Imperfect Information in Health Care Markets

Exercise Session 10 - Advantageous Selection, Moral Hazard
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Let consumers have the utility function u(x) = —e™"*. Each
consumer faces a loss L of his initial wealth W with probability a.
While W and L are the same for all consumers, consumers differ in
nand a. Let W =10 and L =5.

a) Compare the willingness to pay for a full coverage insurance
contract of two consumers: Consumer A has risk apq = 0.3
and risk aversion 74 = 1. Consumer B has risk ag = 0.2 and
risk aversion ng = 1.5.

b) Using otherwise the same parameters as in a), who would
have the higher willingness to pay if ng was 1 as well?

c) Using otherwise the same parameters as in a), who would
have the higher willingness to pay if ag was 0.3 as well?
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Exercise 22

d) (PC exercise in spread sheet application or Julia) Let there be
a continuum of consumers whose risk « is uniformly
distributed on [0.5,0.75]. Assume that n(a) =3 — a and
consider a full coverage insurance contract. Is this a case of
adverse or advantageous selection? Repeat with
n(a) =3 —3.75a.
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Consider the fixed coverage model with perfect competition and no
administrative costs for insurance companies. Assume that all
consumers are risk averse.

a) How do the marginal cost, average cost and demand curve
look in case of advantageous selection?

b) Is the market equilibrium efficient?

c) Consider now insurance companies with contracting and claim
handling costs, i.e. each sold contract leads to expected
administrative costs ¢ > 0. What is the market equilibrium
and is it efficient?

d) For the case with administrative costs, consider a tax on
insurance premia (to be paid by consumer). What is the
impact of this tax on welfare?
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Ambulatory mental health care was the most price sensitive
element of health care in the RAND health insurance experiment.
How do you think the market for mental health care has changed
since the 1970s? How does this affect the price sensitivity? What
evidence would you look for to support your claims?
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Exercise 25

Dental care was quite price sensitive in the RAND health insurance
experiment. This effect was particularly large in the first year.
What is the explanation for this? What are the implications?
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