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Summary

The relatively high prices of prescription drugs was a major issue for the 106th

Congress and will likely remain an issue during the 107th Congress.  In particular,
legislative discussion of the issue has focused on the uninsured elderly.  High
prescription drug prices can impose significant financial hardship on low-income
seniors who do not have insurance coverage for prescription drugs.  Medicare, which
provides health insurance for most of the Nation’s elderly, does not cover most
outpatient prescription drugs. 

Various factors play a role in prescription drug pricing, such as the policy of
patenting innovative drugs and the degree to which therapeutically equivalent drugs
are available.  Discussions of prescription drug pricing tend to emphasize the ability
of many third party buyers (e.g. health maintenance organizations, hospitals, and
pharmacy benefit managers) to obtain discounted prices for pharmaceuticals.  Other
buyers (e.g. many retail pharmacies and uninsured consumers) do not tend to receive
such discounts.  The net effect of such discounts is that buyers such as retail
pharmacies and uninsured consumers usually pay the highest prices for drugs while
third-party buyers usually pay lower prices for drugs.  Third-party buyers are able to
receive discounts at both the manufacturing level and at the retail pharmacy level,
although third-party payers who do not use a formulary to manage outpatient drug
benefits also pay higher prices for drugs.    

Economic analysis of the pharmaceutical market provides some insight into
the reasons third-party buyers are able to obtain lower prices while other buyers are
not.  Third-party buyers negotiate prices and can exclude high-priced sellers
(essentially manufacturers) from their portion of the pharmaceutical market.
Conversely, other buyers (including uninsured consumers) do not negotiate over
prices and are therefore unable to exclude sellers from the market.  It is the ability to
exclude sellers that tends to determine who pays the lowest prices for prescription
drugs.

Critics of this differential pricing in the pharmaceutical market have raised a
number of issues, including fairness, equity and access to drugs, and how to end the
price discrimination that the elderly face when they must pay for their own
prescription medicines.  Congress has been exploring several options for easing the
financial burden that high prescription drug prices can impose on the elderly.  One
approach would be to create a drug benefit for the Medicare population.  Another
approach is to require pharmaceutical manufacturers to offer discounts on drugs sold
to the uninsured elderly.  A third approach is to facilitate the importation of
prescription drugs from countries where prices are lower.  This report will be updated
as warranted.
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The Cost of Prescription Drugs
for the Uninsured Elderly and

Legislative Approaches

Introduction

The relatively high prices of prescription drugs receive much attention from
both the press and policymakers.  High prices can impose significant financial burdens
on those who do not have health insurance or whose health insurance does not cover
prescription drugs.  Although there are uninsured in most, if not all, segments of the
population, particular emphasis has been placed on the effect of higher prices on the
elderly.  Most elderly receive their primary health insurance through the government’s
Medicare program, yet Medicare does not provide coverage for most outpatient
prescription drugs.  While approximately 65% of the elderly have prescription drug
coverage through some sort of non-Medicare supplement, the remaining elderly
receive no such benefit.1  Even for those seniors who have some form of a
prescription drug benefit, coverage may be insufficient or inadequate given their
medical needs.2  There is also evidence that the scope of their coverage may be
eroding.  The high prices of prescription drugs are considered to be particularly hard
on the uninsured elderly because many of the Nation’s elderly live on low, fixed
incomes.  

The purpose of  this report is to explain why many of those who are least able
to afford high drug costs are those who are most frequently charged the most.  To do
this, we examine the causes of pricing differences between the uninsured and third-
party, or “preferred,” buyers in order to better understand marketplace dynamics and
the implications of the various alternatives that have been put forward to reduce such
price differences.  This report describes the basic economic theory underlying price
differentiation and, in the context of the pharmaceutical market, analyzes the role and
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3F.M. Scherer and David Ross, Industrial Market Structure and Economic Performance. 3rd

ed., 1990.  p. 494.
4Throughout this paper, “differential pricing” or “price differentiation” will be used to refer
to what economists call price discrimination.  Price discrimination refers to any non-cost
based difference in pricing for different units of a good or service.  The phrase “price
discrimination” carries with it a negative connotation among the press and policymakers.
However, it is very important to note that (unlike other forms of discrimination) price
discrimination is an economic term and is neutral. 

behavior of pharmacy benefit managers (PBMs), pharmaceutical manufacturers, and
retail pharmacies, respectively.  It also looks at a number of the criticisms that have
been made of the practice of differential pricing.  Finally, this report discusses  various
policy approaches aimed at assisting the elderly to purchase prescription drugs.

Sources of Price Differentiation

Differential pricing has emerged as a major issue in the debate over the cost
of drugs for the uninsured.  In this section, the concept of differential pricing is
discussed and its application to various groups of buyers of goods and services is
described.  The prescription drug market is characterized by differential pricing.  In
recent years, differential pricing has emerged as a major issue because of the dramatic
increase in the segment of the market that is controlled by third-party buyers.  The
behavior of third-party buyers, manufacturers, and retail pharmacies all have an
impact on uninsured consumers.  These impacts are the subject of the various
subsections that follow the discussion of price differentiation.

Price differentiation, or price discrimination, is a common business practice
in markets with diverse buyer groups.  Its effects can sometimes be beneficial in an
economic sense, but F.M. Scherer and David Ross note: 

“Price discrimination causes a redistribution of income toward the
discriminator and away from its customers.  In the absence of legal quirks,
no firm with market power has to discriminate.  It will do so only if a system
of discriminatory prices yields higher expected profits than uniform pricing,
ceteris paribus.”3  

The charging of different prices to different consumers occurs in many industries in
the U.S. economy.4  For example, airlines charge different fares to business travelers
than to leisure travelers, as well as different fares within each group.  Long distance
telephone companies also charge different rates depending on the time of day that the
phone call is made.  Student discounts at movies and senior discounts at restaurants
are also frequently cited cases in which lower prices are offered to groups that are
relatively more price sensitive.  Some magazines offer low introductory rates or free
trial issues to new subscribers, while existing subscribers may have to pay full price
for the same issue.  Universities offer financial aid or academic scholarships to some
students which effectively lowers the price of their education.  In all of these
situations, the good or service sold is identical and each consumer is purchasing the
same amount, yet the prices vary by consumer or by time of purchase.  Thus, such
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5Two conditions must be present for non-cost based differential pricing.  First, the seller must
have some control over price.  In perfectly competitive markets (which are extremely rare),
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6According to Hal Varian, “Third degree price discrimination occurs when the monopolist
sells different units of output to different people for different prices, but every unit of output
sold to a given person sells for the same price.”  Varian, Hal R.  Intermediate
Microeconomics: A Modern Approach.  4th Ed.. New York: W.W. Norton, 1996.
7Ibid.

price differences are not related to differences in costs nor differences in the volume
purchased; rather, the price differences are caused by some other factor, such as the
sensitivity of readily identifiable groups of consumers to prices.5

Differential pricing is a characteristic of the prescription drug market.  It is
likely that, here too, the observed price differences may not be due to cost or volume
differences.  Instead, relatively lower prices are charged because manufacturers are
able to differentiate among types of consumers.  In this case, third party buyers are
likely to go elsewhere (i.e., substituting therapeutic equivalents) or may be willing to
forgo the purchase of prescription drugs altogether (i.e., not providing coverage for
certain drugs) while the uninsured have a limited ability to go elsewhere and are much
less likely to be willing to forgo the purchase of prescription drugs.  Uninsured
consumers are therefore likely to be charged relatively higher prices. This point can
be restated as follows: Manufacturers and retailers of prescription drugs are able to
differentiate with ease between third party buyers (who represent insured consumers)
and uninsured consumers.  The resulting price discrimination yields higher profits for
any party with market power who is willing to establish a system that distinguishes
among classes of customers.  Scherer and Ross (1990) note that the type of price
differentiation present in the pharmaceutical marketplace (third-degree price
discrimination6) “redistributes income away from consumers in the low price elasticity
groups, who normally pay a higher price than under simple monopoly, toward
consumers in high-price elasticity groups, who pay lower prices.7

Do conditions for price discrimination exist in the pharmaceutical market?
The answer would appear to be unambiguously affirmative.  Sellers of prescription
drugs have control over prices, although the extent of this is difficult to measure and
varies within and across the pharmaceutical market.  Sellers in the pharmaceutical
market can segment buyers and gauge how much various classes of buyers are willing
to pay.  Manufacturers differentiate between third-party buyers and retail pharmacies.
Retail pharmacies differentiate between third-party buyers and uninsured consumers.
In both segments of the market, sellers gauge how much third-party buyers are willing
to pay through one-on-one negotiations with third-party buyers.  Sellers charge
separate (generally, non-discounted) prices to retail pharmacies and uninsured
consumers.  
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Major Third-Party Buyers

The major third-party buyers in the pharmaceutical market are health
maintenance organizations (HMOs) and pharmacy benefit managers (PBMs).8  These
two groups have grown in importance over the last decade.9  In 1990, HMOs and
PBMs handled approximately 25% of prescriptions; it is estimated that in 1999 these
two groups will handle approximately 70% of prescriptions.10  Standard & Poor’s has
projected that third-party insurers will handle close to 90% of all pharmacy sales in
2000.11

PBMs are contracted by employers and health plans to administer a
prescription drug benefit.  The objective of the PBM is to reduce the expenditures
associated with operating a prescription drug benefit and to pass on those savings to
the employer or health plan.  It is estimated that PBMs contracted by health plans in
the Federal Employees Health Benefits Program (FEHBP) saved those health plans
20%-27% on their drug benefit.12  

One way that PBMs (as well as other third-party buyers) achieve such cost
savings is through negotiated discounts with pharmaceutical manufacturers and retail
pharmacies.  An important cost-saving mechanism used by third-party buyers is the
formulary.  A formulary is a list of preferred drugs developed by PBMs, HMOs, and
other third-party buyers.  Drugs are added to formularies based on various criteria,
such as efficacy, side effects, and price.  Third-party buyers exercise market power
through their ability to include or exclude prescription medicines from their
formularies.  As will be discussed, manufacturers place great importance on having
their drugs included in formularies and often offer discounts to third-party buyers in
exchange for inclusion in formularies. 

Formularies can play an important role in the operations of PBMs and other
third-party buyers.  Health plans may encourage contracted physicians to prescribe
formulary drugs over non-formulary drugs.  If a health plan member is prescribed a
non-formulary drug by a physician, then a health plan’s PBM may contact the
physician and have the prescription changed to a therapeutically equivalent drug that
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13Therapeutic equivalents are drugs that perform the same function even though they may be
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is included in the formulary.13  Adding to complexity is the use of “open” and “closed”
formularies.  When a plan uses an open formulary, it covers all prescription drugs,
regardless of whether they are included in the formulary.  When a plan uses a closed
formulary, it refuses to cover drugs that are not included in the formulary.  Under a
closed formulary, if a plan member is prescribed a non-formulary drug, then that plan
member must either pay for the drug out-of-pocket or have his or her physician
change the prescription to a therapeutically equivalent drug that is included in the
formulary.  Whether a plan uses an open or closed formulary could affect the level of
savings that can be achieved.

In a study based on an examination of managed, fee-for-service plans using
open formularies, the U.S. Congressional Budget Office (CBO) concluded “[m]uch
of the savings that PBMs achieve appear to come from the lower prices paid to
pharmacies rather than from the rebates offered by drug manufacturers.”14  The CBO
findings were in turn based on a General Accounting Office (GAO) study which
examined the cost savings achieved by three health plans participating in the Federal
Employees Health Benefits Program (FEHBP).15  CBO notes that the GAO study
found that 50% to 70% of the cost savings of the FEHBP plans resulted from paying
less at the retail pharmacy level than what those plans would have paid without
contracting with a PBM.  CBO also notes that the GAO study found that 2% to 21%
of the savings achieved by the FEHBP plans were the result of manufacturer rebates
obtained by the PBM.  

Some critics discount CBO’s findings on the grounds that the GAO study does
not represent typical private health plans and that FEHBP fee-for-service plans are not
comparable to HMO or other managed care plans that are more likely to use closed
formularies.  They argue that HMOs and plans that utilize a closed formulary will
achieve a higher percentage of savings attributable to manufacturer rebates than is the
case for FEHBP fee-for-service plans and that these rebates will exceed retail
pharmacy discounts.  

It is possible that the percentage of overall savings attributed to manufacturer
rebates could exceed the percentage of savings attributed to pharmacy discounts.
However, CRS is unable to determine whether manufacturer rebates exceed retail
pharmacy discounts under a closed formulary or for other types of health plans
because data on manufacturer rebates and pharmacy discounts for HMOs and other
private health plans are proprietary (i.e., not available to the public).  Nevertheless,
it would appear that whether a plan uses an open or closed formulary, discounts come
from either the manufacturer or the retailer, or from both.
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Pharmaceutical Manufacturers

The structure of the pharmaceutical manufacturing industry creates conditions
for industry control over prices and, consequently, price differentiation.  The brand-
name pharmaceutical manufacturing industry is characteristic of an oligopoly.16   First,
there are relatively few firms that develop and manufacture pharmaceuticals.  When
one limits the pharmaceutical market to drugs that are therapeutically equivalent,
there are even fewer firms.  In some cases, there are no therapeutical equivalents for
a brand-name drug; in such instances, the market resembles that of a monopoly.17

Firms with a virtual monopoly over a therapeutic class will probably not tend to offer
discounts or rebates to any group of buyers.  Second, there are certain barriers to
entry that limit the extent to which new firms can enter the market and the extent to
which existing firms can introduce competing products.  One such barrier is the patent
system, which protects the innovator of a drug from competition from identical
products.18  Another barrier is the high fixed cost associated with developing and
marketing new pharmaceuticals.

Pharmaceutical manufacturers generally differentiate their prices among chain
and independent retail pharmacies, hospitals, managed care facilities, health plans, and
PBMs.  A Standard & Poor’s Industry Survey describes manufacturers’ pricing
policies in the following way:

In general, drugs sold to wholesale distributors and pharmacy chains for the
individual/physician market are priced at the high-end of the manufacturer’s
price scale.  Hospital chains and other large institutional and managed care
customers that buy directly from manufacturers pay prices well below the list
price, as a result of heavy discounting and negotiated arrangements.19

Manufacturers are able to price differentiate because they have control over
prices.  The ability of manufacturers to set prices is constrained by the bargaining
power exercised by HMOs, PBMs, and other preferred customers.  When competition
exists in a therapeutic class, manufacturers are frequently forced to extend discounts
to those buyers with market power (third-party buyers).  Third-party buyers tend to
receive the lowest prices because they have the ability to exclude certain
manufacturers from a significant portion of the market.  Retail pharmacies, however,
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must carry the widest possible range of inventory to meet the needs of their customers
and have limited leverage in winning discounts from manufacturers.

Buyer Behavior at the Manufacturing Level.  To obtain higher profits
through price differentiation, a firm must be able to distinguish which consumers are
willing to pay relatively high prices and which are willing to pay only relatively low
prices for its products. Usually, this works through what is known as the
“chargeback” system.  Most buyers of pharmaceuticals obtain their products from
wholesalers at the same price.  However, preferred buyers receive negotiated rebates
from the manufacturers.  In the pharmaceutical market, this is achieved through
negotiations with preferred customers, who generally pay lower effective prices than
retail pharmacies.  Some large retail pharmacy chains might also receive rebates, but
they would tend to be less than those of the preferred buyers.  In the case of some
health plans or PBMs, the buyer does not actually take physical possession of the
drugs.  Rather, the health plan’s members obtain their drugs from a retail or mail-
order pharmacy.  However, the health plan or PBM may still receive a rebate directly
from the manufacturer for certain drugs. Thus, the effective price, net of any rebates,
still tends to be lower for preferred buyers than for retail pharmacies.

As mentioned earlier, HMOs, PBMs, and other third party buyers utilize
formularies.  Manufacturers place great value on being included in a formulary.  This
is particularly true when there is more than one drug in a therapeutic class.  Inclusion
in a formulary essentially means that a drug will be used more often than (or even
exclusively over) competing drugs with the same therapeutic function.  Moreover, if
preliminary evidence is correct, particular drugs will be used more widely precisely
because they are listed on a formulary.20  Such inclusion is thought to promote the
adoption of a drug by other formularies or by organizations that do not use a
formulary at all.

Formularies provide preferred buyers with some degree of leverage and flexibility
in response to price increases.  A manufacturer could, for example, refuse to offer a
rebate or offer a rebate that is less than that offered by a competing manufacturer for
a therapeutically equivalent drug.  However, the preferred buyer could refuse to
include the lower-rebated (and hence higher-priced) product in the formulary and
replace it with the therapeutically equivalent product of a manufacturer who would
be willing to offer a larger rebate.  The lower-rebated (higher priced) manufacturer
would be denied the benefits of being included on a formulary.  Thus, the ability of the
formulary to potentially exclude a manufacturer from a significant portion of the
market provides the manufacturer with an incentive to offer rebates to preferred
buyers.  The manufacturer may prefer not to offer lower prices (which might have
taken the form of rebates), effectively charging a higher price.  However, the forgone
benefits of being included in the formulary could outweigh the revenue from higher
prices.
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Relative to third-party buyers, retail pharmacies have a more limited flexibility
in their purchasing decisions.  Unlike the third-party buyers, retail pharmacies do not
have any exclusionary mechanisms such as a formulary, nor would such a mechanism
be economically sensible.  The determination of which drugs consumers will obtain
from the retail pharmacy is made by the physician (or by the physician and the health
plan in the case of an insured customer) and depends heavily on the preferences of
that physician.  For example, Physician A may prefer to prescribe Prozac for a patient
with depression while Physician B may prefer to prescribe Paxil for another patient
with similar symptoms.  Both patients may choose to have their prescriptions filled at
the same pharmacy.  That pharmacy would either have to stock both drugs or have
to turn down the patronage of one of the patients.  Turning down customers would
result in lost revenue.  This is true for independent pharmacies and chain pharmacies
alike.  Although manufacturers have no incentive to provide drugstores with a
preferred buyer discount, chain drugstores may obtain volume-based discounts for
some prescription drugs.  However, these volume-based discounts would likely be
smaller than the rebates obtained by preferred third-party buyers.

Retail Pharmacies

Retail pharmacies may offer discounts and rebates to third-party buyers to gain
access to their large memberships.  Uninsured (cash paying) consumers are not
offered similar discounts and, therefore, tend to pay relatively higher prices than those
covered by plans using third-party buyers.  The apparent willingness of retail
pharmacies to offer discounts and rebates to these preferred customers indicates that
retailers, in some instances, exercise some control over prices.  Recent Standard and
Poor’s Industry Surveys suggest that the drugstore industry tends to be highly
competitive.21  A number of forces have converged to squeeze pharmacy margins,
including the rapid growth of managed care plans, competition with supermarket
pharmacies, mail-order pharmacies, and other non-traditional suppliers of prescription
drugs.  

Third-party buyers generally are not willing to pay the same prices as other
buyers for the use of retail pharmacy services.  In their drive to control costs, health
plans and other third-party buyers pay drug retailers a wholesale drug reimbursement
rate (generally, the average wholesale price (AWP)) for the cost of the drugs, plus a
fixed dispensing fee.  As pharmacy sales have shifted from a cash basis to one in
which an insurance plan covers some or all of its members’ prescription drug costs,
continuing efforts by insurers to cut costs have had a significant impact on
pharmacies.  According to one survey, drugstores’ “gross margins on prescription
sales have fallen significantly from what they once were.”22  This survey goes on to
note that reimbursement rates based on the AWP leave drug retailers with little if any
profit.23  
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Thus, pharmacies are placed in a situation not unlike that faced by
pharmaceutical manufacturers: in order to gain access to a large customer base
controlled by third-party buyers, pharmacies are forced to differentiate between those
buyers who can demand discounts and those who cannot.  Standard & Poor’s
Industry Survey explains in plain language the extent to which sellers (in this case,
drugstores) exercise control over prices: 

For much of this decade, the PBMs’ rules were simple: they offered drugstore
chains predetermined, take-it-or-leave-it rates to dispense third-party prescriptions
under the programs that they administered.  Pharmacies that didn’t agree to these
terms risked losing access to existing and potential customers who were members
of that plan; those that acceded to the rate dictates risked losing money on each
prescription.24

One response of the retail pharmacy sector has been to purchase PBMs.
Walgreen, CVS, Rite-Aid, Eckerd, and American Stores each operate PBMs that are
able to deliver prescription drugs through their extensive networks of retail outlets.
Drugstores have also retaliated against low margins by dropping unprofitable third-
party contracts.25

Buyer Behavior at the Retail Level.  At the retail level, individual consumers
appear to be the predominant buyer of prescription medicines.  However, of the
individuals who patronize retail pharmacies, some are cash-paying customers and
others are clients of third-party buyers.  As in the manufacturing segment of the
pharmaceutical market, third-party buyers in the retail segment are not willing to pay
the same prices as other buyers, namely uninsured consumers.  Third-party buyers
will, therefore, attempt to obtain the best price possible, and in some cases, they can
refuse to reimburse members who use pharmacies that are outside of their plan.

Price is one important factor influencing an individual consumer’s decision to
patronize a pharmacy.  In addition, consumers tend to purchase goods and services
that are aligned with their individual tastes and preferences.  For example, an
individual consumer may prefer to patronize a pharmacy located a few blocks from
his or her home over another pharmacy that is located farther away.  Another
preference that may lead a consumer  to patronize a particular pharmacy is whether
he or she knows the pharmacist personally.

Other consumers may have very different sets of preferences.  For example, an
uninsured elderly person on a fixed income may prefer to travel some distance to
purchase a prescription drug, if that drug is offered at a substantially lower price.  If
the drug has to be taken on a regular basis, this may solidify the preference for
traveling further to acquire the medicine at lower cost.  It is difficult to generalize
about the individual tastes and preferences of all uninsured consumers and, although
economic theory suggests that the possibility that a consumer may prefer a store with
higher prescription prices to one with lower prices if certain non-price or non-drug
factors are important, there is little in the way of empirical evidence that demonstrates
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that uninsured consumers on fixed incomes allow non-price factors to predominate
in their choice of which store or other prescription source to patronize.

Nevertheless, it is quite possible that some consumers will maintain long-standing
relationships with higher-priced stores rather than switch to a store that offers less
service or no personal relationship with a pharmacist.  Indeed, one has only to observe
that the choices and behavior of insured consumers are usually influenced primarily
by the preferences of the insurer and not by their own preferences to understand that
such preferences are not immutable.  Given the rapidity with which third-party buying
has become a commonplace in the United States, it is worth noting that preferences
are subject, after all, to market forces.

There is little reason to believe that third-party buyers have non-price
preferences–although their insured consumers (their members) may well have such
preferences.  Third-party buyers are not likely to be willing to pay higher prices in
exchange for non-price benefits such as better service or closer location.  A
straightforward example of a type of pharmacy that offers little in the way of non-
price benefits is the mail-order pharmacy.  Members who use mail-order pharmacies
must wait longer to receive their prescriptions than they would at a retail pharmacy.
Members also do not come in direct contact with a pharmacist when they use a mail-
order pharmacy, which may affect the perceived level of service that the member
receives.  That some health plans and PBMs aggressively encourage their members
to use mail-order pharmacies suggests that the non-price benefits of purchasing from
a local pharmacy are more important to many of the insured than the potential savings
they might realize through use of mail-order prescriptions.

Many consumers (members of health plans as well as the uninsured) may
purchase prescriptions at the same pharmacy.  Health plan members will probably care
about some of the non-price characteristics of the pharmacy–even if their insurer or
third-party payer does not.  One could speculate that location and relationship with
a pharmacist might be as important to some insured consumers as to uninsured
consumers.  

What about uninsured individuals?  Are they less likely to be responsive to the
price of a good than to non-price characteristics (such as store location or quality of
service)?  If the uninsured were provided benefits similar to those available to
consumers enrolled in insurance plans or HMOs, one might expect that the uninsured
would behave in the same manner as insured individuals.  However, not all consumers
are alike.  While preferences for non-price benefits lead some consumers to stay put,
others may shop around; there will inevitably be some consumers who are very
sensitive to prices.  For these consumers, price will be the most important factor in
choosing a pharmacy and, to the extent that they can, they will shop around until they
find the lowest-priced pharmacy.  

In the absence of detailed studies of the specific behavior and preferences of
uninsured consumers, policymakers will have difficulty predicting their responses to
various proposals to make prescriptions available to the uninsured.  While consumer
response may be difficult to predict with any certainty, economists and non-
economists alike have sought to determine how proposed changes in policies on
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prescription drugs and the uninsured might affect the ability of manufacturers,
retailers, and insurers to participate in a system characterized by differential pricing.

Why is Differential Pricing a Problem?

A number of concerns have been raised with respect to price differentiation.  One
major concern is whether it is manufacturers or retail pharmacies which are chiefly
responsible for charging significantly higher prices to the uninsured, including many
seniors.  A second concern has to do with allegations that manufacturers charge the
elderly more than they otherwise might to compensate for discounts that they give to
preferred buyers.  A third concern is that price differentiation allows manufacturers
to reap excessive profits.  Fourth, critics argue that price differentiation is a form of
anti-competitive pricing that harms competitors and consumers.  Finally, price
differentiation is considered by some critics to be a principal source of inequity in a
system in which the poorest consumers pay the highest prices.  Each of these issues
will be briefly examined.

Manufacturers, retailers, and price differentiation

Price differentiation in the pharmaceutical industry has been heavily criticized by
the press and by some policymakers.  Pharmaceutical manufacturers are the target of
much of the criticism of differential pricing, although retail pharmacies have not been
entirely immune from criticism.  Some observers believe that pharmaceutical
manufacturers are responsible for most of the differential between prices paid by third-
party buyers and those paid by uninsured consumers.  This was the conclusion of two
recent studies.26  Using information found in a GAO study, however, the CBO
determined that several fee-for-service federal health plans (FEHBP)  achieved greater
savings from pharmacy discounts than from manufacturer discounts.27  Whether the
GAO study is applicable to most private health plans is debatable.  While evidence
suggests that manufacturers and retail pharmacies have the ability to use price
differentiation, it would be difficult to draw any definitive conclusions without further
detailed studies that examine pharmaceutical pricing data that are not generally
available to the public.
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“Cost shifting”  

Another criticism of price differentiation is that it leads to “cost shifting,” which
purportedly occurs when sellers raise the prices they charge the uninsured in order to
compensate for discounts given to third-party buyers.  It is claimed that this occurs
mostly at the manufacturing level, although at least one study claims that it occurs at
the retail pharmacy level as well.28  

The concept of cost shifting (whether from third-party buyers to uninsured
consumers, from HMOs to retail pharmacies, or from foreign buyers to U.S.
consumers) is a hotly debated topic.  Many economists reject the “cost shifting” idea.
They maintain that sellers in the pharmaceutical market price differentiate by dividing
buyers into separate markets based on the price sensitivity of buyers.  Then sellers
choose the optimal price in each market, and these optimal prices are unrelated to
each other.  If any firm raises the price of a good above its optimal level, it will sell
fewer goods and, as a result, earn a lower profit.29  Thus, if a seller in the
pharmaceutical market charges a lower price to a third-party buyer, it does so because
that buyer is part of a different market and has different demand sensitivity.  In theory,
the seller offers third-party buyers a lower price and charges a separately determined
higher price to buyers in other markets.  Each buyer is thus segmented into groups
and pays the price dictated by his or her price sensitivity.30  

Studies have suggested that the high prices that the uninsured pay relative to the
lower prices available to the customers of third-party buyers amount to cost-shifting.31
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And while economists are in broad agreement that cost shifting could make the seller
worse off, information and data concerning the private decisions of sellers in the
pharmaceutical marketplace are unavailable.  If we assume that economic theory is
correct and cost shifting does not take place between segmented groups of buyers, the
lack of information on how groups are segmented or prices set makes it difficult to
know what specifically is determining the observed price differentials.  An
unexplainably wide price differential, without further information, is not dispositive
of whether cost shifting is occurring.

Excessive Profits

Another criticism of price differentiation is that it sustains high profits for
pharmaceutical manufacturers.32  According to economic theory, a firm will not price
differentiate unless doing so maximizes its profits.  Thus, because pharmaceutical
manufacturers choose to price differentiate, one could infer that they earn higher
profits than they would if they were to charge a uniform price.

Price differentiation may be a less successful profit-maximizing strategy for retail
pharmacies.  Some retail pharmacies reportedly are choosing to end price
differentiation by refusing to deal with third-party buyers because of the relatively low
reimbursement rates paid by some third-party buyers -- rates that sometimes fall
below pharmacies’ costs.33  Thus, some pharmacies have chosen to stop segmenting
groups of customers into the insured and the uninsured because some third-party
buyers are unwilling to pay the full cost of the drug.

While price differentiation may be a profit-maximizing strategy, there is no
established relationship between the absolute level of company profits and the use of
price differentiation.  High profitability is not necessarily related to price
differentiation.

Anti-competitive pricing

Price differentiation has also been criticized on the grounds that it is anti-
competitive.  Indeed, the Robinson-Patman Act (15 U.S.C. §§13, 13a, 13b, 21a)
outlaws unjustified price differentiation related to interstate commerce.  However,
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price differentiation does not violate the Robinson-Patman Act if the price differences
are related to differences in cost or if the price differences are the result of a seller
meeting the competition of another seller.34  In 1994, a civil class action suit was filed
by thousands of retail pharmacies against 25 pharmaceutical manufacturers, seven
wholesalers, and one mail-order pharmacy.  The retail pharmacies alleged that the
industry’s differential pricing practices were anti-competitive.35  Most of the
defendants settled the case.  However, a directed verdict was entered in favor of those
defendants that did not settle.  The court found that price differentiation by
manufacturers and wholesalers did not violate federal antitrust laws.36  

A 1999 staff report by the Federal Trade Commission (FTC) raised numerous
concerns that price differentiation in pharmaceuticals has the potential to be anti-
competitive.37  The report “suggests that antitrust authorities need to apply the
standard case-by-case approach to antitrust analyses of vertical and horizontal issues
that arise in this industry.”38  Differential pricing potentially raises competitive
concerns, but the authors of the report concede that careful evaluation of alternative
efficiency explanations needs to be completed before challenging pricing or other
strategies at issue.  

Price differentiation is not necessarily inconsistent with competition; it may occur
when the consumer can choose among four or five products, or in monopolistic
markets, so long as entry is easy.  The FTC report concludes that in order to assess
whether pharmaceutical price differentiation harms competition, one must evaluate
the extent to which firms can enter or expand in the market.  Price differentiation is
also criticized on the grounds that it harms consumers.  The FTC report describes a
number of scenarios that may give rise to anticompetitive behavior that is harmful to
consumers, but it does not analyze the consequences of price differentiation at a level
of detail adequate to reach firm conclusions.  

Equity Considerations

Several other criticisms of price differentiation have been put forth.  These
criticisms, which are tied to notions of equity and public health, identify serious flaws
in a system that would allow separate markets to be constructed in which those least
able to afford expensive prescription medications are those who must pay the highest
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prices.  Because of equity issues, legislation has been introduced in the 106th
Congress that seeks to solve the problems faced by the uninsured elderly.  Some have
pointed to price differentiation as one of the major factors contributing to high drug
prices for uninsured and under-insured seniors.  Uninsured consumers, particularly the
elderly, pay far higher prices than third-party buyers and often are the least able to
afford the higher prices they are charged.  For some, the decision to purchase
medicine may reduce their ability to buy other necessities.  

Policy Approaches

Several policy approaches have been under consideration to address the issue of
prescription drug pricing.  One approach is to create a prescription drug benefit for
Medicare beneficiaries.  Another approach would require manufacturers to grant
discounts to individual consumers that are equivalent to those achieved by large,
third-party buyers.  A third, more limited approach, which was enacted by Congress
and signed by President Clinton (P.L. 106-387) in October 2000, would attempt to
lower prescription drug prices by facilitating the importation of pharmaceuticals from
foreign countries.

Creating a Prescription Drug Benefit

The policy approach that has received the most attention among policymakers
is the creation of an outpatient prescription drug benefit for Medicare beneficiaries.
Currently, Medicare does not provide coverage for most outpatient prescription
drugs.  This approach would target the elderly, a segment of the population that tends
to use the most drugs.  All of the proposals put forth thus far would use private
entities, likely pharmacy benefit managers (PBMs) to manage the benefit.39  However,
the proposals differ over whether the government or private entities would bear the
risk of coverage (and thus pay for expenses incurred by beneficiaries).  There is also
debate about which seniors should be covered under such a benefit, what cost-sharing
arrangements should be adopted, and the amount that should be covered.40

Supporters of using private entities to manage a prescription drug benefit note
several advantages.  First, the government would have access to the same prices as
large, third-party buyers without having to resort to administered prices.  This would
allow prices to be determined via market forces, much the way prices are determined
between PBMs and sellers of prescription drugs in the private sector.  Second, PBMs
tend to adopt systems that track patients’ medications.  These systems can alert
pharmacists to potential contraindications and allergies that the patient might
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experience.  Arguably, the tracking systems that PBMs implement could increase the
quality of pharmaceutical care that seniors receive.

There are some challenges to using private entities to manage a prescription drug
benefit for the Medicare population.  The most cited challenge involves the way
PBMs control costs.  PBMs often restrict patient access to certain drugs and certain
pharmacies in order to obtain savings.  These practices, which already generate some
controversy when used in the private sector, may lead to a public backlash if
implemented under a public program.  However, many elderly already receive health
services from some sort of managed care organization, so they already have
experience with the implementation of cost control mechanisms.

Manufacturer Discounts

Another approach to address prescription drug prices is to expand manufacturer
discounts to the uninsured and elderly.  Proposals using this approach have taken
different forms.  At the federal level, some have proposed mandating discounts
equivalent to those already granted to “favored” buyers.  In May 2000, Maine enacted
a law that would allow the state to negotiate discounts on behalf of the uninsured;
however, a federal court issued an injunction prohibiting the state from implementing
the law.41  Vermont enacted a law that extends Medicaid drug discounts to seniors
and low-income individuals who do not otherwise qualify for Medicaid drug
coverage.42

Supporters of plans to extend manufacturer discounts point out that this
approach does not incur a cost to the government.  They also believe that lower
prescription drug prices would save taxpayers additional money because increased
drug use would reduce the use of more expensive treatments, many of which would
be paid by Medicare or Medicaid.

However, the pharmaceutical industry opposes plans to extend manufacturer
discounts, and contends such proposals constitute price controls.  The industry argues
that extending discounts would reduce research and development (R&D), leading to
the introduction of fewer new drugs.  Supporters of manufacturer discounts argue
that the industry, the most profitable by certain measures, can afford to offer
discounts while still maintaining current levels of R&D spending.
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Access to Drugs from Foreign Countries

It is generally accepted that prescription drug prices are lower in many foreign
countries than in the United States.  Several factors explain this phenomena: foreign
governments often impose price controls on prescription drugs, income varies among
countries, and liability laws differ among countries.43  Recently, anecdotal accounts
have appeared in the press describing seniors’ trips to Canada or Mexico to buy
prescription drugs at lower prices.

Until October 2000, however, federal law and Food and Drug Administration
(FDA) policy made it difficult for large quantities of drugs to be imported into the
United States.  All drugs sold in the U.S., including imported drugs, must be
manufactured in compliance with what FDA considers “good manufacturing
practices.”  The FDA’s policy was to assume that, unless the importer has proof to
the contrary, imported drugs were not produced using good manufacturing
practices.44  Compliance with FDA’s good manufacturing practices was seen as
burdensome for importers because the foreign seller of the drug might not have
accurate documentation proving that the drug was produced in an FDA-approved
facility using FDA-approved methods.  The restrictions on importation affected
mostly trade in large quantities; for imports of a small quantity (limited to a 90-day
supply), the policy generally was not strictly enforced.

As the policy debate over prescription drug prices intensified, many policymakers
began to see large-scale drug importation as a way of lowering prescription drug
prices.  Under this approach, wholesalers and pharmacies would be allowed to import
large quantities of drugs at lower, foreign prices.  These entities would then distribute
and sell these drugs to American consumers at reduced cost.  This approach would
not limit access solely to the elderly; all Americans would have access to imported
drugs, although the elderly in particular could benefit since they consume a large
portion of medications.  The pharmaceutical industry opposes this approach, stating
that it would expand foreign price controls to the U.S. market.  Furthermore, the
industry expresses concerns that drug importation could open up the possibility that
unsafe or adulterated drugs could enter the country.  Supporters of this approach,
however, argue that sufficient precautions could be adopted to minimize the
likelihood that unsafe or adulterated products could enter the country.  Moreover,
supporters of this approach argue that it is unfair that Americans pay the highest
prices for prescription drugs.  Americans, supporters claim, are subsidizing research
and development for the rest of the world.
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In October 2000, as part of the FY2001 Agricultural Appropriations bill (P.L.
106-387), an amendment to the Federal Food, Drug, and Cosmetic Act (FFDCA) was
enacted to facilitate the importation and reimportation of prescription drugs.45

Members of Congress who opposed the bill argued that its provisions could not be
effectively implemented.  Among other things, the legislation requires the Secretary
of Health and Human Services (HHS) to promulgate regulations allowing pharmacists
and wholesalers to import prescription drugs.  The legislation allows the Secretary to
adopt rules to ensure that the public health is protected.  The legislation also requires
importers to report certain information about the imported shipments, including
information about their origin and destination.  Under the legislation, manufacturers
are prohibited from entering into explicit agreements or contracts with wholesalers
that prevent importation.  Several other provisions were included in the legislation,
such as testing of shipments to determine if the imported drugs are safe.  The
legislation contained $23 million in conditional funds to cover implementation costs
in the first year.  In order for the legislation to be implemented, the Secretary was
required to demonstrate that the importation does not pose additional risks to the
public and that importation would result in significant reduction in pharmaceutical
costs.

However, it is not clear whether the amendment will be implemented.  On
December 26, 2000, Health and Human Services Secretary Donna E. Shalala
announced that she would not issue rules to implement the legislation.46  She stated
that flaws and loopholes in the legislation make it impossible to demonstrate that the
importation legislation would be safe or lower costs.  Secretary Shalala characterized
three provisions as such loopholes.  First, the legislation allows manufacturers to deny
importers access to FDA-approved labeling, which is required for all drugs sold in the
United States.47  Second, the law does not prevent manufacturers from indirectly
interfering with importation, such as requiring foreign distributors to charge higher
prices, limit supplies, or treat U.S. importers less favorably than foreign buyers.
Third, the law is set to expire in five years, and this may discourage the private sector
from investing in the necessary testing and distribution system.  Moreover, according
to Secretary Shalala, the taxpayer costs of implementing new safety monitoring would
not offset savings from lower drug prices.

Observations

The issue of prescription drug pricing, which received much attention during the
106th Congress and in the 2000 congressional and presidential elections, is likely to
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continue to command attention during the 107th Congress.  The complexities of
ensuring access to affordable prescription drugs has so far prevented the emergence
of a consensus.  Many recent policy initiatives toward consumers with no prescription
drug coverage have focused on the elderly.  

Of the three policy initiatives outlined above, the creation of an outpatient
prescription drug benefit under Medicare would potentially be the most far-reaching.
While such a benefit would greatly reduce out-of-pocket expenditures for the elderly,
there is a lack of agreement over whether government or private entities would bear
the risk of coverage; which seniors should be covered; what cost-sharing
arrangements would be adopted; and what level of expenditures would be covered.

The second approach, manufacturer rebates, would require that manufacturers
provide discounts to pharmacies for prescriptions sold to seniors.  Such discounts
would be related to existing Medicaid discounts.  Unlike the prescription drug plan
for Medicare beneficiaries, the cost of the plan to government would not be an issue.
However, pharmaceutical companies have opposed manufacturer rebates, arguing that
lower revenues would lead to reduced revenues for research and development.  Critics
suggest that the level of research could be maintained if pharmaceutical firms spent
less on advertising or accepted lower profits.  

Finally, the 106th Congress passed a law allowing cheaper foreign drugs to be
imported from foreign countries.  The Clinton Administration refused to implement
the law, arguing that the public could be exposed to additional risks, and that the cost
of implementing the legislation would outweigh its benefits.  As the 107th Congress
considers these and other approaches, the debate will likely focus on how best to
achieve affordable prices, safe products, new and innovative medicines, access to
needed drugs, and an equitable distribution of the costs among the various parties
(government,. manufacturers, insurers, pharmacies, and consumers).


