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Key Questions:

• Why do costly drugs cost so much?

• What are some strategies that are used?
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Disclaimers

• The opinions expressed in this talk are mine alone 
and are not meant to be representative of the official 
positions of the people or groups with whom I work.
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Our focus

• Market

• Monopoly

• Methods
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“I want to learn about Economics,”
said no one, 

ever!
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Main IDEAS from economics

1) Scarcity

2) Incentives

3) Spend with 1) and 2) in mind
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Example

• “Climbing drug prices are taking a toll on West 
Virginia's budget, some state legislators say. 
Expensive drugs fuel an increase in Medicaid 
spending, which leaves less money for schools 
and roads. 

• Kara Lofton, West Virginia Public Broadcasting, 10/20
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But, we should do it all…

Maybe, if we had all of the resources we need…
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Scarcity = 1 pie

Option 1

Healthcare

Education

Social
Services

Option 2

Healthcare

Education

Social
Services

Scarcity means having to make choices                                 

(since you can only spend each dollar once)
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Main IDEAS from economics

1) Scarcity
 $ spent one way cannot be spent another way

2) Incentives
 Things rewarded are more likely to be done

3) Spend with 1) and 2) in mind
 Spending wisely and aligning incentives helps 
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Our focus

• Market

• Monopoly

• Methods

“The drug industry has higher 
profit margins and higher R&D 
intensity than any other industry. 

Matthew Herper in Forbes, 2015
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Market in a nutshell

1) If it were cheap/easy, everyone would bring 
drugs to market

2) How to interest companies in doing this?

3) How to protect the incentives to do this?
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Our focus

• Market

• Monopoly

• Methods

“Drugs do not become cheap to 
buy just because they are cheap to 
manufacture. 

Matthew Herper in Forbes, 2015
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The power of one

• “Most new drugs are launched with patent 
protection that gives the inventor the option 
to keep other peoples’ copies off the market 
for 12 or so years. 

• “Many drugs then extend their monopoly 
status for several years beyond the original 
patent term.

Matthew Herper in Forbes, 2015
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Monopoly in a nutshell

1) If you are the only one selling, you choose p

2) If the demand is strong, you choose a high p

3) Price will be higher with

 fewer drugs, 

 fewer drug companies, and

 greater clinical/political need

© Jeffrey S. Hoch, PhD

Incentives at work

http://tinyurl.com/zytsmwp

“The US spends ~$1,000 per person per 

year on pharmaceuticals. That’s ~40% > 

the next highest spender, Canada, and 

more than 2x as much as than countries 

like France and Germany spend.” 

http://tinyurl.com/pejvoyn
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Our focus

• Market

• Monopoly

• Methods
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Methods in a nutshell

1) No: No, we won’t pay

2)  Slow: Yes, but you must first do ______.

3)  Whoa: Yes, and “Whoa, that’s a lot of $”

“Prices in the U.S. for brand-name 
patented drugs are… 2x as high as 
in the UK or Australia. 

“That’s because in many countries, 
government agencies… set limits to 
the amount they will reimburse; 
they may only agree to pay for a 
drug if they feel that the price is 
justified by the therapeutic 
benefits. 

How do they do this?

20
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Drugs for thought

• “Overall, the Committee 

acknowledged the 

clinical benefit of the 

Drug but noted the high 

cost…

– Not good value for 

money so “Don’t Fund”

• RESULT = Drug company negotiates a 
lower price and drug is covered
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What does “NO” look like?

“something that 
offers no advantage 
over its competitors 
and yet sells for twice 
the price would 
never even get on 
the market.  But that 
is not how things 
work for drugs. 
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What does “NO” get?
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Methods in a nutshell

1) No: No, we won’t pay

2)  Slow: Yes, but you must first do ______.

3)  Whoa: Yes, and “Whoa, that’s a lot of $”
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Prior authorization

• “California also requires prior 
authorization for most drugs 
that do not appear on its 
Preferred Drug List. 

• “Manufacturers’ products 
generally appear on the List 
when they agree to give the 
state rebates above those 
required by the federal 
government (i.e., 
supplemental state rebates). 
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Methods in a nutshell

1) No: No, we won’t pay

2)  Slow: Yes, but you must first do ______.

3)  Whoa: Yes, and “Whoa, that’s a lot of $”



10/31/2016

© Jeffrey S. Hoch, PhD 10

© Jeffrey S. Hoch, PhD

Getting to Whoa

• “They imagine that prices will fall if they can 
somehow prove that the industry is lying 
about the cost of producing new drugs. They 
are mistaken because prices depend on 
market power, and not on R&D costs.

“Of course, neither the FDA’s streamlining nor its expediting nor 
any itemized R&D expenditures had ever been factored into any 
pricing decisions. Neither [the drug company] nor anyone else 
actually applies cost-based pricing.

Matthew Herper in Forbes, 2015
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Whither Whoa on its own

• “Pricing power is high, and investors seem to be 
making a big bet that, despite noisy complaints, 
US health systems’ inability to say “no” to 
expensive cancer drugs will last another decade 
at least.

Matthew Herper in Forbes, 2015
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When could Whoa work?

• 1) If you could say NO

• 2) If you could cause delay 

• 3) If you could damage their brand enough 
– to make up for all of the lost profit based on lower prices for 

your group, the rest of the US purchasers and every other 
purchaser throughout the world.
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Main messages

• Drugs don’t bring themselves to market

– We offer incentives to get for-profits to do this.

• Lower competition means higher prices

– Monopoly and a captive market  p

• Other countries use economic evidence

– Smart shopping means spending money wisely.
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Additional Resources

February 2005, Legislative Analyst’s Office Report:

Lowering the State's Costs For Prescription Drugs 

June 2016, Ginsburg M, Durbin S, Perez S, Ritley D, 

Hoch J. Funded by the CA Health Care Foundation
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Key Questions:

• Q: Why do costly drugs cost so much?

A: because of incentives

• Q: What are some strategies that are used?

A: link price to value 
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Contact information

• jshoch@ucdavis.edu

www.rd.com/funny-stuff/work-cartoons
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Mylan to Settle EpiPen Overpricing Case
for $465 Million

Pharmaceutical manufacturer costs bringing 
prescription drugs to patients:

Research and development, production, marketing, 

business taxes, profit,  etc. 
AND/OR 

what the market will bear1?

Veterans 
Administration

Only purchaser 
permitted to receive a 

price lower than 
Medicaid.

Medicare
Prevented from 

negotiating prices or 
establishing a Medicare 

formulary

Medicaid
Federal guarantee of 
“best price” –private 

purchasers may not 
negotiate prices lower 

than those given to 
Medicaid 

Wholesalers negotiate 

prices and sell to 
pharmacies

Private Purchasers
(health 

plans/employers) 

May use formularies to 
negotiate discounts and 

rebates, but may not 

receive prices lower 
than Medicaid. 

(Pharmacy Benefits 

Management 
companies assist with 

price negotiation but do 
not actually purchase 

prescription drugs)
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Unequal Purchasing Power Among Purchasers

Figure 1 approximates the relative relationship among different purchasers in average net prices 
they pay to pharmaceutical manufacturers. For introductory information about the pharmaceutical 

supply chain see “Follow the Pill”. 

All purchasers would tend to pay the higher-priced AWP for single-source innovator drugs (i.e., 

Sovaldi); more separation occurs among purchasers for net prices paid for multi-source drugs, but 
difference is unknown due to non-disclosure clauses in contracts for public and private purchasers. 
The VA is assumed to pay the lowest prices.
1 https://www.washingtonpost.com/news/wonk/wp/2015/12/01/how-an-84000-drug-got-its-price-lets-hold-our-position-
whatever-the-headlines/?tid=a_inl

Average Wholesale Price (AWP)

Medicaid Best Price

Medicaid 
Supplemental 

Rebate
Through additional 

negotiation, Medicaid 
may be able to reduce 
drug prices Medicaid 

https://kaiserfamilyfoundation.files.wordpress.com/2013/01/follow-the-pill-understanding-the-u-s-commercial-pharmaceutical-supply-chain-report.pdf
https://www.washingtonpost.com/news/wonk/wp/2015/12/01/how-an-84000-drug-got-its-price-lets-hold-our-position-whatever-the-headlines/?tid=a_inl

