The Myth Of ‘Price Disconnects’
In US Pharma Markets

By Stephen Fink and Mark Lewis; Analysis Group, Inc.

Law360, New York (May 17, 2016, 11:39 AM ET)

Stephen Fink Mark Lewis

A number of recent antitrust lawsuits involving pharmaceuticals allege schemes by
branded manufacturers to convert prescriptions from an older branded product that

is facing generic competition to a newer version of the branded product. In these law-
suits, the improvements in medical benefits offered by the newer version are typically
disputed’. These scenarios, referred to as “product hopping,” allegedly impair generic com-
petition and allow branded pharmaceutical companies to charge supracompetitive prices
on newer, but only marginally superior, products. Recently, some antitrust analysts have
weighed in against pharmaceutical manufacturers in these scenarios. In so doing, they
argue that such anti-competitive actions are enabled by “uniquely complicated” char-
acteristics of the pharmaceutical markets in the U.S,, pointing specifically to a “price
disconnect” that exists because prescribers, patients and insurers do not make the funda-
mental trade-off between prices and quality?.

Assessment of the extent of such a price disconnect is often an important, albeit not
always dispositive, part of the economic analysis of competitive effects of new product
introductions. Accordingly, what follows is a closer look at the evidence concerning price
disconnects in the U.S. marketplace for pharmaceuticals.
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Prescription Drug Purchasing: Mechanisms
that Connect Price and Quality

The purchase of a prescription drug in the U.S. involves a number of different entities
including, at a minimum, a physician and a patient. Insurers and pharmaceutical bene-
fit managers (PBMs) also typically have a role in the purchase for insured patients. Some
have argued that the involvement of many different entities in the purchase of a pre-
scription drug leads to market failures because physicians choose medically appropriate
products for their patients but do not pay for the product, and consumers purchase the
product but are not always knowledgeable buyers3. However, this feature alone is insuf-
ficient to demonstrate that “[n]Jo one makes the price/quality decision or trade-off that
ensures that manufacturers sell products at competitive prices*.” In particular, the insur-
ance companies and PBMs that provide prescription drug benefits are sophisticated
entities that are attuned to trade-offs between prices and quality among alternative
drugs. These entities employ a number of tools to achieve cost-efficient prescription
drug use:

o Formularies and Pharmacy and Therapeutic (P&T) Committees — Health insur-
ance providers frequently use drug formularies or lists of approved and preferred
drugs that are covered under the prescription drug benefit. These formularies
are routinely updated and are developed and managed by committees comprising
physicians, pharmacists, nurses, administrators and quality assurance directors,
among others®. As new products are introduced, including drugs named in alleged
product hopping schemes, P&T committees review available evidence regarding
their benefits. To the extent a product is not considered favorably in terms of the
trade-off between its incremental cost and quality relative to preexisting products,
the committee can adjust the benefit design accordingly.

o Formulary Tier Benefit Design — Formulary “tiers” are associated with different
cost-sharing provisions between the insurance provider and the insured patient.
Insurance providers use this tool to steer patients to cheaper alternatives or to
pass on costs for more expensive drugs®. Formularies with more tiers may help in-
surers incentivize patients to choose preferred medications and avoid drugs that
do not offer a favorable price/quality trade-off. In 2015, one industry survey found
that over 80 percent of covered workers received a prescription drug benefit with a
cost-sharing formula of three or more tiers’.

o Prior Authorization, Step Therapy and Quantity Limits — Other utilization tools
that influence the dispensing of particular drugs are also used by insurers. Prior
Authorization prohibits reimbursement for a particular drug unless specified con-
ditions are met. This often requires additional work on the part of the prescriber
to demonstrate that a patient meets the relevant conditions. Step therapy requires
that a patient first try and fail on an alternative, typically less expensive, therapy in
order to obtain reimbursement for the drug in question. Quantity limits impose re-
strictions on how much of a drug will be reimbursed in a given period of time. All
of these tools can help an insurer steer patients and physicians to particular drugs



that have the preferred price/quality trade-off. These tools are also frequent-

ly used. A 2015 survey of 302 employers offering prescription drug benefits found
that 84 percent used prior authorization, 69 percent used step therapy and 81 per-
cent used quantity limits8,

These industry practices suggest that not only do parties involved in prescription
drug purchasing have the means by which to make relevant price/quality trade-offs, but
that in practice these methods are employed frequently. Furthermore, numerous stud-
ies have found that these management tools result in reduced drug utilization and drug
costs®. As a result, if a branded manufacturer attempted a product hopping strategy and
introduced a new branded product at a supracompetitive price, insurance providers
would be expected to implement one or more of these utilization management tools to
disincentivize physicians from prescribing the product and disincentivize patients from
purchasing the product. In turn, the branded manufacturer’s response would be to lower

its price closer to competitive levels.

Conclusion

There is no question the U.S. healthcare system is complicated. As more time
progresses, insurers and patients will continue to evaluate and modify prescrip-
tion drug benefit options, looking for better ways to meet patients’ needs while
helping to control costs. The insurer mechanisms for shaping patients’ and phy-
sicians’ prescription drug choices outlined above, while frequently employed,
do not mean that prescribers, patients and insurers have perfect information or
can react immediately to every change in the market. As a result, the connection
between prices and quality may be imperfect and adjustments to new pharma-
ceutical developments may take time. These imperfections are not unique to
the market for pharmaceuticals. Moreover, the pattern of introducing “new and
improved” products for consumers to evaluate and respond accordingly over
time, is common to many markets. For all of these reasons, it is wrong to sin-

gle out the pharmaceutical market as one where price/quality trade-offs are not
occurring when new products are launched. At a minimum, the demonstrated
ability of insurers to make tangible connections between prices and quality in
prescription drug markets needs to be taken into account when assessing the
competitive effects of new product introductions.
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