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Innovation incentives and the role of ‘value’

• Drug development is risky and expensive

• Long time horizon

• Low success rate

• Large capital outlays

• Only makes sense if return for successes is large

• For drug development we have created a structure that 
provides this

• Temporary monopoly rights to drug innovators when 
successful
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The Reward Box
Revenue associated with pharmaceutical innovation
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Reward Box is routinely changed by Policy
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Policy: Orphan Drug Act Policy: 21st Century Cures Act
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But while monopoly duration addressed in 
policy, prices during monopoly are not
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Prices rising more than ‘value’
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How does ‘value’ connect with drug prices?
• Basic principles, and a tough needle to thread

• Drug innovation matters 

• So incentives for it are desirable

• Access to innovative drugs matters  

• So a system in which restricting access or giving ‘skin in the 

game’ is the go-to check on prices undermines its own purpose

• Money is not infinite – there are always productive alternative uses 

(like letting people keep it)

• Determining fair prices, or ‘value based prices’, is a means to 
balance these objectives
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• Remember, we are trying to thread a tough needle 

• Allocate enough to encourage innovation

• But not so much we cannot afford other priorities 

• One year of commercial insurance for 17

families of four

• One year of salary for 6 US nurses

• A dozen full treatment course for Hep C

• > 500,000 doses of pentavalent vaccine

(DPT, HAV, Haemophilus)

$475,000

OR?
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This thing about other uses of money
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How may ‘value’ affect drug prices?

• Tech assessment produces a threshold price –

• The treatment at that price might deliver one quality adjusted life year per $100,000 

(for instance)

• Using $100,000 per QALY means a decision that health is worth that much for 

society 

• These prices are not what is needed to incentivize innovation

• That number is not known, but it is almost certainly higher for rare diseases than 

common ones

• When people say ‘fair’ prices, they mean (or should mean) fair 
to society, not to drug companies
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The approach is called “Value-based pricing”

• Two prongs:

1) Determines price based on treatment’s benefit (i.e. manage the height of the box along 

with standards for its commencement, termination and downward slope)

2) With price managed, require payers (including Medicare and Medicaid) to cover with 

reduced copayments

1) Those are there to manage price (which they do poorly)

• Value based pricing is not:

• Perfect, but it is meaningfully better than current

• Recognizes that ensuring access to new innovation is not something markets do well

• Outcomes based contracting
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Value-based pricing concepts and approaches
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These analyses reveal how misaligned prices can be
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And sometimes show that prices are probably not 
far off
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That word ‘value’, it’s getting around
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That word ‘value’, it’s getting around
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• Once analysts started talking about value based pricing, 
everyone started calling every pricing agreement value 
based

• Mortgages, outcomes arrangements, the Netflix model, out 
of pocket caps

• Nope – value pricing is when the benefits of a treatment are 
mathematically aligned with its price
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Pricing is not the only needed fix – prescriber 
incentives 
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Pricing is not the only needed fix – supply chain 
mark-ups
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Pricing is not the only needed fix – monopoly 
period has to end and doesn’t for biologics
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Significant savings through regulated pricing
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Proposal for post-exclusivity price regulations estimated to generate savings exceeding 

$200 billion.
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