Imperfect Information in Health Care Markets

Exercise Session 8 - RS-Model, Genetic Tests



Exercise 15

Suppose that a low risk type is indifferent between his contract in
the Rothschild-Stiglitz equilibrium candidate and a full coverage
contract at premium (yap + (1 — «y)ay) * L. What interpretation
does the premium (yap + (1 — v)ay) * L have? Demonstrate that
in this case the Rothschild-Stiglitz equilibrium does not exist.
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Exercise 16

In the Netherlands, health insurance contracts can only be changed
at the end of the calendar year. Discuss why such a regulation may
or may not be a good idea. Do you know of other similar
provisions or regulations?
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Exercise 17

Assume that all people in our economy are similar and have the
same Bernoulli utility function u(x) = v/x. A person has wealth
W = 9 and falls ill with probability 1/2. When falling ill the person
needs treatment costing L = 5. Assume that many insurance
companies without administrative costs compete perfectly in the
insurance market.

a) Determine the risk premium of a consumer for a full coverage
contract. What contract will be offered in equilibrium?
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Exercise 17 b)

Suppose a genetic test becomes available: The test results can be
either "high risk” (h) or "low risk” (). Those that test have a 50%
chance of getting either result. High risk people have probability
3/4 and low risk people have the probability 1/4 of falling ill.

1. Calculate the risk premium of an h type and the risk premium
of an / type (again using a full coverage contract).

2. Assume everyone gets tested and the insurance companies can
make their contracts dependent on the test result. What
contracts will they offer? How do profits and expected utility
change compared to a)?

3. Assume that insurance companies are prohibited from making
their contracts contingent upon the test results. How do
expected utility and insurance profits change compared to a)?
(Note: you do not have to calculate the equilibrium contracts
to answer this question qualitatively.)
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