perfect competition between firms where those in the market are currently making positive profits. This is also assuming that the amount paid by the insurer does not change. As more physicians enter the community, there is initially an increase in the supply of healthcare, but the demand for services remains unchanged. Being profit maximizing, these physicians realize that they can draw in more customers by reducing the “extra billing” which patients have to pay out of pocket, and eventually the rest of the physicians must also lower their “extra billing” in order to compete. When the “extra billing” fees decrease, patients have more incentive to not only go to the physician with the lowest costs, as they are indifferent between who performs it and act in a utility maximizing manner, but more patients who might not have gone to a physician for those services before will now go get them because the out of pocket costs for them have lowered. Since the structure of “extra billing” schemes generally set a fixed price an insurer will pay and then the insured pays the remainder out of pocket, physicians will never charge below this rate insurers are willing to pay, as it would in essence be negative profits (or losses, if you wish). As time goes on if the number of physicians continue to increase faster than the demand for their services, the extra billing rates will be driven down to near zero. Of course, in a scheme where the “extra billing” is paid by the insurer like in the example from France, the patients receiving the services is not making any out of pocket payments for the services, and acting in the utility maximizing manner they would be expected to, maximize their consumption of the services regardless of the cost to insurers for these “extra billing” fees. Physicians then have no incentive to lower their extra fees, and are in fact inclined to increase their extra fees in order to be profit maximizing, again assuming the insurer and consumer are indifferent to which physician performs the service.
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Ok, there is an economic explanation of what happens, and now to explain what happens with the graph. So when implementing “extra billing” insurance, the insurance industry looks at what the lowest cost doctors will perform the service at, at current demand, and sets that as the price the insurer is willing to pay out. This is at (Qf,Pf), which occurs above on the demand curve where MC=MR for the physicians. When it is implemented, the doctors already in the market have incentive to raise their price to P1 and quantity supplied to Q1, because the demand curve shifts outwards to D2 when extra billing is implemented. So here is where the additional doctors in the market will make its effect. Since there is more doctors, the individual demand per doctor begin dropping. This moves their demand curve in/down to D3, and optimal price/quantities are at Q3,D3. Now, it is important to note that before the doctors entered, their profits (or the amount received through extra billing) were equal to P1-Pf. Now, the price has lowered to P3, and extra billing amounts now equal P3-Pf. Not that Pf does not change with the doctors supply; this is the amount established before extra billing to be the cost, and might not be changed for a long time. It is to the insurers advantage to adjust this value frequently if information is available.
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