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Executive Summary
Critics complain that prescription drugs have contributed to a massive increase in health care

spending in the United States.  Some critics contend that drug prices are too high and propose lowering
them through price controls.  For example, the Prescription Drug Fairness for Seniors Act, currently
before Congress, imposes a form of price controls on drugs sold to the elderly.  Many complaints about
price, and the laws those complaints spawn, are based on a misunderstanding of how the prescription drug
market works.  Following are some of the most common myths.

Myth No. 1: American Spend Too Much on Prescription Drugs.  Per dollar spent, drugs offer a
better return on health care spending than virtually any other health care option.  Using prescription drugs
often reduces or eliminates the need for costlier health care services.  One recent study found that every
dollar spent on drugs is associated with a $4 decline in spending on hospitals.  The decline in total spend-
ing due to greater use of prescription drugs is particularly notable in the treatment of cancer, heart disease,
Alzheimer’s, AIDS and mental illness.

Myth No. 2: Drug Costs Are Rising Because of Price Increases.  Drug cost increases are due
primarily to nonprice factors, including increased volumes of prescriptions, record sales of new products
and a changing mix of available products.  Price increases to date have been relatively modest.  According
to a survey by IMS Health:

● Of a 14.2 percent increase in total drug costs in 1997, only 2.5 percent stemmed from price
increases.

● Of a 15.7 percent increase in total drug costs in 1998, only 3.2 percent was caused by price
increases.

Myth No. 3: Americans Spend Too Much on Highly Advertised Brand-Name Drugs Instead
of Purchasing Less-Expensive, Generic Drugs.  Although generic drugs are supposed to be clinically
identical to the brand-name drugs they replace, doctors and patients find that some effects are not uniform.
Still, the market share of generic drugs more than doubled in a dozen years — from 18.6 percent in 1984
to 41.6 percent by 1996.  According to some predictions, in the year 2000 about 70 percent of U.S. pre-
scriptions will be filled by generic drugs.

Myth No. 4: Drug Prices Are Higher in the United States than in Other Developed Countries.
Drug prices in the United States are not very different from prices in other developed countries.

● Using accurate pricing information, health economist Patricia Danzon has found that drug
prices in Canada, Germany, Switzerland and Sweden are higher on average than prices in the
United States.

● When “purchasing power parity,” a means by which economists attempt to compare the price
of goods in different countries, is considered, the Organization for Economic Cooperation and
Development has found that Americans spend less per capita per year on drugs than do people
in Germany or France and only slightly more than those in Canada and Italy — yet the other
countries have controls.

Myth No. 5:  Americans Could Reduce Their Drug Costs If They Paid the Same Prices as
People in Less-Developed Countries.  Critics of the U.S. system complain that consumers can buy drugs
in Mexico for less than half their cost in the United States.  Prices for the same drugs do differ in different
countries, but Americans cannot get the newest drugs at Mexican prices for a simple reason.  The research
and development required to ready a drug for production can cost millions of dollars and take many years,



but the cost of actually manufacturing a drug is usually small.  Because manufacturers have discretion
about pricing, the price may be close to production costs in poorer countries, which could not otherwise
afford the drug, and higher in wealthier countries — more accurately reflecting the drug’s value to pa-
tients.  If all patients paid the lower price, there would be no money for research and development and no
new drugs.

Myth No. 6:  Seniors Are Overcharged for Drugs.  Critics have produced a study that attempts
to show that seniors pay twice as much for drugs as anyone else, but the study used inaccurate pricing
information.  Sixty-five percent of Medicare beneficiaries have some form of prescription drug benefit
plan to help with their costs.  In addition, seniors can buy drugs at a discount through AARP, private
buying clubs, other organizations and discount pharmacies.  A new study by Milliman & Robertson, the
nation’s leading actuarial consulting firm on health benefits, concludes that senior citizens could have
comprehensive coverage for prescription drugs in addition to other Medicare benefits with virtually no
increase in personal costs if private health plans were allowed to administer the benefits.

Myth No. 7: Price Controls Can Reduce Drug Spending.  Attempts to drive down drug costs
through price controls have two unintended results:  (1) they encourage increased consumption of drugs
and (2) they lead to the consumption of inferior drugs.  Many European health systems with price controls
spend more on drugs per capita than the United States spends, but Americans use newer and more appro-
priate medications.  That is one reason Americans spend less time in hospitals when they are sick and
have a higher quality of life than do Europeans.

Myth No. 8:  Price Controls Would Reduce Drug Costs for Seniors.  The Drug Fairness for
Seniors Act would require drug manufacturers to offer all seniors the discounts now offered only to a very
few government agencies, primarily the Veterans Administration.  Yet, if the act became law, seniors
would likely pay more, not less, for their prescriptions.  At the earliest opportunity, drug manufacturers
would steeply increase prices charged the VA.  Further, to get the discount, pharmacies would have to do
an estimated $15 worth of paperwork to prove to the manufacturer that each Medicare beneficiary was
eligible — a cost pharmacies would pass on if possible.  Thus seniors would end up with higher prescrip-
tion drug bills.

Myth No. 9:  We Can Have Price Controls without Rationing Drugs.  If federal price controls
for pharmaceuticals were adopted, an increase in consumption of pharmaceuticals would be inevitable and
the government would then try to control the increase.  That is what happened with erythropoietin (EPO),
which is used to reduce anemia in kidney dialysis patients.  Medicare, which pays for drugs for kidney
dialysis, put a price control on EPO in 1994, rationed the amount patients could get and refused to cover
patients with healthy blood cells above a certain level.

Myth No. 10: Price Controls Don’t Affect Research and Development.  Enactment of price
controls or cost containment programs or both leads to decreased research and development spending
simply because there is less money to be reinvested in R&D.  Several countries that have implemented
such programs have seen their pharmaceutical industries decline or go abroad.  The United States, with no
widespread price controls on drugs, produces by far the most innovative drugs.

Price controls represent not a mere extension of market pressure but a fundamental shift in values.
Controls substitute a political process for the marketplace.  For controls to work, individuals must be
forced to adhere to governmental and bureaucratic decisions.  This allows a few “experts” to decide what
pharmaceuticals millions of physicians, pharmacists, medical researchers and patients “deserve” — and at
what prices.
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Introduction
In the past year, critics have complained that prescription drugs are

contributing to escalating health care costs in the United States.  Some also
assail drug manufacturers, contending that drug prices are too high.  They
propose price controls as a way to lower drug prices.  One bill currently before
Congress, the Prescription Drug Fairness for Seniors Act, introduced by Rep.
Thomas Allen (D-Maine), proposes a form of price controls on drugs sold to
the elderly.  President Clinton has proposed a prescription drug plan that
would use private pharmacy benefit firms to negotiate drug prices with phar-
maceutical firms and give Medicare the final say in what discounts the gov-
ernment can extract and what drugs seniors can use.  Thus the Clinton plan
hides government price controls behind a scrim of private sector contractors.

Price controls have a consistent history: they don’t work.  Whether
they apply to air fares, gasoline, telecommunications or medicines, they
discourage innovation, create shortages and fail to keep prices in check.
Further, they harm the poor by making whatever is controlled more difficult
and more expensive to obtain.  Economist Ludwig von Mises once observed,
“Economics does not say that isolated government interference with the prices
of only one commodity or a few commodities is unfair, bad or infeasible.  It
says that such interference produces results contrary to its purpose, that it
makes conditions worse, not better….”1

This paper examines a number of myths used to support the claim that
drug prices are too high and that price controls are the best way to bring them
down.

Myth No. 1:  Americans Spend
Too Much on Prescription Drugs

Actually, we spend too little.  Dollar for dollar, drugs give us a better
return on health care spending than virtually any other health care option.  Yet
many private insurance plans have less coverage for drugs than for hospital or
physician care, and many reimburse drug expenses at lower levels.  Medicare,
the federal government’s health insurance program for the elderly, pays for
very few prescription drugs.  This practice encourages elderly patients and the
doctors who advise them to seek physician and hospital services when less
costly drug therapies would have been preferable.

In many cases, the use of prescription drugs has reduced the cost of
other health care services.  Even greater savings are possible.  For example,
one recent study found that every dollar spent on drugs is associated with a $4
decline in spending on hospitals.2  The decline in total spending due to greater
use of prescription drugs is particularly notable in the treatment of cancer,
heart disease, Alzheimer’s, AIDS and mental illness.  The following are some
examples.

“Price controls have a
consistent history: they don’t
work.”

“Dollar for dollar, drugs give
us a better return on health
care spending than virtually
any other health care option.”
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Cancer

● A Swedish study of the direct costs for treatment of cancer patients
from 1985 to 1996 found that as the costs for outpatient care and
drugs increased, inpatient care costs — and total direct costs —
declined.3

● The use of granulocyte colony-stimulating factor (G-CSF), a
biotech product that boosts white blood cell counts, leads to more
rapid blood recovery and is associated with shorter, more predict-
able hospital stays after high-dose chemotherapy.  Although G-CSF
is expensive, it does not increase the overall cost of treatment.4

Heart Disease

● After high-risk coronary angioplasty, aggressive efforts to control
blood clotting with a new biotechnology product reduces heart
attacks and the reclogging of arteries, with little or no additional
cost over the cost of therapy that otherwise would have been
required.5

● A study released by the Agency for Health Care Policy and Re-
search in September 1995 concluded that increased use of a blood-
thinning drug would prevent 40,000 strokes a year, saving $600
million.  In economic terms, the lifetime cost of a stroke exceeds
$100,000, while the average annual cost of drug therapy and moni-
toring is $1,025.6

Alzheimer’s Disease

● The cost of new drugs to treat Alzheimer’s is offset by a reduction
in the costs of care due to enhancement in cognitive functioning
and the delay of more costly disease stages and settings.7

● One study found that pharmaceutical disease interventions that
have minor effects on patients’ cognitive status may result in large
savings in the costs of caring for moderately to severely demented
home-dwelling patients with Alzheimer’s.8

AIDS

● A study of HIV-positive male and female patients in the Canadian
province of British Columbia found that triple drug combination
antiretroviral therapy with a protease inhibitor saved more in
hospitalization costs than the cost of the drugs.9

● Combination drug therapy of three medicines — including a pro-
tease inhibitor —  can reduce the AIDS virus in many patients to
undetectable levels, enabling them to return to work and reducing
the need for hospitalization.  The annual cost ranges from $10,000
to $16,000, compared to the $100,000-a-year cost of treating
advanced AIDS in a hospital.10

“One recent study found that
every dollar spent on drugs is
associated with a $4 decline
in spending on hospitals.”
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Mental Illness

● A new drug for schizophrenia reduced inpatient costs at Texas
state psychiatric facilities by an average of $27,850 per patient per
year compared to the cost of treating patients with more conven-
tional drugs, according to a 1999 study.11

● Researchers at the National Bureau of Economic Research found
that the total cost of treating acute depression fell by 25 percent
during 1991–95, thanks to the introduction of new medicines.12

Prescription drugs also do things other therapies cannot, and the
introduction of new drugs is closely associated with an increase in quality of
life and economic productivity.  Drugs not only save lives, they can also make
lives happier and more productive.

Myth No. 2: Drug Costs Are
Rising Because of Cost Increases

Drug costs are rising primarily because of nonprice factors, including
increased volume of prescriptions, record sales of new products and a chang-
ing mix of available products.13  Price increases have been relatively modest
over the past 10 years.  As Figure I shows, according to a survey by the
leading prescription drug price and sales database information company, IMS
Health:14

● Of a 14.2 percent increase in total drug costs in 1997, only 2.5
percent stemmed from price increases.

● Of a 15.7 percent increase in total drug costs in 1998, only 3.2
percent was caused by price increases.

According to the (less reliable) sampling methodology of the U.S.
Bureau of Labor Statistics (BLS):

● Pharmaceutical prices rose 2.1 percent in 1996 and 3.6 percent in
1997, the lowest two-year average since the early 1970s.

● Manufacturers’ drug price increases in 1995 were only 1.2 percent-
age points above the general inflation level of 2.5 percent and were
0.2 points below the index of medical inflation.

In addition, price indexes frequently do not adequately account for
improvements in drug quality.  For instance, new antidepressants carry an
effectively lower price than older, cheaper antidepressants because they are
safer, have fewer side effects, work better and can be taken once instead of
three times a day.  They also can offset more expensive health care services.

Further, the reported price increases for drugs have been overstated,
creating and sustaining the myth of rising drug prices and the contribution of

“Drug costs are rising
primarily because of nonprice
factors.”
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FIGURE I

How Drug Costs Increased in the 1990s

Source: IMS Health.

Price

Volume, mix and new products

price increases to total drug spending.  A June 1995 study by the General
Accounting Office (GAO) states that the government’s Producer Price Index
(PPI) for prescription drugs “has overstated drug price inflation substantially
since at least 1984.”  According to the GAO study: 15

● During the 1980s and 1990s the PPI showed that, on average,
prescription drugs rose at triple the rate of inflation.

● However, flawed sampling exaggerated drug inflation by as much
as 36 percent.

● In addition, the government’s inflation index failed to reflect the
savings generated by the increasing use of cheaper generic drugs.

“Of a 15.7 percent increase
in total drug costs in 1998,
only 3.2 percent was caused
by price increases.”
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Statistics used by supporters of price controls also ignore the price
competition in the pharmaceutical industry that extends to both new and
existing drugs.  According to an April 1993 study by the Boston Consulting
Group:16

● New drugs approved and launched in 1991 and 1992 were, on
average, 14 percent cheaper than the bestsellers already on the
market in their therapeutic classes.

● In some therapeutic areas, competition lowered prices even more.
For example, four new ACE-inhibitors (types of cardiovascular
drugs) launched in 1991 and 1992 had average introductory prices
36 percent below the leader in their therapeutic class.

Myth No. 3: Americans Spend Too Much on
Highly Advertised Brand-Name Drugs Instead
of Purchasing Less-Expensive, Generic Drugs

Due in large part to “The Drug Price Competition and Patent Term
Restoration Act of 1984” (Hatch-Waxman Act),  which allowed generic drug
companies to start manufacturing products before brand-name drug patents
expired and to simply show that their copies of drugs were “equivalent” to a
brand-name drug without conducting their own safety and effectiveness
studies, the generic drug industry is a rapidly growing competitive force.

Although generic drugs are supposed to be identical to the brand-name
drugs they replace, doctors and patients find that the effects are not always
uniform.  While generics are generally acceptable, they are older technology
and thus are not as clinically effective as newer medicines, particularly in the
treatment of heart disease, depression and brain disorders.  Still, as Table I
shows, the market share of generic drugs more than doubled in little more than
a decade — from 18.6 percent in 1984 to 41.6 percent by 1996.  According to
some predictions, in the year 2000 about 70 percent of U.S. prescriptions will
be filled by generic drugs.  The generic drug industry is expected to grow
dramatically as the new century begins, as more than 200 drugs (with $22
billion in 1996 sales) lose patent protection.

Myth No. 4: Drug Prices Are Higher in the
United States than in Other Developed Countries

Drug cost comparisons between the United States and other countries
that show U.S. prices are higher often are based on faulty or misleading price
information.  For reasons discussed in the next section of this paper, pharma-
ceutical companies, like makers of other products, charge different prices to

“Some predict that 70 percent
of U.S. prescriptions will be
filled by generic drugs in
2000.”
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Year Brands Generics
1984 81.4% 18.6%
1985 78.5% 21.5%
1986 77.1% 22.9%
1987 73.0% 27.0%
1988 70.1% 29.9%
1989 68.0% 32.0%
1990 67.1% 32.9%
1991 65.1% 34.9%
1992 65.2% 34.8%
1993 63.6% 36.4%
1994 59.6% 40.4%
1995 59.5% 40.5%
1996 58.4% 41.6%

TABLE I

Growth in Generic Competiton

Note: Generic share of countable units such as tablets, capsules, etc.

Source: IMS Health, cited with permission, 1997.

different customers.  In most comparisons, drug manufacturers’ U.S. list prices
are compared with list prices in other countries.  Yet unlike in most other
countries, transaction prices in the U.S. are generally lower than list prices,
which are used as reference points for calculating discounts.  This results in
significant overestimates of U.S. prices.

Price comparisons also are typically made by taking the average price
of the top-selling brand-name drugs in America and comparing their average
price in other countries.   But the top-selling drugs in America are not the top
sellers in other countries.  Also, these comparisons exclude generic products
that often have higher sales volumes and lower prices than brand-name drugs.
A recent study of drug prices in nine countries by Patricia Danzon of the
Wharton School, University of Pennsylvania, illustrates many of the difficul-
ties of making international price comparisons. 17   To make accurate compari-
sons, Prof.  Danson determined the manufacturers’ prices for between 187 and
484 products, depending on the countries being compared.  She also converted
the weights of the various products to U.S. measures and included generic
drugs in the comparison.  She found that drug prices in Canada, Germany,
Switzerland and Sweden are higher, on average, than prices in the United
States.

One of the difficulties in making international comparisons is that each
country tends to consume higher quantities of the products that are relatively
inexpensive in that country. In addition, international price comparisons are

“Most comparisons are
based on list prices, but
transaction prices in the U.S.
generally are lower than list
prices.”
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extremely sensitive to the price index used.  A measure of drug costs that
avoids these problems is the amount consumers spend on drugs adjusted for
differences in the value of their currency — what economists sometimes refer
to as “purchasing power parity.”  As Figure II shows:

● Americans spend less per year on drugs per capita than do Ger-
mans ($335) or French ($309) and only $20 more than Italians
($271).

● Annual per capita drug spending in Canada ($255) is only slightly
less than in the United States ($291).

These countries and the others in Figure II, except the United States,
all have price controls.

*  1993 data

Note: Pharmaceuticals include nonprescription products.

Source: OECD-OECD Health Data, 1996.

FIGURE II

A Comparison of Pharmaceutical
Expenditures Per Capita

(Purchasing Power Parity, $US , 1994)
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U.S.

Italy

U.K.

Netherlands *

Spain *
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$175
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Canada

“Americans spend less on
drugs per capita than do the
Germans or French.”
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Myth No. 5: Americans Could Reduce
Their Drug Costs If They Paid the Same

Prices as People in Less-Developed Countries
Critics of drug companies complain that consumers can go to Mexico

and buy drugs at less than half their cost in the United States.  Such critics
often contend that price controls could bring U.S. drug prices down to Mexi-
can levels.

Prices for the same drugs do differ in different countries, but Ameri-
cans cannot have access to the newest drugs by paying Mexican prices for a
simple reason.  The research and development required to bring drugs into
production can cost millions of dollars over many years, but the cost of manu-
facturing most drugs is small.  Because manufacturers have discretion in

pricing, their prices may be closer to production costs in poorer countries,
which could not otherwise afford the drug, and higher in wealthier countries
— more accurately reflecting the drug’s value to patients.  If patients in every
country paid the lower price, there would be no money for research and devel-
opment and no new drugs.

Most studies that compare international drug prices fail to compare
income differences across countries.  Those that do show that, in most coun-
tries, patients use higher quantities of drugs that are inexpensive for that
nation.  That is, people take the drugs they can afford.  Prices for the same

drugs do differ in different countries because in poorer countries, drug firms
simply try to cover their costs or earn modest sums while they earn larger
profits in wealthier nations.

Only one drug in 1,000 ever makes it to market.  Much essential
research and development never produces a usable drug.  Prices also reflect the

need to attract investment and earn profits for future research and development
activities.  Of all drugs that are introduced, three in 10 must be hugely success-
ful to cover the costs of more marginal drugs and failures along the way.

As with computers, cars, telecommunications and other cutting-edge
products, new pharmaceuticals are introduced in developed countries at higher

prices, so consumers in those countries gain the first benefits but also pay a
higher portion of the development costs.  Nonetheless, new pharmaceuticals
tend to be introduced around the world more rapidly than other technologies.
For example, the costly antiviral AIDS drug AZT found its way into Africa
within four to five years of its introduction in the United States.  When scien-

tists discovered that AZT often could prevent the transmission of AIDS from
mothers to babies, this new use was adopted widely in Africa for pennies a
dose at about the same time it was introduced in the United States.

“If all patients paid the lower
prices charged in poor
countries, there would be no
money for research and
development and no new
drugs.”
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Myth No. 6:  Seniors Are Overcharged for Drugs
Supporters of Rep. Allen’s Prescription Drug Fairness for Seniors Act

have produced a study to show that drug companies charge seniors more than

they charge anyone else, but the findings are based on inaccurate pricing

information.18  The study claims that seniors in Washington, D.C., pay nearly

100 percent more for drugs than do managed care companies.  The claim is

based on the assumption that the prices HMOs pay for drugs are equivalent to

prices in what is known as the Federal Supply Schedule (FSS).  However,

very few government agencies, primarily the Veterans Administration, get the

FSS deep discount on prescription drugs.  HMOs do not get FSS prices.

Neither does the government, except for this special case.  According to the

General Accounting Office (GAO), “...many FSS prices are more than 50

percent below nonfederal average manufacturer prices.  But companies have

been willing to give federal purchasers such low prices because they consider

the FSS to be a special, limited category of pricing that affects no more than

about 2 to 3 percent of total dollars in domestic pharmaceutical sales.”19

Another GAO report concluded that the typical “best price” paid by

HMOs and hospitals was discounted 14 to 15 percent.20  A report by the

Congressional Budget Office (CBO) put the discount at 19 percent. 21

Sixty-five percent of Medicare beneficiaries have some form of prescription

drug benefit plan, and seniors can buy drugs at a discount through AARP,

private buying clubs, other organizations and discount pharmacies.

The federal government itself creates problems for seniors.  A new

study by Milliman & Robertson, the nation’s leading actuarial consulting firm

on health benefits, concludes that senior citizens could have comprehensive

coverage for prescription drugs in addition to other Medicare benefits with

virtually no increase in personal costs if private health plans were allowed to

administer the benefits.22  The study finds that private health plans have the

ability to eliminate much of the waste and inefficiency in Medicare and apply

the savings to the cost of prescription drugs not currently covered.

Myth No. 7: Price Controls
Can Reduce Drug Spending

Proponents of price controls argue that cuts in drug prices will lead

directly to cuts in total drug spending.  In fact, the opposite will occur.  A

1993 study by Heinz Redwood and a 1994 study by David Gross comparing

international pharmaceutical spending controls found that:

“Senior citizens could have
comprehensive drug coverage
with virtually no increase in
personal costs if private
health plans were allowed to
administer the benefits.”
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● While price controls produced lower prices, they did not reduce
total pharmaceutical expenditures (price times volume) nor did they
contain total health care spending.23

● Moreover, pharmaceutical expenditures grew faster in countries
with price controls than in the United States.

Price controls usually are part of a government-run program that
provides consumers with prescription drug benefits.  Attempts to drive down
the drug costs through price controls have two unintended results:  (1) they
encourage increased consumption of drugs and (2) they lead to the consump-
tion of inferior drugs.

Many European health systems spend more on drugs per capita than is
spent in the United States, but Americans use newer and more appropriate
medications for such diseases as depression, high cholesterol, high blood
pressure and cancer.  That is one reason Americans spend less time in hospi-
tals when they are sick and have a higher quality of life than Europeans.

European and Japanese consumers face an entirely different basket of
pharmaceutical products than do Americans.

● The U.K. National Heart and Lung Institute noted that nearly 90
percent of Europeans who have experienced heart failure and who
should be receiving ACE-inhibitors are not, despite the availability
and demonstrated ability of these drugs to prevent second heart
attacks and left ventricle dysfunction.

● Ninety percent of heart failure patients in France were not receiving
an ACE-inhibitor, at a potential cost of 16,000 lives and $528
million over four years.24

Europeans are more likely to consume drugs that could never be
approved by the U.S. Food and Drug Administration, which despite its reputa-
tion for regulatory delay is still the gold standard for drug approval worldwide.

However, it is Japan that demonstrates most vividly how reducing drug
prices through controls affects health care quality.  The Japanese government
has in recent years cut prices of drug products from global pharmaceutical
firms by 50 percent.  It allows local drug companies to go to market with new
drugs at higher prices but cuts the prices in later years.  Patients do not pay for
drugs directly; doctors make most of their money by filling their own prescrip-
tions.  Japanese doctors often load their patients with prescriptions, marking up
the prices allowed by law and pocketing the difference.  On average, a doctor
prescribes 13 different medications to people under his care. 25  As a study by
Tom Thomas, an economics professor at Emory University, points out, the
vast majority of Japanese medications marketed and prescribed are useless. 26

Unable to obtain the best drugs to treat their diseases, Japanese consumers are
sicker and spend more on other types of health care.

“Price controls encourage
increased consumption of
drugs and the consumption of
inferior drugs.”
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Price controls distort the quality of care in many ways, not least by
shifting both the production and availability of medications towards older and
less innovative compounds.  The result is that people cannot have access to
the most cost-effective medications and are forced into hospitals.27

So consumers in countries with price controls often wind up consum-
ing many more drugs that are less effective or totally ineffective than more
innovative products.  These countries tend to spend more on drugs as a per-
centage of their health care dollar, as Figure III shows, but they get less value
in the process.  Either way, price controls directly drive up total spending on
drugs.

Myth No. 8:  Price Controls
Would Reduce Drug Costs for Seniors

The Allen bill would force pharmaceutical firms to give pharmacies
the same discount for drugs bought by those on Medicare that the Veterans
Administration gets under the Federal Supply Schedule.  Supporters say the

* 1993 data

Note: Pharmaceuticals include nonprescription products.

Source: OECD-OECD Health Data, 1996.

FIGURE III

Pharmaceuticals’ Share of Total Health
Spending in Major Industrialized Countries, 1994
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“Price controls directly drive
up total spending on drugs.”
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proposal is market-based and would make drugs more affordable; in fact, it
would impose price controls and would almost certainly raise the cost of drugs
for most seniors.  Further, it would not extend prescription drug coverage to
those who lack it.

Why would drug prices for seniors rise if the Drug Fairness Act be-
came law?  First, at the earliest opportunity drug manufacturers would increase
steeply the prices in the Federal Supply Schedule.  Further, pharmacies would
have to prove that each Medicare beneficiary was eligible for the discount,
since drug manufacturers would want to limit their financial exposure.  Ac-
cording to Mick Kolassa, a professor in the College of Pharmacy at the Uni-
versity of Mississippi and an expert on drug prices, the paperwork would cost
about $15 per prescription to process and collect.28  The pharmacy would pass
this cost on, if at all possible.  Thus seniors would likely end up paying more
for prescription drugs than before.

In addition, price controls mandated by the Allen bill for one group of
seniors would drive up costs for many other consumers.  This has been the
experience in the past.  For example, in 1990 Congress decided to require drug
manufacturers to give state Medicaid programs rebates for outpatient drugs
based on the lowest prices they charged other purchasers.  Because of the size
of the Medicaid market, many drug manufacturers sought to cope with the
requirement by simply reducing or eliminating the discounts to other purchas-
ers.  The result:  drug spending went up in the private sector.

According to the GAO, the larger the government market, the greater
the economic incentive for manufacturers to raise schedule prices to limit their
losses.  Since about 65 percent of seniors now have some form of private drug
coverage, imposing price controls now would have an effect similar to what
happened with Medicaid in 1990.

Myth No. 9: We Can Have Price
Controls without Rationing Drugs

If federal price control-based legislation for pharmaceuticals were
adopted, the government effort to control the resulting rise in consumption
would lead the government to decide who got what drugs.

Consider the Medicare program’s handling of erythropoietin (EPO), a
biotechnology product used to control anemia in kidney dialysis patients.
(Medicare pays for drugs that are part of overall therapy such as cancer care,
bypass surgery and diabetes management.  Prescription drugs are not covered
except when available through HMO plans.)  Dialysis patients are healthier
and longer-lived with EPO than without it.  In 1994, to limit its expenditures
for EPO, Medicare put a price control on the drug, rationed the amount pa-
tients could get and refused to cover patients with healthy blood cells above a
certain level.

“If the Drug Fairness Act
became law, it would drive
up prices for seniors.”
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Subsequently the number of people who died in the program increased
and people with healthy blood levels wound up getting sicker and spending
more time in dialysis and in hospitals.  It took five years of lobbying and
administrative review to get Medicare to loosen its chokehold over the lives of
diabetics.29

Drug rationing in state Medicaid programs also has been strongly
associated with a huge spike in hospitalizations and doctor visits.  Whatever
money was saved on drugs was more than offset by the cost of the untreated
illness. 30    Price controls would institutionalize this perverse consequence.

Further, a prescription drug benefit would invite bureaucrats to decide
what drug the elderly could take and to switch drugs without patients’ consent.
Government-mandated drug switching interferes with the doctor-patient
relationship and may compromise the health of seniors.  Medicaid’s price
controls have been combined with such approaches to controlling the inevi-
table rise in costs associated with regulation.

● A 1991 study published in the New England Journal of Medicine
found that when New Hampshire restricted the number of prescrip-
tions reimbursed by Medicaid, the elderly entered nursing homes at
a rate more than 60 percent greater than in a control state.

● Although drug utilization fell 35 percent, nursing home admissions
rose 60 percent and overall health care expenditures increased.

● When the restrictions were lifted, nursing home admissions de-
creased.31

● A 1994 study in the New England Journal of Medicine by the same
authors found that New Hampshire’s prescription drug caps saved
an average $57 per year on drugs for schizophrenia patients — but
added $1,530 per year in costs for visits to mental health clinics
and emergency rooms.32

Drug switching and rationing can harm the elderly because seniors can
react differently to medications than do younger people.  This is particularly
true for medications used in treating depression, Parkinson’s disease and high
blood pressure.  A change made to save money may force a senior into a
nursing home or hospital.  Yet advocates of a new drug entitlement program
are the most aggressive supporters of forced substitution of generic medica-
tions by the government.

Myth No. 10: Price Controls Don’t
Affect Research and Development

Rep. Henry Waxman (D-Calif.) is a prominent critic who claims that
government efforts to control drug prices have no effect on research and

“Drug rationing in state
Medicaid programs has been
associated with a huge spike
in hospitalizations and doctor
visits.”
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FIGURE IV

U.S. Leads in Development of Global Drugs

Source: Pharmaceutical Research and Manufacturers of America.
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development.  However, experience with price controls belies his assertion.
Enactment of price controls or cost containment programs or both decreases
research and development spending because there is less money to be rein-
vested in R&D.  Several countries that have implemented such programs have
seen their pharmaceutical industries decline or go abroad.  As Figure IV
indicates, the United States, with no widespread price controls on drugs,
develops a high percentage of the world’s most innovative drugs.

● The United States developed 45 percent of all drugs marketed
worldwide in the 1990s.

● The United Kingdom developed 14 percent of all global drugs and
no other country developed more than 9 percent.

Why Price Controls Hurt Innovation .  Whereas U.S. companies
often have their eye on the worldwide market when they start to develop a new
drug, European and Japanese companies produce largely local products.  Their
minor innovations are “either directly imitative of existing products or [are]
unsafe products that cannot clear regulatory hurdles in many nations, or are
products that fill minor local niches.”33  Indeed, “of the top 50 products (by

“The U.S., with no wide-
spread price controls,
develops a high percentage of
the world’s innovative
drugs.”
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value) in each of four European countries in 1993, 10 of those in Italy and
France were classed as useless, compared with six in Germany and none in the
U.K.” 34   In France, lax standards to ensure a new drug’s effectiveness also
have contributed to the development of drugs that were safe but of dubious
therapeutic value; such drugs accounted for up to 20 percent of total sales.35

What has happened in one of the largest prescription markets —
cardiovascular products — illustrates that countries with price regulation tend
to be less innovative.36

● In the 1980s nine different beta blockers were developed in the
United States and the United Kingdom, 14 in France and 30 in
Japan.

● Today low prices in Japan and France have discouraged firms in
those nations from discovering major new products, and the United
States has become the world’s leader in developing new cardiovas-
cular therapies, having surpassed the U.K. in the early 1980s.

Another way to assess the influence of price controls on innovation
and global competitiveness is to examine recent measures in countries that
have had price controls over the years.  As the following overview suggests,
different types of price and product regulations appear to reduce investment in
innovative medicines.

Case Study: United Kingdom.  The Pharmaceutical Price Regulation
Scheme (PPRS), in force since 1977, regulates profits and return on capital
and explicitly encourages innovative research with higher profit margins and
higher introductory prices.  As a result, United Kingdom drug prices have
been higher than the European average.  Rates of return are negotiated and
regulation extends only to home market sales.  In fact,  higher rates of return
are provided for “export-oriented” firms.  As a result, Britain’s pharmaceutical
industry was highly innovative and profitable during the 1970s and 1980s.

However, as cost containment became paramount, the policy of pro-
moting innovation through higher prices and profits was dramatically altered.
First, the National Health Service (NHS) tried to keep costs in check by
limiting how much doctors could prescribe.  More directly, the British govern-
ment reduced profit rates by restricting price increases to less than the rate of
inflation.  As a result, return on capital in the U.K. pharmaceutical industry
has declined to 10 percent, less than half of the 21 percent that is allowed
under the PPRS.  Domestic profits have declined to 4.5 percent of sales.

In the past, the British government imposed a 2.5 percent rollback of
all drug prices, banned access to certain new drugs and imposed a cut in the
prices and profits of innovative drugs.  Companies exceeding negotiated rates
of return must pay fines and reduce prices.  According to a research analyst
with the Association of the British Pharmaceutical Industry, British drug
concerns reacted by shifting nearly $1 billion a year in R&D to their U.S.
operations. 37

“Ten of the top 50 drug
products in Italy and France
were classed as useless.”
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The impact of these changes has affected innovation overall.  In 1988
three of the 10 best-selling new products worldwide came from the United
Kingdom.   By 1992 the U.K. had only one of the top 10.  Today, U.K. compa-
nies have no drug among the top 10.  The United States has all 10 best-selling
drugs worldwide.

Further, the PPRS has a built-in bias towards larger firms.  Biotechnol-
ogy companies find it difficult to attract investors because the financial re-
wards the PPRS allows for large-company R&D (a maximum of 21 percent
return on capital) are not high enough for most small companies, which de-
pend on breakthroughs to offset the risks of drug development.

Case Study: Germany.  The German Health Ministry initiated efforts
to control drug costs in 1989 by limiting what public health plans paid for
drugs and which drugs would be eligible for reimbursement.  If a drug’s price
exceeded the government limit, the patient had to pay the difference.  In 1993
the government mandated a 5 percent cut in drug prices and slashed what the
German health authority (the Krankenkassen) could spend on drugs by nearly
10 percent.  Doctors have been placed on drug budgets and if they go over
have to pay the excess out of their own fees.  Sales fell at the seven largest
research-intensive drug producers by 16.5 percent, while generic sales in-
creased by 36 percent.38   As a result, at least 126 pharmaceutical firms cut
their R&D investment, 40 percent by 10 to 30 percent and 22 percent by a
third or more.

Case Study: France.  The Ministry of Health in France controls the
introductory price of each product, controls subsequent price increases and
holds down prices regardless of value.  As a result, France has some of the
lowest drug prices in Europe.  It also has one of the worst records in develop-
ing innovative products that can compete globally.

The most successful companies in France are firms that produce and
market copycat drugs or mere palliatives.  Innovators are punished with artifi-
cially low prices that favor companies that produce low-price drugs without
regard to their drugs’ therapeutic value.

The Rationale for Price Controls.  The conventional wisdom is that
price controls encourage companies to focus their resources on developing a
blockbuster.

As this overview suggests, such a convention is not wisdom at all.
Price regulation rewards incrementalism and punishes risk taking, particularly
if prices and access to new drugs are regulated.  Without innovation, a
country’s pharmaceutical industry cannot compete globally and its biotechnol-
ogy industrial base cannot develop rapidly.  That is one reason the European
Community is considering ways to do away with price controls.

“The United Kingdom had
three of the 10 best-selling
new drugs worldwide in 1988
— but it has none today.”
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Will the U.S. See Price Controls?
The Clinton administration’s proposal to control prescription drugs for

the elderly has much in common with the French system of setting pharma-
ceutical prices and reducing the price of innovative drugs, as well as the
German system of deemphasizing innovation in favor of generic drugs.  Under
the administration proposal, private U.S companies that administer drug
benefits for the elderly and individual seniors could buy drugs at prices nego-
tiated for the entire program by the federal government.

Is it possible that such price regulation in the United States won’t
discourage innovation?  After all, the industry has gone through three years in
which price increases have declined and even stagnated after discounts, price
freezes and generics are taken into account.  Managed care companies increas-
ingly favor lower-priced drugs and now examine the cost-effectiveness of new
drugs before paying for them.  In addition, the industry has paid nearly $1
billion a year to the federal government in Medicaid rebates.  Yet R&D
spending has increased, not decreased.  If both the pharmaceutical and bio-
technology industries still are thriving and investing in innovative new prod-
ucts, why would government regulation over the prices of those new products
make any difference?

First, because of the time lag between drug discovery and introduction,
the market — physicians and patients in particular — will not feel the full
impact of the policy for years.  The initial cuts would come in the riskiest
research for the hardest-to-treat illnesses.  Then the market value of pharma-
ceutical and biotechnology stocks would decline.  As cash flow declined, so
too would R&D.  For biotechnology companies, the decline in cash flow —
and risk capital used for R&D — is dollar for dollar.  Only breakthrough
products yield robust earnings.  A study by Henry Grabowski and John
Vernon estimates what would happen if the government cut the price of
breakthrough drugs by 23 percent — essentially establishing a break-even rate
of return on R&D investment: cash flows for the best-selling drugs and bio-
technology therapies would fall below the total cost of R&D.  The result,
particularly for biotechnology companies, would be devastating.39

Second, under the president’s plan, the government would cover up to
50 percent of all prescription drugs purchased.  As the largest purchaser of
drugs, it would have immense, near monopsonistic power to force prices
down, extract discounts and pay only for drugs that met its terms.  Govern-
ment could single-handedly create far more pricing pressure than any number
of managed care organizations.

Finally, price controls represent not merely an extension of market
pressure but a fundamental shift in values.  Controls substitute a political
process for the marketplace.  For controls to work, individuals would have to

“Because of the time lag
between drug discovery and
introduction, the market will
not feel the full impact of the
government price control
policy for years.”
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adhere to governmental or bureaucratic decisions.  Decisions by physicians,
pharmacists, medical researchers, companies and patients would be replaced
by those of a few “experts.”

Price controls supplant market forces and replace good health with cost
containment as a goal.  Lower prices send a signal that innovation will not be
rewarded with higher returns.  By limiting rewards and discouraging invest-
ment, price controls limit innovation.  As Dr. Judith Wagner, a senior associate
with the Health Program at the Office of Technology Assessment has noted,
“an administrative process for controlling drug prices would add a new source
of uncertainty — one that would not be resolvable until all the money has been
spent.  Consequently, investors would be more hesitant to commit early R&D
money....”40  More recently, in discussing the Clinton drug plan, Barbara Ryan,
one of Wall Street’s leading pharmaceutical industry analysts, noted that “the
specter of significant price controls has been sufficient to substantially reduce
the appeal of drug stocks to investors.  We expect this to persist throughout the
election process in 2000.  Drug price controls would substantially reduce
pharmaceutical company investment in R&D, which would effectively stall
the progress made in significant therapeutic advances. There is a direct rela-
tionship between profitability and the willingness to invest in R&D.”41

NOTE: Nothing written here should be construed as necessarily reflecting the
views of the National Center for Policy Analysis or as an attempt to aid or
hinder the passage of any bill before Congress.

“Price controls represent not
merely an extension of
market pressure but a
fundamental shift in values.”
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The National Center for Policy Analysis is a nonprofit, nonpartisan research institute founded in
1983 and funded exclusively by private contributions.  The mission of the NCPA is to seek innovative
private-sector solutions to public policy problems.

The center is probably best known for developing the concept of Medical Savings Accounts
(MSAs).  The Wall Street Journal called NCPA President John C. Goodman “the father of Medical
Savings Accounts.”  Sen. Phil Gramm said MSAs are “the only original idea in health policy in more than
a decade.”  Congress approved a pilot MSA program for small businesses and the self-employed in 1996
and voted in 1997 to allow Medicare beneficiaries to have MSAs.

Congress also relied on input from the NCPA in cutting the capital gains tax rate and in creating
the Roth IRA.  Both proposals were part of the pro-growth tax cuts agenda contained in the Contract with
America and first proposed by the NCPA and the U.S. Chamber of Commerce in 1991.  Two other recent
tax changes — an increase in the estate tax exemption and abolition of the 15 percent tax penalty on
excess withdrawals from pension accounts — also reflect NCPA proposals.

Another NCPA innovation is the concept of taxpayer choice — letting taxpayers rather than
government decide where their welfare dollars go.  Sen. Dan Coats and Rep. John Kasich have introduced
a welfare reform bill incorporating the idea.  It is also included in separate legislation sponsored by Rep.
Jim Talent and Rep. J. C. Watts.

Entitlement reform is another important area.  NCPA research shows that elderly entitlements will
require taxes that take between one-half and two-thirds of workers’ incomes by the time today’s college
students retire.  A middle-income worker entering the labor market today can expect to pay almost
$750,000 in taxes by the time he or she is 65 years of age, but will receive only $140,000 in benefits —
assuming benefits are paid.  At virtually every income level, Social Security makes people worse off —
paying a lower rate of return than they could have earned in private capital markets.  To solve this prob-
lem, the NCPA has developed a 12-step plan for Social Security privatization.

The NCPA has also developed ways of giving parents the opportunity to choose the best school for
their children, whether public or private.  For example, one NCPA study recommends a dollar-for-dollar
tax credit up to $1,000 per child for money spent on tuition expenses at any qualified nongovernment
school — a form of taxpayer choice for education.

The NCPA’s Environmental Center works closely with other think tanks to provide common sense
alternatives to extreme positions that frequently dominate environmental policy debates.  In 1991 the
NCPA organized a 76-member task force, representing 64 think tanks and research institutes, to produce
Progressive Environmentalism, a pro-free enterprise, pro-science, pro-human report on environmental
issues.  The task force concluded that empowering individuals rather than government bureaucracies
offers the greatest promise for a cleaner environment.  More recently, the NCPA produced New Environ-
mentalism, written by Reason Foundation scholar Lynn Scarlett.  The study proposes a framework for
making the nation’s environmental efforts more effective while reducing regulatory burdens.

In 1990 the NCPA’s Center for Health Policy Studies created a health care task force with repre-
sentatives from 40 think tanks and research institutes.  The pro-free enterprise policy proposals developed
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by the task force became the basis for a 1992 book, Patient Power, by John Goodman and Gerald
Musgrave.  More than 300,000 copies of the book were printed and distributed by the Cato Institute, and
many credit it as the focal point of opposition to Hillary Clinton’s health care reform plan.

A number of bills before Congress promise to protect patients from abuses by HMOs and other
managed care plans.  Although these bills are portrayed as consumer protection measures, NCPA studies
show they would make insurance more costly and increase the number of uninsured Americans.  An
NCPA proposal to solve the problem of the growing number of Americans without health insurance
would provide refundable tax credits for those who purchase their own health insurance.
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ington Times and Investor’s Business Daily. NCPA Policy Chairman Pete du Pont’s radio commentaries
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According to Burrelle’s, the NCPA reached the average household 10 times in 1998.  More than
36,000 column inches devoted to NCPA ideas appeared in newspapers and magazines in 1997.  The
advertising value of this print and broadcast coverage was more than $56 million, even though the NCPA
budget for 1998 was only $4 million.

The NCPA has one of the most extensive Internet sites for pro-free enterprise approaches to public
policy issues, receiving about one million hits (page views) per month.  All NCPA publications are avail-
able online, and the website provides numerous links to other sites containing related information.  The
NCPA also produces an online journal, Daily Policy Digest, which summarizes public policy research

findings each business day and is available by e-mail to anyone who requests it.
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“...influencing the national debate with studies, reports
and seminars.”

— TIME

“...steadily thrusting such ideas as ‘privatization’ of
social services into the intellectual marketplace.”

—  CHRISTIAN SCIENCE MONITOR

“Increasingly influential.”

— EVANS AND NOVAK

“The NCPA is unmistakably in the business of selling ideas...(it)
markets its products with the sophistication of an IBM.”
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