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		Abstract

		Previous empirical studies that have examined the links between pharmaceutical price controls, profits, cash flows, and investment in research and development (R&D) have been largely based on retrospective statistical analyses of firm- and/or industry-level data. These studies, which have contributed numerous insights and findings to the literature, relied upon ad hoc reduced-form model specifications. In the current paper we take a very different approach: a prospective micro-simulation approach. Using Monte Carlo techniques we model how future price controls in the U.S. will impact early-stage product development decisions in the pharmaceutical industry. This is done within the context of a net present value (NPV) framework that appropriately reflects the uncertainty associated with R&D project technical success, development costs, and future revenues. Using partial-information estimators calibrated with the most contemporary clinical and economic data available, we demonstrate how pharmaceutical price controls will significantly diminish the incentives to undertake early-stage R&D investment. For example, we estimate that cutting prices by 40 to 50 percent in the U.S. will lead to between 30 to 60 percent fewer R&D projects being undertaken (in early-stage development). Given the recent legislative efforts to control prescription drug prices in the U.S., and the likelihood that price controls will prevail as a result, it is important to better understand the firm response to such a regulatory change. 


	

	

	
		
		


	

	
	

		
		

	
	


	

	
	
	
		
	
	
	

	
	
	

	
    

    
	

	
	
	

	
	

























    	
	
	
	
   	
	
	
	
	
	            
	















	











    
    










    
    
    
    
















	






	
		Suggested Citation:
		Suggested Citation
	

	
		
			Abbott,  Thomas A. and Vernon,  John A., The Cost of Us Pharmaceutical Price Reductions: A Financial Simulation Model of R&D Decisions (February 2005). NBER Working Paper No. w11114,  Available at SSRN: https://ssrn.com/abstract=661786
		
	

	

	
	
	

	
		
	

	

	
	
		

	










    
    










    
    
    
    





















	

	

	


	























	
	

		

		

		
		
		

		
		
			
				
					
						Thomas A. Abbott

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				Thomson-Medstat  ( email )

			

			
			
				
				
				
					777 E. Eisenhower Parkway
Ann Arbor, MI  48108
United States

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						John A. Vernon (Contact Author)

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				University of North Carolina (UNC) at Chapel Hill  ( email )

			

			
			
				
				
				
					102 Ridge Road
Chapel Hill, NC NC 27514
United States

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
		

		
		
		
		

		
		
			
				
			

			
				
				
					
				
					
					
					
				
			

			
				
				
				


				National Bureau of Economic Research (NBER) 

			

			
			
				
				
				
					1050 Massachusetts Avenue
Cambridge, MA  02138
United States

				

				
			

			

		

		
	

	





	

	

	
	
		
	

	

	
	




				
				
				









	
	    












    
    






    
    







    









    
        
        
        
            
            

            

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    [image: PDF icon]Download This Paper
                    
                
            

        
    
        
    

            
            
                

                

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Open PDF in Browser
                    
                
            

        
    
        
    
            
        

    




















	














	
	    







 



	




	







	







































				

				

				
					
						

						
						

						

						
						

					
				

			


			
				
					
						
						
	










	
	    














	
	    














	
	    







	
		Do you have negative results from your research youâ€™d like to share?

		
			

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit Negative Results
                    
                
            

        
    
        
    
		

	



					

				
				
					
					


	












	
	
	








	
		
			Paper statistics

		

	


	
		
		 
			
				Downloads

				      198

			

		
		
		
			Abstract Views

			    2,394

		

		
		 
		
			Rank

			  278,712

		

		
	


	
		
            
            	        3 Citations
		

	

	
		
			
				       13 References
		

	



	
		PlumX Metrics

		
			
		

		
			
		

	





				


				
				
				
					

    
        
            Related eJournals

        	
                    NBER Working Paper Series

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                NBER Working Paper Series

                                
                                    Subscribe to this free journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                           12,244

                                    

                                    
                                        PAPERS

                                           32,680

                                    

                                

                                
                            

                        

                    

                
	
                    IO: Empirical Studies of Firms & Markets eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                IO: Empirical Studies of Firms & Markets eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            1,175

                                    

                                    
                                        PAPERS

                                           14,581

                                    

                                

                                
                            

                        

                    

                


            

            
                
                

                	
                    Health Economics eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Health Economics eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                              618

                                    

                                    
                                        PAPERS

                                           18,293

                                    

                                

                                
                            

                        

                    

                



                
            

            
        
        
        
                 
        
        

    


				


				
					
					

















    
        
            Recommended Papers

            	
                        
                        

                        
                        
                        Pharmaceutical Innovation, Mortality Reduction, and Economic Growth

                        
                            By
                                
                                
                                    
                                    Frank R. Lichtenberg
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Sources of U.S. Longevity Increase, 1960 - 1997

                        
                            By
                                
                                
                                    
                                    Frank R. Lichtenberg
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Sources of U.S. Longevity Increase, 1960-1997

                        
                            By
                                
                                
                                    
                                    Frank R. Lichtenberg
                                    
                                
                            

                        
                        
                    


                    
                        	
                            
                            

                            
                            
                            The Benefits and Costs of Newer Drugs: Evidence from the 1996 Medical Expenditure Panel Survey

                            
                                By
                                    
                                    
                                        
                                        Frank R. Lichtenberg
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            The Benefits and Costs of Newer Drugs: Evidence from the 1996 Medical Expenditure Panel Survey

                            
                                By
                                    
                                    
                                        
                                        Frank R. Lichtenberg
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Managed Care, Drug Benefits and Mortality: An Analysis of the Elderly

                            
                                By
                                    
                                    
                                        
                                        Gautam Gowrisankaran
                                         and 
                                    
                                        
                                        Robert J. Town
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Importation and Innovation

                            
                                By
                                    
                                    
                                        
                                        Frank R. Lichtenberg
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            "Napsterizing" Pharmaceuticals: Access, Innovation, and Consumer Welfare

                            
                                By
                                    
                                    
                                        
                                        James W. Hughes, 
                                        
                                    
                                        
                                        Michael J. Moore, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Intellectual Property and Marketing

                            
                                By
                                    
                                    
                                        
                                        Darius N. Lakdawalla, 
                                        
                                    
                                        
                                        Tomas Philipson, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            The Effect of Changes in Drug Utilization on Labor Supply and Per Capita Output

                            
                                By
                                    
                                    
                                        
                                        Frank R. Lichtenberg
                                        
                                    
                                

                            

                            
                            
                        



            
            
                 
            
        

    

				

			

		


		
				
					Feedback
					
				

			

			


	
		
		Feedback to SSRN

		
			
				
					Feedback
					 (required)
				
				
			

			
				
					Email
					 (required)
				
				
			

			
				Submit
				
			
		

		

		If you need immediate assistance, call 877-SSRNHelp (877 777 6435) in the United States, or +1 212 448 2500 outside of the United States, 8:30AM to 6:00PM U.S. Eastern, Monday - Friday.

	







	

	
	
		
		

	




	
	





  
  

	
	
		
	


	
	
		
			
			
		
	
		
			
				
			
			
		
	
		
	
		
	
		
	


	
	
	






		
		














	
		
			
				
                    

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit a Paper
                    
                        
                    
                
            

        
    
        
    
					Section 508 Text Only Pages
				

			
			
				SSRN Quick Links 

					SSRN Solutions
	Research Paper Series
	Conference Papers
	Partners in Publishing
	Jobs & Announcements
	Special Topic Hubs


			

			
				SSRN Rankings 

					Top Papers
	Top Authors
	Top Organizations


			

			
				About SSRN 

					Network Directors
	Announcements
	Contact us
	FAQs


			

			
		

			
	
	


		
			
				
			

			
				
					Copyright
					Terms and Conditions
					Privacy Policy
				

				
					All content on this site: Copyright Â© 2023 Elsevier Inc., its licensors, and contributors. All rights are reserved, including those for text and data mining, AI training, and similar technologies. For all open access content, the Creative Commons licensing terms apply.

					We use cookies to help provide and enhance our service and tailor content.

					To learn more, visit
					Cookie Settings.
					
						
							
							This page was processed by aws-apollo-l200 in   0.110 seconds 
						
					
					

				

			

			
				
			

		

	









	
		
		
		
		


    
        
        
        

        
        
                
                
                    
                
            
    

    

    


		






    























    




    








	


		[image:  ]

		
		
		
		
		
		
		
		
		
		
	

