
Perspectives On The
Pharmaceutical Industry
Granting all Americans access to prescription drugs that work
should be a trivial economic challenge for this wealthy nation.

by Uwe E. Reinhardt

ABSTRACT: This paper seeks to provide an economic perspective on the phar-
maceutical industry, which has come under increasing criticism on a number of
issues. In the main, that criticism amounts to a rather ineffective flailing at the
supply side of the market for pharmaceutical products—much of it based on
inaccurate perceptions—when a more productive policy would be to strengthen
the hitherto weak and poorly informed demand side of the market.

Amb ivalent social ethic s and inconsistent goals have
long been the hallmark of U.S. health policy, and nowhere
more so than in the nation’s attitude toward its pharmaceuti-

cal industry. On the one hand, Americans look to that industry for
rescue from life-threatening infectious diseases, mental illness, and
other chronic illnesses that impair quality of life. Writing in the New
York Times Magazine, Andrew Salomon goes so far as to argue that
psychopharmaceutical intervention could be a major armament in a
war on poverty.1 On the other hand, however, the industry is increas-
ingly viewed as a major burden on the economy, even though per capita
spending on alcohol and tobacco combined have only recently been
surpassed by per capita spending on prescription drugs, and less than
a quarter of the current double-digit increases in private health insur-
ance premiums can be attributed to increases in drug spending.2

The public’s ambivalence toward the pharmaceutical industry
may be shaped in part by the industry’s hybrid nature. On the gen-
eral theory that capitalism is most likely to bestow on society the
richest flow of innovative products, Americans have preferred to
structure the industry as a set of investor-owned, profit-seeking
firms, rather than as rate-regulated utilities or nonprofit enterprises.
More so than most other investor-owned industries, however, the
drug industry is a creature of government, because it cannot exist for
long without government protection of its economic turf.

The most important form of that protection is patents, which
grant pharmaceutical firms temporary monopolistic market power
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for their products. A less well understood but very important sec-
ond form of protection is laws that restrict the resale of drugs among
the industry’s domestic customers and that erect sundry barriers to
the importation of drugs, including U.S.-produced drugs sold
abroad at lower prices. These laws allow pharmaceutical firms to
segment the markets for their products by customer class—each
class with its own price-sensitivity—and to charge different classes
of customers different prices for the same product, a practice econo-
mists call “price discrimination.” As I explain further on, some price
discrimination on the part of producers is the sine qua non of eco-
nomic efficiency in the pharmaceutical market. The general public,
however, may view that practice as inherently “unfair.”

Perhaps because of the pharmaceutical industry’s hybrid nature,
society posits for the industry inconsistent standards of behavior.
On some occasions, lawmakers and the general public seem to ex-
pect pharmaceutical firms to behave as if they were community-
owned, nonprofit entities. At the same time, the firms’ own-
ers—among them the mutual and pension funds that help to
manage the savings of Americans—always expect the firms to use
their market power and political muscle to maximize the owners’
wealth. Caught between these inconsistent standards of behavior is
an industry that naturally will never get it quite right.

The remainder of this commentary is intended as an exploration
of several issues that seem to trouble the industry’s critics. To that
end, I do not focus on a single point but examine several distinct
facets of the market for pharmaceuticals.

The discussion begins with the question of whether spending on
prescription drugs represents an intolerable burden on  the U.S.
economy. That proposition is sometimes made to warn against es-
tablishing additional entitlements to prescription drugs—for exam-
ple, for elderly Americans. I argue that spending on pharmaceutical
products is not now and is unlikely ever to be a significant macro-
economic burden. It would be a burden only if such spending were
patently wasteful, as all waste is a burden on the economy. To be
sure, spending on these products can be a problem for individual
households, but the proper social response to this microeconomic
problem is adequate insurance coverage, rather than  regulations
aimed at the supply side of the market.

The focus of the paper shifts next to the industry’s cost structure;
to the practice of price discrimination, which is rooted in that cost
structure; and to the profits earned by drug firms, which are often
decried as excessive. I contend that relative to those of other indus-
tries, the pharmaceutical industry’s profits may be on the high side,
but in the absolute they are not large enough to offer much relief for
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any cost containment effort, as they constitute only a minute frac-
tion of total national health spending.

Finally, I argue that the incessant focus of the industry’s critics on
the supply side of the market for pharmaceuticals is misplaced. A
more fruitful effort would be measures to shore up the demand side.
The paper ends with some policy recommendations to that end.

Prescription Drugs As A Macroeconomic Burden
n Current and projected drug spending. Is it easy to understand
the growing concern over spending on prescription drugs (Exhibit
1). While in 1999 prescription drugs accounted for 8.2 percent of
total national health spending, that share is expected to reach 14
percent by 2010.3

It is generally agreed that these spending increases have been
driven much more by increases in volume and switching from older
to newer, more expensive drugs than by annual price increases on
existing drugs.4 The increased volume has been driven in part by the
greater availability of a stream of new products, especially antihista-
mines, antidepressants, cholesterol reducers, and anti-ulcerants.5

Another driver undoubtedly has been the expansion of health insur-
ance coverage for prescription drugs during the 1990s. In 1990 about
two-thirds of all prescription drugs were still paid for by patients at
the pharmacy, out of pocket, as for any other consumer good. By
1999 only about one-third of total national spending on prescription
drugs was paid for out of pocket.6 Most of the extended coverage for
drugs during the decade was offered by employer-based insurance
rather than by public insurance programs.

1993 1997 1998 1999 2000 2002 2010

EXHIBIT  1
Actual And Projected Annual Percentage Growth In Prescription Drug Spending And In
Total National Health Spending, Selected Calendar Years 1993–2010

SOURCE: S. Heffler et al., “Health Spending Growth Up in 1999: Faster Growth Expected in the Future,” Health Affairs (Mar/
Apr 2001): Exhibit 1.
NOTE: NHE is national health expenditures.
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n Drug spending as a percentage of GDP. As a percentage of
gross domestic product (GDP)—a commonsense measure of a na-
tion’s “ability to pay” for particular items—the United States does
not stand out as a heavy spender on prescription drugs. According
to Organization for Economic Cooperation and Development
(OECD) data, in 1997 the United States spent only about 1.4 percent
of GDP on prescription drugs. A number of European nations and
Japan spent more.7 If by 2010 the United States actually spent the
roughly 16 percent of GDP on health care now projected by the
actuaries at the Centers for Medicare and Medicaid Services (CMS,
formerly HCFA), and if prescription drugs then were to account for
the roughly 14 percent of total national health spending also pro-
jected by these actuaries, total U.S. drug spending in 2010 would
still be only about 2.2 percent of GDP.8

To be sure, the percentage of GDP devoted to prescription drugs
is apt to increase more rapidly after the baby boomers begin to retire
in 2011. This is so because the number of prescriptions per American
is more than three times as high for the elderly as it is for those under
age sixty-five.9 Even then, however, outlays on prescription drugs
are unlikely to represent an intolerable aggregate burden on the U.S.
economy. After all, that economy can be expected to grow.

During the roughly two decades from 1980 to 1998 real GDP per
capita rose at an average annual compound rate of 1.86 percent.10 If
that rate persists over the next several decades, GDP per capita in
2025 will be 59 percent higher than it was in 2000. Even if, for some
reason, that growth rate declines to only 1.5 percent per year in the
future, GDP per capita in 2025 still will be 45 percent higher than it
was in 2000. Although the CMS actuaries now project that total
national health spending will continue to grow faster than the rest
of GDP in the foreseeable future, and that the share of GDP devoted
to health care will rise continuously, it is a safe bet that in 2025 the
GDP per capita that will not be devoted to health care (including
prescription drugs) and thus will be available for the other good
things in life will still be much larger than it is today.

In short, the central question confronting the United States is not
whether the nation as a whole can afford currently projected health
spending during the next several decades, but merely whether that
spending can be justified in terms of the real benefits it yields.

n Drug spending at the household level. For most American
families, average  annual  outlays on prescription drugs  probably
would be a manageable budget item, even if they did not have insur-
ance coverage for drugs. In 1999, for example, average U.S. per capita
spending on prescription drugs was $358, compared with $413 for
alcohol, tobacco, and entertainment combined.11 These data provide
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added perspective on the question of whether our nation can “af-
ford” current and projected levels of drug spending.

Averages, however, can be deceiving in the context of health care,
because health spending per capita varies enormously across age
groups and is highly skewed even within each age group. In general,
a relatively small fraction of households account for the bulk of total
national health spending in any given year.12 That high skew applies
to prescription drugs as well. A recent study by Express Scripts
indicated that the top 2 percent of the most costly patients whose
drug use the firm managed accounted for 33 percent of annual drug
spending, and the most expensive 5 percent of patients accounted
for about half. Furthermore, patients who were high-cost users of
drugs in one year were likely to be so in subsequent years.13 Among
elderly Americans, the top 4 percent of heaviest users accounted for
24 percent of total drug spending for elderly Americans in 1996,
while the bottom 40 percent accounted for only 5 percent.14 Median
per capita drug spending for the elderly in 1998 has been estimated
to be only $895, although per capita spending for the elderly in the
ninety-fifth percentile of the spending distribution was $4,111, and
for those in the ninety-ninth percentile, $6,597.15

At the household level, drug spending becomes a fiscal problem
mainly when lack of adequate insurance coverage intersects with
high usage as a result of severe acute or chronic illness. In 1996 some
31 percent of the roughly thirty-seven million Medicare beneficiaries
did not have any drug coverage during the entire year, and only 53
percent had coverage for the entire year. Among the 231 million
nonelderly Americans, 23 percent did not have any drug coverage,
although that is an overall average. For the nonelderly below the
federal poverty level, 31 percent had no drug coverage in 1996, and
for those between 100 percent and 200 percent of poverty the per-
centage without drug coverage was as high as 36.5 percent.16 For
many of the uninsured, the desire to control acute or chronic illness
with modern drugs does undoubtedly cause serious fiscal hardship.

While it is easy to empathize with uninsured families burdened
with  heavy out-of-pocket  spending for prescription drugs, such
families would find at most minor relief from regulatory policies
aimed at the supply side of the pharmaceutical market. The proper
policy response in this regard would be adequate public subsidies
toward prescription drug coverage for these families. In a nation

“Uninsured families would find at most minor relief from
regulatory policies aimed at the supply side of the drug market.”
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whose current GDP approaches $10 trillion, whose GDP can be
expected to grow steadily in the future, and whose population will
forever  remain among the youngest in  the industrialized world,
granting every American access to prescription drugs that work
would seem to be one of the more trivial economic challenges. At its
core, that challenge is not a purely economic one at all; it is a moral
challenge in the political economy of sharing abundant resources.

The Industry’s Revenue, Cost, And Profit Structure
n Cost structure. A recent Deutsche Banc Alex. Brown research
report shows a breakdown of the disposition of the sales revenue
earned by the eight largest research-based pharmaceutical manufac-
turers in 1998.17 According to these data, roughly 27 percent of these
companies’ revenues in 1998 was absorbed by the manufacturing
cost of goods sold, 35 percent by selling (marketing) and general
administration (SGA),  13 percent  by research  and development
(R&D), 7 percent by taxes, and 18 percent by reported after-tax
accounting profits.18 The data are fully consistent with information
assembled by research analysts at Banc of America Securities LLC.19

Great care must be taken in the interpretation of these financial
data. First, the SGA category represents many expenses other than
selling expenses and should not be seen as an estimate purely of
outlays on marketing, as the industry’s critics occasionally do. Sec-
ond, the Generally Accepted Accounting Principles (GAAP) that
guide the reports to shareholders and the U.S. Securities and Ex-
change Commission (SEC) give companies some discretion over the
assignment  of  expenses to  these  broad categories,  which  blurs
somewhat the lines between them. Some outlays on marketing, for
example, could be treated in the financial reports as part of R&D,
and vice versa. Third, the typical pharmaceutical company is a multi-
product firm whose sales revenues cover regular consumer products
(such as beauty aids) or services (such as pharmaceutical benefit
management services) other than prescription drugs proper. Ratios
of a firm’s R&D or SGA spending to its total revenue therefore can
be misleading, unless those ratios are based strictly on revenues
earned from prescription drugs.

To illustrate, a large fraction of the revenues of Merck and Com-
pany come from its pharmaceutical benefits management subsidiary
Medco, for which R&D is a minor item. Thus, for 1998, Merck spent
only 16 percent of total revenue from all sources on SGA, although
that spending was 23 percent of revenue strictly from pharmaceuti-
cal products . Similarly, Merck was reported to have spent only 6.4
percent of revenue from all sources on R&D, but 12–14 percent on
revenue strictly from pharmaceutical products.
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A fundamental question troubling policymakers is how the three
spending categories—especially R&D—would respond to down-
ward pressure on total revenues. That pressure might come from
either government or the private managed care sector. Empirical
research on this question is not conclusive.20 Up to a point, down-
ward pressure on sales revenues through lower prices might well
trigger added spending on marketing, as drug manufacturers sought
to  defend their  revenues through volume  increases. Eventually,
however, such outlays will decline with reductions in revenue. Simi-
larly, downward pressure on revenues might initially increase R&D
spending, to recoup lost revenue through the sale of new products.
On the other hand, it also may be that annual R&D spending is
constrained by the liquidity provided by retained earnings, which is
to say, by annual profits. Although, in theory, business firms can
finance promising R&D investments with funds procured exter-
nally from the debt and equity markets, in practice most business
firms do not treat external sources of funds as perfect substitutes for
internal sources (retained earnings). If so, annual profit levels may
act as a strong determinant of annual R&D spending.21

n Reported accounting profits. Drawing on Form 10K, the de-
tailed annual reports that firms must submit to the SEC, Fortune
magazine routinely develops financial profiles for its list of the 500
largest companies in the United States, among them the nation’s
leading drug firms. The magazine ranks industries on selected sta-
tistics, including various profit ratios.22 For 1999, the U.S. drug com-
panies represented among the Fortune 500 ranked at the top of the
list for “return on revenue,” defined as after-tax accounting profits as
a percentage of sales revenue. In the vernacular, that ratio is also
known as the “profit margin.” The margin was 18.6 percent for the
pharmaceutical industry, compared with 14.1 percent for the closest
runner-up, commercial banks.

Although it is common practice in the media to compare “profit
margins” across industries, accounting professors teach their stu-
dents that this figure is not informative across industries with dif-
ferent degrees of capital intensity.23 This assertion can be explained
with the following simple equation:

ROA = (after-tax profits/sales revenue) ´ (sales revenue/assets)

The acronym ROA is the ratio of the firm’s annual after-tax prof-
its to the total assets it deploys. It is generally considered the most
meaningful  yardstick for cross-industry comparisons.24 The  first
term on the right-hand side of this equation is the familiar “profit
margin,” and the second is the “asset turnover rate,” a measure of a
firm’s or industry’s capital intensity. Supermarkets, for example,
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have very high asset turnover ratios, which means that they can earn
handsome rates of returns on assets (ROAs) by earning only a few
pennies  per  dollar of sales (profit margin). By  contrast, capital-
intensive industries have low asset turnover ratios, which means
that to earn the same ROA that is achieved by supermarkets, they
must earn much higher profit margins. In short, cross-industry com-
parisons of profit margins would be meaningful only for industries
with similar asset turnover rates.

On the more meaningful ROA criterion, the drug industry also
ranked at the top of Fortune’s list in 1999—16.5 percent, compared
with the 15.4 percent earned by the closest runner-up, the computer
peripherals industry. Unfortunately, for research-based enterprises
the ROA, too, is a tainted measure, as a result of the tax and account-
ing conventions that drive the R&D expenditures in a firm’s finan-
cial reports. In principle, a firm’s annual R&D spending should not
be deducted as an expense on its income statement in the year that
the R&D spending is incurred. It should be “capitalized,” which
means that it should be shown as an asset on the firm’s balance sheet
and depreciated (shown as an expense on the firm’s income state-
ment) gradually over time. Because the tax credits granted by Con-
gress toward R&D spending by U.S. firms do not extend to capital-
ized expenses, however, virtually all drug firms now treat the year’s
total R&D outlay as an expense on their income statements. In an
industry with rapidly growing R&D spending, this practice has an
uncertain effect on the reported ROA of drug manufacturers. On the
one hand, the practice of expensing R&D understates the firms’
total assets, which, by itself, overstates the reported ROA. At the
same time, the practice overstates the firm’s reported expenses and
thereby understates the firm’s reported accounting profits, which,
by itself, understates the firm’s reported ROA.25

n Pharmaceutical profits as a source of cost containment.
These sundry caveats on the accounting profits of pharmaceutical
companies notwithstanding,  there is little doubt that, overall,
American society has allowed that industry to earn handsome prof-
its on its investment in R&D and manufacturing, although the re-
turn on investment varies widely across firms and across products
within firms. The thought may occur, therefore, that at least some
relief from rising health spending could be had by constraining the
industry’s profits. As it happens, there is less room for relief here
than intuition might suggest.

According  to  the  most  recent CMS data, total  national drug
spending in 1999—presumably at retail prices—amounted to
roughly $100 billion. According to data from the National Associa-
tion of Chain Drug Stores, drug manufacturers receive an average of
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seventy-four cents of every retail  dollar spent on prescription
drugs.26 If they earned 19 percent on those sales, their total profits
would have been about $14 billion on the $100 billion total national
spending on prescription drugs, or about 1.16 percent of total na-
tional health spending of $1,211 trillion in 1999. Thus, even if all of
the profits on that year’s drug spending had been confiscated and
rebated to American health care users, it would not have made much
of a dent in total national health spending—only about $50 per
person.

The Practice Of Price Discrimination
Research-based pharmaceutical firms have high fixed costs (costs
unrelated to the annual volume of production) and low variable
costs (those that vary roughly proportionately with the volume of
production). Such a cost structure is a natural platform for price
discrimination—that is, the practice of charging different classes of
customers different prices for the same product. Hospitals, hotels,
airlines, telecommunications companies, and pharmaceutical com-
panies all exhibit this type of cost structure, and all are able to
segment their customers into distinct groups with different sensi-
tivities to prices. The price these industries charge a particular group
is then set to be inversely related to that group’s price-sensitivity.

On its face, this pricing practice may appear unfair, especially
when the prices charged vary less with customers’ ability to pay
than with the market power customers can marshal. As every first-
year  student in economics learns,  however,  the  imposition of  a
single-price policy on firms with high fixed costs and low variable
costs typically results in an inefficiently low volume of production.
The output rate would be inefficient, because a single price set so as
to cover at least all of the firm’s fixed costs would price out of the
market many highly price-sensitive customers who would be will-
ing and able to cover at least the purely incremental production
costs (and perhaps more) of additional output, but who are unwill-
ing or unable to pay the higher single price with full-cost recovery.
Clearly, serving such price-sensitive customers would yield added
social benefits.27 It would be more efficient in that sense.

It follows that if society wishes pharmaceutical companies to be
both solvent over the long run and efficient in the choice of their
output levels, at least some price discrimination on their part must
be countenanced. The problem is that the incidence of that practice
can be highly regressive. Low-income families without insurance
coverage (among them millions of elderly Americans without drug
coverage) have little market power and therefore pay the highest
prices for pharmaceutical products at the retail level. Once again,
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however, the proper social response to this problem would be to
provide these Americans with adequate prescription drug coverage
rather than imposing on the industry a single-price structure.

Shoring Up The Demand Side
The current  response  of employers, health insurance  executives,
politicians, and the media to the ever escalating spending on pre-
scription drugs amounts largely to a futile flailing at the supply side
of this market. A more productive response would be to shore up the
countervailing power of the demand side. Such a strategy might
have two distinct prongs: more judicious cost sharing by patients,
and better information on the pharmacoeconomic characteristics of
prescription drugs.

n Cost sharing by patients. Three-tier copayments are now the
most common form of cost sharing by U.S. patients with private
health insurance. Under that system, patients make one of three
distinct, staggered copayments per prescription, depending upon
whether the product is a generic on the health plan’s formulary, a
brand-name product on that formulary, or a brand-name drug not
on the formulary. Either way, the patient neither knows nor experi-
ences nor cares about the full price that the health plan must pay for
the drug. In the insured patient’s mind, all drugs have one of only
three relatively low prices.

A much more powerful method of cost sharing, recently proposed
in this journal by Haiden Huskamp and colleagues for administering
a drug benefit under fee-for-service Medicare, is a variant of the
German reference-price system.28 Germany has used reference pric-
ing since 1992 for its statutory health insurance system (the GKV),
which covers close to 90 percent of the German population. Under
this  system, drugs  are classified into therapeutically  equivalent
groups, not merely by compound but by therapeutic objective. This
grouping is done on a nationwide basis. The sickness funds (health
plans) then reimburse the insured only the “reference price” (Fest-
betrag) for a low-cost product in the group. That reference price, too,
is set on nationwide basis. The insured person who wishes a par-
ticular brand-name drug is then left to pick up the entire difference
between the reference price and the price charged by the pharmacy.
About two-thirds of all prescriptions in the GKV are covered by this
system.

An American version of reference pricing probably would not rely
on nationwide groupings and reference prices but would leave these
to the discretion of each health plan. Although that version of refer-
ence pricing would be a genuine market approach to setting drug
prices, leaders of the U.S. drug industry nevertheless view it with
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alarm, probably because in Germany it has tended to drive the prices
of all drugs in a therapeutic class toward the reference price.29 Even
under  the  more decentralized  approach  likely  to emerge  in  the
United States, the supply side of the market would be confronted
with far more potent countervailing market power than is inherent
in the current system of three-tier copayments.

A  workable compromise between  strict reference pricing and
much weaker three-tier copayments would be three-tier coinsur-
ance. Under that scheme, pharmaceutical products would still be
categorized into therapeutically equivalent groups, just as under
pure reference pricing. Within the same therapeutic group, the in-
sured might be asked to pay only modest coinsurance (or none) for a
generic product on the formulary, a higher coinsurance rate for a
brand-name drug on  the formulary, and  a still higher rate for a
brand-name product not on the formulary. The approach would be
less severe than pure reference pricing, because the insured would
not have to pay the full difference between the low reference price
and the actual price of the chosen drug. On the other hand, the
insured still would be apprised of the full price that the insurance
carrier actually pays for that drug.

n Better pharmacoeconomic information. Whatever means
employers and government ultimately adopt to shift more of the
rising cost of prescription drugs onto patients, one can expect much
rancor over the practice—and possibly much litigation—unless the
underlying formularies or therapeutic groupings can be explained to
physicians, patients, and juries with appeal to scientifically sound
cost-benefit analyses. As Patricia Danzon has observed on this point,
“Efficient incentives for drug utilization and for…R&D require that
prices for different drugs reflect their relative effectiveness.”30

It is difficult to argue with Danzon’s proposition, although it
leaves open the question of who should determine “relative effec-
tiveness.” To be sure, patients will always be part of the team mak-
ing that determination, but it is doubtful that they will ever have the
competence to do it on their own.

Of course, pharmaceutical  manufacturers are not  obligated to
provide these cost-benefit analyses, for no other suppliers of goods
and services are required to do so for their offerings. Even if drug
manufacturers did provide the analyses, however, their conclusions
would be suspect from the outset. Such studies can easily be biased

“A workable compromise between strict reference pricing and
weaker three-tier copayments would be three-tier coinsurance.”

146 DRUG
INDUSTRY

H E A L T H A F F A I R S ~ V o l u m e 2 0 , N u m b e r 5

C o s t s I n C o n t e x t



strategically, because the measures of both “costs” and “benefits”
can be variously defined, and the analysis itself is highly complex.31

Employers, the insurance industry that functions as their agents,
and public insurance programs on the demand side might be viewed
as the proper sponsors of the required cost-benefit analyses. Unfor-
tunately, their studies, too, would be viewed with suspicion by
patients, physicians, and the pharmaceutical industry, on the
grounds that payers are interested solely in reducing costs without
proper regard to benefits.

To gain the respect of all parties, pharmacoeconomic intelligence
must have a disinterested source. One workable solution might be
the creation of pharmacoeconomic research institutes that would be
completely fiscally independent of  third-party payers and  drug
manufacturers after their initial endowments had been established,
most likely with public funds. Even a 1 percent set-aside of one
year’s total national spending on prescription drugs would yield an
endowment of more than $1 billion. A mere 5 percent set-aside of the
annual National Institutes of Health (NIH) appropriation would
achieve the same objective. If $1 billion were insufficient, adequate
endowments could be built up over several years.32

In effect, the new research institutes would be able to function
just  like not-for-profit  foundations. They  could  attract first-rate
pharmacoeconomic researchers who would be able to make distin-
guished professional careers there. They would fund both intra- and
extramural state-of-the-art research on the benefits and costs of
new and  existing drugs,  starting with the most  frequently  pre-
scribed and most expensive products and constantly updating the
list as new products came to market.

The institutes would  disseminate  their work in  the scholarly
literature, as well as on easily accessible Web sites aimed at both
physicians and patients. Their work would be subject to full peer
review  by any interested  outside  party, which means  that  they
would be obliged to share with outsiders all of the raw and trans-
formed data used in their analyses, as well as the statistical methods
used to reach their conclusions. Full transparency is the sine qua
non of any respectable research enterprise.

The findings disseminated by the institutes would not be legally
binding upon any insurer. They merely would furnish a detached,
sophisticated database on which third-party payers could structure
their reimbursement policies and that could inform Web-enabled
physicians and their patients as well. Specifically, such a research
base should make it much easier to explain the clinical and eco-
nomic decisions embodied in drug formularies to physicians and the
insured. It might also be helpful in resolving malpractice claims.
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With in the next two decades it will be discovered
that the  metabolism of  individual  patients  for  many
drugs is strongly influenced by a patient’s unique genetic

factors. That, of course, will make the task of establishing one-drug-
fits-all formularies or therapeutic groupings much more compli-
cated. In many instances, it will call for more customized drug regi-
mens, albeit on a superior pharmacogenomic knowledge base,
rather than mere hunches or trial and error. The economics of effi-
cient drug pricing and delivery in that brave new world poses en-
tirely new challenges that go beyond the compass of this paper.

The author thanks several anonymous peer reviewers for their helpful comments.
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