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Take-Home Essay Question 1

Instructions: This is the first of two take-home essay questions for this class and it is worth 50 points. This essay is to be turned in (without exception) at the last class meeting prior to the first midterm examination. The essay must be typed, either double-spaced or one and one-half spaced, and use a font size no smaller than 12 pt. While there is no definitive page constraint, you are encouraged to practice economy of presentation. You need not type any graphical analysis used in support of your answer, but such graphs should be constructed with precision. Your name and student number should appear in the upper right-hand corner of your essay. You are encouraged to work with your classmates in developing the ideas necessary to answer this question, but the write-up itself should be your own work. These instructions should be followed precisely. 

The FDA (Food and Drug Administration) has recently given consideration to placing price controls on drug companies to prevent price gouging. Suppose that the demand function for prescription drugs is given by QD = 60 – 4P + 2e and the supply function for prescription drugs is given by QS = 1P, where P is price, Q is quantity and e is an index of drug effectiveness. The FDA is giving consideration to imposing a ceiling price on prescription drugs of Pmax = 16. 

a)
Let e = 20 both before and after the imposition of the ceiling price. Are consumers of prescription drugs better off under this policy? Provide a careful economic analysis in support of your claim. (20)
b)
Suppose that the FDA is concerned that drug companies will allow the effectiveness of their drugs to deteriorate following the imposition of the ceiling price. Continue to assume that e = 20 prior to the imposition of the ceiling price. Determine the value(s) of e that must prevail following the imposition of the ceiling price in order for consumers to be no worse-off from this policy? Provide a careful economic analysis in support of your claim. (20)
c)
Would the chemical companies that supply raw materials (inputs) to the drug companies be supportive of price controls for drug companies?  Provide the economic rationale for your answer. (10)
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