A Dangerous Medicare Proposal

By Tomas J. Philipson

edicare Part:-D, the prescrip-
tion-drug benefit program for
seniors, has cost the feileral
government considerably less than
was initially estiriated. It’s also over-
whelmingly pepular among beneficia-
ries. But in Washington, Part D is now
a prime target for overhaul. In the
heat: of debate over the debt ceiling,
President Obama and a group of law-
makers led by Rep. Henry Waxman
(D., Calif.) and Sen. Jay Rockefeller
(D., W), have proposed lowering the
deficit by eliminating one of the very
things about Part D that makes it such
a success. '
That thing is competition, Part D
works—and stands out among federal
entitlement programs—because it har-
nesses market forces to save money
for the goverriment and beneficiaries.
Drug companies compete for the right
to sell their drugs to the private insur-
ers who participate in the program.
Those private insurers, in turn, com-
pete to offer their plahs to the Medi-
care enrollees.
The result is a program that was
supposed to cost $551 billion between
2004 and 2013, but actuaily is on tar-

~ get to cost just $375 billion, 32% less’
than the Congressional Budget Office’s
ariginal estimate. The competitive bid-
ding process—alded, in part, by patent
expiration of brand drugs—drives
down the costs to both the beneficia-
ries and the taxpayers.

Price controls on Part
D drugs would cripple
medical innovation and
“undermine a successful
federal entitlement
program,

To grasp how successful Part D has
been, consider this: While health-care
costs for the average American almost
inevitably go up year after year, Part D
enroliees have seen their payments de-
cline each year. This year, seniors are
paying $30 per month, on average, for
their drug plans. They were expected
to pay $53, By any measure, this is.a
remarkable accomplishiment for a-gov-
ernment entitlement program.

Yet the president and his allies in
the House have proposed implement-
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mg precisely the kind of price controls
in Part D that make other parts of

" Medicare so inefficient. Specifically, -

‘they want to force drug makers in the
Part D program to give the govern-
ment the same rebates that they are

- foreed to offer under Medicaid, (That’s

about 23% off the average market

price for brand-name drugs and abouti -

13% for generie drugs.)

Advocates of this plan believe it
will drive down the-cost of care. They
are wrong, for two main reasons.

First, because the rebates would

¢ be based on-prices outside the pro-

gram, drug companies would have no
incentive to discount prices for
other consumers. This would have
the most impact on breakthrough
drugs, as they could enter the mar-
ket more easily at higher prices. Be-
cause the Part D price controls
would be tied to prices in the private
market, offering more favorable

prices in the private market would

be less attractive to drug companies
because it would lower prices paid in
Part D.

So the government could actua]ly
end up costing non-Medicare consum-
ers millions in inflated drug prices in
the private market. This is one of the
hidden evils of price controls: It af-
fects consumers who aren’t even in-
volved in the program.

Second, what matters to patients is
the cost of better health, not drug
spending per se. Having no drug to
treat a condition makes patients worse
off, even if they don’t buy any drugs.

Some policy analysts dismiss the
argument that medical innovation is
driven by profits. Buf the facts tell the
opposite story. Lack of potential prof-
its is exactly the reason why diseases
that afflict poor countries receive few
R&D dollars.

Venture capital funding for the bio-
techs that kick-off research for new
drugs is completely contingent on
strong signs of profitability in terms of
intellectual property, disease preva-
lence and reimbursement. The govern-
ment’s preposed price controls will ul-
timately cause some of this funding to

_dry up entirely.

~ This is the rerun of a much too fa-
miliar story: The more a government
gets involved in paying for care, the

more it will use its power as a big
buyer to force down prices to provid-
ers. This has already happened in
other parts of Medicare and many Eu-
ropean countries, Indeed, one can ar-
gue that individual European govern-
ments act rationally in holding down
prices because the global profits that
support innovation come from the U.S.
market,

For the U.S,, this story wﬂl not end
as happily. By threatening the world-
wide profitability for their patented
drugs, price controls put drug compa-
nies on a collision course with basic
intellectual property policy.

Intellectual property laws like pat-

- ents are designed to enable innovators

to mark up prices enough to cover
their R&D costs—roughly $1 billion per
medicine developed—and make a nor-
mal profit for their shareholders. Their
earnings encourage innovation and
help fuel the next round of research.

Price controls undermine this sys-
tem. Although no sensible policy
maker would propose aholishing pat-
ents, price controls essentially have
the same economic effect. So while
bashing drug-company profits may
make for good political theater, the
price controls that result from such
thetorie leave future patients to die
because of stunted innovation.

We can do better. The key to con-
tinued American medical innovation is
means-testing entitlement programs.
Actual market pricing for the rich will
result in better incentives for biophar-
maceutical research, with more valu-
able inmovations commanding higher
prices, Lower prices for the poor will
increase their consumption of drugs,
which is also good for innovation,

It turns out that in addition to its
competitive structure, Part D also has
the strength of being relatively more
means-tested than other parts of
Medicare. The bottom line is that Part
D’s model works and it should be ex-

- tended into other parts of Medicare—

not vice versa,
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