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Protect Incentives for Pharmaceutical  
Innovation

In recent years, Congress has faced mount-
ing public pressure to “do something” about the 
rapidly rising prices of prescription drugs and to 
rein in what are believed to be excessive indus-
try profits. Although prescription drug spending 
comprises just 10 percent of overall health care 
costs, it has been one of the fastest growing com-
ponents of overall health care spending during 
the past two decades—rising by an average of 
11 percent annually during the 1990s and by 9 
percent in 2006, compared to just 6 percent for 
spending on physician services, according to the 
Kaiser Family Foundation. 

Faced with this public pressure, as well as 
mounting federal and state government expen-
ditures on drug purchases, members of Congress 
have proposed a variety of measures to cut the 
price of prescription drugs. These include reim-
portation of lower-priced drugs from foreign 
countries with price controls, integrating cost-
benefit and comparative-benefit analysis into 
government-run drug purchasing programs 
such as Medicare’s Part B and Part D plans, and 
direct negotiation of reduced drug prices by the 
Centers for Medicare and Medicaid Services.

Unfortunately, most advocates of such poli-
cies have a tunnel-vision dedication to reduce 
drug costs, with little concern for the effect that 
forced price reductions would have on indus-
try incentives for innovation. Pharmaceutical 

prices are high because drug development is ex-
pensive, many new drugs treat relatively small 
patient populations, and most pharmaceuticals 
fail in laboratory tests or clinical trials before 
ever making it to market. A 2006 study by U.S. 
Federal Trade Commission economists con-
cluded that the average cost to develop and test 
a new drug is between $839 and $868 million. 
Thus, policies such as reimportation and com-
parative-benefit analysis would, in the short 
run, result in lower prices for drugs already on 
the market, but in the long run reduce both the 
number of treatment options available and the 
flow of new drugs entering the marketplace.

Although the prices of off-patent and ge-
neric drugs—which comprise more than half of 
all prescriptions filled in the U.S.—are typically 
higher in other countries, the prices of the latest 
on-patent drugs is often much lower in countries 
that impose direct or indirect price controls. 
Consequently, reimportation advocates promise 
to relieve high drug costs by allowing American 
consumers to free-ride on other nations’ price 
controls. But allowing reimportation would ef-
fectively import foreign price controls, resulting 
in less revenue for the industry and a reduction 
in the capital available to drug companies for 
continued research and innovation.

Permitting Medicare to negotiate directly 
for price discounts would have a similar effect. 
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Under the statute creating Part D drug plans, the 
Medicare program is explicitly precluded from 
bargaining with pharmaceutical companies to 
secure lower prices. Instead, Medicare must 
accept the prices negotiated by private sector 
health insurers. Supporters of government price 
negotiation argue that some federal programs, 
such as the Veterans Affairs (VA) health system, 
already have the authority to bargain directly 
and therefore pay substantially less than do Part 
D plans. However, the VA’s demand for lower 
prices means that beneficiaries have a substan-
tially reduced choice of drugs. The only way for 
Medicare to provide the same broad range of 
choice as currently available would be to force 
drug firms to sell at the steeply discounted 
price, effectively applying direct price controls 
for Medicare’s substantial patient population, 
while forcing higher prices on private purchas-
ers. In the end, price controls result in lower 
profitability and less capital to invest in drug 
production and future research.

More recently, drug industry critics have 
suggested integrating cost-benefit and com-
parative-benefit analysis into government-run 
drug purchasing programs such as Medicare’s 
Part B and Part D plans, or into the FDA ap-
proval process. They argue, for example, that 
many expensive new drugs offer little therapeu-
tic advantage over older drugs, but that they 
cost far more than the closest comparable older 
drugs. If government health programs paid for 
only the “best in class” medicine for each thera-
peutic category, the higher volume of purchases 
would justify significant price reductions. How-

ever, while on average the therapeutic benefit 
of various drugs in a particular class may be 
similar, individual patients will often respond 
quite differently—even to very similar drugs. 
While it is advisable for public programs to 
trim excessive costs, implementing cost-benefit 
or comparative-effectiveness analysis in pur-
chasing or approval decisions would negatively 
affect patient care.

Finally, it is not true that drug industry 
profits are “excessive” by any honest measure. 
Pharmaceutical industry critics like to point 
out that, in 2005, pharmaceutical firms in the 
Fortune 500 placed ninth out of the 50 indus-
tries ranked by return on assets, 12th in 2004, 
and second in 2003. However, as the Congres-
sional Budget Office (CBO) notes, “those fig-
ures misrepresent the industry’s actual profits.” 
Standard accounting measures overstate profit-
ability for R&D-intensive industries by treating 
most research spending as an expense rather 
than as a capitalized investment that increases 
the company’s value. “Not accounting for that 
value overstates a firm’s true return on its as-
sets,” says the CBO.

Ultimately, high pharmaceutical retail prices 
reflect the vast expense of developing those 
products and getting them approved for sale. 
Without correspondingly high prices, few in-
vestors would be willing to take the risks inher-
ent in supplying capital to the pharmaceutical 
industry. The result would be fewer and fewer 
lifesaving medicines.
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