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ECON 306: The Economics of Health ( Education

Course Guide, Reading Guide & Study Questions

Lecturer: 
Paul Hansen

Department of Economics

University of Otago

7.27 Commerce Building

479-8547

phansen@business.otago.ac.nz
Lecture Times & Places:
Tuesday, 4:00 to 4.50 pm; & 


Wednesday, 10:00 to 11:50 am. (Rooms to be advised.)

There are no ‘formal’ tutorials outside of these times. Instead, discussions/exercises will be in class time, like in a tutorial (admittedly a large one!), usually in the second hour on Wednesday.

Please note, there is a possibility that because of Paul’s commitments elsewhere, an occasional lecture may have to be dropped/rescheduled. I’ll let you know if this becomes necessary.

Course Overview:

After social welfare, Health and Education are the largest areas of government spending in most modern economies, including New Zealand’s (where together they account for more than 13% of GDP). This paper is about the economic analysis of the health and education sectors, with particular emphasis on government policy concerning them. Theoretical foundations and techniques of economic evaluation are also covered. This affords a special opportunity for the application of a wide range of microeconomic concepts and techniques (some covered in ECON 201) to significant real-world issues, such as health care rationing, the ‘value of life’ and ‘user-pays’ (i.e. student fees and student loans) in education. 

Pre-requisite: ECON 201 (or its equivalent from another university).

Course Objectives:

1.
To have you (students who take the course) apply the microeconomic tools and concepts you were introduced to in ECON 111/112 & 201 to the topics of health and education, including contemporary New Zealand policy issues.
2.
To introduce you to new microeconomics tools and concepts, as required.
3.
To equip you with the skills to be able to understand and critique economic evaluations of health care programmes, and to be able to apply these skills more generally (i.e. to any economic project appraisal).
4.
In general, to encourage you to develop analytical skills, including modest technical and quantitative proficiencies.

Assessment:

There will be a test (worth 15%), an assignment (15%) and a 2 hour final exam (70%). The internal assessment is on a plussage basis. This means either component counts only if you score higher on it than on the final exam – so that the final exam will be worth 70% or 85% or 100% (whichever is to your advantage). 

The test is planned at this stage (although it may have to be shifted) for Wednesday 12 September in class time (see the Course Outline below) and will cover Part I (i.e. the first six weeks of the course). The assignment will relate to Part II and will be distributed later in the course.
 The final exam will, potentially, cover all material included in lectures and the ‘required reading’ and ‘study questions’ (explained below).
Reading:

For each week you will be assigned ‘Required Reading’ (that you ‘must’ do) and suggestions for ‘Further Reading’ (that you may do). A course book comprising a specially-selected collection of photocopied readings from textbooks and The Economist magazine and other sources will be available for purchase, priced at the cost of photocopying and binding ($15). This is the same book as from last year (so there may be second-hand copies available). Copies will also be on Close Reserve in the Central Library (that you can borrow for free if you do not want to buy the book). 

This approach allows me to tailor the readings to what I intend covering in the course — and via The Economist articles to provide up-to-date summaries of key theories and real-world applications. Photocopying and distributing the above-mentioned materials in this manner is legal. Under the University’s Copyright Licence we “may make multiple copies for teaching but limited to: 10% of a work or one chapter, whichever is larger; [and] one article from a periodical ...” 

Study Questions:
Several questions for each week appear in this handout. They are for you to work through after you have been to lectures and done the readings and are a good way of testing your understanding of the material covered. We will discuss particular questions in class (like in a tutorial). So that you can participate in the discussion, please prepare answers for them. As well, you are welcome to discuss your answers with me outside of class times. Note that prepared answers will not be supplied.

In summary, as well as coming to lectures, you are also required to do your own reading and study!!
Workload:
As this is a 18 point course, using the University’s ‘rule of thumb’ you should therefore plan to devote 12 hours per week to this course during the semester. Three of these are spent in lectures – leaving 9 hours for your own reading and study, internal assessment work and revision. 

Course Outline:

There are three parts to the course, as detailed below (along with topics and likely dates).

Part I: The Economics of Health & Health Care

	Week
	Dates
	Topics

	1
	July 10

& 11
	· Introduction to ECON 306 and this part of the course.

· Health care as an economic good.

· The determinants of health, including the effects of health care.

(The health production function.)

	2
	July 17

& 18
	· Modelling the demands for health and health care respectively.

(Health capital and the Grossman and Wagstaff models.)

· Including ‘time’ in the true (opportunity) cost of health care and modelling the effects of health insurance and subsidies, and health care ‘quality’. 

	3
	July 24

& 25
	· Why do most governments, to some extent, fund and regulate health care? (Normative and positive theories of government intervention in health care markets.)

· What influence do doctors have on the demand for their services?

(The supplier-induced demand hypothesis and alternatives.)

	4
	July 31 & August 1
	· Why do people buy health insurance?

(Attitudes to risk and the demand for health insurance.)

· Things that usually go wrong in insurance (free) markets.

(Asymmetric information and moral hazard and adverse selection.)

	5
	August 7

& 8
	· Why do doctors sometimes charge rich patients more than poor patients? (Health care price discrimination and alternative explanations.)

· What do hospitals seek to maximise? Profits? Patients treated? The quality of their services? (Economics models of hospitals.)

	6
	August 14

& 15
	· A review of international institutional arrangements for funding and managing health care systems.

· The New Zealand health care system, including recent reforms. 


Part II: Theoretical Foundations & Techniques of Economic Evaluation

	Week
	Dates
	Topics

	7
	August 21

& 22
	· Introduction to this part of the course.
· Economics-based approaches to allocating publicly-funded health care spending.
· An overview of cost-minimisation, cost-benefit, cost-effectiveness and cost-utility analyses respectively.

	
	 (Aug 27 to 31)
	– – – – – – – – – – – – – Mid-Semester Break – – – – – – – – – – – – – 

	8
	September 4 & 5
	· The basic techniques of project appraisals, including accounting for the timing of costs and benefits.
(Discounting, including discounting years of life.)

· Dealing with risk and uncertainty. 

· What is the value of a human life? 

(Techniques for valuing statistical lives.)

	9
	September 11

& 12
	· Quality-Adjusted Life Years (QALYs) and cost-utility analysis.

· Methods for valuing (health-related) quality of life.

· Test covering all of Part I (“The Economics of Health & Health Care”) of the course.

	10
	September 18 & 19
	· ‘The QALYs workshop’ – an interactive session to give you experience with an internationally-popular health state valuation tool.

· What are ‘fair’ or ‘equitable’ allocations of health/health care? 

(Common distributional value judgements.)


(An assignment covering the material in Part II will be distributed.)

Part III: The Economics of Education

	Week
	Dates
	Topics

	11
	September

25 & 26
	· Introduction to this part of the course.

· Education as an economic good.

· Why do most governments, to some extent, fund and regulate education?

· User-pays (student fees and student loans) and other topical New Zealand issues (e.g. education vouchers and research funding).

	12
	October 2

& 3
	· Private and social rates of return to education.

(Human capital theory of education.)

· Educational achievement as a screening device for ability used by employers. (Signalling theory of education.)

	13
	October 9


	· Revision/Catch-up session, only if required (otherwise no class).

(No class on October 10.)
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Part I: The Economics of Health & Health Care
Week 1

Introduction

· Introduction to ECON306 and ‘The Economics of Health and Health Care’. 

· Health care as an economic good.

· Is health care ‘special’ (and what does that imply for how it should be funded)?

· Positive versus normative economic analysis.

· The determinants of health, including the effects of health care. 


(The health production function.)

Required Reading (32 pages)
(Please read the following material – included in the Required Readings book – before coming to this week’s lectures.*)

* 
R.E. Santerre & S.P. Neun (2000), “The theories X and Y of health economics”, pp. 18-21 in Health Economics: Theories, Insights and Industry Studies, Dryden Press.

* 
A. Alchian & W. Allen (1964), “Need versus demand” and “Alleged exceptions to the law of demand”, pp. 75-6 in Exchange and Production: Theory in Use, Wadsworth Publishing Company.

* 
S. Folland, A. Goodman & M. Stano (2001), “The production of health”, Chapter 4 in The Economics of Health and Health Care, Prentice Hall.
* 
P. Hansen & A. Graham (2003), “Human organ transplants. For love or money?”, EcoNZ@Otago, 11, 8-10.

*
“Who wants to live for ever?”, The Economist, Dec 21st 2000.

Further Reading

Although you are not required to read them, ‘Further Reading’ are available if you want to extend your knowledge of this week’s topics. There are two types of Further Reading. 

The first type are particular articles, chapters or reports that will be noted each week and are available on Reserve at the Central Library or online via the Library’s E-Journal Portal (http://rb6fc7tv6s.search.serialssolutions.com/). The reading for this week is:

K. Arrow (1963), “Uncertainty and the welfare economics of medical care”, American Economic Review, 53, 941-73. (This seminal article is also referred to in Week 3.)

The second type of Further Reading are the following Health Economics textbooks (and any others you can find yourself) that are available from the Medical Library. Some are on Reserve there (i.e. you have to ask for them and can borrow them for a couple of hours only) and others are on the main shelves. (The Medical Library is on floors 1-3 of the Sayers Building at 290 Great King Street. Enter through the south entrance on Great King Street, or through the Lindo Ferguson Building at 1st floor level.) It is up to you to look in the Contents and/or Index of these books to find material appropriate to what you want to read.

C. Donaldson & K. Gerard (1993), “Market failure in health care”, Economics of Health Care Financing: The Visible Hand, Macmillan.

P. Feldstein (1993), Health Care Economics, Wiley.

S. Folland, A. Goodman & M. Stano (2001), “The production of health”, The Economics of Health and Health Care, Prentice Hall.

T.E. Getzen (1997), Health Economics: Fundamentals and Flow of Funds, Wiley.

B. McPake, L. Kumaranayake & C. Normand (2002), Health Economics: An International Perspective, Routledge. (This book is currently being processed, but can be asked for at the Medical Library desk.)

T. Rice (1998), The Economics of Health Reconsidered, Health Administration Press.

Week 1 Study Questions appear below and questions like them will be supplied each week. They are for you to work through after you have been to lectures and done the readings and are a good way of testing and extending your understanding of the material covered. 

We will discuss particular questions – the boxed ones – in class, usually in the second hour on Wednesday of the following week. So that you can participate in the discussion, please prepare answers for them. As well, you are welcome to discuss your answers with me outside of class times; but please note, I will not be supplying answers.
1.
Having read Santerre and Neun’s (2000) “The theories X and Y in health economics”, which type of person are you – Theory X or Theory Y? (Come back to this question at the end of the course and see if you have changed your mind.)

2.
Why is ‘need’ such a troublesome concept with respect to health care? Is it possible to replace ‘need’ with ‘demand’ (as used by economists)? [See Alchian & Allen (1964).] Moreover, what are the differences between ‘need’, ‘want’ and ‘demand’?

3. 
On the other hand, a critic of Economics might argue that the intellectual framework of consumer choice (i.e. ‘demand’) is almost totally irrelevant to the circumstances in which the bulk of health care is consumed. In what respect is this criticism valid? In particular, do information asymmetries undermine the concept of consumer demand in health care? How might we (i.e. as economists) get around this potential problem?

4.
Are the following positive or normative statements? Explain your answers.

(a)
“Alcohol imposes costs on society.”

(b)

“Because alcohol imposes costs it should be taxed.”

(c)
“Taxing alcohol would reduce the consumption of alcohol.”

(d)
“Reducing the consumption of alcohol would be a good thing to do.”

5.
Have a go at the three ‘Questions for Discussion’ at the end of Hansen & Graham (2003).

6.
Have a go at the ten ‘Discussion Questions’ at the end of Folland, Goodman and Stano (2001).

7.
“Health production function studies may imply that lifestyle variables are the most important determinant of health in developed economies, and yet changing people’s lifestyles may not be the most efficient means of improving health.” Assess this statement in relation to government funded campaigns to encourage people to be more active and to stop smoking respectively. 
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Week 2

 Demand for Health & Health Care

· Modelling the demands for health and health care respectively.


(Health capital and the Grossman and Wagstaff models.)

· Including ‘time’ in the true (opportunity) cost of health care, the effects of health insurance and subsidies, health care ‘quality’, and other determinants of demand.

Required Reading (14 pages)
(Please read the following material – included in the course book – before coming to this week’s lectures.)

*
A. Wagstaff (1986), “The demand for health: theory and applications”, Journal of Epidemiology and Community Health, 40, 1-11.

*
“For 80 cents more”, The Economist, Aug 15th 2002.

*
If necessary, catch up on last week’s Required Reading.

Further Reading

(Read the following material – available on Reserve from the Central Library or online via the Library’s E-Journal Portal (http://rb6fc7tv6s.search.serialssolutions.com/) – if you want to extend your knowledge of this week’s topics.)

M. Grossman (1972) “On the concept of health capital and the demand for health”, Journal of Political Economy, 80, 223-55.

(As well, there are the six Health Economics textbooks referred to in Week 1’s Further Reading that are available from the Medical Library.)

Week 2 Study Questions*
1.
Distinguish between the stock and flow (including investment and depreciation) aspects of ‘health’. How does the concept of ‘health capital’ differ from the more familiar concept of ‘human capital’? 

2. 
Distinguish in general terms between the demand for health and the demand for health care.

3. 
In the context of the Wagstaff diagrammatic model, what is the price of health (actually, the ‘shadow price’, as health per se is not traded)? What factors affect the ‘shadow price’ for health? How can this concept be incorporated in to Wagstaff’s model? Hence, can you derive a demand curve for health? (Distinguish this from a demand curve for health care.)

4. 
How can an increase in an individual’s level of education (or stock of conventional human capital) be expected to alter the production function for health? Using Wagstaff’s model, illustrate the case where an increase in education simultaneously results in an increase in the demand for health and a decrease in the demand for health care. How might these simple relationships be incorporated in to simple theories of economic growth?

5.
Can you think of ‘real-world’ things that Wagstaff’s model ignores that might be important with respect to understanding an individual’s demand for health care? What are the model’s shortcomings? (… in much the same vein as other micro models that you are familiar with.)

6.
Suppose you are going to the dentist. To see her, you travel to her office on the other side of town and wait to be seen (her previous patient takes longer than anticipated), all of which takes two hours of your precious time. Suppose her fee is $50, you don’t have dental insurance, and your price elasticity of demand, taking both time and out-of-pocket costs in to account, is –1.2. If the dentist raised her fee by 20%, what is your price elasticity of demand that would be observed if time costs were (mistakenly) ignored? What does this imply for the effectiveness of making patients wait as a rationing device? In particular, what type of patients will be most affected by waiting times?

7.
Use the concepts of marginal and total value (and an appropriate diagram) to explain the following “paradox of value”. Penicillin (which saves lives) costs — or as non-economists would say, “is worth” — only a few dollars while Ecstasy sells for between $60 and $120 a tablet.

8.
The Economist article, “For 80 cents more”, reported the finding “that the amount the local health authorities spent on each disease bore no relation whatsoever to the harm which the disease inflicted on local people. … Malaria, for example, accounted for 30% of the years of life lost in Morogoro, but only 5% of the 1996 health budget.” Logically, might such a mismatch make sense on efficiency grounds (although it probably does not in the case of malaria)? (Hint: think about the relationship between, one, the harm caused by a disease, two, the ability of spending to alleviate that harm.) 
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Week 3

Role of Government & SID

· Why do most governments, to some extent, fund and regulate health care? (Normative and positive theories of government intervention in health care markets.)

· What influence do doctors have on the demand for their services?


(The supplier-induced demand (SID) hypothesis and alternative explanations.)

Required Reading (45 pages)
(Please read the following material – included in the course book – before coming to this week’s lectures.)

*
C. Donaldson & K. Gerard (1993), “Market failure in health care”, Chapter 3 in Economics of Health Care Financing: The Visible Hand, Macmillan.

*
P. Feldstein (1993), “The performance of regulatory agencies outside the health sector”, pp. 263-71 in Health Economics, Wiley.

*
J. Gruber (2003), “Smoking’s ‘internalities’”, Regulation, Winter 2002-3, 52-7.

*
T. Rice (1998), “Are supply and demand independently determined?”, section 4.2.1 in The Economics of Health Reconsidered, Health Administration Press.

*
“Aid for AIDS”, The Economist, Apr 27th 2000.

Further Reading

(Read the following material – available on Reserve from the Central Library or online via the Library’s E-Journal Portal (http://rb6fc7tv6s.search.serialssolutions.com/) – if you want to extend your knowledge of this week’s topics.)

K. Arrow (1963), “Uncertainty and the welfare economics of medical care”, American Economic Review, 53, 941-73. 

A. Culyer (1971), “The nature of the commodity ‘health care’ and its efficient allocation”, Oxford Economic Papers, 23, 189-211. 

J. Logan, D. Green & A. Woodfield (1989), “Is there a case for government intervention?”, Chapter 1 in Healthy Competition, Centre for Independent Studies, Sydney.

(As well, there are the six Health Economics textbooks referred to in Week 1’s Further Reading that are available from the Medical Library.)

Week 3 Study Questions

1.
Government intervention in the health sector may include regulation of private markets, collective funding and subsidisation of services, and public provision of those services. Think of examples of each form of government intervention in the New Zealand health sector. In each case, what do you think the rationale is for intervention?

2.
With reference to Figure 3.2 (p. 39) of Donaldson & Gerard (1993), showing individuals A’s and B’s demand curves for A’s health care, answer the following questions 

(a)
Why, in general, is the aggregate demand curve for a private good derived by horizontally summing individuals’ demand curves, whereas the social demand curve MSVA (i.e. of individuals A and B) for individual A’s health care is derived by vertically summing A’s and B’s demand curves (MVA and MVBA)?

(b)
On the figure identify the amount of subsidy B would be willing to pay A to consume health care. In other words, show the “subsidy wedge”.

(c)
Individual B would clearly derive an external benefit if individual A were to consume more health care than Q1 in the figure. Why is this externality not internalised? Is this efficient?

3.
In a population of N individuals i( j is the probability of individual i catching a contagious disease (e.g. SARS) from another individual j (where the risk is the same to everyone in the population), C is the cost to an individual of having the disease (e.g. treatment, pain, time off work), and V is the cost to an individual of getting vaccinated (e.g. fees, pain, travel costs, side effects).

(a) Derive a simple expression (Hint: use summation, () for the expected cost to individual i of the disease? Hence under what circumstance will i choose to get vaccinated (ignoring, for now, the public benefits)?

(b) Derive another expression for the public benefit (i.e. externality) from i’s vaccination? Hence how much would the rest of the population be willing to pay? How much would they be required to pay?

(c)
Make the case for a private solution (à la the Coase Solution or Theorem) to this externality versus a collective or government-based solution.

4.
Externalities associated with health care consumption may not be internalised privately because of the “free-rider problem” associated with private charity. Explain why not.

5.
The analogue of supplier-induced demand in the market for hospital services is the observation that “a built bed is a filled bed” (Shain & Roemer 1959, Roemer 1961)*. That is, an increase in the supply of hospital beds is followed by an increase in their utilisation, with very little downwards effect on price (or increase in spare capacity if they are “free” to patients). A popular explanation for this observation is the supplier-induced demand hypothesis. With reference to Rice (1998), use supply and demand diagrams for hospital services to illustrate the following alternative explanations for this phenomenon.

(a) Excess demand already existed in the market for hospital services. (In New Zealand, how does such excess demand manifest itself?)

(b) Planners correctly anticipated greater future demand (caused by what, for example?).

(c) The additional hospital beds were established in new, smaller hospitals that are closer to prospective patients, so that travel costs are lowered (and perhaps consumer perceptions regarding the quality of hospital services also raised). 

(d) Can you think of alternative explanations of your own?

6.
With reference to Feldstein (1993), explain why there are more health care special interest groups in New Zealand representing suppliers than consumers of health care (Are there in fact more?).
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Week 4

Health Insurance

· Why do people buy health insurance?


(Attitudes to risk and the demand for health insurance.)

· Things that usually go wrong in insurance (free) markets.


(Asymmetric information and moral hazard and adverse selection.)
Required Reading (26 pages)
(Please read the following material – included in the course book – before coming to this week’s lectures.)

*
P. Feldstein (1993), “The demand for health insurance”, Chapter 6 in Health Economics, Wiley.

Further Reading

(Read the following material – available on Reserve from the Central Library or online via the Library’s E-Journal Portal (http://rb6fc7tv6s.search.serialssolutions.com/) – if you want to extend your knowledge of this week’s topics.)

M. Pauly (1968), “The economics of moral hazard: comment” and K. Arrow (1968), “The economics of moral hazard: further comment”, American Economic Review, 58, 531-9.


M.S. Feldstein (1973), “The welfare loss of excess health insurance”, Journal of Political Economy, 81, 251-80.

(As well, there are the six Health Economics textbooks referred to in Week 1’s Further Reading that are available from the Medical Library.)

Week 4 Study Questions

1.
Suppose your utility function is U = √Y. Your income (Y) when you are well is $400 and there is a 40% chance that you will get sick which will cost you $175 in combined lost earnings and health care expenses.

(a)
Prove that the utility function U = √Y implies that you are risk averse. Suggest other simple functions for a risk neutral and risk loving individual respectively.

(b)
Assuming no moral hazard, what is the maximum premium that you would be willing to pay for health insurance. (Why is the assumption of no moral hazard important here?)

(c)
How big is your risk premium? (Hence what is the “certainty equivalent” of your risky income?)

2.
With respect to the demand (i.e. “willingness-to-pay”) for health insurance revealed in the question above, what would be the effects in qualitative terms of the following?

(a)
A decrease in the risk of illness caused by a preventative measure (e.g. an inoculation against the illness).

(b)
A decrease in the cost of treating the illness.

(c)
Increased “loading” by the insurance company as a result of, say, higher administration costs.

(d)
A change in preferences such that risk aversity rises.

(e)
A job promotion that results in higher wages.


Also, how would these effects differ depending on the individual’s income, for example, for “poor” and “rich” people respectively?

3.
Given these factors influencing the demand for health insurance, who and for what types of conditions would you expect to have health insurance? What other factors, say in the New Zealand setting, would you expect to determine the types of health care paid for by insurance companies? 

4.
What do the terms “moral hazard” and “adverse selection” mean? What does “morality” have to do with the phenomenon labelled as “moral hazard”? Why do these phenomena ensure that less insurance cover will be provided than is demanded by consumers (i.e. a market failure)? 
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Week 5

Price Discrimination & Hospital Behaviour

· Why do doctors sometimes charge rich patients more than poor patients? (Health care price discrimination and alternative explanations.)

· What do hospitals seek to maximise? Profits? Patients treated? The quality of their services? (Economics models of hospitals.)

Required Reading (18 pages)
(Please read the following material – included in the course book – before coming to this week’s lectures.)

*
R.E. Santerre & S.P. Neun (1996), “Not-for-profit objectives”, Chapter 9 in Health Economics: Theories, Insights and Industry Studies, Irwin.

Further Reading

(Read the following material – available on Reserve from the Central Library or online via the Library’s E-Journal Portal (http://rb6fc7tv6s.search.serialssolutions.com/) – if you want to extend your knowledge of this week’s topics.)

R. Kessel (1958), “Price discrimination in medicine”, Journal of Law and Economics; 1, 20–53.

J. Newhouse (1970), “Towards a theory of nonprofit institutions: an economic model of a hospital”, American Economic Review, 8, 467-82.

P. Jacobs (1974), “A survey of economic models of hospitals”, Inquiry, 11, 83-97.

M. Gaynor (1994), “Issues in the industrial organisation of the market for physician services”, Journal of Economics and Management Strategy, 3, 211-55.

R. Vaithianathan (1999), “The failure of corporatisation: public hospitals in New Zealand”, Agenda 6, 325-38.

(As well, there are the six Health Economics textbooks referred to in Week 1’s Further Reading that are available from the Medical Library.)

Week 5 Study Questions

1.
Have a go at ‘Review Questions and Problems’ 1, 2, 3, 5 & 9 at the end of Santerre & Neun (1996).

2.
Newhouse (1970) claimed that non-profit hospitals have a bias against producing low quality services (even though there is demand for them). He wrote (p. 69): “The reason why the decision maker does not produce all profitable qualities lies in the quality variable which is in his maximand.” What do you think he means by this?

3.
Read the excerpt below* that empirically models the demands for inpatient (i.e. hospital admissions) and outpatient (e.g. day-surgery) hospital care respectively.

(a)
Why is outpatient care hypothesised to be either a normal or inferior good?

Answer the following questions with respect to Table 1 ...

(b)
What do you conclude about the elasticity of demand for outpatient visits? Whose a priori theories does this result support — economists or medical care professionals?

(c)
Are outpatient and inpatient care complements or substitutes?

(d)
The authors note (not included below): “The influence of the income variable is difficult to determine because of its collinearity with the inpatient price variables [i.e. Outpatient price, Revenue per inpatient day, Room charge] and with Primary care physicians (r = 0.61).” Do you see what they mean? How does multi-collinearity produce this estimated insignificance? 
(e)
Why do the insurance variables appear to have contradictory effects?

(f)
How would you explain the positive effect of the variable Primary care physicians on demand for outpatient services?

(g)
With respect to Table 2 now, what conclusions would you draw concerning the demand for inpatient services?
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Week 6

The NZ Health System & International Comparisons

· A review of international institutional arrangements for funding and managing health care systems.

· The New Zealand health care system, including recent reforms.

Required Reading (52 pages)
(Please read the following material – included in the course book – before coming to this week’s lectures.)

*
B. McPake, L. Kumaranayake & C. Normand (2002), “Health systems around the world: An introduction to variation and performance” and “Trends in health sector reform”, Chapters 20 & 25 in Health Economics: An International Perspective, Routledge.

*
T. Ashton (1999) “The health reforms: to market and back?”, Chapter 8 in J. Boston, P. Dalziel & S. St John (eds), Redesigning the Welfare State: Problems, Policies and Prospects, Oxford University Press. 

*
N. Devlin, A. Maynard & N. Mays (2001), “New Zealand’s health sector changes: Back to the Future?”, British Medical Journal 322, 1171-4.
*
J. Logan (1986), “Bob’s Party (A Cautionary Tale)”. (This is a satire of the reforms to the Australian health care system in the late 1980s. As you read it, consider the questions below.)

*
“Health international”, The Economist, Jun 22nd 2000.

Further Reading

(Read the following material – available on Reserve from the Central Library or online via the Library’s E-Journal Portal (http://rb6fc7tv6s.search.serialssolutions.com/) – if you want to extend your knowledge of this week’s topics.)

The World Health Organisation (2000), The World Health Report 2000. Health Systems: Improving Performance. Available from Medical Library Reserve Desk or http://www.who.int/whr2001/2001/archives/2000/en/contents.htm

(As well, there are the six Health Economics textbooks referred to in Week 1’s Further Reading that are available from the Medical Library.)

Week 6 Study Questions

1.
Based on Ashton (1999) and Devlin, Maynard & Mays (2001) and your own general knowledge, give a ‘potted history’ of the New Zealand health system since the early 1990s to the present day in terms of significant reforms. What was the underlying philosophical motivation for each significant reform? 

2.
Discuss the relative advantages and disadvantages of general taxation, social insurance, private insurance and user charges as methods of financing health care (see, e.g. McPake, Kumaranayake & Normand 2002).

3.
With reference to Logan (1986), answer the following questions.

(a)
Characterise the free market system for a ‘representative consumer’ in a simple MV (i.e. demand) and MC (i.e. supply) diagram. What are the welfare/efficiency implications of the initial allocation of “beer”?

(b)
In terms of your diagram, how was the Partycare system (first version) to work? What is the moral hazard, and how much of a loss would Bob make? 

(c)
Recognising now that individuals are not the same in terms of their ‘drinking’ habits or their incomes, why was Bob afraid to introduce Partycare Mark II? What basis is there to Dick and John’s claim that doing so would “produce a substance called ‘equity’ which, they claimed, was in great demand everywhere”? (p. 3)

(d)
Why, in any case, was Partycare Mark I such a disaster?

(e)
In terms of your diagram, what would distributing “pamphlets on the deleterious physical, psychological, and social, effects of overdrinking” (p. 4) be designed to achieve? 

(f)
What welfare-enhancing role would the “beer-profiteers” have served? Why are such “scalpers” unlikely to operate in socialised health care systems?

(g)
Who is “Bob” in real life?
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Part II: Theoretical Foundations & Techniques of Economic Evaluation
Week 7

Introduction

· Introduction to this part of the course.
· Economics-based approaches to allocating publicly-funded health care spending.
· An overview of cost-minimisation, cost-benefit, cost-effectiveness and cost-utility analyses respectively.
Required Reading (38 pages)

(Please read the following material – included in the course book – before coming to this week’s lectures.)

*
N. Devlin & P. Hansen (2000), “Allocating Vote:Health — ‘needs assessment’ and an economics-based approach”, Treasury Working Paper 00/4, New Zealand Treasury.

*
D. Kernick (1998), “Economic evaluation in health: a thumb nail sketch”, British Medical Journal 316, 1663-5.

*
M. Drummond, B. O’Brien, G. Stoddart & G. Torrance (1997), “Basic types of economic evaluation”, Chapter 2 in Methods for the Economic Evaluation of Health Care Programmes, Oxford University Press.
Further Reading

The following two books are regarded by many health economists as the ‘bibles’ with respect to economic evaluation. Both are available on Reserve at the Central Library, and you are encouraged read as little or as much of them as you like. Look in their Contents and/or Index to find material appropriate to what you want to read.

M. Drummond, B. O’Brien, G. Stoddart & G. Torrance (1997), Methods for the Economic Evaluation of Health Care Programmes, Oxford University Press.

M. Gold, J. Siegel, L. Russell & M. Weinstein (eds.) (1996), Cost-effectiveness in Health and Medicine, Oxford University Press.*
Also, available from me is:

G. Kobelt (1996), Health Economics. An Introduction to Economic Evaluation, Office of Health Economics. 

Week 7 Study Questions

1.
In general terms, what is wrong with allocating publicly-funded health care spending on the basis of needs assessment? In particular, explain what Mooney (1994, p. 39, as cited in Devlin & Hansen 2000) means by:

Needs assessment is based on faulty logic — the faulty logic of the imperative of ‘the size of the problem’. That faulty logic needs to be exposed — and exposed again. It is so pervasive in health care. The fact that it is pervasive, however, is no reason for believing that it is in any sense right.

2.
What is the essence of economics-based approaches to allocating publicly-funded health care spending?

3.
What is PBMA (Programme Based Marginal Analysis)? How does it work?

4.
(a)
Answer the three questions at the end of Section 4 of Devlin & Hansen (2000) (where our answers have been blacked-out; ha!). 

(b)
Where on the health possibilities frontier would this ‘society’ be if spending were allocated in strict proportion to health ‘need’? How would you determine the (opportunity) cost of such an ethical stance?

5.
Explain the key differences between cost-minimisation, cost-effectiveness, cost-benefit and cost-utility analyses respectively.
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Week 8

Basic Techniques of Project Appraisal & The Value of Life

· The basic techniques of project appraisals, including accounting for the timing of costs and benefits. (Mostly revision?) 

 (Discounting, including discounting years of life.)

· Dealing with risk and uncertainty. 
· What is the value of a human life? (Techniques for valuing statistical lives.)

Required Reading (1 pages)
*
The Economist, “The price of a life,” December 4 1993, p. 76.
Further Reading

As always, the two books referred to in Week 7’s Further Reading (Drummond et al. 1997 and Gold et al. 1996) are available from the Libraries.

Week 8 Study Questions

1.
Consider the following hypothetical information:

Kidney failure can be treated by renal dialysis or by transplantation. Dialysis is uncomfortable and time consuming, but it is cheap, costing around $9,000 per year. Transplants cost $45,000 with on-going drug costs of $3,000 per year but are complicated by the general requirement that suitable donors be available. The objective of treatment is to extend life; once a patient suffers kidney failure he or she will die quickly without treatment. Dialysis provides a 9 year life extension. A transplant will provide 13 years life extension but there is a 5% chance of dying in the operation, with a possible further 4 years on dialysis after the transplanted kidney fails.

(a)
Calculate the expected present value of the costs of each of the three possible treatments (namely: transplantation, dialysis, and transplantation followed by dialysis) using a discount rate of 5%. 

[Note: The present value of an annuity of a per annum for n years at r rate of discount is:  EQ \F(a,r)  –  EQ \F(a,r(1+r)n)  .]

(For fun: Can you derive this formula from first principles using the infinite sum of a geometric series, i.e. the PV of a perpetuity?)

(b)
Calculate the cost per life-year gained for each of the three treatments in two ways:


(i)
By dividing the NPV of costs by the number of years of life gained.


(ii)
By dividing the NPV of costs by the number of ‘discounted’ life years, using r = 5% (i.e. assuming a year of life ‘now’ is worth more than a year of life in the future. As addressed in Question 2 below, how is this assumption justified?)

(c)
Which treatment is the most cost effective?

(d)
What else would you consider to decide which treatment is best?


2.
What are the arguments for and against discounting lives (or years of life) in the future? Are these arguments essentially the same as the those for discounting monetary quantities (e.g. costs)?

3.
The net benefits for health care projects P(1), P(2), and P(3) in each of three possible ‘states of nature’, S(1), S(2), and S(3), are given by the table:

 
 S(1)
S(2)
S(3)

P(1)
40
150
 0

 P(2)
 70
 80
 90

 P(3)
180
 20
 50

Which project is preferable according to the:

(a)
‘maximax’ criterion?

(b)
‘maximin’ criterion?

(c)
‘minimax regret’ criterion?

(d)
‘Laplace’ criterion?





Given the probabilities of S(1), S(2) and S(3) are 0.5, 0.2 and 0.3 respectively, calculate the expected value and standard deviation of each project’s payoff. Can you rank the projects using this information? How might you resolve any ties between projects?

4.
(a)
If a person were willing to pay $20 to reduce her risk of dying from 12/100,000 to 6/100,000, what is her implied value of life?

(b)
What would you conclude about the same person if she were also willing to pay $20,000 to reduce her chance of dying from 0.5 to 0?

(c)
How might you explain the apparent contradiction in the values revealed in parts (a) and (b)?
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Week 9

QALYs & Cost-Utility Analysis

· Quality-Adjusted Life Years (QALYs) and cost-utility analysis (CUA).

· Methods for valuing (health-related) quality of life.

· Test covering Part I and ‘Week 7’ of Part II: Tuesday 13 September, in class
Required Reading

(Please read the following material – included in the course book – before coming to this week’s lectures.)

*
G. Kobelt (1996), “Cost-utility analysis” and “Cost-benefit analysis”, sections 2.4 & 2.5 in Health Economics: An Introduction to Economic Evaluation, Office of Health Economics.

Further Reading

(Read the following material if you want to extend your knowledge of this week’s topics.)

I would have liked to have copied and given you Chapter 6, “Cost-utility analysis”, of Drummond et al. (1997), but that would violate their copyright (I’ve already given you their Chapter 2). Nonetheless, it provides very good coverage of everything you ever wanted to know about CUA, QALYs and the methods for valuing (health-related) quality of life. So, you might like to borrow it from the Library ...

As always, the other books referred to in Week 7’s Further Reading (Gold et al. 1996) are also available on from the Libraries.

Week 9 Study Questions

1.
What are the pros and cons of the four common methods for valuing life discussed in class (i.e. “human capital”, “insurance”, “implied valuation”, “willingness to pay”) in Week 8? What is the main advantage of using Quality-Adjusted Life Years (QALYs) instead of valuing life?

2.
Explain the main methods used for eliciting health state preferences for use in calculating QALYs (i.e. “visual analogue scales”, “time-tradeoffs” and “standard gamble”). What are the advantages and disadvantages of each method?

3.
Consider an elderly man whose life expectancy is 20 years and because one of his hips is worn out, he is in some pain and not able to lead as active a life as other men of his age. 

(a)
Suppose his QALY weight is 0.73 and assume, for simplicity, that it won’t change over his remaining life time. Sketch a QALY diagram (with life years on the horizontal axis and QALY weights on the vertical) and calculate his QALYs: (i) with no discounting, and (ii) with discounting at 5% per annum.

(b)
Suppose that if he were to have a hip replacement operation “immediately”, his QALY weight would rise to 0.93 (for the rest of his life). Show this on your diagram and calculate his QALYs: (i) with no discounting, and (ii) with discounting at 5% per annum.

(c)
Therefore, how many QALYs will he gain from the operation: (i) with no discounting, and (ii) with discounting at 5% per annum? (Identify this gain on your diagram.) 

(d)
If the cost of the operation were $30,000, what is the cost per QALY? Is that good value for money, do you think?

(e)
It was assumed in parts (a) and (b) that the QALY weights applied over the man’s entire life time. Clearly, this is not realistic. In general, though, what difference would it make to the analysis above if it were instead recognised that the QALY weights would more likely decline over time?
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Week 10

The EQ-5D & Equity

· ‘The QALYs workshop’ – an interactive session to give you hands-on experience with a popular health state valuation instrument.

· What is a ‘fair’ or ‘equitable’ allocation of health/health care? 


(Common distributional value judgements.)

Required Reading

(Please read the following material – included in the course book – before coming to this week’s lectures.)
*
R. Gillon (1985) “Justice and allocation of medical resources”, British Medical Journal, 291, pp. 266-8.
*
N. Devlin & P. Hansen (1999) “Ethical precepts of cost-utility analysis”, Otago Bioethics Report , 8, 2, pp. 16-20.

Further Reading

(Read the following material – the first item is available on Reserve from the Central Library and the second on Reserve from the Medical Library – if you want to extend your knowledge of this week’s topics.)

N. Devlin, P. Hansen, P Kind & A Williams (2000), “The health state preferences and logical inconsistencies of New Zealanders: A tale of two tariffs”, Discussion Paper 180, Centre for Health Economics, The University of York.

G. Mooney (1996), “Equity”, Chapter 5 in Key Issues in Health Economics, Harvester Wheatsheaf.

Also, as always, the two books referred to in Week 7’s Further Reading (Drummond et al. 1997 and Gold et al. 1996) are available on Reserve at the Central Library and Kobelt (1996) is available from me.

Week 10 Study Questions

1.
Do you feel that the way of describing “health” used in the EQ-5D questionnaire covers all the aspects of your health that are important to you? If you answered “no”, what other aspects of health are important to you?

2.
Why is it standard practice to rescale health state ‘raw scores’, Xraw score, from the EQ-5D questionnaire, according to the transformation:

Xrescaled = (Xraw score – deadraw score)/(11111raw score – deadraw score).

How are rescaled values (Xrescaled) that fall outside the range 0 to 1 to be interpreted?

3. 
Compare the value judgements discussed by Gillon (1985) regarding the “just” allocation of health care. How do these value judgements compare with those that economists commonly propose?

4.
What is the difference between “horizontal” and “vertical” equity respectively?

5.
(a)
What is difference between the utilitarian (or Benthamite) and Rawlsian (or ‘maximin’) value judgements? With reference to Devlin & Hansen’s (2000)# four quadrant model, can you see why the former corresponds to treating individuals’ health (e.g. H1 and H2 in Figure 6) as “perfect substitutes” and “perfect complements” respectively?

(b) Under what circumstances would a CUA be described as adopting a utilitarian ethical stance? Is it necessarily true that CUA is utilitarian? How might alternative theories of social justice be incorporated in to CUA?
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Part III: The Economics of Education
Week 11

Introduction & Key Issues

· Introduction to ‘The Economics of Education’, including education as an economic good.

· Why do most governments fund and regulate education to some extent?

· User-pays (student fees and student loans) and other topical New Zealand issues (e.g. education vouchers and research funding).

Required Reading

(Please read the following material – included in the course book – before coming to this week’s lectures.)

* 
P. Hansen (2002), “Borrowing to learn, or learning to borrow? Student fees and the loans scheme”, EcoNZ@Otago, 9, 1-4.

*
R. Kerr (1996), “Transforming education: the case for vouchers”, Speech to Epsom Business Breakfast Forum in Auckland on 4 March 1996.
Further Reading (for this week and the next)
(Read the following material if you want to extend your knowledge of this and next weeks’ topics.)

I. Snook (1987), “The voucher system: an alternative method for financing education”, New Zealand Journal of Educational Studies, 22, 25-34. 

[If you are interested, read this – available on Reserve from the Central Library – for a possible counter-balance to Kerr (1996) above.]

M. Peters & M. Olssen (1999) “Compulsory education in a competition state”, Chapter 10 in J. Boston, P. Dalziel & S. St John (eds), Redesigning the Welfare State: Problems, Policies and Prospects, Oxford University Press. 

[This and the following reading are available from the above-mentioned book on Reserve at the Central Library.]

J. Boston (1999) “The funding of tertiary education: enduring issues and dilemmas”, Chapter 11 in J. Boston, P. Dalziel & S. St John (eds), Redesigning the Welfare State: Problems, Policies and Prospects, Oxford University Press. 

Education and Sciences Committee (2001), Inquiry into Student Fees, Loans, Allowances and the Overall Resourcing of Tertiary Education. Available from: http://www.clerk.parliament.govt.nz/content/28/i2c.pdf

Ministry of Education (2003), Student Support in New Zealand. Available from: http://www.beehive.govt.nz/Documents/Files/Student%20Support%20in%20NZ.pdf

Week 11 Study Questions

1.
Have a go at the three ‘questions to think about’ at the end of Hansen (2002).

2.
What are the arguments for and against free tertiary education? Are these the same arguments as for free primary and secondary education? If there is a difference, what is the nature of it?

3.
What are the main arguments for and against education vouchers? How compelling do you find them?

4.
Critique the basis of the NZUSA’s claim to the Human Rights Commission, as summarised below from their website (http://www.students.org.nz/campaigns.htm).

Human Rights Claim 

The New Zealand University Students’ Association is taking a groundbreaking claim to the Human Rights Commission about the student loan scheme and women. Simply put, the basis to the claim is that because women take nearly twice as long as men on average to repay our loans (because women earn less than men, and take time out of the workforce to have and care for children), we pay more for our qualifications through increased interest payments. NZUSA estimates that the average woman pays nearly twenty per cent more for a Bachelors degree than the average man.

ECON 306: The Economics of Health ( Education

Week 12*
Human Capital & Signalling Theories

· Private and social rates of return to education.


(Human capital theory of education.)

· Educational achievement as a screening device for ability used by employers. (Signalling theory of education.)

Required Reading

(Please read the following material – included in the course book – before coming to this week’s lectures.)

*
R. Ehrenberg & R. Smith (2003), “Investments in human capital: education and training”, Chapter 9 in Modern Labour Economics: Theory and Public Policy, Addison Wesley.

Further Reading

S. Maani (1999), “Private and public returns to investments in secondary and higher education in New Zealand over time: 1981-1996”, Treasury Working Paper 99/2, New Zealand Treasury. Available from

http://www.treasury.govt.nz/workingpapers/1999/
Last week’s Further Reading also applies for this week.

Week 12 Study Questions

1.
Have a go at ‘Review Questions’ 1, 3, 5 and 7 and ‘Problem’ 1 at the end of Ehrenberg & Smith (2003).

2.
What are the similarities and differences between health capital (as discussed in Part I of the course) and human capital?

3.
Perhaps after reflecting on your own educational experiences at this university (including in ECON306)*, how compelling do you find the human capital and screening theories of education respectively?

� A reminder of the University’s policy on plagiarism (itself copied here!): “Students should make sure that all submitted work is their own. Plagiarism is a form of dishonest practice. Plagiarism is defined as copying or paraphrasing another's work, whether intentionally or otherwise, and presenting it as one's own (approved University Council, December 2004). In practice this means plagiarism includes any attempt in any piece of submitted work (e.g. an assignment or test) to present as one's own work the work of another (whether of another student or a published authority). Any student found responsible for plagiarism in any piece of work submitted for assessment shall be subject to the University's dishonest practice regulations which may result in various penalties, including forfeiture of marks for the piece of work submitted, a zero grade for the paper, or in extreme cases exclusion from the University.”





* I appreciate that this is likely to be difficult for this 1st week. You’ll also have a chance to catch up next week.


* As explained in the first week, the boxed questions will usually be discussed in class in the second hour on Wednesday of the following week. So that you can participate in the discussion, please prepare answers for them.


* M. Shain & M. Roemer (1959), “Hospital costs relative to the supply of beds”, Modern Hospital. M. Roemer (1961), “Bed supply and hospital utilization: a natural experiment”, Hospitals. (Neither article was recommended for reading).


* Selected here as a straight-forward example of an empirical study of the demand for health, given the dearth of topical or New Zealand studies.


* The third Required Reading above is from this book.


# N. Devlin & P. Hansen (2000), “Allocating Vote:Health — ‘needs assessment’ and an economics-based approach”, Treasury Working Paper 00/4, New Zealand Treasury. (Required Reading, Week 7).


* This is intended to be the last week for formal lectures (see the Course Outline at the beginning of this handout).


* What a great question to finish this course with!! Do you feel you’ve been trained or screened?
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