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Assume now that you draw utility not only from health care (k) and other goods (c)

but also from futuristic health care (f). Futuristic health care did not exist in year 1 or

year 2; it was as though the price was so high that you demanded none of it. In year 3,

futuristic health care is invented and the price is $10 per unit of f. Meanwhile, the

prices of /i and ¢ both double to $3.
h Calculate a Laspeyres price index for the changes from year 2 to year 3. Remember
to use the bundle of goods from year 2.

i According to your result from the previous question, are you better off in year 2 or
year 3 (assuming constant income)?

j In year 3, you purchase 5 units of f and 10 units of 4. Explain how you might
actually have more utility in year 3 than year 2 despite the Laspeyres price index
result.

k How did your total health care expenditures (on both / and f) change from year 2
to year 3?

1 Explain why you cannot use this result to conclude that health care is getting more
expensive or less expensive.
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Application Assignment
1. Complete the following end-of-chapter problems and questions:

o Chapter 12: Analytical problem and questions 17 and 18
(Bhattacharya, et al., p. 254)

o Chapter 13: Questions 1, 2, 3, 4, 5, 6, 7, 8, and Analytical
problem 9 (Bhattacharya, et al., p. 275)

2. The submission should reflect higher-level cognitive processing
(analysis, synthesis, and evaluation), which is essential for
someone being prepared to serve in an operational capacity
within the healthcare and related industry.

3. To earn the maximum number of points, the submission should
reflect graduate-level execution with clear evidence of critical
thinking, synthesis of relevant information from credible
sources, and clear mastery of the concepts necessary to
successfully execute each component of the assignment.
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Submission Requirements
o Tl issi inlength,
excluding the title and reference list pages, and explicitly
address all required components of this assignment.
« The document must be double-spaced, adhere to the APA
writing style (7th ed.), and include at least three (3) references of
credible or peer-reviewed sources to support any suppositions

and recommendations.

corresponding responses, and interpretation of the results of
mathematical computations should be written up in a Microsoft
Word document.

IMPORTANT: Make certain that there is a detailed description of
how the calculations were performed. The Excel spreadsheet
should include the mathematical formulas in the formula bar at
the top of the Excel worksheet window, labeled with function
symbol (fx).
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17 Compare the tradeoff implicit in allowing the FDA to regulate pharmaceutical mar-
kets with the tradeoff implicit in allowing the American Medical Association to
restrict the supply of doctors in the US (see Chapter 5).

18 Policy prescriptions. List the costs and benefits of the following hypothetical
policies.

b

The US government offers a $5 billion prize to the first drug company that
develops a cure for Alzheimer’s disease.

The patent length for drugs to treat fatal diseases is reduced to five years, and all
current patents for such drugs that are already more than five years old instantly
expire.

The European Medicines Agency announces that it will instantly approve new
drug applications that have shown any promise in treating Creutzfeldt-Jakob dis-
ease (also known as mad cow disease), even if there are safety concerns or if the
evidence of efficacy is not conclusive.

The US government allows patients to write themselves prescriptions on week-
ends, when physicians are typically not available.
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Comprehension questions

Indicate whether each statement is true or false, and justify your answer. Be sure to cite
evidence from the chapter and state any additional assumptions you make.

1 A Laspeyres price index of health care inflation typically overestimates year-to-year
increases in the price of health.

2 The price of curing Hodgkin'’s disease has risen substantially between 1950 and 2000.

The fact that total expenditures on heart attack care increased between 1984 and 1991

is good evidence that the price of surviving a heart attack increased.

4 The Dartmouth Atlas research project finds that health care spending varied widely
between different American cities in the early 2000s, and that Medicare enrollees in
high-spending cities were a lot healthier as a result.

5 The Dartmouth Atlas results are proof that health is easier and/or cheaper to produce
in some American cities than others.

6 High health care expenditures in certain cities and states have been interpreted as
evidence for supply-sensitive care and heterogeneous local medical cultures.

7 1If Medicare patients in Boston are paying more per capita for a hip replacement than
Medicare patients in Boise for the same procedure, but health outcomes are exactly
equal, then this is evidence that Boston is wasteful in their health spending.

8 One reason why total health expenditures are rising is because of an aging population.

w
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9 Fun with price indices. Suppose that your utility function over health care (k) and
other goods (c) is given by U(k,c) and that you have a fixed income of $100. (Assume
that the indifference curves of your utility function bear the usual convex shape.) Each
year, you choose h and ¢ to maximize your utility subject to a budget constraint:

pih+pe=Y

where p, is the price of health care, p, is the price of other goods, and Y is your income.

In year 1, the price of health care is $1, while the price of other goods is $2. At these
prices, you demand 30 units of health care and 35 units of other goods. In year 2, your
utility function and your income do not change, but prices do. Health care becomes
more expensive at $1.50, while other goods become cheaper at $1.50. At these prices,
you demand 20 units of health care.

a  Assuming you spend all your income in year 2, how many units of other goods do
you buy?

b Draw a graph with your demand for health care on the horizontal axis and your
demand for other goods on the vertical axis. On this graph, draw your budget con-
straints in year 1 and in year 2. On these budget lines, indicate your demand points
for hand c in year 1 and year 2. Also draw concave indifference curves tangent the
points in year 1 and year 2 that represent your demand. Label the indifference
curves Uy and Us.

© Do the price changes leave you better off, worse off, or the same as before? Is this
result just for the indifference curves you drew, or will it hold for any set of convex
indifference curves?
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Draw a budget constraint that answers the question: How much income do you
need this year to buy the same bundle of goods from last year? In other words, draw
a budget constraint with a slope that reflects year 2 prices but that intersects the
year 1 bundle.

Either geometrically or algebraically, use this budget constraint to calculate the
Laspeyres price index; that is, the amount of money you need to buy the year 1
bundle in year 2, divided by the money you paid for it in year 1.

Now draw a budget constraint that answers the question: How much income do
you need this year to get to the same level of utility from last year? In other
words, draw a budget constraint with a slope that reflects year 2 prices that lies
tangent to U;.

Does the Laspeyres price index overstate or understate the welfare effect of the
price changes?




