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Introduction

I invite you to enter the gothic domain of prescription drug policy and financing in
the U.S.  Some seven interlocking myths rule this realm.   They permeate,
paralyze, and poison public discourse.

I suspect that most of the things you have heard about prescription drugs were
produced in this world.  Few of them are true.

The drug makers, their friends, and their allies have suggested that high drug
prices are at least inevitable and at most actually good for us.  They have
suggested that any public intervention to win affordable medications would
cripple innovative research.   They are wrong.

My aims this afternoon are to

•  identify these myths,

•  contrast each with a hopefully more accurate and an invariably more hopeful
reality, and

•  sketch the evidence supporting the accurate view.
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1.  Myth—To protect all Americans (or all Medicare recipients) against the cost of
prescription drugs, they—or we—will have to spend more.  Much more.

This posits an unacceptable choice between

•  continued suffering today, and more suffering tomorrow—the present policy

•  pay more and more—the policies advanced by the Bush, Gore, some
Congressional Democrats, and most other approaches

Reality—We can re-shape Americans’ payments to drug makers to protect
everyone without spending appreciably more money.

Why?  Because almost all of the required money is already available and being
spent.

(The politics are not so easy, but we’ll get to that.)

Evidence—Americans spend enough to finance all needed medications.

•  CHART:  U.S. share of world prescription drug market—one-third of market in
1996.  That might be expected to provide enough leverage to win relatively
low drug prices for Americans.   Yet prices here are highest in the world.

•  CHART:  Rx spending per person in wealthy nations.  U.S. prescription drug
spending per person in 2001 is expected to be highest in the world, despite
our high prices.

•  CHART:  Average Rx prices in wealthy nations.   U.S. prices for prescription
drugs are markedly higher than those paid by other countries.  This chart
compares factory prices.
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2.  Myth— High prices and profits are bestowed on the drug industry by a
legitimate and bountiful free market.

Reality—Little of a free market is present in the world of patented prescription
drugs.   Today’s prices and profits are therefore not justified by a legitimate free
market.

In the absence of a free market, the only alternative to government intervention is
anarchy.   Indeed, a kind of anarchy generates today’s unnaturally high profits.

And—by the way—the profits on drug-making are often substantially higher than
you’ll find in the companies’ financial reports.

Consider Merck, which reported a 26.3 percent return on revenue in 1999.  When
you back out Merck-Medco, their pharmacy benefit manager, return on revenue
rises to 37.4 percent—more than two-fifths greater than the level reported for the
entire corporation.   In 1999, the Fortune 500 median return on revenue for 41
industries was 5.2 percent.  Thus, Merck’s return on revenue was over seven
times as great as the 41-industry median.

Evidence—

•  CHART:  Free market requirements—four characteristics of any free market.
Without all four things, the putative benefits of free markets are uncertain at
best and absent at worst.

•  CHART:  Departures from requirements—ways in which the prescription drug
market does not hold to the requirements for free market competition.
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3.  Myth—If government interferes with today’s high price and profits, “The lights
go out in the labs, and there is no R&D,“ according to Tracy Baroni, senior
director of policy for the Pharmaceutical Research and Manufacturers of America
(PhRMA), the drug industry’s lobbying arm.1  In other words, give us all of your
money or we’ll let you die.

We call that PhRMA’s Fog of Fear.

The drug makers have built a strong castle, fortress PhRMA, surrounded by
pillboxes filled with economists.  But this castle is perched on the edge of a cliff,
with no fall-back position, and the crashing waves of higher drug costs are
eroding the cliff.

Reality—The drug makers’ short-term profit-maximization is the real long-term
threat to adequate research financing.

The drug makers are the most nervous very-well-dressed people in the United
States today.  They cling fiercely to untenable positions of unnaturally high
prices.

If the drug makers don’t compromise today, and find a way to make all
medications affordable for all Americans who need them, an angry future
Congress will eviscerate profits.  And that could really harm research.
Fortunately, there’s a middle ground, which I will sketch shortly.

Evidence—Rising drug spending

•  CHART:  Prescription drug and total health spending from 1994 to 2001:
Overall health spending in the U.S. is expected to rise by one-third during
these years, but prescription drug spending is expected to more than double,
rising 3.4 times as fast as health spending overall.

•  CHART:  Rise in projected prescription drug spending for Medicare enrollees
from 2000 to 2010:  Annual drug spending is expected to triple for Medicare
enrollees.  This is one of the main obstacles to covering prescription drug
costs under the Medicare program—unless the coverage is accompanied by
reasonable price restraint.

•  Prescription drug spending this year will total close to $160 billion.  At present
rates of increase, it will double in only five years.
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4.  Myth—Drug makers spend their money well, and particularly spend much
more on research than on marketing.

Reality—Drug makers spend money very badly, exaggerating their research
spending and distorting and minimizing their marketing efforts.

Evidence—

•  CHART:  How six drug makers spent their money in 1999.  Research and
development used only 11 percent of drug makers’ revenue, while 16 percent
went to profits and 31 percent went to marketing and administration.   These
data closely parallel those collected by others in earlier years.

•  CHART:  Main task of drug company employees, June 1998.  Fully 35
percent of drug makers’ employees were engaged in marketing (with an
additional 13 percent in administration).  Producing and developing drugs
each occupied about one-quarter of employees.

•  CHART:  Changes in employment, PhRMA members, 1995 to 1999.  The
number of production workers fell, research workers rose slightly, marketing
employment rose by one-third.

•  CHART:  Marketing and Research, 1999, Industry and Skeptical Views.   The
skeptical view is very skeptical indeed.  The drug makers are fond of citing an
estimate from IMS Health that drug makers’ marketing costs were only $13.9
billion in 1999.  The drug makers claimed that their own research spending
that year was $20.4 billion.   A more skeptical estimate puts marketing
spending at $24 billion  and research at $10 billion.  The truth may well be
somewhere between the two sets of estimates.  Clearly, more accurate
information and analysis is required to resolve conflicts and inadequacies
plaguing currently available data.

And some 40 percent of drug-makers’ reported research goes to “copy-cat” or
“me-too” drugs, according to DiMasi.
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5.  Myth—Private insurance can win adequate coverage.

Reality—Health care is the sector of the economy where insurance works least
well, and
medication is the sector of health care where insurance works least well.

Evidence—Insurable risks are those that are very unlikely, costly when they
happen, and unpredictable.  Most health costs are relatively likely, not that costly,
and fairly predictable.  Prescription drug costs are the most predictable of all.  If
you need to spend $4,000 yearly on medications, this is not a surprise.  You take
the pills every day, week, and month.  Costly drugs tend to address chronic
conditions.  This means that reliance on private insurance is doomed.  People
who need the coverage the most will sign up more frequently (adverse selection).

The Health Insurance Association of America is fully aware of this problem and
has said that its members do not wish to write prescription drug insurance
policies.

Some insurance experts and economists want to preserve private insurance
coverage for prescription drugs.  They may be more interested in preserving the
drug industry from the price and revenue restrictions that will follow enactment of
a public insurance plan than they are in protecting people against drug costs.



7

6.   Myth—Private efforts, such as those by PBMs,  can contain costs.

Reality—Only public efforts can restrain health care costs, particularly drug
costs, in ways we can live with.

Evidence—

•  CHART:  Sector cost rise by sector, 1994-1999 versus public share of cost.

When the public pays a greater share of the costs of a health care service,
spending increases are slower.  Prescription drug spending grew fastest of all
major health sectors between 1994 and 1999, and the public share of spending
is second-lowest (after dentistry).

Congress legislated governmental prescription drug price regulation in October of
2000 when it enacted parallel importing.  But other governments would have to
do the regulating, and the affordable drugs never actually arrived in the U.S.

•  CHART:  Logic of drug makers and their supporters

I worry that some advocates of private market cost controls are really more
interested in weak cost controls, often because they imagine high drug maker
profits are essential to research, and that weak private market cost controls are
essential to secure high profits.



8

7.  Myth—It is reasonable to develop a series of incremental and partial solutions
to affordably protect all Americans against the rising cost of prescription drugs.

Reality—We need to put together a comprehensive approach that protects the
legitimate needs of all parties, test that approach, and then refine it incrementally.

Evidence—

Who are the parties?

Drug makers’ research and profits
Patients’ need for medications
Payors’ need to contain cost

Elements of a Prescription Drug Peace Treaty

1.  Cut prices to Federal Supply Schedule level, for a cut of $35 billion in drug
makers’ revenue.

2.  But drug makers immediately recoup most of that lost revenue through higher
private market volume.

3.  They would be guaranteed replacement of the remainder of lost revenue
through public purchase of drugs for patients who could not afford even the
newly discounted private price.

4.  Revenue is fully replaced, but profits have fallen slightly, because drug
makers have to manufacture more medications to fill all prescriptions.  So
provide public dollars to cover this manufacturing cost.  Also cover the
dispensing cost at the pharmacy.

5.  Profits are now fully restored, with no financial impediments to maintaining
research.  More important, all Americans’ prescriptions are filled at a tiny
additional cost.

6.  In a few years, move to providing greater financial rewards to manufacturers
who develop more breakthrough drugs.  Don’t reward copy-cat medications.
Strongly encourage drug makers to cut marketing costs.  Some $27 billion in
1999 dollars could be made available annually to finance breakthrough research
in this way.
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Although this approach would make medications affordable for all at small overall
spending increases, and although it would protect drug makers’ profits and
research financing, it is not going to pass this year.

But it is not likely that any of the proposed pieces of legislation to cover Medicare
patients for prescription drugs will pass either.  If they do pass, they will quickly
become more expensive than expected.  Indeed, the estimated costs of these
proposals has been rising steadily.  Their high costs are largely owing to their
lack of effective controls on overall spending.

Much of the higher spending would go directly to drug makers in the form of
windfall profits.   Why is that?  Because drug makers’ revenues would rise
substantially if Medicare paid for medications, while their costs would rise
marginally—to produce the additional volumes of drugs.

But the drug makers will fiercely oppose any new law that threatened their profits.

That is why the Peace Treaty proposal advanced here may begin to look more
desirable in the years ahead, as all parties seek ways to satisfy their needs.
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THE WORLD'S PHARMACEUTICAL MARKET, 1996 
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PROJECTED PRESCRIPTION DRUG 
SPENDING PER PERSON, 2001
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Prices Paid to Drug Makers in Eight Nations:
Percentage of U.S. Prices

(mean of 1997 and 1998 experience)

Nation

Other nations’ prices as
%

 of U.S. prices

U.S. prices %
above other

nation’s prices
Saving from
U.S. prices

Italy 52.1% 92.0% 47.9%
France 57.4% 74.4% 42.6%
Canada 63.3% 58.1% 36.7%
United
Kingdom

65.7% 52.3% 34.3%

Sweden 67.9% 47.4% 32.1%
Germany 69.5% 43.9% 30.5%
Switzerland 76.5% 30.8% 23.5%

United States 100.0% 0.0% 9.5% *

Source: The 1997 price ratios were calculated from Patented Medicine Prices Review Board, Trends in Patented Drug Prices, Ottawa: The Board,
September 1998, PMPRB Study Series S-9811, data in Figure 11.  The 1998 ratios were calculated from Patented Medicine Prices Review Board,
Eleventh Annual Report, Year Ending December 21, 1998, Ottawa:  The Board, 1999, p. 21, figure 9.  The data reported in this exhibit for each
nation are the means of the ratios calculated for 1997 and 1998.  Prices are weighted by net sales, as described in the end notes.

*  The 9.5 percent overall savings for residents of the eight northeast states from the reported U.S. average prices indicates the extent of secret
discounts and rebates, not disclosed to the Canadian Board, that are granted by manufacturers to buyers in the eight northeast states, we
calculate.2
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FREE MARKET’S REQUIREMENTS

•  Many small buyers and sellers

•  No artificial restrictions on supply, demand, or price

•  Easy entry and exit

•  Good information about price and quality

•  Caveat emptor—don’t trust anyone!
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HOW DRUG-MAKING DEPARTS FROM
FREE MARKET’S REQUIREMENTS

•  Market concentration:  In 6 of top-selling therapeutic categories, 4 firms control more than 80 percent of all
prescriptions

•  Mergers among drug makers hike concentration.

•  Drug makers have patents ( legal monopolies) and fight to extend them, often by what Prof. Schondelmeyer
calls “increasing their investment in R&D—Republicans and Democrats.”

•  In a free market, everyone pays close to the same price.  Today’s huge price disparities are a sign of price
setting designed to extract as much money as possible.

•  Drug makers are alleged to have worked to suppress marketing of drugs by generic manufacturers.
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RETAIL PRESCRIPTION DRUG AND HEALTH 
SPENDING,  U.S., PERCENT RISE  FROM 1994 
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PROJECTED PRESCRIPTION DRUG SPENDING 
 FOR MEDICARE ENROLLEES, $ BILLION, 2000 - 2010
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HOW SIX DRUG MAKERS SPENT THEIR MONEY, 1999
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MAIN TASK OF DRUG COMPANY EMPLOYEES, 
JUNE 1998
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CHANGES IN EMPLOYMENT, PhRMA MEMBERS, 
1995-1999
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DRUG MAKERS' 1999
MARKETING AND RESEARCH SPENDING:

  INDUSTRY AND SKEPTICAL VIEWS
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HEALTH COST RISE BY SECTOR, 1994-1999, 
VERSUS PUBLIC SHARE OF COST
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LOGIC OF DRUG MAKERS AND THEIR SUPPORTERS MORE REALISTIC LOGIC

•  WEAK PRIVATE COST CONTROLS �  HIGH
PROFITS

•  HIGH PROFITS �  MORE RESEARCH

•  MORE RESEARCH  �  BETTER MEDICATIONS

•  WEAK PRIVATE COST CONTROLS �  EXPLOSIVE
COST RISE

•  EXPLOSIVE COST RISE � ANGRY POLITICAL
REACTION

•  ANGRY POLITICAL REACTION �  HARSH PRICE
CONTROLS

•  HARSH PRICE CONTROLS � EVISCERATE
RESEARCH



14

                                               
1 Cited in Deborah Baker (Associated Press), “Many in Southwest Lack Drug Benefits,” Albuquerque Journal, 7 September 2000.
Ms. Baroni was testifying before the New Mexico legislature’s Health and Human Services Committee.

2 The 9.5 percent figure is our best current estimate of the size of public and undisclosed discounts and rebates in the U.S.  It was
calculated using data for the eight states only.  It is inserted as an estimate of the saving from undiscounted U.S. prices.  This
estimate reflects the share of brand name prescription drugs bought by uninsured individuals, private third parties, Medicaid
programs, and institutional purchasers in the eight states, as well as the rebates paid by drug makers to Medicaid programs in the
eight states.


