Scott Hankins
HA 636 Health Economics
Exam #1

Instructions: You have 90 minutes to complete this exam. You may use a calculator but,
you can NOT use your neighbor. Cheating is considered academic dishonesty and will be
dealt with in the strictest manner. GOOD LUCK!

1)

[10 points] Using the graph below, answer the following questions.
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Label the Supply and Demand Curve.

Indicate the equilibrium Price and Quantity using MC1 (use P1 & Q1).
Indicate the equilibrium Price and Quantity using MC2 (use P2 & Q2).

Using the letters and P1 and Q1, what is Consumer Surplus when MC=MC1?
Using the letters and P1 and Q1, what is Producer Surplus when MC=MC1?
Using the letters and P2 and Q2, what is Consumer Surplus when MC=MC2?
Using the letters and P2 and Q2, what is Producer Surplus when MC=MC2?

Who is made worse off by the shift from MC1 to MC2, producers or consumers?
Why?



2) [20 points] Suppose there are 1000 people in the world, 25% of this population
are teenagers and the rest are adults. Teens have 25% likelihood of being in an
accident, while adults have a 10% chance. The cost of an accident is $10,000 for
both types of drivers.

a. What is the expected payout for the insurance company if it insures one
teenager? All of the teenagers?

b. What is the expected payout for the insurance company if it insures one
adult? All of the adults?

c. Suppose the government won’t let the insurance company charge different
rates for different drivers. What premium would the company offer?

d. Suppose that auto insurance was not required, would both types of drivers
purchase the policy in part ¢? Why?

e. What would be necessary for a pooling equilibrium to be possible in this
situation? Would a pooling equilibrium be easier if the percentage of
teenagers was smaller?

f. Besides age, education, sex,... describe one way the insurance company
could “separate” the two types of drivers. What does the separating
depend on?



3) [10 points] In late January, Genentech sent out a "Dear Doctor" letter noting that
patients taking the recommended dose of Lucentis had a higher rate of strokes
(1.2%) than patients taking a smaller dose (0.3%). Based on these numbers,

a. How much does the relative risk of a stroke increase if a patient takes the
recommended dose vs. a smaller dose?

b. How much does the absolute risk of a stroke increase if a patient takes the
recommended dose vs. a smaller dose?

c. How many patients would need to take the recommended dose vs. a
smaller dose before one patient had a stroke?



4) [15 points] Why do insurance companies require health exams before issuing a
life insurance policy? Why don’t insurance companies require exams before you
get health insurance from your job? Ignore any legal requirements in your answer.

5) [15 points] All people over 65 are enrolled in Medicare (Part A). Using the
concepts from class, discuss why Medicare is mandatory. What would Medicare
enrollees look like if participation was not mandatory?




6) [15 points] Define moral hazard. Using the newspaper articles we have read,
provide an example of moral hazard. How do insurance companies attempt to deal
with moral hazard?

7) [15 points] Why do economists think the structure of Medicare is “upside down”
with respect to usual economic principles of insurance? What would “true”
insurance provide that is different from Medicare?







