n this assessment, the Office of Technology Assessment

examined the costs of pharmaceutical research and

development (R&D), the economic rewards from that

investment, and the impact of public policies on both
costs and returns. Below is a brief synopsis of the study’s major
conglusions:

SUMMARY OF FINDINGS

 Pharmaceutical R&D is a costly and risky business, but in
recent years the financial rewards from R&D have more
than offset its costs and risks.

. The average aftertax R&D cash outlay for each new drug
that reached the market in the 1980s was about 563
million (in 1980 dollars). The R&D process ook 12
years on average. The full aftertax cost of these outlays,
compounded to their value or tho day of market
approval, was roughly $194 million ( 1990 dollars).

. The cost of bringing a new drug to market is very sensitive
to changes in science and technology, shifts in the kinds
of drugs under development and changes in the regula-
tory environment, All of these changes are OCCUrTin!
fast. Consequen.ly, it is impossible to predict the cost or
bringing a new drug to markel today from estimated
costs for drugs whose development began more than a
decade ago.

» Each new drug introduced to the U.S. market between 1981
and 1983 retumed, net of taxes, at least 336 million more
to its investors than was needed to pay off the R&D
investment. This surplus return amounis to about 4.3
percent of the price of each drug over its product life.

Summary
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. Dollar returns on R&D are highly volatile

over time. Changes in R&D costs. tax
rates, and revenues from new drugs are
the most important factors influencing
net retumns. Drugs approved for market-
ing in 1984-8% had much higher sales
revenues (in constant dollars) in the early
yaars atter approval than did drugs ap-
proved in 1981-83 On the other hand,
R&D costs may be increasing and ge-
neric competition  ld be much suffr
for these drugs auer they lose pateat
protection.

»Over a longer span of time, economic retwrns

to the pharmaceutical industry as whole
exceeded returns to corporations in other
industries by about 2 to 3 percentage
points per year from 1976 to 1987, after
adjusting for differences in risk among
industries, A risk-adjusted difference of
this magnitude is sufficient to induce
substantial new investment in the phar-
maceutical industry,

. The rapid increase in revenues for new drugs

throughout the 1980s sent signals that
more investment would be rewarded
handsomely. The pharmaceutical indus-
try responded as expected, by increasing
its investrnent in R&D. Industrywide
investment in R&D accelerated in the
19803, rising at a rate of 10 percent per
vear (in constant dollars).

. The rapid increase in new drug revenues was

made possible in part by expanding
health insurance coverage for prescrip-
tion drugs in the United States through
most of the 1980s. Health insurance
makes patients and their prescribing phy-
sicians relatively insensitive to the price
of a drug. The number of people with

prescription drug coverage increased. and
the quality of coverage improved.

. Almost ail private health insurance pluns

covering prescription drugs are obligated
10 pay their share of the price of virtually
any EDA-approved use of a prescription
drug, FDA approval acts s A de fucto
coverage puideline for preseripuion drugs.
Most health insurers have almost no
power to influence prescribing behavior
or to control the prices they pay for
patented drugs.

» Manufacturers of drugs that are therapeuti-

cally similar to one another compete for
business primarily on quality factors.
such as ease of use, side-effect profiles
and therapeutic effect, With price-
conscious buyers such as health mainte-
nance organizations (HMOs) and hospi-
tals, however, they have engaged in morc
VigOrous price competition.

. If price competition among therapeutically

similar compoumds became more com-
mon, the directions of R&D would
change and the total amount of R&D
would probably decline. Whether a de-
erease in R&D would be good or bad for
the public interest is hard to judge. It is
impossible 1o know whether today level
of pharmaceutical R&D is unquestionably
worth its costs to society.

« The National Institutes of Health (NIH) and

nther Public Health Service laboratories
have no mechanism to protect the pub-
lic's investment in drug discovery, devel-
opment and evaluation. These agencies
lack the expertise and sufficient legal
authority to negotiate limits on prices 1o

be charged for drugs discovered or devel-
oped with Federal funds,




INTRODUCTION

Pharmaceutical R&D is the process of discov-
¢ring, developing, and bringing to market new
ethical drug products. Most pharmaceutical R&D
is undertaken by private industrial firms. and this
report 1s about how and why industrial pharma-
ceutical companies make decisions 10 undertake
R&D, what they stand to gain from such invest-
ments, and how they are helped or hindered by
public policies that influence the process.

Industrial R&D is a scientific and an econ. .2ic
process. R&D decisions are always made with
both considerations in mind. Science defines the
opportunities and constraints, but economics
determines which opportunities and scientific
challenges will be addressed through ndustrial
research,

This report focuses mainly, but not entirely, on
the economic side of the R&D process. In this
perspective, pharmaceutical R&D is an invest-
ment. The principal characteristic of an invest-
ment is that money is spent today in the hope that
even more money will be returned to the investors
sometime in the future, If investors (or the
corporate R&D managers who act on their behalf)
believe that the potential profits from R&D are
worth the investment's cost and risks, then they
will invest in it. Otherwise, they will not.

ORIGINS AND SCOPE OF OTA's STUDY

OTA's study of pharmaceutical R&D grew out
of a long-standing congressional debate over the
prices of ethical drugs. Increases in real (inflation-
adjusted) drug prices and perceived high prices
for new drugs have been a concem of rongres-
sional committees for more than 30 years.

The industry's collective response 1o charges
that drug prices are too high or are incregsing too
fast has been to point to the high and increasing
cost of pharmaceutical R&D and their need to
repay investors for their substantial and tisky
investments (325,326,505), Industry representa-
tives have pointed to acadernic studies of the
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Bharmaceutical rasearch and developmant is poth a sciantific
and an aconomic procass. Parsonnek, wquiprent and facllities
coma together in sophisticated organizations required for
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average cost of bringing a new pharmaceutical
compound to the market {324,326). One objective
of OTA's report is to evaluate the accuracy of the
industry’s claims by examining the data and
methods used to reach such conclusions.

By ielf, the average cost of pharmaceutical
R&D tells little about whether drug prices are too
high or are increasing too fast, A more important
question is whether the dollar returmns on R&D
investments are higher or lower than what is
needed to induce investors to make these invest-
ments, The long-run persistence of higher dollar
retumns in the industry as a whole than the amoumt
needad 1o justify the cost and risk of R&D 1s
evidunce o unnecessary pricing power for ethical
pharmaceuticals (366). OTA examined the eco-
nomic returns to investors in pharmaceutical
R&D.

The U.S. Federal Government is anything but
a passive observer of the industrial pharmaceuti-
cal R&D process. The Federal Government subsi-
dizes private R&D, regulates the introduction and

' Ethical arugs we biological and medicinal chemicals averised and promoted primarily o the medicat, pharmacy, and allied professicns,

Ethicai drugs include products avalacle only by preseription as welt s« some aver-the-counter drugs 13201 Strictly speaking, ethical drugs
nctule dugnosnc s well as therapeutic products, but this repert coneentrates on R&D for terapeut eihical drugs.
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desired change in g hiological system fe.g.,
(= . -

the hundreds of millions.

of potentially harmful biclogical properties.

Box I-A-The Content of Pharmaceutical R&D

Synthesis and Extraction—The process of identifving new molecules with rhe potential 1 produce u
o inkikitar siimudate an important enzvme. (o alter ¢
merabolic pathway, or (o change eellular suchve). The process may require: 1) research on the
fundamental mechanisms of disease or hiological processes: 2) research on the action of known
therapeutic agents: or 3) random selection and broad biological screening, New molecules can be
produced through artificial synthesis or extracted from natural sources {plant, mineral, or animal). The
number of compounds that can be produced based on the same general chemical structurg runs e

Biological Sereening and Phamacological Testing--studies ro explore the pharmacological activity and
therapeutic porential of compounds. These 18818 involve the use of antmzls, isotated cell culres and
tissues, enzymes and cloned recepior sites as well as computer models. If the results of the tests suggest

potential benefictal activity, related compounds-—-each a unique structural modification of the
original-are tested to see which version of the molecule produces the highest level of

pharmacological activity and demonstrates the most therapeutic promise, with the smallest number

Pharmaceutical Dosage Formulation and Stability Testing—The process of rurning an active compound
inter u form and strength suitable for human use. A pharmaceutical product can take any one of a
number of dosage forms (i.¢., liquid, tablets, capsules, ointments, sprays, patches) and dosage
strengths (i.e., 50, 00, 250, 500 mg). The final formulation will inchsde substances other than the
active ingredient, called excipients. Excipients are added to improve the taste of an oral product, o
allow the active ingredient to be compounded into stable tablets, to delay the drug’s absorption into

marketing of new drugs, and pays for many drugs
through Federal health care programs. Federal tax
policies also alter R&D costs and returns. OTA
assessed how Federal policies affect R&D costs
and returns and how well Federal agencies protect
the direct and indirect Federal invesiment in
pharmaceutical R&D.

ISSUES BEYOND THE SCOPE
OF THIS STUDY

OTA did not examine the implications lor the
competitiveness of the U.S.-based pharmaceuti-
cal industry of Federal policies affecting pharma-
ceutical R&D. The U.S.-based industry is a leader
in the discovery and development of new drugs,
particularly important new drugs with global
markets. The U.5.-based industry has introduced
roughly one out of every four new compounds
introduced to the world market since 1961
(68.342) and is 5o far unchallenged as the leader

in biotechnology-based drugs and vaceines. All
of the 15 biotechnology-based drugs and vaceines
approved in the United States as of August 1991
were developed by U.S -based firms (453).

Federal policies affecting R&D obviously af-
fect the U, S.-based industry, but their influence
on the relative competitiveness of the U.5.-based
industry is much more difficult to predict. Most of
the U.§, Federal policies in place today that affect
drug R&D are neutral with respect to the drug’s
country of origin. Whether the United States
should adopt policies that explicitly encourage
U.8.-based R&D or manufacturing is beyond the
scope of this project.’

THE NATURE OF PHARMACEUTICAL
R&D INVESTMENTS

P Pharmaceutical R&D's Two Objectives:

New Drugs and New Markets
Pharmaceutical R&D includes many different
scientific and clinical activities (see box 1-A),

“For an examination of the competitiveness of U.S.-based dedicated biotechnology companies, seg OTA's recert (eport on the subject

{453).
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the body, or to prevent hacterial arowth in liquid or ¢ream preparations. The impact af cuch on the
human body must be tested

Toxicology und Safety Testing—Tests o determine the potential risk @ compaund poses 1 mar and the
environment. These sudies involve the use of animals. tssue cultures, and other test systems 10
exaine the relationship between factors such as dose level, frequency of administration, and duzation
of exposuce to both the short- and long-term survival of living organisms. Tests provide information
on the dose-response pattemn of the compound and its toxic effects, Most mxicology and safety 1wstng
¢ conducted on new molecular entities prior to their human introduction. but companies can choose
to delay long-term toxicity testing until after the therapeutic potential of the product is established.

Regulatory Review: Investigational New Drug {IND) Application—.4n applicarion fitedd with the U.S.
FDA prior to human testing. T-= IND applicati. .« is a compilation of all known information ahout the
compound, Tt also ncludes uescription of me clinical research plan for the product and the specific
protocal for phase | study, Unless the FDA says no, the IND is antomatically approved after 30 days
and clinical tests can begin.

Phase I Clinical Evaluation-The first resting of & hew compound in human subjects, for the purpose of
establishing the tolerance af healthy human subjects at different doses, defining its pharmacalogic
gffects at anticipated therapeuiic levels, and studying its absorption, distribution, metaholism, and
axcretion putterns i humans.

Phase [I Clinical Evaluation-Controlled clinical iriuls of a compound's potential usefulness and short
rerms risks. A relatively small number of patients, usually no more than several hundred subjects,
enrolled in phase 1T studies.

Phase [II Clinical Evaluation-Controlled and uncontrolled clinical trials of o drug’s safety and
effectiveness in hospital and outpatient sellings. Phase [1[ studies gather precise information on the
drug’s effectiveness for specific indications, determine whether the drug produces a broader range of
adverse effects than those exhibited in the smaller study populations of phase 1 and 11 studies, and
identify the best way of administering and using the deug for the purpose intended. If the drug is
approved, this information forms the basis for deciding the content of the product label. Phase III
siudics can involve several hundred to several thousand subjects,

Process Development for Manufacturing and Quality Control—Engineering and manufaciuring design
activities to establish a company s capacity 1@ produce a product in large volume and development
of pracedures to ensure chemical stabilirv, batch-ro-batch unifarmity, and averall product quality.

Bioavailability Studies: The use of healthy volunicers 1o document the rate of absorption and excretion
from the body of a compound s gctive ingredients. Companies conduct bicavailability studies both at
the beginning of human testing and just prior to marketing to show that the formulation used to
Jemonstrate safety and efficacy in clinical trials is equivalent to the product that will be distributed
for sale. Companies also conduct bioavailability studies on marketed products whenever they change
the method used to administer the drug (¢.g., from injecticn % oral dose form), the composition of the
drug, the concentration of the active ingredient, or the manufacrng process used to product the drg.
Regulatory Review: New Drug Application (NDAY—An application lo the FDA for approval to market
a new drug. Al information abow! the drug gathered during the drug discovery and develuprment
process s ussembled in the NDA. During the review period, the FDA may ask the company for
additional information about the product or seek clarification of the data contained in the application,

Postapproval Research—Experimental studies and surveillance activities undertaken after a drug Is
approved for marketing, Clinical trials conducted after a drug is marketed (referred to as phase v
Studies in the United States) are an important source of information on as yet undetected adverse
outcomes, especially in populations that may not have been involved in the premarketing trials (ie.,
children, elderly, pregnant women) and the drug's long-term morbidity and moertality profile.
Regulatory authorities can require companies to conduct Phase IV studies as a condition of market
approval. Companies often conduct post-marketing studies in the absence of a regulatory mandate.

SOURCE: Office of Technology Assessmem, [993: bascd on Pharmaceotical Manufacturers Association Annual Savey Reports,
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Before any new therapeutic cthical pharmaceuti-
cal produet can be introduced to the market in the
United States and most other industrislized coun-
tries, some R&D must be undertaken. but the
specific activities and required R&D expendi-
tures vary enormously with the kind of product
under development, New therapeutic ethical phar-
maceutical products fall into four broad catego-
ries:

s New chemical entities (NCEs)—new thera-
peutic molecular con,. .unds that have never
before baen used or tested in humans.’

s Drug delivery mechanisms--new  approaches
to delivering therapeutic agents at the de-
sired dose to the desired site in the body.

e Follow-on products—new combinations,
formulations, dosing forms, or dosing
strengths of existing compounds that must
be tested in humans before market introduc-
tion,

s Generic products—-copies of drugs that are
not protected by patents or other exclusive
marketing rights.

R&DD is needed to bring all of these products
to the market. National regulatory policies deter-
mine some of the required R&D, but some R&D
wautd be undertaken even if there were no new
drug regulation.

NCEs are discovered either through screening
existing compounds or designing new molecules;
once synthesized, they must undergo rigorous
preclinical testing in laboratories and animals and
clinical testing in humans to establish safety and
effectiveness. The same is true for novel drug
delivery mechanisms, such as monoclinal anti-
bodics or implantable drug infusion purnps.
Follow-on products also must undergo preclinical
and elinical testing before they can be marketed,
but the amount of R&D required to prove safety

and effectiveness 1% usually less than for the
original compound.

Even after a new drug has been approved and
introduced to the market, clinical R&D may
continue. Some of this postapproval clinical
evaluation is required by regulatory agencies 4s 2
condition of approval, but other clinical research
projects are designed to expand the market for the
drug. For example, much clinical research 15 done
to test new therapeutic uses for a drug already on
the market or to compare its effectiveness with
that of a competing product,

The ressarch required on a generic product 15
typically much less than on the original com-
pound it copies. In the United States, the makers
of generic products must show the U.S. Food and
Drug Administration (FDA) that the drug is
therapeutically equivalent to the original com-
pound, not that the compound itself is effective
against the disease. This involves much less R&D
than is necessary to introduce either NCEs or
follow-on products.

The discovery and development of NCEs is the
heart of pharmaceutical R&D), because the devel-
opers of follow-on or generic products build on
the knowledge produced in the course of develop-
ing them. The market for the compound and all its
follow-on products or generic copies in future
years rests on the R&D that led to its initial
introduction to the market. Most of the money
spent on pharmaceutical R&D goes to the discov-
ery and development of MCEs. Companies re-
sponding to the Pharmaceutical Manufacturers
Asscciation’s (PMA) annual survey estimated
that 83 percent of total U.8, R&D dollars in 1929
were spent in “the advancement of scientific
knowledge and development of new products™
versus “significant improvements and/or modifi-
cations of existing products”™ (320)."

" Angther term frequently used to refer to newly developed compounds is “new malecular entity” (NME). The U5, Food and Drug
Administration (FDA) coined the term for usc in its published statistical reports (474). The FDA includes some diagnostic agents and excludes
therapeutic biplogical in daa they present on NMEs, whereas in this report the term NGE is used to refer to therapeuic drugs and bislogicals -
but not to diagnostic products. OTA uses the term NME enly when discussing wock that specificaily employs FDA's defitition of that term.

‘How respending firms defined new products or modifications of existing products is unclear, however, and 102 scewsae y of reliability of

these estimates cannot beveified,




A patent on an NCE gives its ownet the right to
(avest in further R&D to test new therapeutic uses
ar produce follow-on products. This continuing
R&D may cxtend the compound’s life in the
market or increase its market size. Therefore, a
complete analysis of returns on R&D for NCEs
should encompass the costs of and returns on
these subsequent inyestments as well.

NCEs comprise two poorly-defined sub-
categories: pioneer drugs and “me-tgo” drugs.
Pioneer NCEs have molecular structures or mech-
anisms of action that are very different frum all
previously existing drugs in a therapoutic area.
The first compound to inhibit the action of a
specific enzyme, for example, is a pioneer drug.
Me-too drugs are introduced after the pioneer and
are similar but not identical to pioneer com-
pounds in molecular structure and mechanism of
action. Many me-too drugs are developed through
deliberate imitation of the pionecr compound and
have a shorter and more certain discovery period
(158). But, the R&D cost advantage gained by
imitation is typically met by a reduction in
potential dollar returns from being a late enfrant
to the market (55,158).

The distinction between pioneers and me-taos
is fuzzy, and not all me-too drugs are imitative.
Although it is rational for pharmaceutical firms te
imitate an existing product in order to share ina
potentially lucrative market {102,29%,346,363.418),
much of the R&D on me-too drugs is not imitative
but competitive, Companies race to be first 10 the
market. The race has one winner and often a field
of followers. The R&LD costs of those who lose the
race but manage ultimately to produce a product
may be as high as or even higher than the costs of
developing the pioneer compound,

For example, substantial R&D activity 15
currently underway in several pharmaceutical
companies to develop new asthma therapies
based on leukotriene inhibitors (403). A total of
25 compounds areé now under investigation. How
the research will proceed, which research pro-
grams will yield products that can be tested in
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humans, and which of those products will ulti-
mately meet the tests of efficacy and safety
required for market approval are anyone’s gUess.
Already, research has been discontinued on at
least three such products because of unanticipated
safety problems in amimal or clinical studies
(378,379}

# The Three Most Important Compenents
of R&D investment: Money, Time, and Risk

Investars spend money today to muk- more
money in the future, The less money reguired for
the investment and the more that is expected 10
the future, the better the investment iz. But money
is only the first component of the R&D invest-
ment. Not only do investors care about how much
money is required and the potential dollar retums
that may result, but they also care about the
second component: the timing of money outflows
and inflows. The longer the investor must wait 1o
get money back, the more he or she expects to get.
Stated another way, money that will come in
tomorrow, even with complete certainty, is not
worth a¢ much as the same amount in hand today.’

For risk-free investments, such as U.S. Treas-
ury bills, the required return (as a percent of the
capital invested) is determined by supply and
demand in the money markets. If the going
risk-free interest rate is 5 percent per year, for
example, an investor who puts up $100 expects 10
get at least $105 back next year. From another
point of view, 5100 promised for delivery next
year is worth only 593.23 today, because the
investor could take that $95.23, invest it ina
risk-free security, and have the $100 a year hence.
Not having access to the $95.23 today essentially
deprives the investor of the opportunity to invest
al the going interest rate.

The interest rate required to induce the investor
to permit his or her money to be used is referred
to as the opportunity cost of capital. The value
today (e.g., $95.23) of money promised for
delivery sometime in the future (e.g. £100),
evaluated at the opportunity cost of capital (e.g..

§ This principle lies behind the payment of interest on safe investments like insured bank deposits or U3, Treasury bills.
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3 percent), 18 referred to as the present value of
money.

Like all investments, R&D investments must
return enough money in the future 5o that the
present value of those retoms (evaluated at the
invesrment's cost of capital) is at least as great as
the amount of the investment,

Risk is the third component of the R&D
investment. Riskier investments require higher
dollar returns; otherwise investors would put their
money it safe investments like U.S. Trcasury
bills. Thus, the opportunity cost of capital for
R&D investmenis must be higher than the cost of
capital for risk-free investments. And, the present
value of §100 that is expected next year but with
a preat deal of uncertainty is cven lower than the
present value of a2 risk-free investment, How
much higher the opportunity cost of capital for an
R&D investment is, and how much lower the
present value of future expected returns is,
depcnds on the riskiness of the R&D investment.

Pharmacecutical industry exceutives often em-
phasize the particular riskiness of R&D. Analo-
gics to drilling for oil are common: R&D involves
many dry holes and a few gushers. According to
one industry executive, pharmaceutical R&D 15
like “wildcatting in Texas (188). 7 Data on the
dropout rate for drugs under development support
these nations that R&D is, indeed, an uncertain
and risky undertaking.

The risk that is accounted for in the opportunity
cost of capital is different from these copventional
notions about the risks of R&D. Modern finance
theory distinguishes between two different kinds
of investor risk; diversifiable risk and undiversifi-
able risk (59). The “wildcanting” risks of drug
R&D are diversifiable; the investor can invest in
a large diversified portfolio of R&D projects (ar
firms undertaking such projects) and obtain, on
average, an expected dollar retum that is very
predictable,

Phato cradit: BRISTOL-MYERS SOUBE COMPRNY

pharmaceutical R&D is dsky business. Clinlcal testing of
thousands of patients can result In the failura of a new
compound ta reach the market. Company scientists review
detailed clinical data on many patients to determinag the
tharapeutic benefit of 2 new agent.

For example, suppose the average MNCE enter-
ing clinical testing has a l-in-5 chance of ulti-
matcly reaching the market. If it does, it will make
on average $100 million for the company. The
expected dollar retumn, then, i1s 320 miltion,"1f
investo's diversify their portfolios across a large
enough number of R&D projects, they can bz
faitly certain that they will make, on average,
about $20 million per project. Thus, the variation
in returns due to the low probability of successful
drug development can be eliminated by diversify-

"The axpected valug is the avernge returm weighted by the probabi

fity of zach potential outcome: £100(0,20) + $0(0.80) = §20.




ing the investment portfolio across a large number
of projects.’

Some kinds of risk cannot be diversified away.
Suppose, for example, prescription drug sales
were closely linked to the state of the economy,
perhaps because high unemployment produces
more people who are uninsured and cannot afford
prescription drugs. Pharmaceutical R&D would
then have a great deal of undiversifiable risk
because returns on R&D would dupend on the
state of the economy as a whele, and investo's
cannot diversify away these economywide risks.

The central finding of modemn finance theoty is
that the cost of capital for a given investment must
be adjusted only for the portion of risk that is
undiversifiable. (See appendix C for an explana-
tion.) The technical risks of project failure that
weigh so heavily on the minds of R&D managers
and executives do not raise the opportunity cost of
capttal.

OTA used standard financial techniques to
obtain estimates of the cost of capital in the
pharmaceutical industry as a whole and the cost
of capital for pharmaceutical R&D investments in
particular. We relied on techniques and data
provided in a contract report by Stuart Myers and
Lakshmi $hyam-Sunder (285). The cost of capital
varies over time and across firms, but over the
past 15 years the cost of capital in the pharmaceu-
tical industry as a whole varied in the neighbor-
hood of roughly 10 percent after adjusting for
in)vestors‘ inflation expectations (see appendix
c).
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Pharmaceutical firms are collections of invest-
ments, some very risky and others much less so.
The undiversifiable risks of R&D projects are
higher than those of other investments that drug
companies must make, for reasons that are
outlined in appendix C. R&D investments are
riskier the carlier in the R&D process they are.
How much riskier is difficult to assess, but OTA
concluded that the cost of capital for the earliest
stages of R&D may be up to 4 percentage points
higher than the cost of capital for pharmaceutical
companies as 1 whole,

0 Investors Look Ahead

In making R&D decisions, investors try o
predict the possible future outcomes as accurately
as they can. They assess the present value of their
investments based on these predictions, not on the
basis of past performance or profits."An indus-
try’s past performance is informative to an
investor only to the extent that technology and
market conditions remain stable.

If investors always look ahead, then profits
from today’s drugs (which were developed with
yesterday’s R&D) do not determine how much
will be invested in R&D. R&TD managers do not
invest in R&D simply because they have the cash
on hand; they invest when the prospects for future
returns look promising.

This conclusion seems to contradiet the indus-
try’s contention that today’s profits are needed to
fund today’s R&D (356). The success of the
health-care oriented biotechnology industry in
raising external capital proves that companies can

“The portfolio diversification need not eccur within each individual company; investors can just as easily hold a diverse ponifolie of
companies in the industry. Within-company diversification may be important for managers whose professicnal and financial futures may rest
with their own firt’s performance, however. To the extent that ranagers seck 10 diversify (heir company’s investments far their uwn purposes,

they are nol tepresenting the interests of the fow's awners.

[0 interviews with executives and kD directors of eight pharma

ceutical fiems, OTA learned that few companies do formal present value

analyses 10 select R&D projects of fo defermine how much R2D should be condueted in any yeat, What is true for the pharmaceutical industry
may be truc maore generally, Scherer surveyed executives of Fortune 100 companies abou! their investmenl decisions and found that only about
31} percent of the responding companies used present vala analysis in decisions regarding R&D (364). The high tevel of technisal uncertainty
may lead 1o other decision sules for R&D. Total R&D budgets appear to be based on current 2nd recent eamings, managers' infuitive
asscssments of technical opportunities, and constraints on the rate of growth of R&D operations.

Despite the fact that formal investment analysis is infrequently used in R&D decisions, the presemt value of dollar retums to R&D across
the entire industry should approximate the present value of RED costs. Although R&D managers may not follow strict rules, companics whose
ipvestmants do nol return enough o cover the cost of capital will wimately fail, while those whose investinents return more than enough 10

caver the cost of capital will gradually expand their investments.




10| Pharmaceutical R&D: Costs, Risks and Rewards

raisc substantial R&D capital in external capital
markets when future prospects look promising.
Between July 1990 and July 1991, over 326
billion was raised by the biotechnolegy industry
from external financing sources, almost all of it
for health care applications (63)."

Established pharmaceutical firms do fired al-
most all of their investment nceds, not just Ré&D,
with internal cash flows from current operations
(285). Internal funds may carry a lower cost of
capital for complex investments like R&D. be-
cause outside investors are 1t a disadvantage in
being able to ass¢ss the potential returns an R&D
projects and will thercfore demand a higher
expected return on their money to cover the risk
of being misled by company managers (170,185}
The more complex the R&D, the more these
information disparities arc likely to raise the cost
of external sources of capital.

A higher cost of external capital than of internal
funds would cxplain companies’ clear preference
for intemally generated cash flows when they
have access to them. If the effcetive cost of capital
is lower for firms that have high cash flows, more
R&D projects would pass the present value test
and be undertaken. Thus, the availability of
intematly generated funds may increase the
amount of R&D that is performed over what the
R&D levels would be if all such funds had to be
raised in external capital markets.

How much more R&D is conducted because
established pharmaceutical firms usc cash flows
to fund their investments depends on how much
higher the cost of capital for outside funds is, The
size of external capital market investments in the
biotechnology industry (which has low current
operating cash flows) suggests that much of the
R&D currently financed in established firms
through internally generated cash would be un-
dertaken even if these cash flows were unavaila-
ble.

R&D COSTS: THE EVIDENCE

Although the investor always looks ahead in
making R&D decisions, R&D cost cstimates are
retrospective. R&D costs can change quickly as
underlying scientific, technical or regulatory con-
ditions change, so it is dangerous to predict much
about the future. or even about the costs of
projects under way today, from studivs of past
R&D costs, OTA looked at the existing studics of
R&D costs and also at recent trends in some
critical components of the cost of bringing W
drugs to market.

The costs of bringing a new drug to market
rightly include those for projects that werc
abandoned along the way. Since investors could
not have known beforchand which projects would
succeed and would not knowingly have invested
in the losers, these *dead-end’ costs are unavoid-
able costs of R&D.

The full cost of bringing a new drug to market
can be thought of as the minimal payoff required
from the drugs that successfully reach the market
required to induce investors to lay out the money
at cach step of the way. To measure the [ull cost
of past R&D projects, all outlays required to
achieve the successes must be compounded (or
capitalized) to their present value on the day of
merket approval at an interest rate equal to the
cost of capital.

The full cost of bringing a new drug to market
calculated in this way is much higher than the
amount of money companies must actually raise
to fund R&D projects. To pursue R&D, compa-
nics rust raise only enough money to cover the
actua. outlays for successful and unsuccessful
projects. Estimating the full cost of bringing a
new drug to market, by contrast, provides a way
of gauging how much money must be earned from
the successful drugs, once they reach the market,
to justify the rescarch outlays.

¥ The sotrces of external financiog used by biotechnology fims change from year 10 year. In the pust, R&D Limited Partnerships were an
attractive finacing mechusiss, but changes in federel tax law ook dway their advantage. [n 1991, initial public afferings were the major source
of funds. Verwre capital was less important than in previous years. Seal viotechoology companics loak to strategiv alliaces with traditional

pharmaceutical fuss [or sources of financing when ather sourees are unavailable (65).




The present value of full R&D costs has three
components:

 Cash outlays required to produce the suc-
cesses (and to pay for the sbandoned pro-
jeets along the way),

s Timing of the cash outlays, and

v Opportunity cost of capital for cach specific
R&D investment. ~

There is only one way te get information on
both the amount and timing of cash outlays
required to produce a successful NCE: take a
large and representative sample of R&D prajects
and, for each project, record incurred costs
month-by-month until the project is either aban-
doned or approved for marketing. Then, outlays
aver time can be converted to their present value
in a particular reference year at the appropriate
cost of capital. The present value of outlays per
approved NCE is the average cost of bringing an
NCE to market.

This projeet-level approach was used in a pair
of studies pioneered by Ronald Hansen (173) and
updated and extended by Joseph DiMasi and
colleagues (109). The frequent contention by
industry spokesmen that it costs 5231 million (in
1987 constant dollars) to bring an NCE tw market
(526) is the central result of the DiMasi study
(109). In 1990 constant dollars, the cost would be
5259 million."

The main problem with this approach is that
accurate data on ‘*he costs and time required to
reach specific milestones in the R&D process,
and rates of success or abandonment along the
way, are proprietary. Researchers must depend on
the ability and willingness of companies to supply
detailed data on R&D project costs and histories.
Hansen and DiMasi relied on surveys of 14 and 12
U.S.-based pharmaceutical fins, respectively,
that were willing to provide estimates of R&D
outlays and timing for the samples of newly
synthesized NCEs. The researchers could not

Chapter 1--Summary |u

audit these estimates for accuracy or consistency
A0r0S5 COmpanies,

Early in this assessment, OTA determined that
it would be infeasible to mount an independent
project-level study of R&D costs. Although
Congress has the power to subpoena company
data, pharmaceutical companies have actively
resisted providing it to congressional agencies. In
the past, the U.S. General Accounting Office
(GAO) tried to obtin data on pharmace' -1l
R&D (and other) costs but was ultimately fuled
after many years of effort that involved decisions
in the U.S. Supreme Court. {See appendix D for
a lepal analysis of congressional access to finan-
cial data.) Although business confidentiality ar-
guments are not sufficient to block a congres-
sional subpoena (423), such arguments can result
in protracted negotiations over whether or not the
information will be kept confidential and the
scope of the documents that must be turned over.
The pursuit of data from a number of companies
woutd be very costly and take many y¢ars.

OTA’s approach to R&D cost assessment
relied on a detailed analysis of the validity of the
Hansen and DiMasi studies. First, OTA examined
the validity of the methods used to estimate each
component of R&D costs (cash outlays, project
time profiles, and success rates). Second, OTA
tested the consistency of the resulting estimates
with coroborative swudies, Third, OTA examined
whether the rate of increase in real (i.e., inflation-
adjusted) R&D cost implied by the two studies is
consistent with data on trends in major cost
drivers, such as the number of subjects of clinical
trials, biomedical research personnel costs, and
animal research costs,

I Cash Costs Per Success

Hansen examined a probability sample of
about 67 NCEs originated by U.S.-based pharma-
ceutical companies first entering human clinical
trials from 1963 through 1975. DiMasi and
colleagues studied a sample of 93 such NCEs first
entering human trials from 1970 through 1982.

103 1 this T repon. all estmarcs of R&D costs and returns are expressed in 1990 constant dollars and were calculated by OTA using e

GNP implicit price deflator,
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Total cash outlays per successful new NCE were
cstimated at 565.5 million (in 1990 dollars) by
Hansen and at §127.2 million by DiMasi, a 94
percent incredse in estimated outlays per success-
ful new drug over the period of the two studies,
The two studies suggest that real (inflation-
adjusted) R&D cash outlays per successful NCE
increased at an annual rate of about 9.5 percent.

The increase in cash outlays per success was
moderated by an improvement in the success rate
of NCEs over time. Whereas Hansen projected
only 12.5 percent of the NCEs would ultimately
get FDA approval for marketing, DiMasi and
colleagues estimated that about 23 percent of the
projects would be successful. Without this im-
provement, the reported increase in cash outlays
per success would have been even higher.

OTA found two principal threats to validity of
the methods used to estimate cash outlays per
success: 1) the small pumber of NCEs in the
samples, especially in the Hansen study; and 2)
the reliance on unverifiable cost data that re-
sponding companies supplied. Although most
companies were capable of estimating the costs
associated with discovery and development of
particular NCEs with reasonable accuracy, inher-
ent differences in the structure of cost-accounting
systems agross companies introduce potential
inconsistency and bias. More importantly, any
company that understood the study methods and
the potentiz! policy uses of the study's conclu-
sions could overestimate costs without any poten-
tial for discovery. Thus, the motivation to overes-
timate costs cannot be discounted.

Because of these threats to validity. OTA
looked for corrobotative evidence on cash outlays
per success. Aggregate annual data on industry
R&D spending and NCE approvals in the United
States are readily available and reasonably verifi-
able. In a study using industry-level spending
data, Wiggins estimated R&D cash outlays per
successful NCE at $75 million (in 1990 dollars)
{520).

Wiggins’ sample of approved NCEs corre-
sponds roughly in time 0 Hansen's sample of
NCEs first entering clinical testing, but for

technical reasons Wiggins’ sample may he sore-
what more recent and therefore more costly 13
develop than the drugs in Hansen's study, (3¢
chapter 3 for an explanation.) On the other hand,
Wiggins studied the costs of producing all NCEs,
not just those originated by U.S.-based firms.
NCEs licensed from other fiems probably cost the
firm that acquires them less 1o develop. Thus.
Wiggins' estimate of R&[D costs maybe tor Tnw
for self-originated drugs. OTA concluded, there-
fore, that Hansen's estimate of $63.3 millicn in
cash outlays per successful drug is reasonably
accurate and perhaps even slightly low.

A similar analysis was not available to cover
the time period of DiMasi's study. but OTA
checked the tesults of the DiMasi study against
data on aggregate R&D spending by the U.S.
industry and the total number of self-originated
NCEs introduced by these companies. OTA’s
check revealed a substantial consistency between
aggregate R&D spending estimates and the cash
outlays per NCE estimated by DiMasi study (see
chapter 3 for details).

OTA also examined whether trends in three
R&D cost drivers-the costs of research person-
nel. the size of clinical trials, and the cost of
apimal research-were consistent with the esti-
mated increases in cash R&D outlays per success-
ful NCE between the periods that Hansen and
DiMasi studied.

R&D PERSONNEL

Th number of R&D personnel employ<a by
PMA-member firms remained fairly constaui
throughout the 1970s but grew rapidly beginning
in 1980 {figure -1). Most of this growth was in
scientific and professional personnel, which num-
bered about 12,000 in 1977, but increased to
almost 29,000 by 1989. At the same time,
inflation-adjusted salaries of biological scientists
did not increase.

How much of the increase in employment in
the 1980s reflects increased labor inputs per
successful NCE, versus adjustments for a larger
field of NCEs entering gach phase of clinical
testing or a greater commitment to basic research,




Figure I-—Research and Devalopment Personnel
in Pharmaceutical Companies, 1970-89
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cannot be answered with available data. The most
that can be said is that trends in employment of
research personnel are consistent with a substan-
tial increase in R&D cash outlays per NCE for
those NCEs first entering clinical research in the
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Jaie 1970s and early 1980s, the later part of the
period covered by the DiMasi study.

ANIMAL RESEARCH

Trends in the cost of animal research are even
more difficult to gauge, Some tentative evidence
suggests that the number of animals used in
pharmaceutical research may have declined be-
tween (he 1970s and the 1980s, especially in the
earliest stages of pharmaceutical R&D, when
compounds are being screened for their pharma-
cologie activity. Any decline in the use of animals
was accompanied by a dramatic increase in the
cost of conducting animal tests, however. Table
i-1 shows the inflation-adjusted cost of conduct-
ing specific animal studies in 1980 and 1990 in
cight animal testing laboratorics. The costs of
Virtually all kinds of animal studies increased
dramatically over the period. These data sugges!
that the cost of studies involving animal subjects
has increased dramatically, but the ultimate
impact on the cash costs per successful NCE
cannot be gauged because of uncertainties about
wrends in the volume of testing, about which there
i little information.

Table I-l—Price of Animal Studies'(§ 1990 thousands)’

Numbar of Labs

Estimated prica Price range Fold praviding
Study in 138 in 1990 Inzraase infarmation
Acuterats, - .. .o i 0.8 54-5 5.6.2% 8
2B-day toxiclty inrats. . ........ 15 30-65 2-4.3 [
Subchromic Ft. . ... -vonr e k] 55-142 14- 38 8
Z-yaar rat bloagsay. . - .«... .o 384 250-575 T 135 5
Taratology rats. . ..o - oo 23 52.70 2.3 3.0 §
ACUte MOMKBY. 2 rrenrrorerrr 14 39-62 2.8- 44 [
Subchronic monkay. . . ... . 74 108-184 15 25 6
YR 1 23 22:51 9,6- 221 1
Subchronic dOg. .. - c. oo 46 T2-147 1.6 3.2 7

2 Bachiabareleny surveyed was given an denticsl protae an which the price is based. THE “remt” includas profit 35
well 46 all direct and indirect casts. Labaratories surveyad were Hareian, Bioreswarch, | IT, T5! Masan, Blodynamies,

#harmakan, PRI, and RCC,

b Alt prices wars adjusted tn 1990 dollars using GNP implicit price deflator.

SOURCE: OMce

of Technology Asssssmant, 1993, based onW.G. Flasm and M. Farrow, "Recent Trands in the Use

and Gost of Animals In the Pharmaceutical Industry.” contract report prapared far tha Office of Technalogy

Assessment, DG, April 1991
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CLINICAL TRIAL SIZES

Pharmaceutical executives claim that the num-
her of people enrolled in clinical trials has
increased dramatically over time. A rapid in-
crease in trial sizes would be consistant with an
increase in the estimated cost of phase 11 clinical
trials from $5.7 million for each NCE entering the
phase in Hansen's srudy to S14.3 million in
DiMasi's study (in 1990 dollars), Part of the
explanation for such an increase may be a change
in the mix of drugs under *esting from those for
acute illness to those for c...onic illness. Drugs for
long-term use often require larger trial sizes.

Even within specific categories of drugs, how-
ever, the number of people enrolled in trials seems
to have increased. OTA surveyed pharmaceutical
companies for the size of clinical trials conducted
prior to FDA approval for NCEs in three classes
with a large number of approved drugs: antihy -
pertensives, antimicrobial, and nonsteroidal anti-
inflammatory drugs (NSAIDs). We compared
NCEs approved for marketing 1978-83 with those
approved between 1986 and 1990, Figure 1-2
chows the average number of subjects entered in
trials up to the point of NDA submission.

Although the time periods covered in the
clinical trial survey do not correspond exactly to
the Hansen and DiMasi research periods,’the
survey results do show that the number of subjects
in clinical trials increased in the period between
the later years of the Hansen study and the later
years of the DiMasi study, even within reasonably
homogeneous therapeutic categories.

That the number of subjects in foreign coun-
trics increased faster than did the number of U.S.
subjects in two categories sUZEests that part of the
observed increase in research costs is due to the
globalization of reszarch strategies over time.
Other industrialized countries increased their
requirements for premarket approval during the
1970s, and U.8. firms may have become more
aggressive in seeking early approval for NCEs in
other countries. These forces would gradually

Figure 1-2-——Mean Number of Subjects Enrolled in
Clinical Trials Prior to Submission of NDA for NCEs
Approved in 1978-83 and 1986-90
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NSAIDH = nenstersical anthinflammatory drugs
SOURCE; OMice of Technology Asssssment, 1983,

compress total R&D expenditures into the pre-
NDA period.

The increase in clinical trial sizes within the
therapeutic categories that OTA studied is not big
enough to explain the almost three fold increase
in the average cash outlay for NCEs that entered
phase IIT clinical trials between the Hansen and
DiMasi studies. Trial sizes were not very different
across categories, even though antimicrobial drugs
are more frequently for acute conditions, while
antihypertensive drugs and NSAIDs are more
frequently for chronic conditions. The per-patient
cost of conducting trials must have increased
dramatically. OTA could not independently ver-
@ whether this cost increased as fast as the
Hansen and DiMasi studies imply.

OTA FINDINGS ON THE VALIDITY OF
ESTIMATED CASH COSTS

OTA concluded from the correborative evi-
dence available at the aggregate spending level

|1 Hansen's smdy years (NCE: first cotering lesting between 1963-75) correspond roughly with introductions in 1870-81, DiMasi anc
colleagues’ stedy years (1970-82) comespond toughly with intraductions in 1978-90,




that the estimates of cash outlays per successful
NCE made by DiMasi are reasonably accurate.
Hansen's carly estimate may have béen 100 low,
suggesting that the rate of increase in costs
between the periods covered by the two studies
may have been overstated. Data on rates of
change in three illustrative components of R& D--
personnel, animal vesearch costs, and clinical trial
size-are comsistent with a substantial increase
aver the period covered by the studies in the real
cash outlays required to bring a new dri to
market.

I Present Value of Cash Outlays

The present value of the R&D cost at the point
of market approval depends on the tirming of R&D
expenditures over the life of projects and the cost
of capital for the investments over time. R&D
outlays oecur over a long and, according to the
Hansen and DiMasi studies, lengthening period
of titme, Hansen estimated the total R&D time was
9.6 years; DiMasi, 11.8 years.

OTA concluded from a review of study meth-
ods that the length of the clinical research and the
regulatory review periods estimated by Hansen
and DiMasi are very accurate. Estimates of the
length of the preclinical period (the time required
to discover and prepare a compound for testing in
humans) are much less precise and might even be
a bit too short, especially in DiMasi’s study.

Neither Hansen nor DiMasi adjusted the cost of
capital for the greater risk of R&D projects, Both
ctudies took the weighted average company cost
of capital in established pharmaceutical firms as
their basis for calculating the fully capitalized
cost of R&D. Hansen assumed a real cost of
capital of 8 percent, DiMasi, 9 percent. As
diseussed above, the average inflation-adjusted
cost of capital for pharmacsutical firms as a whole
varied throughout the period but was probably
closer to 10 percent. The cost of capital for R&D
projects is even higher and itcreases the earlier
the stage of R&D.
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OTA estimated that the cost of capital for garly
R&D may be up to 4 percent higher than the ¢ost
of capital for manufacturing plant and equipment.
OTA recalulated the fully capitalized cost of
R&D at the point of market approval with 2 cost
of capital that decreases linearly from 14 to 10
percent from the beginning to the end of R&D
projects. * The estimate for the DiMasi study
increased from $25% million (in 1990 dollars) *:
§350 miilion. Thus, a reasonable upper b
on the fully capitalized cost of R&D
successful NCE at the time of market approval
is $359 million.

I After-Tax Costs of R&D

The effective cost to a company of bringing a
new dnig to market is substantially less than the
cost estimates discussed above because they do
not aceount for the taxes the company is relieved
of paying when it invests in R&D, The net cost of
every dollar spent on research rmust be reduced by
the amount of tax avoided by that expenditure.
These tax savings result from both deductions and
tax credits. (When R&D is successful and pro-
duces marketable products, the company will pay
extra taxes as a result, and these doliar refums
must also be reduced by the amount of the extra
taxes.)

Like all business expenses, R&D is deductible
from a fro's taxable income. This tax deduction
reduces the cost of R&D by the amount of the
company marginal tax rate. Because of the size
and sules of most major pharmaceutical fins, the
pulk o their taxable income would fall into the
highest tax bracket. This marginal tax rate fell
from 48 to 46 percent between 1971 and 1986, At
46 percent, every dollar spent on R&D would cost
the company only 30.54. With the passage of the
Tax Reform Act of 1986 (Public Law 99-514), the
marginal rate fell to 34 percent, thus effectively
raising the cost of each dollar of R&D to $0.66.
Corporations also pay State income Haxes which
also can be reduced with business deductions.

12 Bocausel0 porcent is p weighted average cost Of capnat BeToss all of the coeppany s investients, invements is manufacturing facilities
probably have 3 cost of capital betow 10 percent, Therefare, this estimate may overestimate the cost of capital for R&D at each stage,
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Pharmaceutical firms can also use special tax
credits available only for fimms that perform
certain kinds of R&D. Since 1981, the tux code
has included a tax credit for increases in qualify-
ing R&D expenses. This credit carried a statutory
rate of 25 percent until 1986, when it was reduced
ta 20 percent. Quantifying the cxtent (o which this
credit reduces the cost of R&D for pharmaceuti-
cal firms is impossible for two reasons: 1) the
credit depends on the amoun! that a firm increases
R&D expenditures, not o: the level of those
expenses; and 2) expenditures on supervisory
activities or overhead do not qualify for the credit.

When it can be used, the most power ful tax
credit affecting pharmaceutical R&D is the Or-
phan Drug credit. The Orphan Drug Act of 1983
(Public Law §7-414) provides a SQupercent tax
credit for qualifying clinical R&D on drugs that
have received an orphan designation. An Lmpor-
tant litnitation of the Orphan Drug credit, in
addition to its being limited only to clinical R&D
and orphan drugs, is that the credit cannot be
saved and used in furre years if the company has
no current taxable income. Thus, small startup
companies, often the developers of orphan drugs,
cannot usé it.

OTA recalculated DiMasi's estimate of R&D
cost pet NCE taking account of tax savings. The
sample of NCEs that DiMasi studied underwent
the great bulk of discovery and development at a
time when the marginal tax rale was 4% or 46
percent. Adjusting for tax savings (using a 46
percent rate) without any other changes reduces
the net cash outlays per NCE from £127.2 million
to 565.5 million, and adjusting for tax savings
reduces the total costs capitalized to the point of
market approval at a 10 percent cost of capital
from $259 million to $140 million (table 1-2).
When the cost of capital is permitted to decrease
linearly from 14 to 10 percent aver the life of the
R&D projects, the net after tax cost is 5194
million. OTA concluded that for NCEs whose
clinical research began in the period 1970-82—
the time period of the DiMasi study—the
upper bound on after-tax capitalized cost of

Tabla 1-2—After-Tax R&D Costs Estimated by
DiMasi Undar Different Assumptions About the
Cost of Capital'($ 1990 millions)

Before-tax Aftar-tax savings
Caost of capital {%) savings (46%)
3 $258,650 £139,671
10 279,112 151,045
Varable {10 - 14) 359,313 194,028

o A assymptions. given in | 9590 dullars, were adusiad for inflatien
using GNP implicit prica deflator.

SOURCE; Office of Tachnalogy Asgesament, 1393, astimates adapted
fraim J.A, DiMagl, AW, Hansen, H.5. Grabowsd, et al.,
uThe Cost of innovation in the Phanmacaeutical [ndusatry,”
Journad of Health Economics 10:107- 142, 1981,

R&D required to bring an NCE to market is
5194 million. The effect of the R&D tax credit,
the U.S. investment tax credit and the orphan drug
tax credit was not taken into account.

Had today's marginal corporate tax rate (34
percent} been in effect at the time the NCEs in
DiMasi's study wers developed, the net after-tax
cash outlay per successful NCE would have been
no more than $80.1 million, and the full cost
capitalized at a 10 percent cost of capital would be
$171 million. At today’s tax rate, with a cost of
capital decreasing from 14 to 10 percent over
the life of the project, the average cost of
developing a new drug would be no more than
$237 million.

1 R&D Costs Today and in the Future

The fully capitalized cost of bringing a new
drug to market is very sensitive to four compo-
nents of the R&D process:

|, The preclinical cash putlays required to
discover or design a potential therapeutic
compound and then to determine whether it
is worth testing in humans;

3. The success rate at which compounds move
from phase to phase of clinical research and
ultimately to the market;

3. The scope and size of clinical trials; and

4 The time a drug spends in regulatory
Teview.




The studics of R&D costs that QTA e
viewed were for compounds that entered human
clinical testing in the 1960s and 1970s, Much has
changed since then m the technical and regulatory
conditions governing pharmaceutical R&D, mak-
ing inappropriate any extrapolation from the
cxperience of that ueneration of drugs to those
entering clinical testing today.

The technology of drug discovery and design
has changed cnormously. Whereas researchers
uscd to screen a large number of chemicals for e
few that cause a desired chemical or brological
reaction, they now frequently engage in a more
deliberate process based on knowladge of biolog-
ical function. (See chapter 5 for a description of
trends in the science and tachnology of drug
discovery.)

For example, many drugs are discovered today
through analysis of drug receptors, molecules that
bind with specific agents to change cellular
function. Agents that can bind with the receptor of
that inhibit the binding of 2 naturally occurting
substance become potential drug candidates. The
process of finding such molecules involves deter-
mining the shape of a receptor and designing the
agents that will affect its function.

Understanding the structure of receptor mol-
coules has become the key to many areas of drug
discovery. Most receptors are large prot.ins with
multiple regions of interest. Expensive analytic
instruments and computers are necessary 0
define the shape of these molecules, Companies
have justified investments in muclear magnetic
resonance spectroscopy and x-ray crystallogra-
phy, two techniques for analyzing the shape of
large molecules, as toals 1o determine the three-
dimensional structure of reccptor sites, a process
that will improve the prospects for developing
drugs that fit into the desired sites. These and
other techniques of structurc-activity analysis
require massive computer power to analyze data
and construct three-dimensional molecular im-
ages.

One outgrowth of the expanding base of
knowledge about disease mechanisms is the
endless supply of possible research dircetions that
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Bhoip eradit: BRISTOL-MYERS S0U80 COMPANY

Computers facilitate the dewign of new anzyme inhibitors by
anabling sclentists to graphically visualize tha structure of
targetad moleculas.

this knowledge creates. For example, drug recep-
tors that reside on the surface of cells mediate
many of the most important functions in the body
and are extremely promising targets for future
drug development. Enzymes that mediate bio-
chemical reactions and genetic materials also
offer up a plethora of drug development targets.
There are too many possible targets, however, for
scientists to understand the structure and function
of cach, Thus, at the same time that new research
technolopy advances understanding, it expands
the choices and increases the chances of dry holes
in the discovery phase.

The impact of the rapid advances in the scignce
and technology of drug discovery on the costs of
R&D is impossible to predict. While investment
in instrumentation and computers has clearly
increased, the impact on the cost of R&D depends
largely on what these advances do to the produc-
tivity of the discovery phase of R&D. 1f, dollar-for-
dollar, the new drug discovery teehniques pro-
duce more new drugs worthy of clinical testing,
and if these new drugs are more likely tw
successfully jump the hurdles in gach phase and
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Figure 1-3—IND Applications Received by the
Center for Drug Evaluation and Research
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SOURGCE: Ofiea of Tachnology Asgaasment, 1993 based on U3
papartment of Health and Human Servicas, Public Hedlth
Sarvice, Fosd and Drug Administratian, Centar tor Orug
Evaluation and Resaarch. Office of Grug Evacuation Statisi-
¢f Report; 1991, U.5. Dapantment of Health and Human
Garvica, Rockville, MD, 1992,

reach the market, then the costs of R&D per
successful drug could decline. On the gther hand,
if the explosion of possible research avemies
makes the discovery process even more chancy.
then the cost of bringing a new drug t market
could increase. Both trends could occur at the
same time, with unpredictable consequences for
overall R&D costs,

The results of the changes under way in the
process of drug discovery are evident in the
nummber of investigational new drug (IND) appli-
cations submitted to the FDA in recent years.
INDs increased throughout the 1980s, with the
highest rate of growth coming in the investigation
of biological (biotechnology drugs and other
biological products) (figure 1-3 and figure 1-4).
The shift in drug development toward biotechnology-
based drugs means that discovery and develop-
ment costs may be very different from those that

Figura 1-4--IND Applications Receivad by the
Canter for Blologics Evaluation and Research
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&AURCE: Fedaral Goordinating Councli for ScianceEnminesring, and
Yachnology, Office of Selence and Technology Pallcy,
Exscutiva Office of the Presidant, Blotechnology furihe 215
Cantury: A Report by the FCCSET Committea on Life
Sejances and Heaith (Washington, DG .5, Government
Printing Office, February 1992), and data provided by the
Cantor for Blologies Evaluation and Rasearch, U.5. Faad
and Drug Administration.

came before, but without better data on clinical
tral sizes, repulatory delays, and other regulatory
requirements, it is impossible to say whether on
the whole the shift toward biotechnology-based
drugs will increase or decrease the costs of R&D.

The mmost recently available data on the success
rate from first filing of an IND application to FDA
approval shows an improverent over time. At
OTA’s request, the FDA compiled information on
INDs fil2d for new molecular entities (N MEs) in
the penods 1976-78 and 1984-86." The percent
of NMEs that reached the NDA filing stage within
54 months of the first filing of a commercial IND
increased from 6.8 to 11 percent, and although
few drugs filing INDs in the later period have yet
been approved, the percent reaching approval
within 54 months is also higher for drugs entering
testing in the later period. Improvements in

3 FDA staff wers very helpful 1o OTA and provided staff 1o collect and analyze ND data according o OTA"s specifications. The mnount

of effort that FDA staff were required to spend on this analysis revealed
in drug development, FDA’s automated information system does not
of drugs from DN to approval, rejection or discontinuation of the proj

somme of the fimitations of FDA's electronic databases for tracking trends
link applications for vt with applications for NDAs, 5o arty tracking
act must be done by manual search of the IND and NDA files




success rates can have a substantial moderating
offect on realized R&D costs per success, but the
data available so far are too limited to conclude
much about ultimare success rates for drugs that
recently entered testing.

OTA's data on the length of the regulatory
period (from the NDA filing to approval) show 1o
improvement in recent years, but efforts to
harmonize the regulatory revigw process across
countries and recently passed legislation thal will
increase FDA staff available for new drug review
irl retam for “user fees” from sponsors (Pubilic
Law 102-571) could shorten the period overall, If
the ultimate success rate for NCEs does not
improve, getting successful drugs through the
EDA regulatory period faster will only modestly
reduce the capitalized cost of R&D.

In short, OTA cannot predici how R&D
costs will change in the future, The rapid
advances in science and technology, the shift in
the nature of drugs under development, and
the new FDA regulatory initiatives all promise
to influence R&D costs, but the net direction of
the effect of all of these influences together 13
beyond predicting,

RETURNS ON R&D; THE EVIDENCE

The costs of R&D are most meaningful in
comparison with the dollar retumns they produce,
Mgasuring dollar returns accurately is difficult
hecause the life of 2 new NCE maybe 20 years or
longer and the couts of producing, distnibuting
and marketing the NCE can be estimated only
imprecisely. Nevertheless, several authors have
tried to measure the present value on the day of
market approval of dollar returns on NCEs
(159,215,500). The studies produced widely dif-
fering findings, ranging from high present values
of dollar retumns to present values that lie below
the fully capitalized cost of R&D. The studies
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differ widely because they each examined NCEs
that came to market in different periods and made
different assumptions about the value of product
sales over the product life cycle and the cost of
manufacturing, distribution and marketing.

OTA conducted an independent analysis of the
dollar returns an R&D using recent dats on annual
revenues from NCEs and the costs of producing,
marketing and distributing these products. OTA
analyzed the retumn on NCEs introduced to the
1.5, market in the years 1981-83, OTA ¢che thiy
relatively brief period for two reasons. Fira., the
period corresponds in time to the R&D period
studied by DiMasi and colleagues. Second, we
had access to data on drugstores and hospital saies
only for this particular set of NCEs (97)."

1 The Sales Curve

Figure 1-3 shows U.S. sales to hospitals and
drugstores in constant 1990 dollars in each year
after market introduction for NCEs introduced in
the years 1981-83 and, for the sake of comparison,
in earlier and later periods as well. Although OTA
had access to enly | year of data on NCEs
introduced from 1984 through 1988, that one data
point suggests that, after adjusting for inflation,
US. sales of NCEs in the early years after
approval continued to steepen throughout the
1980s.

To predict the sales curve for the 1981-83
NCEs beyond the 9th year, OTA examined trends
in effective patent lives and in the loss of revenue
after patent expiration.

EFFECTIVE PATENT LIFE

The effective patent life is the ¢lapsed time
between FDA approval for marketing of a new
drug and expiration of the last patent or market
exclusivity provision that effectively protects the
original compound from generic competition.
Two new Federal laws passed in the 1980s, the

(s Gaining access to sales dala On NCEs Was A major problem for OTA throughout the course of this study. Detailed data are goliected by
proprietary orgaaizations en U5, and worldwide sales of NCEs, and thesc data are sald 10 qhscribers. M5 America, Ing, and IMS Intermational,
bnc. are market research fitms that, among other activitics, canduct ongoing surveys of pharmacemtical product sales and prescriptions for sale
1o subscribers, The cost to OTA would have been probibitive, hawever, For example, ™S Intemational, Ine. quoted 3 prelisminary price toO1A
for estivnates of the total oon-U.S. sales between 1981 and 1990 for NCEs introduced between 1981-83 at $75,000 to §123,000 (3390
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Figure 1-5-Average U.5. Sales of New
Chamical Entities introduced in
1970-79, 1981-83, and 1964-88
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SOURCES: 1970-79; H.G. Grabowskd and M, Vernon, "A New Look at
the Retums and Risks to Phamaceuticai R4 0" Managa-
mant Sclenca36{7):804-82 1, July 1690, 1981-83: Goppin-
gar, P., "Ovarview of the Campetitivenass af tha U.3,
Pharmaceutital Industry,” presentation ta the Counell in
Compatitiveness Warking Group on the Drug Approval
Procass, Washington, DC, Dec, 12, 1990. 1084-88: (M5
AMEnca, Inc., unpublished data prapared for the Office of
Tachnology Asstasment, 1891,

Drug Price Competition and Patent Term Resto-
ration Act of 1984 (Public Law 98-417) and the
Orphan Drug Act of 1983 {(Public Law 97-414),
increased the effective patent life fur new com-
pounds.

Figure 1-6 shows recent trends in the average
effective patent lifi for NCEs. As expected, after
declining steadily throughout the 19705 and early
19803, cffective patent life rebounded semewhat
in the vears since 1984,

The end of the effective patent life does not
always tmark the end of exclusive marketing for
the NCE. Some compounds may not have generic
competitors for several years after the patent
expires, either because of delays in EDA approval
of generic versions or because the total market for
the drug i too small to induce generic manufac-
turers to enter the market. Occasionally a process
patent issued after the original patents will protect
a product for some time.

Product line extensions, such as new once-a-
day dosage forms, have become increasingly
important in protecting the original compound’s
market against generic competition, The 954
Drug Price Competition and Patent Term Resto-
ration Act (Public Law 98-417) granted a J-yeir
period of market exclusivity. regardless of patent
status, to any produet for which new clinicul
revearch 1s required. Thus, if a new sustained
release formulation is developed and approved
for the originator compound, the new dosage form
has a 3-year period of market exclusivity from the
date of its FDA approval regardless of the patent
status of the compound itself.

Companies use the terms of the provision o
extend the effective exclusivity period by munag-
ing the introduction of new dosage forms to
coincide with the expiration of the patent on
earlier generations of the compound. Physicians
almost always prefer extended-release dosage
forms because they increase patients’ adherence
to the prescription. Increasing company incen-
tives to develop products with these benefits is the
rationale for the 3-year exclusivity provision in

Figurs 1.6-Effective Patent Life for
Drugs Approved, 1968-89
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the Drug Price Competition Act. Nevertheless,
the introduction of these new products can keep
the compound's revenues high for years after the
effective patent life ends.

POSTPATENT REVENUES

The Drug Price Competition and Patent Term
Restoration Act made FDA approval relatively
casy for makers of generic copicr of originator
drugs after patents or market exclusivities cxpire.
It is widely held that this law | . led to rapie
decline in the originator drug's market share
following patent expiration.

OTA analyzed changes in the U.S. market for
35 therapeutic compounds that lost patent protec-
tion in from 1984 through 1987 and found that the
sales declipe i3 not nearly as steep as is cornmonly
thought-at least not yet. Figures 1-7 and 1-8
show how the compounds hospital and drugstore
sales {in 1990 dollars) and physical units changed
before and after the year in which patents expired,
Three years after patent expiration, the mean
annual dollar sales of the original compound were
83 percent of mean sales revenue in the year of

Figure 1-7-Originater Revenue'as a Percent of
Originator Revenue in Year of Patent Expiration
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SOURCE: Dffice af Technology Asaassmant, 1993, based on SW.
Schandaimayar, *Economic Products,” contract paper pre-
pared for Office of Techrslegy Assozsmant. Decomber
1991,
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Figure 1-8-Originator Unit Volume as a Percent
of Ortginator Volume in Year of Patent Expiration
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SQURCE: Offlce of Technolagy Assesament, 1903, based on S.W.
Schandalrayar, “Econamis Products,” contract papar pre-
pared for Office of Tachnology Assessment, Decembar
1991,

patent expiration, while the mean sales volume in
physical units was 68 percent of its level in the
year of patent expiration.

OTA extended the sales curve beyond the 9th
year after U.S. market introduction based on these
trends and also made adjustments for sales fo
other countries and to purchasers other than
hospitals and drugstores (see chapter 4 for de-
tails). Figure 1-9 shows the projected worldwide
sales for NCEs introduced in the United States
from 1981 through 1983. OTA assumed that the
originator compound would stay on the market
only 20 years and that the products are not sold in
other countries before they are approved in the
United States. Overall, then, the assumptions
used to build this projected sales curve were
conservative,

¥ Costs of Production

Sales revenues from new products must be
reduced to reflect the cash outlays required to
manufacture and sell them, and the ongoing R&D
costs required to produce follow-on products or to
justify new uses for the NCE. The net cash flows
induce additional tax liabilities as well. OTA
estimated these costs using data as available and
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subtracted themn from the net sales revenues over
the life of the compound. (See chapter 4 for details
of OTA s method.)

I Net Cash Flows

The 1981-83 NCEs deliver net cash flows of
$341 million per compound (discounted to their
present value 1n the year of FDA market approval
at 9.8 percent per year). The net after-tax value of
the cash flows projected for the 198183 cohort of
new drugs 1s 5230 million.

B Net Return on Inves.nent

These net postapproval cash flows must be
compared with the present value of the invest-
ment in R&D required to discover and develop
the compounds. An upper bound on the fully
capitalized R&D costs of drugs introduced in the
early 1980s is about 5359 million before tax
savings, or 5194 million after tax savings are
congidered (table 1-2). Thus, OTA concluded
that the average NCE introduced to the U.S.
market in the period 1981-83 can be cxpected
to produce dollar returns whose present value
is about $36 million more (after taxes) than
would be required to bring forth the invest-
ment in the R&D.

Some of the revenue and cost assumptions
underlying this analysis were very uncertain, so
OTA analyzed the sensitivity of the estimated
returns to changes in critical assumptions. The
results are somewhat sensitive to the ratio of
global sales (about which we know relatively
little) to U.S. sales (about which we know much
more). If the ratio of global sales w0 U.S. sales is
much greater than 2, as we have reason to believe
it may be, the present value of the cash flows
would be even more (after taxes) than 18 necessary
to repay the R&D investment.

The results were not very sensitive to changes
in the speed with which originatot brand sales
decline after patent expiration. If the average sales
per compound were to decline by 20 percent per
year after patent expiration, the present value of
the cash flows would be$311 million before taxes
and 5209 million after taxes, still above the full
after-tax cost of R&D. Fully 6 years after the

Figure 1-9-Estimated Average Global Sales Profile
Per New Chemical Entity Intraduced in the
United States, 1981-83
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passage of the Drug Price Competition and Patent
Term Restoration Act there is no evidence that the
rate of sales decline for originator compounds
after patent expiration is approaching this rate.

What does it mean to hav: the average revenue
per compound deliver 536 million more in present
value 11an was needed to bring forth the research
on the drugs in the cohort? OTA, estimated that
cxcess returns over R&D costs would be
eliminated if the annual revenug per conm-
pound was reduced by 4.3 percent over the
product’s life.

These estimates are rough predictions of the
actual returns that the 1981-83 cohort of NCE's
will eam over their full product lives. OTA
attempted to be conservative in measuring re-
turns, but the estimate is subject 10 measurément
error whose magnitude is not easily assessed.




More importantly, the analysis illustrates how
volatile nat returns can be for drugs introduced in
different time periods. This report documents
how rapidly both worldwide revenues and the
average cost of R&D for each new NCE can
change. The wide variation in R&D costs and
sales revenues across individual drugs means that
estimates of both average R&D costs and returns
could vary over short periods of time.

TOTAL PHARMACEUTICAL INDUSTRY
RETURNS

Another more indirect way [0 maasure retums
on R&D is to estimate the profitability of
research-intensive pharmaceutical companies. Phar-
maceutical firms invest in the discovery, develop-
ment, production, marketing and distribution aof
many products, including some that are not
cthical pharmaceuticals, The total protit or retum
on a company’s investment in a given period is a
rhixture of refums on past investments made over
many previous years on many different projects.

At the company level, the return on investment
is defined by the internal rate of return (IRR), the
interest rate at which the net present value of all
cash flows into and out of the firm equals zero, If
the IRR across all companies in an industry is
greater than the industry’s cost of capital, one
would expect to see increased investment in the
industry, including R&D, as investors enter to
reap the high rewards. [n a dynamically competi-
tive industry, IRRz much greater than the cost of
capital can not persist indefinitely. If abnormally
high profits persist for a long time, one would
suspect that barriers to entry or other forms of
manopoly power (perhaps obtained through pat-
ent protection) might exist in the industry (86),
On the other hand, a low [RR compared with the
cost of capital would lead to disinvestment in the
industry, including R&D.

The annual financial reports of public compa-
nies contain estimates of company profit rates
based on accounting records, For example, net
income as a percent of total “‘book value’ of
assets is 2 commonly used benchmark of firm
profitability (301). Companies themselves report

330-067 - 93 - 2 : QL 3
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this ratio in their annual financial statements and
compare their Teturfi on assets in one vear with
that in previous years. Other commonly used
profit ratios, such as net operating income as a
percent of sales, are also easily computed from
company financial statcments.

It is not surprising, then, that analysts would
compare the accounting profit rates of firms in the
industry with those of firms in other indu..iries
(301,457). The ready availability of publicly
reported and independently audired data a. . e
widespread use of these measurcs by companics
themnselves invites such comparisons. By these
conventional accounting measures, the pharma-
ceutical industry looks very profitable compared
with other industries {301 437). But these com-
parisons are limited in two important ways.

First, accounting proflfs are poor mcasures of
tru¢ IRRs. Revenues and costs recognized in
accounting statements don't correspond very well
to actual cash flows. And, because profits are
computed over a limited period, they don't adjust
propetly for the time profile of cash flows from
various investments made in previous times or for
payoffs that won’t occur until after the profit
measurement period.

Second, even if accounting profits are cor-
rected to correspond more closely to IRRs,
differences in rates of rcturn among industries
might reflect differences in their rigkiness (and
hence in the cost of capital). Simple comparisons
that do not address differences in risk among
industries can be misleading.

OTA crmmissioned a study comparing the
IRR. of 54 U.%.-based research-intensive pharma-
ceutical companies with the IRRs of two control
groups, each with 34 fins, selected to be most
similar 1o the pharmaceuticals on certain financial
characteristics {27) (see chapter 4 for details), The
accounting profit rate for the pharmaceutical
companies was 4 to 6 percentage points per ycar
higher in the study period (1976-87) than for the
control fins,

The contractors used a new technique that
adjusts accounting profits to obtain a closer
approximation of [RRs. IRRs cannot be measured
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with precision, because assumptions ate required
about the time profile of returns on investments,
bur across 4 wide range of assumptions about
tming of cash Hows, the estimated internal ratc of
return in the pharmaceutical firms over the
1 2myear study period (1976-37) was on average 2
to 3 percentage points higher per year than the
internal rate of return in either control group.

The contractors did not address the question of
whether a 2 to 3 percentage point difference in
internal rates of return can be explained by
differences in the cost of capital between pharma-
ceuticals and control firms. If investment in the
pharmaceutical industry is riskier than in the
control firms, then the cost of capital will be
higher. OTA calculated the difference in the cost
of capital between the phammaceutical industry
and each of the twe controf samples, OTA found
that the cost of capital for the pharmaceutical
industry was higher by 0.7 percentage points per
year than one of the control samples, but lower by
1.6 percentage points than the other.

The cost of capital can vary widely over time
with underlying interest rates and expected infla-
tion, so precise measurement of each group’s cost
of capital over the study period is impossible. In
addition, OTA s method may be subject to biases
in measurement, We used the samc method
consistently across all samples, however, so the

biases would tend to cancel themselves out when
examining differences in the cost of capital
between pharmaceuticals and controls. Therefor.
OTA concluded that rcturns to the phirma-
cowtical industry as a whole over the 12-year
pariod from 1976 to 1987 were higher by 2 1o
3 percentage points per year than returns o
nonpharmaccutical firms, after adjusting for
differences in risk.

INDUSTRY RESPONSE: INCREASING R&D

In an industry with a large number of active
competitors, high returns (compared with the cost
of capital) should attruct new investment capital,
Data on aggregate domestic and worldwide phar-
macentical R&D reveal a rapid inerease in real
R&D spending beginning in 1980 and continuing
today, Total R&D conducted by U.5.-based
pharmaceutical companics in 1975 was about
$1.1 billion; by 1980, this spending had grown o
berween 7.9 billion and $2.1 billion (table 1-3).
After adjusting for inflation, U.5.-based com-
panics’ foreign and domestic R&D spending
increased at about 9 percent per year between
1975 and 1990, The rate of increase accelerated
over the period. Before 1980, U.3. companies’
real worldwide R&D spending increased by
only 5 to 6 percent per year. Between 1985 and

Table 1-3--Aggregate Pharmaceutical Forsign and Damestic R&D, Selected Years (§ billions)

Annual gercent rate of change

1975 1980 1985 1987 1990 1975-80 1980-85 193580
Compustar™
Current dodlars, ........ ... . 5..10 $2,08 $4.20 $5.53 $7.90 13.60/0 15,1740 13.5060
Constant 1990 daltars”. .. ..... .. 2.44 319 4.38 6.19 7.90 5.5 9.3 9.7
Pharmaceutical Manufacurers Association
Currentdollars. ... .ooovvanrroos 1.06 198 4,08 5.5 8.13 13.2 15.8 14.8
Congtant 1980 dollars. ., ........ 2.36 3.03 4.83 6.17 .13 5.2 98 10,9

*Figures are bazed on a total of 133 firms listed in tha Gompustat file wnde Standard Industrial Codo (SIC) coda 2834 In at least 1 yoar botwaen
1971 and 1990, Tha numbar of firma vary from ywar to year due fo firms’ entry &nd axit from 516 2034,

b Adjusted by GNP ntplicit price deflator,

‘RAD sxpanditures reported by Pharmecuslical Manulacturars Assoclation member firms.

SOURCE: Office of Technology Assessmont, 1923, bases on unpublished data provided by 5.H.Kang, Schonl of Industriai Adminlstration,
Carnagie-Melion University, Pittaburgh, PA; Pharmaceutical Manufacturars Association, Annual Survey Reperts, 197381 (Washirgtan,

DC: PMA, 1376-91).




Table 1-4—HMG-CoA Reductase Inhibitors

Chapter 1--Summary | 25

Cutrently or Formerly Under Development

Compound Sponsor

Approval Status

lavastatin Merzk

pravastatln Sankyo, Bristol-Myers Squibb

simyastatin Merek

colegtolone American Cyanamid
fluvastatin Sandoz

critvastain Pan Meadica
dalvastatin Rhone-Poulanc  Rorer
BAYWE228 Bayer

HRT80 Hoeschst

Cl 981 Wamer-Lambert
0G-476 British Blo-technology
BMY-22566 Bristoi-Myars Squibb
50Q-33600 Bristol-Myars Squibib
BMY-21950 Bristol-Myers Squibb
GR-95020 Glaxo

5C-45363 Saarle

L-659699 Merck

L-669262 Mearck

CP-23101 Phzer

IND: April 1984, NDA: November 1936, Approval:
August 1987.

Launchad in Ganada, Europe, Japan, and Mexico. LS. NDA:
January 31, 1989, U.S. appraovat: November 31, 1991.

Launchad in at least 17 countries worldwide, including most of
Eurapa. U.S. NDA: November 1986, U.S. approval:
Decemnbar 1381,

Entered U.5. clinical trials in 1987,

1.5, NOA filed March 1992

Phase !l clinical trials.

Phase |l clinical trials.

Phase || clinica! trials.

Phasa Il clinical trials.

Phasa | clinical trials

Satias of compounds under development; preclinical.

Preclinical studies.

Preclinical studies, discantinued.

Phase | clinical trials.

Praciinical studies, discontinued.

Praclinical studies, discontinued.

Prachinical studies.

Preclinical studies.

Preclinical studies.

SOURCE: OWica of Tachnology Assassment, 1983,

1990, they increased at about 10 percent per
year. " These data do not even fully reflect the
rapid increase in spending by small research-
intensive biotechnology companies, a phenome-
non that began in the early 1980s.

OTA’s findings on teturns 1o pharmg ~euti-
cal R&D and to the industry as a whole explain
why R&D expenditures have risen so fast
throughout the 1980s. Investors followed the
promise of high returns on future innovations.
Ultimately investment in rescarch is determined
by expected revenues. The dramatic increase in
real revenues to new drugs throughout the 1980s
has sent signals to the industry that more invest-
ment will be rewarded handsomely. The industry
has responded as expected, by increasing its
commitrment to invesiment, including R&D.

What will this increased investment mean for
pharmaceutical returns in the fumre? Some of the
research dollars are pursuing the development of
me-too NCEs that will compete with similar

products already on the market. For gxample, the
first HMG-CoA reductase inhibitor-a new class
of drugs that lowers cholesterol—was approved
for marketing by the FDA in 1987. Today, three
compounds are approved for marketing, one is
awaiting approval, and 12 others are under active
development (table 1-4). Over time, the entry of
new products should dampen the potential returns
on research into pew NCEs in this class, as
companies spend more and mere money develop-
ing competing products and fighting for a share of
the market.

Some research dollars are pursuing new classes
of drugs, which may supplant older therapies or
create new markets in areas where there was
before no effective therapy. Several companies
have current research programs on drugs for
Alzheimer's disease, a major cause of dementia in
older people, but so far no drug can offer
substantial improvements in patient functioning.
(See chapter 5, box 5-E for more information on

15 Barause spending o vanous couniries must be converted into & COMMON cuITEncY, exchange rate changes £30 affert feporied speading.

The devaluation of the dollar after 1985 maybe respansible Lo some o

f the unusually high increase in total spending reporied in recent years.
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the status of research into drug therapies for
Alzheimer's disease.) Successes in these areas
could mean a new cycle of high returns to the
pionger and early me-too compounds but lower
returns to the later entrants who must compete for
market share in the class,

PAYMENT POLICY AND
RETURNS ON R&D

Future returns to the research-intensive phar-
maceutical industry dep-nd not only on the
opportunities created by _cientific rescarch, but
also on the regulatory and market condittons that
will povern the sale of pioncer and me-too
products. OTA examined recent trends in pay-
ment policies that affect the market for new
pharmaceuticals.

ales of new ethical drugs depend on physi-
cians’ decisions to prescribe them and on pa-
tients’ decisions to buy them. Physicians and
patients base these decisions on judgments about
a drug’s quality and price compared with the
quality and price of existing alternatives. The
tradeoff between perceived quality and price
depends on many factors, including the severity
of the disease or condition for which a drug is
intended, evidence of its effectiveness compared
with alternative courses of action, the availability
of close substitutes, and the effectiveness of
advertising and promotion in convineing doctors
the drug is the right choice for the patient (86).

B importance of Health Insurance in
Determining Demand

When a patient’s health insurance plan covers
prescription drugs, the balance between perceived
quality and price tips in favor of quality. While it
protects consumers from uncontrollable and cata-
strophic expenses, health insurance also reduces
the effective price of health care services and
products. By reducing patients’ out-of-pocket
cost, health insurance makes them less sensitive
to price than they would otherwise be (516).

Insurance coverage for prescription drugs in
the United $tates changed during the 19803 it two
ways that made the demnand for prescription drugs

Table 1-5-Percent of U.§ Population With Outpa-
tient Preseription Drug Coverage, 1979 and 1987*

1979 1987
People under 65.. .. .......o0us 7173 73-77
Pecple B and over... . ..o 36 43-45
Tatal oo oo 67-69% 10:-74%

2 A datailed mamerandu describing OTA's mathods in praparing tha
table is available upon request

SOURCE: Offica of Teshnology Asseszmant, 1993; basad on 36UICAS
hsted In table 10-2.

even less sensitive to price than it was before.
First, the percent of Americans with outpatient
prescription drug benefits increased, albeit mad-
estly, over the 1980s, from 67-69 percent in 1979
to 70-74 percent in 1987, the latest year for which
pood data are available (see table 1-5), Although
few Americans had insurance plans that covered
outpatient drugs in full, the mere existence of
insurance coverage makes patients less sensitive
to price than they would be without such coverage
(294).

Second, the structure of outpatient prescription
drug benefits changed markedly over the period.
in the past, almest all nonelderly people with
outpatient drug benefits had “major medical”
plans with an overall annual deductible that had
to be met before insurance would help pay for any
services or drugs. By 1989, 30 percent of these
people had policies that required freed copay-
ments for prescription drugs instead of including
them in the overall deductible (table 1-6). The
vast majority of people with freed copayments per
preseription in 1989 paid 85 or less per prescrip-
tion (35). The insurance company picked up the
rest of the bill regardiess of its amount.

The switch from overall deductibles to freed
copayments for prescription drugs means a richer
insurance benefit structure for prescription drugs.
For people whose annual medical expenses lie
below their plan’s annual deductible (commonly
5200 or $250 per year), a flat copayment for
prescription drugs means lower out-of-pocket
prescription drug costs than do major medical
restrictions. Even when patients do meet the
deductible in a year, many would have higher




Table 1-6-Limitations of Prescription Drug
Benefits Ameng Nonalderly People With Private
Health Insurance Covering Prescription Drugs

1077 1989/1990"
Fullcoverage .. ...ovir-mtsrrn-nn 3% %
Separate limits (copayments)...... 9 ki)
Overali limits (major medical)’. .. ... 88 &1
Crther Hmits . . oo cviena i 7

2 Feallls basee on 1977 National Medical Gare Expanditure Study
Survry of amplayars and inaurers of Indlviduals under 85 yaars of

age.

b Rasults based on U,5. Buraau of Labor Statistics 492% and 1590
surveys of gmpleyars.

¢ *Separata limits” refars to reatrictions applicable only to prescrntlon

drugd, such o3 a copayment for each prescription.
o “Crveralilimits” raters to restrictions applicabia to 3 broader sat of

medlcal serviens. For axample, a major madical policy may carry 3
$100 deductible and 20-parcent coinsurance rata that applis to all

coverad sbrvices, not just prescriptlen drugs.
a Cithar Wmits inclide policies that combine fixed copaymenta wilh

overall limita.

SOURCE: OHice of Tachnaiogy Assesament, 1993, based on data
from P.J.Fariey, Privaia Heallh insurance in the 4.5 Data
Praviaw #23, DAHS Publication No. (PHS) 88-3406, 1988,
5. Dapartment of Health and Human Sarvices, Hational
Canter for Haalth Services Reswarch and Health Care
Technology Assessment, Septamber 1986 1.5, Qupart-
ment af Labor, Bureau of Labor Statistics, Employes
Banefits in Medium and Large Fimns, 1989, Bulletin 2363
(Washington, DC: U.5. Gaverament Printlng Office, June
19490); 1.3. Dapartmant of Labor, Bureau of Laber Statis-
tles, Empioyes Bensfits in Small Private Egtablishments,
1900, Bullatin 2388 (Wazhington, DC: U.5. Governmant
Printing Otfica, Septambar 1991); U.S. Departmant of
Labor, Burbau of Labor Statistics, Empioyas Bensfits in
Stato andLocalGovemnments, 1350 (Washington, DC: U.5.
Gavarmmaent Printing Office, February 1532),

out-of-pocket prescription drug costs under a
major medical plan than under a freed copay-
ment.”

The impact of these improvements in prascrip-
tion drug insurance benefits shows up in insur-
ance reimbursements. The percent of total outpa-
tient prescription drug spending in the United
States paid for by insurance increased substan-
tially, from 28 to 44 percent, between 1977 and
1987 (figure 1-10), The same trend holds among
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elderly Americans, for whom private insurance
paid for about 36 pereent of outpaticrit prescrip-
tion drug expenses in 1987 compared with only
13 percent in 1977

Most private and public health insurers have
little power 1o restrict physicians’ prescribing
decisions. Private insurers generally cover all
prescription drugs the FDA has licensed for sale
in the United States (35). Thus, FDA approva i
ade facto insurance COVErage guideline, If the
physician orders a specific compound, the ir rer
routinely pays its share of the costs.

Despite the fact that many compounds, though
protected from generic competition by patents or
ather market exclusivity provisions, compete for
market share with similar compounds. that com-
petition tends to focus on product characteristics,
such as ease of use, favorable side-effeet profiles,
or therapeutic effects, and not on price .17 Compa-
nies spend a great deal on this product competi-
tion. One major U.S. pharmaceutical company
reported recently that about 28 pereent of its sules
went for marketing (advertising and promation)
expenses (1 19a).

Emphasizing product competition over price
competition is a rational strategy for companies
operating in a market that is not very sensitive to
price differentials among similar compounds. If
prescriping physicians will not be swayed by
lower prices, it would be foolhardy for firms to sat
prices for their products much lower than those of
competitors. Unless or until . demand for
prescription drugs becomes more price sensitive,
the benefits of the competitive R&D on prices
will not be felt.

1 Different Buyers Pay Different Prices
Ethical drugs are sold through multiple distri-
bution channels, and companies can set different

15 Lo moa! Mmajor medical plans, e ingurcd person i responsible for sharing 20 petcent or mote of the ¢ost afervices above the deduclible.
Under 2 20 pereent major-medical cast-shating requirement, any prescription with 2 price greater than $23 would cost the insured person more

than it wauld & patient with the mosl, {requent separate copayment rae.

For exampie, 8 $30 prescription would zost someona with a major

medical policy and a 20-percent cost-sharing requirement $6. whercas the typical cost under & flat copayment would be only 35.

17 This is not 10 5AY aat price competition ATAnE ompeting brand-pame compouns is cotrely sbseat, o al pricss of pioncer drgs are
established without any congeen for their effect on patient demand. Anecdatal repors suggest fhat new NCEs are often launched at lawer prices
compared with competing drugs, but the discounts are typically nut high and they rarely lead the manu acrurers of ether compuunds 1 meel

price reductions.
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Figure I-| O-Sources of Payment for Prescribed Medicines in the United States

5.9% 5.9%

7.9%

13970

72.3M
1977
3 tamily Il Private
insurance

[ Medicaid

e

9.8%

58.4%
2%

1987

Other sources

a Dthar sourcad inctuce workmen's Gompensation, Medicare, other State and local programs, and any othar sourca ol payment.

SOURCE: Caatrom J.F. Mostkr, Sanlor Project Director, U.5. Deparimant

of Health and Human Servites, Public Health Service, Agency for Heaith

Care Policy and Research, Rockovlie, MD, parsonal communication, Mar. 12, 1991; J A Kasper, Prascribed Madicinas: Use,
Expendituras, and Sources of Payment, Data Freview (Washingten, DC: U.S, Dapartment of Health and Human Sarvices, National Center

far Health Services Rasaarch, Apeil 1942),

prices to different kinds of buyers. For example,
companies can selt direct to HMOs"or large
hospital chains and offer lower prices than they
charge for drugs sold to community pharmacies.
The ability to charge different prices to different
kinds of buyers is referred to as price discrimina-
tion, Price discrimination increases profits by
separating buyers who are price sensitive from
those who are not.

Price discrimination in pharmaceutical markets
takes its most extreme form when companies
offer expensive drugs rree or at reduced charge to
people who cannot easily afford them because
they lack insurance and have low ificomes. Many
pharmaceutical firms have developed such pro-
grams in recent years (327,458). In a separate
background swudy under this project, OTA exam-
ined Ceredase™, a new drug for a rare inherited
disease, whase high annual cost (at least 558,000

per year for the drug alone for the remainder of the
patient's life) threatens to exhaust many patients’
lifetime insurance benefits (141)." The company
that makes Ceredase™ provides the drug frec 1o
patients who have exhausted their benefits or do
not have health insurance. Although these pro-
grams respond in a compassionate way to a real
need, they also separate the market into two
components—one with very high price sensitiv-
ity (uninsured people) and one with very low
price sensitivity (insured people). The Cere-
dase™ program 1§ similar in its consequences o
offering a patient a lifetime supply of the drug in
exchange for the remaining value of his or her
insurance coverage plus associated premiums,

PRICE-SENSITIVE BUYERS
PAY LOWER PRICES

HMOs, particularly those with tight organiza-
tional structures, have both the incentive and the

18 yoike traditional foe-for-s£rvigr insurance plans, HMOs (somnetimes referred to gy *‘prepuid bealth plans'') collest 3 set premium for each
member, but charge either nothing or a relatively small amount for cach individual service. Peopie entollcd in the HMO must receive their health

care from providers designated by the HMO.

1% Approximatcly 71 percent of private insurence policy beseficiarics [3¢¢ a lifctime maximum benefit of $1 million or less (491).




ability to influence physicians’ prescribing prac-
tices to take account of cost as well as quality 20
They can do this by establishing restrictive
“formularies, Hsts of drugs that can be pre-
scribed by participating physicians without spe-
cial appeals or approvals. The power to impose
limitations on prescribing has given HMOs pur-
chasing clout with manufacturers and, over the
past fow years, has led manufaclurers to offer
substantial price discounts to some of these
organizations. When there arc several close sub-
stitutes in a therapeutic class, the HMO can use
the formulary as a bargaining chip to exact price
concessions fram producers .21

Hospitals also have an incentive to establish
formularies for drugs administered to inpatients.
In 1983, Medicare adopted a new “prospective
payment system’ that pays hospitals en the basis
of the admission. net the specific services each
patient uses.” This system created incentives for
hospitals to reduce both length of stay and the cost
of services offercd per stay, including drugs. The
incentive to develop restrictive formularies is
limited, however, because most insured noneld-
erly hospitalized people pay for hospital care on
the basis of charges for individual products and
services. Pharmacy charges are passed on to the
private insurance company. Nevertheless, the
number of hospital pharmacies adopting formu-
laries increased steadily in the mid-1980s. The
percent of hospitals with 2 well-controlled formu-
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lary increased from 34 percent in 19383 to 38
percent in 1989 (101.412).

PRICE-SENSITIVE BUYERS GAIN FROM
PRICE COMPETITION

The success of some HMOs and hospitals in
getting price cONCESSIONS from manufacturers of
single-source drugs (i.e., those with puent prolec-
tion) arests 1o the potential for price competition
to lower the cost of drugs to patiants or their
insurcrs. For price competition among close
therapeutic zlternatives to be effective in a market
with price-sensitive buyers. enough similar com-
peting products must exist to allow providers to
choose among altematives on the basis of price as
well as quality, Me-too products, often derided as
not contributing to health care. are therefore
tecessary to obtain the benefits of price competi-
tion in scgments of the market that are price
sensitive,

Most of the new drugs entering the world
market in recent years have offered little thera-
peutic advantage ovet pre-existing COMPELitoTs.
A 1990 European study of the therapeutic value
of new drugs first introduced in at least one of
saven industriglized countrics”between 1975
and 1989 found that onty 30 percent of all NCEs
were classified by a group of experts as **adding
something to therapy’ compared with ¢om-
pounds already on the market {37)." The rcst fell
into categories that could be called me-100s.
About 42 percent of those NCEs originated in the

2 Enrallment in HMOs grew from 4 percent of the populatien i 1980 10 14 peregnein | 501 {209), But, many HMOs de not give their dociors
incentives o economize in drug prescribing. A recent review of seven HMOs found the plidn were structured so that the prescribing physician
never bore financial risk for preseription drug casts (3 15)- These Hvos were all individual ptactice associalions or networks. These kinds of
HMOs tend to have looser fiscal conrols than slaff-model HMOs, where physician are either employees or partners in the organization. In
1990, pharmaceutical sales to staffemode! HMOs made up 2.4 percent of the pharmacewtical market.

21 The puwer of eenain giasees of purchasers 1 £Xacl discounts was recogmized by the framers of the 1990 Medicaid Rebate law (Public
Low 101-508) which requires manufacturers to offer Medicaid the “hest price” {1.e., lowest price) they offer 10 private purchasers if the
matufacturer wants % sell its products to the Medicaid patient, T stralegy may have backfied, however, because manufacturers eliminaed
many such discounts to HMOs and hospitals when they found that they would losc the amount of the discount on a karpe part of their totel market

wat), (Medicaid makes up 10 1o 18 percent of the market for outpatie
22 Medicare beneficiuries acounted for 45,2 percem of inpatient b

nit drugs. )
ospital @S in 1989 and for 33 prrcent of tc dischargss (16%).

21 The seven countrics were the France, Germany, Great Britain, Ltaly, Japan, Sentzariand, and the United Suates.

24 Each product was =valuated b, sg,, ] capents, including dactors, pharmacists, ehemists, and pharmacologists. each working within the
therapeutic area of the new produc, The study report contains linle detail on the methads used to rate drugs, so the validity of the ratings hias
not been verified, Qver 65 percent of ail compounds introduced in 1980-84 and rated as offeting added therapeutic benefit were marketed in
at least four of the seven industrialized countries. compated with only 31 percent of the deugs Judped to otfer no additional benefs.
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Table--7—New Chemical and Biological Entities Entering the World Market by
Therapeutle Category, 1975-89

1975-79 1950-84 1985-89
2 with ", with % with
Total therapeutic gain  Total tharapeutic gain  Total therapeutic gain

Antibiotics 25 36% 27 ER L kX 2T%
Anticancer 14 (-1} 18 50 14 36
Antivirus k| k! 2 50 [} 75
Cardigvascular 35 43 36 13 68 27
Nervous System 29 35 32 25 24 17
Anti-ulcer 3 67 H 29 15 20
Hormones 12 17 13 1 10 50
Anti-inflammato 26 23 10 13 19 5

saURCE: P.E. Barral, "Fifteen Years of pharmacautical Ressarch Results Throughout the World 1975-158%,"
{Antany, France: Foundation Rhong-Foulene Sante, Avgust 19590).

United States were judged to offer therapeutic
benefits, so well over cne-half of all drugs
introduced in the United States were judged to
offer no therapeutic benefit. Over the entire study
period, the majority of drugs in almost every
therapeutic category did not “add something to
therapy’ (se¢ table 1-7). These results suggest the
supply of therapeutic competitors is large and the
potential for price competition in those segments
of the market with price-sensitive buyers is
potentially vast.

The problem with me-too drugs is not that they
are sometimes imitative or of modest therapeutic
benefit. [mitation is an important dimension of
competition, and the more choices consumers
have, the more intense will be the competition.
The personal computer industry provides a clear
illustration of how rapid improvernents in quality
can coincide with steep price reductions (46). The
problem with me-too drugs is that a large part of
the market in the United States is very insensitive
to price and does not get the full benefius of price
competition that would be expected from the
availability of an array of similar preducts.

GENERIC COMPETITION GIVES INSURERS
MORE CONTROL OVER DRUG PRICES

Once a drug loses patent protection, it is
vulnerable to competition from copies whose
therapeutic cquivalence is verified by the FDA,
These generie competitors compete largely on the

basis of price, since they can claim 1o quality
advantage over the brand-name drug,

Private and public health insurers have initi-
ated programs (o encourage dispensing of eheaper
versions of multisource compounds (those with
generic equivalents on the market). These strate-
gies include using mail-order pharmacies, waiv-
ing beneficiaries cost-sharing requirements when
prescriptions are filled with generic versions, ot
refusing to pay more than a gertain amount for a
drug with a generic competitor. Medicaid, the
health insurance program for the poor, mandates
substitution with cheaper generic drugs unless the
prescribing physician specifically prohibits it in
writing on the prescription form.

These programs have substantially reduced
brand-name compounds’ unit sales and revenucs.
but it takes several years after the compound’s
patent expires for the full brunt of gencric
competition to be felt (see figures 1-7 and 1-8).
Indeed, OTA found that 6 years after patent
expiration, brand-name drugs gtill held over
50 percent of the market in physical units
(table 1-8).

PRICING SYSTEMS DIFFER
ACROSS COUNTRIES

Not only is the market for prescnption drugs
segmented among different classes of buyers in
the United States, but it is also segmented
internationally. Pharmaceutical companies




Table 1-8-Originator's Market Share for 35
Compounds Losing Patant Protection 1984-87

Dollar Unit

Year Salas Sales’

-7 100% 100%
-5 9g 100
-5 99 100
-4 99 100
=3 99 100
-2 -] 100
-1 a8 100
] a5 94
* 86 73
+2 Ba 65
+3 84 57
4 a5 Hl
+5 83 44
+G a5 62

2 Yaar 0is tha year of patent eXpLIatION.
b Unit sales are measured In defined daily dese.

$OURCE: Office of Technalogy Assessmant, 1993, based enS.W.
Schonduimayer, "Economic Impact of Multiple Scource
Competition on Originator Praducts,” contract paper pre
pared for office of Tachnology Assessment, U8, Cangrass,
Qecambar 1981,

charge different prices for the same drug in
different countries (439a,457).

Most other industrialized countries have uni-
versal health insurance that includes pres¢ription
drugs, so patients’ demand for drugs is not very
sensitive to the price charged. Nevertheless, the
prices paid tend to be more strictly controlled by
the third-party payers in these countries than in
the United States. Drug payment policy in each of
these other countries is governed by two poten-
tially conflicting objectives: minimization of
health insurance prescription drug costs and
encouragement of the domestic pharmaceutical
industry. National prescription drug payment
policies represent a blend between these objec-
lives. In other industrialized countries, drug
payment policy is generally developed with
explicit recognition of the two policy objectives.

Virtually all of the five countries whose
pharmaceutical reimbursement systems OTA
reviewed—Australia, Canada, France, Japan,
and the United Kingdom—use some mecha-
nism for controlling the price of single-source
as well as multiple-source drugs. Four of the
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five countries do so directly by setting payment
rates for new drugs based on the cost of existing
therapeutic alternatives. The pricing policies in
these countries reward pioneer, of * ‘breakthrough.””
drugs with higher prices than me-loo drugs,
although they accomplish this objective through
different mechanisms, and the prices of break-
through drugs may still be low in comparison
with those obtained in the United States.

These countries obtain reduced prices for n:
drugs through pricing systems that do not =2
market mechanisms or price competition 0 u.
rmine the demand for prescription drugs. They use
price regulation or price controi as 2 substitute for
price competition. The importance of politics in
determining g prices in countries with price con-
trols is illustrated by the favorable prices explic-
itly granted to locally developed ot manufactured
products in some of the cowniries whase phartma-
ceutical payment systems OTA examined. In
contrast, prices in the United States are deter-
mined in the market, but, because of the structure
of health insurance, a large part of the market
gives inadequate consideration to price in making
prescribing and purchasing decisions.

¥ implications of increasing Price
Competition for R&D

If the price-sensitive segment of the market for
health care services in the United States continues
to grow, either through natural evolution of
through a national health reform initiative, reve-
nues from many existing and new drugs would
fall as price competition expands. The United
States accounts for 27 percent of total spending on
ethical pharmaceuticals among countries in the
Organization for Economic Cooperation and De-
velopment and is the largest single national
market. Changes in the U.S. market therefore can
have a major impact on worldwide pharmaceuti-
cal revenues.

A decline in expected revenues would reduce
a drug's expected retuns and would certainly
cause R&D on some new drug products to be
discontinued or reduced. The market may not
support as many close competitors in a therapeu-
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tic class. R&D on me-too drugs could decline as
firms come to realize that the makers of pioneer
drugs will respond to competition with price
reductions of their own,

Research on pioneer drugs could also decline
as firms realize that the returns to the winner are
likely to be reduced by early price competition
from me-too drugs. Fewer competitors might
follow each specific line of research, and compa-
nies might choose to specialize in certain scien-
tific or medical areas. Ho~ -ch dynamic changes
in the R&D environment «ight affect aggregate
R&D investment is impossible to predict with any
certainty. Much would depend on the supply of
technological opportunities, regulatory barriers (o
new drugs, and the present availability of accepta-
ble therapies for specific diseases. It is likely,
however, that industrywide investment in R&D
would grow more slowly or even decline.

Systems that control prices, especially those
that control the launch prices of new drugs, also
affect R&D, and it is even more difficult to predict
the directions or gverall magnitude of their effect
on R&D. The effects would depend on how prices
were set and how high they are. For example, a
system that controlled only the prices of me-too
drugs could have effects on R&D that are very
different from a system that controlied all new
drug prices. Price regulation adds an additional
level of uncertainty to the process of R&D which,
as 2 new risk, lowers expected returns from R&D
investments,

Would a decline in R&D or a slowdown in its
rate of growth be a bad thing? A widely accepted
principle is that, left to its own devices, private
industry invests too little in R&D. The patent
system, which offers temporary monopolies over
new products, processes, and uses, is built on this
principle (366). The monepoly granted by patents
allows firms to charge more for inventions than
they could without such protection from competi-
tion. Other public policics, such as subsidies and
tax policies that favor R&D, are predicated on the
assumption that patents alone are insufficient to
bring forth the level of R&D that maximizes the
general welfare of society. The high direct

Federal subsidies of basic research and training of
scientific personnel are a result of the principle
that private industry has inadequate incentives to
cngage in basic researeh.

Despite this general principle, there i no
theoretical basis for predicting that R&D is
always lower than the sociully optimal level.
When R&D takes place under conditions of
fivalry, as it certainly does in pharmaceuticals.
that rivalry can lead to wasteful and duplic tive
R&D efforts and lower returns to the public as a
whole than to private industry (102,170.222,
338.365,418). That is, the public can end up
paying too much for the benefits it receives from
the competitive R&D. The relationship between
private and soeial returns depends on many
factors, such as the cost of innovation, the
profitabiiity of existing products the innovation
will replace, how casy it is for rivals to copy
innovations, how easy it is for a new company 1o
enter a particular field, and how rival companies
react to each others’ moves (222,3635).

Statistical studies of the private and social rates
of return on R&D in other industries generally
find rates of return on R&D to the public as &
whole substantially greater than private rates of
return on R&D (166). Yet, in the pharmaceutical
industry health insurance weakens the role of
price competition, so findings from other indus-
tries are not germane to pbarmaceuticals. Be-
cause the “appropriate” level of demand for
prescription drugs in the United States cannot
be inferred from the existing level of demand,
't is unpossible to know whether on the whale
there is too much R&D or too little R&D on
new drugs.

THE REGULATION OF
PHARMACEUTICAL R&D

Numecrous regulations at both the State and
Federal level in the United States control the
products of the pharmaceutical industry. But, the
Federal Food, Drug, and Cosmetic (FD&C) Act
has the greatest influence over the drug R&D
process. As the agency charged with implement-
ing this body of law and regulation, the FDA has




slowly grown in importance since its incepticn in
1038

Regulatory requirements unquestionably in-
crease the cost and time necussary to bring a new
drug to market. Because it is difficult to sort out
the cffects of regulation from other factors that
could alter drug R&D time and COSts, however,
the effect cannot be quantified. Most studies of
the impact of FDA regulation on the cost of
bringing new drugs to market examined the effect
of the 1962 Kefauver-Harris Amendments, whicw
added the requirement that drugs must be shown
ta be effective as well as safe before they can be
approved for marketing, Little attention has been
paid to how mote recent management and regula-
tory changes at the FDA altered the resources
required for the drug R&D process.

Since 1977, the FDA has undertaken 2 number
of initiatives to simplify and clarify the new drug
review process and to expedite the review of new
drugs identified by the agency as therapeutically
important. Most of the initiatives were imple-
mented in the late 1980s, so0 their effects, if any,
on the cost or speed of the Ré&D process may not
yet be discernible.

One initiative designed to make important but
not-yet-approved drugs for life-threatening con-
ditions available quickly to the public is the
Treatrment Investigational New Drug {IND) pro-
gram. Established in 1587, the Treatment IND
program codifies a long-standing agency practice
of releasing investigational drugs to practicing
physicians on a case-by-case basis for us¢ in the
treatment of immediately life-threatening dis-
cases where no immediate alternative treatment
exists. To date, 23 drugs have been made avail-
able under this program.

A unigue feature of the Treatment [ND pro-
gram is that the sponsoring firm may sell the drug
to patients under the program ata price that covers
not only manufacturing and handling costs, but
R&D as well. Five Treatment INDs have so far
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Prote crodit! NATIONAL INSTITUTES @F HEALTH

Aarial view of the National Inatitutaa of Health eampul In
Bathesda, Maryland, Qver 52 billign is spent aach year on
intramural research in Federal piomadical laboratories.

been supplied by the sponsor at & price. In the case
of alglucerase, the drug’s manufacturer generated
55 million in revenue through the Treatment IND
while the drug was still in the R&L) process (141).

Selling investigational new drugs under the
Treatment IND pragram allows companies to
generate Ietirns o their R&D investment before
the FDA has certified that the drug is safe and
effective. The FDA, the agency responsible for
reviewing companies’ requests to charge under a
Treatment IND, lacks the expertise and the
authority to determine whether cost daia provided
by companies are accurate and justify the price
they wish to charge. In the case of Ceredase™,
the price charged under the Treatment IND ($3.00
per unit) was only slightly lower than the drug’s
price after the drug was approved for marketing
(§3.06 per unit in 1991 net of free goods,
uncollected revenues and rebates to the Medicaid
progtam) (141),

FEDERAL TAX POLICIES AFFECTING

PHARMACEUTICAL R&D
In 1987, drug companies claimed $1.4 billion
in credits against their Federal income taxes.” Of

 This docs not include over 5300 million foreign tax credits. Unlike oter tax crodis which are designed to sumalate certain nypes of
behaviar among tuxpayers, fOreign ax credits are simply a mechanism lo peevent US. firms from being taxed twice o income earmed in another

COUR(ry.
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this amount, only about $90 million was for
credits whose specific purpose was to stimulate
R&D. The tax credit for conducting business
operations in U.S. possessions such as Puerto
Rico aceounted for over $1.3 billien in foregone
taxes from the pharmaceutical industry in 1987.
Pharmaceutical companies are the main benefici-
ary of this tax provision, claiming just over 50
percent of all dollars elaimed under this credit in
1987. Overall, the tax credits reduced the amount
of taxes drug companies would have otherwise
owed the U.S. Governm-nt by 36 percent and
equaled 15 percent of the industry’s taxable U.s.
Income.

Although the aggregate value of R&D-orented
tax credits earned by the industry is relatively
small (8105 million), the pharmaceutical industry
is a major user of such credits (table 1-9). The
pharmaceutical industry eamed almost 10 percent
of all R&D oriented tax credits in 1987. The
industry's differential ability 1o use such credits
attests to its greater research orientation than
other industries and the rapid growth of its

research expenditures, These credits represent an
indirect subsidy to the industry for undertaking
activities deemed to be in the public interest.

FEDERAL SUPPORT FOR
PHARMACEUTICAL R&D

The Federal Govermment is the mainstay of the
country's health sciences enterprise. Health-
related R&D reached almost $10 billion in 1990
Some of this money is spent In govemment
laboratories on intramural rasearch (32.6 billion
in 1990), but the vast majority of this federally
sponsored health-related R&D s awarded fo
universities and private nonprofit laboratories
through extramural grants and contracts. The
money not only supports scientists but also has
paid for much of the infrastructure of health
research facilities in use today at American
universities. The Federal Government also pro-
vides the bulk of support for training scientific
personnel. Some of that training is paid for under
research grants and contracts, but in 1989 alone

Table 1-9—Research Tax Credits Earnad by the Pharmaceutical industry in 1987"

Aggregate credit
claimed ($ thousands}

Aggregate ¢redit earned
Number of firms as a percent of aggregate
claiming credit  eamed by all Industries

Research and experimeniation tax credit’
Firms with assets <550 million.. ... .....ovvirin -
Firms with assets » 550 milllon and = $250 million, .
Firms with assats of $250 million or MO, .. .......
Al firma. ... eca i i i

University-based basic research tax credits
firms with assets <450 million. . ...l
Firms with assets > $50 million and < $250 miltion. . .
Firms with assets of $250 million or more. ... ......
AN FITME. v v rir ot tarmnararassarrmnner-sus

Orphan drug tax credits
Firms with assets <350 million. ..........covvunin
Firms with assats > 550 million and< $250 milllon. .
Firms with assets of $250 million or mora, .........
ALFirME, . o vvrvrcssasranrres Fatatmrnararrs

$6,455 147 14010
2,042 9 20
BB,878 28 126
97.375 184 9.6
3 20 17.2
0 30 0.0
2,257 43 10.7
2,260 990 B.4d
] 0 -
0 ] -
5,358 8 84,3
5,358 8 84.3

a Extimatas for tax yasr 1987 are from the LLS. Treasury's Statistics of Incoms (SO0 sample walghtad to refisct ralavant populations,
Pharmacsutical Industry 18 defned as SO industry group 2830 minus fiems with assets of 5250 million or more ard known not 1o be Invelved in
pharmateuticaln, Tax Cradits warnedaranotedulvalentio tax credils ciaimed because the fomar dees not reflect inautt icient tax liabllity in current

year, or carry-forwarda from previgus years,

b Research and sxperimantation credit estimates are nat of unlyersity-baxed basic ressarchomedit,

SOURGE: OMice of Technology Asasssmaent, 1993. Estimates provided by U.5. Congress, Jaint Committes on Taxation.




the NIH spent 5256 million on 11,585 training
awards in the life sciences.

Although most of the research supported by the
NIH and other Federal heulth research organiza-
tions 15 aimed at understanding the basic mecha-
nisrms of health and disease, the Federal Govern-
ment supports a substantial amount of research
directly largeted to the development of new
pharmaceuticals. OTA estimates that NTH and
other Public Health Service (PHS) research of-
ganizations spent approximately $400 million in
1088 for preclinical pharmaceutical research ~nd
250 million for clinical pharmaceutical R&D.
This spending includes 13 targeted drug develop-
ment programs whose specific mission is 1o
develop new medications for pariicular diseases
or conditions.

The pharmaceutical industry is particularly
adept at mining the metherlode of knowledge
created by government-sponsored biomedical re-
search and training. The pharmaceutical industry
benefits from the Federal investment in extramu-
ral and intrarmural research through its collabora-
tions with universities and academic researchers
and through its contacts with intramural research-
ers at NIH and other Federal health research
\aboratories. In the past decade, Federal technol-
ogy transfer policies have provided new incen-
tives for both federally supported academic re-
searchers and povermment researchers to collabo-
rate with private industry in bringing to the
market patentable inventions arising from feder-
ally supported research.

§ Federal Technology Transfer Policy
Today, any inventions arising out of the
substantial Federal support to academic research
are essentially the property of those institutions.
The Bach-Dole Patent and Trademark Act of
1980 (Public Law 96-517) gave universities,
nonprofit organizations and small businesses the
rights to inventions resulting from research sup-
ported with Federal grants. This law was in part
the impetus for the creation in the 19805 of
university-sponsored enterprises whose purpose
is to commercialize biomedical research findings.
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Universities and nonprofit organizatiens can li-
cense their valuable inventions to commercial
enterprises and share in the revenues the inven-
tions generate,

Inventions arising from the $2.6 billion annual
investrent in intramural Federal research have
also been encouraged by legislation whose pur-
pose is to foster commercial innovation. The
Stevenson-Wydler Technology Innovation Act of
1980 (Public Law 96-480) made the transfer ol
Federal technology to the private sector a national
policy and a duty of Federal labotatories. Among
its provisions, the act required that Federal
laboratories spend at least 0.5 percent of their
research budgets on efforts to transfer technology
from the laboratory to the marketplace. Addi-
tional legislation in 1984 directed the Department
of Cotnmerce to issue regulations governing
licensing of technologies developed in Federal
lahoratories (Public Law 98-620).

These initiatives proved insufficient to bring
about the desired amount of formal interaction
between government and industrial scientists.
The Federal Technology Transfer (FIT) Act of
1986 (Public Law 99-502) followed with finan-
cial and professional incentives to Federal scien-
tists to actively pursue the commercialization of
their inventions, The act also requires Federal
agencies to share at least 15 percent of royalties
from any licensed invention with the inventing
scientists, and it directs agenicies to establish cash
awards with other personnel involved in produc-
tive Federal technology transfer activities.

The legislation also permitted Federal labora-
tories to enter into formal coaperative research
and development agreements (CRADAs) in which
a Federal agency provides personnel, services,
facilities, equipment or resources (but not meney)
and a private company provides money, person-
nel, services, facilities, equipment or other re-
sources for R&D. The law leaves implementation
of CRADA policy up to the research agency, but
as part of a CRADA the Federal laboratory can
agree in advance to grant licenses to the coilabo-
rating partner on any inventions resulting from
research under the agreement.
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Figure |-n-Fublic Health Service Patent
Applications and Patents Issued, 1987-80

Number of patents

250

1388
77 Patent applications Il Fatents issued

=OURCE: Tha Offics of Tuchnology Assessment, 1993, Baaad on data
from U.5. Departmant of Haalth and Human Services,
Public Health Service, Natlonal Institutes of Health, Dffice of
Technology Transfer, 1991,

Early data suggest that the FTT Act may be
successful in increasing the patenting of inven-
tions created in Federal biomedical research
laborataries. The number of patents filed annually
by the Public Health Service (which includes
NIH) has grown dramatically since 1987, the first
year for which data on PHS patents are available,
The number of applications more than doubled
between 1987 and 1989 alone (figure 1-11).

I Licensing inventions from
Federal Laboratories

The Federal govermment has steadily increased
the number of licenses issued on its biomedical
patents throughout the 1980s (figure 1-12). Roy-
alties paid to the inventing agency typically do
not exceed 5 to 8 percent of the resulting product
sales. The PHS policy is to grant exclusive
licenses only in cases where substantial addi-
tional risks, time and costs must be undertaken by
a ficensee prior to commetcialization (484,486).
Otherwise, PHS tries to negotiate nonexclusive

Figure |-12—Licenses Issued by the U.5.
Department of Health and Human Services,
Fiscal Years 1977-91

Number of license agreamants

n HE zzm
a7t 78 78 80 81 B2 33 B4 B85 96 B7 83 89 9D 912

Typa of licansa

[ Researchievaluation [l Exclusive
t7 Nonexclusive
aNumber In tiacat year 1391 annualizad from the number of agrae-

mantg reached during first 4 months of the year.

SOURCE: Office of Technology Assessment, 1933, Bagad on data
from 11.5. Departmont of Heallh and Human Services,
Public Health Servica, National Instltutes of Health, Office of
Techneology Transfer, 1991

licenses. Firms collaborating with Federal health
laboratories under CRADAg, however, may have
built into the CRADA at its inception the right to
negotiate an exclusive license 1o any invention
arising out of the collaboration. The advent of
CR,.DAs in recent years may portend even
more exclusive licenses in the future.

Royalty income to PHS agencies from licenses
is a small fraction of the total PHS intramural
budget. In 1988, the total NTH royalty income was
just 0.03 percent of total NIH intramural spend-
ing. NIH takes the position that the purpose of
royalties is to stimulate technology transfer by
“offering an attractive incentive to encourage
[PHS) scientists to participate in collaborations

1 g Separaic BETCEMENLS Wete signed by the cnd of fiscalyear1 390,




with industry, , . rather than to augment or
replace funds appropriated by Congress for re-
search (73).

The net returns to both the NIH scientists and
the commercial firm rise and fall directly with the
ultimate price of the product to consumers
(individual patients and their private and public
health insurers). The PHS policy governing
exclusive licenses, including those granted under
CRADAs, requires that prices of commercial
products be commensurate wit' e extent of
* *public investment in the produc., and the health
and safety necds of the public’ (486), The policy
further states that licensees may be reguired to
provide * ‘reasonable evidence’ to support their
pricing decisions, To date, this policy has been
implemented only in one case-—the antiviral ddl,
manufactured under an exclusive license by
Bristol-Myers Squibb,

At present, the PHS has no established
mechanism or standards for reviewing the
reasonableness of prices for products mar-
keted uynder exclusive licenses and lacks the
legal authority to cnforce its policy in cases
where prices would be deemed unreasonable.

The need for review of prices of drugs licensed
from public agencies results from the failure of
the market for prescription drugs to assigh appro-
priate values to new technologies. Because most
patients have health insurance policies that pay
for a large fraction of the charges for covered
drugs and other health care products and services,
they may be willing to “purchase” such care
even when it is wouth less to them that what the
seller charges, [nsurers have little flexibility in

Chapter 1--Summary | 37

choosing what pharmaceuticals to cover and what
prices to pay.

Although the question of what is u “reasona-
ble” price is subject 10 differing interpretations,
the termn is commonly used to mean the price
charged doss not greatly excead the full cost of
researching, developing, manufactuning, market-
ing and distributing the drug, where cost includes
4 retun on the investment sufficient to cover
imvestors’ risks or failure and opportunity costs of
capital.

OTA's contractor study of the costs of develop-
ing and manufacturing the drug Ceredase™
demonstrated that determining such costs 1% 2
difficult task. Expertise in cost analysis is critical
to such a review. Even the best and most
sophisticated efforts to assess costs will fall short
if they arc not based on an audit of detailed cost
accounting data. Access to such data is possible
only with full cooperation of the company pro-
ducing the drug.

Implementing PHS's fair pricing clause for
exclusive licenses in more than a cursory way
could conflict with the Federal goals of technol-
ogy transfer and the collaborative development of
new medicines with industry. When faced with
potential government scrutiny of their books and
manufacturing processes, some firms may opt not
to license drug technology developed at NIH.
Whether such reactions would be frequent enough
or universal enough to delay the availability of
new therapies can only be judgud through experi-
ence. So far, NIH has been reluctant to take on the
task of demanding detailed cost information as
part of its technology transfer function.




The Costs of
Pharmaceutical R&D

his chapter brings togeiher existing evidence on the cost
of bringing new pharmaceuticals 1o market, It begins
with background on how to measure such costs and then
moves to an assessment of existing swudies of rescarch
and development (R&D) costs. These swudies are retrospective;
they estimate the costs of R&D for pharmaceutical products
developed and brought to market in the past. R&D costs can
change quickly as underlying seientific, technical, or regolatoty
conditions change, so it 15 dangerous 10 predict much about the
fulure, or even about today's R&D costs, from studies of past
costs. In the last part of the chapter, the Office of Technology
Assessment (OTA) examines recent trends in some critical
components of the cost of bringing new drugs to market,

A FRAMEWORK FOR ESTIMATING R&D COSTS

R&D is an investment in a potential future stream of revenues
from the sale of successful new drugs. Unlike other kinds of
investments, such as & new manufacturing plant, the success of
a phatmaceutical R&D} investment is highly uncertain and may
take many vears (o be realized. The investors in pharmaceutis:.
R&D must be able o “expect” not >nly to recoup their actual
cash outlays for R&D bui also 1o be compensated for the risk they
took of losing their investment aftogether and for the time they
spent waiting for the investment to pay off. Without such an
expectation, no investor would put his or her money on the line.

The full cost of the R&D invesiment can be thought of a3 the
minimal 'expected’ payoff required to induce the imvestor to lay
out ithe money at each step of the research project. The
¢ ‘gapected’ payoff do¢s not mean an assured payoff, rather, it
means the minimal payoff required from the drugs thal success-
fully reach the market after taking im0 account the chances of
success and failure and the expected development time involved.
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The full cost of bringing a new drug to market.
as definced above, is clearly higher than the cash
outlays spent to discover and develop successful
new drugs. [t also includes the cash outlays spent
on projects that fail’ And, it must include the
npportunity cost of capital, the rate of interest that
dollars invested at a given level of risk must cam
in exchange for being tied up in the investment
{39,283).

The opportunity cost of capital for pharmaceuti-
cal R&D is higher than the interest rate on safe
investrments, such as insured bank deposite or
government bonds, but just how high the cost of
capital for pharmaceutical R&D projects is de-
pends on how investors evaluate the tisks of these
investments, (See appendix C for z detailed
discussion of the cost of capital.}) The risk and,
therefore, the cost of capital varies across differ-
ent projects and even within the same R&D
project at different stages of development. The
cost of capital for any investment also varies from
year to year with underlying changes in the
risk-free rate of interest (¢.g., on bank deposits).
Thus, the full cost of R&D varies widely over
time and across projects.

To measure the full cost of bringing a new drug
to market, all outlays required to achieve the
successes (including spending on projects that
fail) must be compounded (or capitalized) at an
interest rate equal 1o the cost of capital, to their
present value (or capitalized value) at the date
of market arproval. For example, §1 miilion
invested 1 year ago should be worth $1.1 million
today if the cost of capital for that investrnent was
10 percent pet year.

Note again that the full cost of bringing a new
drug to market is much higher than the amount of
money companies must actually raise to fund
R&D projects. To pursue R&D, companies must
raise only cnough cash to cover the actual outlays
associated with the successful and unsuccessful

Fhote cradit: THE UPJOHN COMPANY

F&D pxpanditures include substantial investment In rasearch
facilities and equipment. The Upjehn Company recently bulit
thie new additien to its research facilities, the '(whita” buliding
located at the top of tha photograph. It ancompastot more
thar 700,000 sguare feet, was constructed at a coat of
£120,000 milllon, and will hausa more than 500 scientigts.

projects. Estimating the full cost of bringing a
new drug to market, by contrast, provides a way
of pauging ho w much money must be eamed from
the succcssful drugs, once they reach the market,
to justify the research outlays.

EXISTING STUDIES OF R&D COSTS

Two major approaches have been used to
estimate the cost of bringing new drugs to market.
One approach examines project-level data ac-
quired from pharmaceutical firms. The second
approach analyzes R&D expenditures and new
products at the industry level. Table 3-1 contains
a summary of selected pharmaceutical R&D cost
studies of both kinds—project-level and industry-
level--listed in the order of the R&D period
studiea.

Project-level studics try to measure costs in-
curred at each stage of development and the
percent of drugs that will successfully pass each
stage, and then use these calculations to arrive at
a final cost estimate. The key advamage of the
project-level approach is that, if sufficiently

I when the fuil cost of R&D is estimated with higiorical data, averaging of outlays across winners and Josers must take place aeross the
entire industry, or at least a geod part of it betausé individual companizs may have unusual experiences. For example, 2 company could have
frusminaged s ressarch, leading to relatively few successes and high outlays per success. Though investors in that company might have lost
money. they aued hor be rewarded for their had judgment. The experience of the industry a5 a whals is a gead basis for estimating the trus (snd

uncenteollable) probability of success and failure of R&ED projects.
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reliable data can be obtained, it provides the most
detailed view of the costs of particular projects
and overall development costs. These studies
look at a sample of new product introductions
(virtually always new chemical entities (NCEs))
and use project cost data obtained {rom compa-
nies to estimate the average cost of bringing a
product to market. Although Clymer {79) and
Schnee (367) took this project-level approach in
carly studies, they calculated only the cash R&D
outlays of a single firm, ~nd Schnee did not
consider the cost of failur_.. These studies are
therefore not considered further.

The prototype of project-level R&D cost esti-
mation is a pair of studics published by Hansen in
1979 and DiMasi and colleagues in 1991 (109,175},
They used very similar methods and data sources
to estimate the present value in the year of U.5.
market approval of the costs of discovering and
developing NCEs. The results of these studies
huve been used to estimate net returns to R&D
and to estimate recent changes in the cost of
developing new drugs.

Industry-level studies examine the relationship
between new product introductions and industry
research expenditures. An estimated regtession
equation that predicts NCE introductions as 2
function of R&D expenditures in previous years
as well as other external factors (such as regula-
torv controls) is then solved for the R&D expendi-
tures required 1o bring one additional NCE to
market. '

The advantage of these industry-level studies 18
that data on produet introductions and research
cxpenditures are verifiable and readily available
at the industry level. The disadvantage is that the
introduction of NCFs in any year must be related

to a pattern of past R&D expenditures that 15
complex and often beyond estimation with the
limited number of years of data available. This
approach was pioncered by Bailv (32). but the
cost estimate from that study is based on very old
data that are not converted to present values,

A recent estimate based on a study by Wiggins
(520} is the most comprehensive analysis using
this approach, Wiggins followed the gooeral
method first used by Baily, but Wiggins had ..«
data at hand and used less restrictive assun. ..ons
about the nature of the relationship berween
expenditures and new drug production. There-
fore, this chapter focuses on the Wiggins study.

Grabowski and Vernon (159) also used pub-
lished aggregate R&D expenditure data to esti-
mate the cost of successful drug development.
Though Grabowski and Vernon did not estimate
development time profiles with statistical analy-
sis, their estimate provides another point of
reference for comparison among methods, and it
is also summarized here,

I The Hansen and DiMasi Studies

METHODS

The two studies by Hansen (175) and DiMas
(109) are based on samples of NCEs frost eftering
human testing in specified time peniods. The
sample of NCEs for each study was selected from
a set of data on NCEs constructed and maintained
by the Tufts University Center for the Study of
Drug Development (CSDD) from an ongoing
triennizl survey of over 40 pharmaceutical fins.
The early study examined approximately 67
NCEs, discovered and developed by 14 U.5.
pharmaceutical firms that first entered human
trials between 1963 and 1975. The second study

2 DiMas; defines 'NCE* as ""a new molecular compound not previously tested i humans * (107). In keeping with DiMasi's definitian

this report uses Thi term NCE 10 refer 10 borh therapeutic drugs and biolagical.

"Industry-level analyses are therefors estimates of masginal cosis of NCE production. As DiMasi observed, marginal costs and averaigs
eusts are not 1ikely to be equal unjess R&D is subject ta constani retums 1o scale (109). Inan R&D-inteasive pharmaceutival firm, there may
be substantial cconomics of scale. particularly at low levels of expenditure, However, from the standpoint of the industry as a whole, marginal
costs may more closely approximate average cosks, A more important eriticisim of the marying] cost measure i that the marginal NCE (i.e..
the next une that would be brought forth by an infusion of new R&D expenditutes) is not determined by casts alone bul by the present vitlue
of net returns, The marginal NCE might be a low-cost project with low revenue prospects. Therefore, marginal research cast doss not have much

meaning from the siandpoint of R&D decisions,
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examined 93 NCEs. discovered and developed by
12 U.S. fins, that were first tested in humans
between 1970 and 1982 (109).

Both studies looked only at NCEs that were
actually discoversd by the firms themselves (L.e..
self-originated), not lcensed from other compa-
nics, and the samples in both studies incleded
unsuccessful as well as successtul NCEs. Prod-
ucts acquired throwgh joint ventures or licenses
were excluded because part of the costs of these
R&D projects would have been borne by other
firms and could not be measured easily.

The study authors surveyed the firms sponsor-
ing the sampled NCEs for information about the
costs incurred from year to year as each NCE
traveled through the drug development process.
Many of the sampled products were abandoned
during the clinical testing phase, and the costs
were adjusted for these abandonments. With
year-by-year estimates of spending for each
project, the authors could build a time profile of
expenditures throughout the development peried.
These time profiles were then combined with
information about the survival experience of the
NCEs under study to estimate the average cash
outlays’ for clinical research.

A portion of R&D cost is devoted to the
discovery of NCEs. These basic and preclinical
research activities cannot be allocated to specific
NCEs, so the authors of each study asked firms to
report information that would allow estimation of
preclinical research expenditures. In the early
study, firms were asked to report total NCE R&D
expenditures in the United States between 1962
and 1975 as well as “basic research” expendi-
tures.’ Overall, firms reported that 51 percent of
all NCE R&D expenditures were for basic re-

search, so Hansen assumed an amount equai to
the total average development period cost went ta
basic research in the preclinical period, spread
equally over 3 years prior to the initiation of
clinical testing,

DiMasi used & more involved methodology to
eitimate both the amount of preclinicat cost and
the timing of those costs, Firms reported total
self-originated NCE R&D expenditures and
preclinical research expenditures between 1970
and 1986. Preclinical expenses averaged G
percent of total self-originated NCE reser -
This estirnate was revised to 58 percent to accuunl
for trends in the data over the time period on
which the estimate was based. These estimated
preclinical costs were spread evenly over 42.6
months prior to the initiation of the clinical
period.”

“The estimated cash outflows, spread over the
discovery and development periods according to
the time profile reported by companics, were
converted to their present value in the year of
market approval. The early study used a Teal
(inflation-adjusted) cost of capital of 8 percent;
the later study used 9 pereent.

RESULTS

Table 3-2 shows how the actual estimated cash
expenditures (in 1990 constant dollars) changed
between the two studies. Total cash outlays per
successful new NCE were estimated at $63.5
miltion (1990 dollars) by Hansen and at 5127.2
million by DiMasi, a 94 percent increase in
estimated real (inflation-adjusted) outlays per
succesful new drug over the period of the twe
studies. If the midpoint of the study years is used
to calculate the rate of increase in cash outlays,

“The reported expenditures don't correspend exactly to cash outlays because ¢harges for indirect costs, ovethead, or capifal equipment and

factlitiss may be made using allozation or depreciation methods that don’t correspond in time 10 actual cash outlays. The 1erm “cash costs™
is used here to diffesentiate the reported ¢xpenditures [rom their present vaiues in the year of market approval.
» Development gz included clinical 0osts and shon-1erm preclinical animal studies.

s Since clinical pariod expenditures oesur later than proclinical expenditures, the ratio of prexlinical peciod real R&D to total real RAD
sxpenditures overestimates the tue preclinical period ¢ontribution When total expenditures are riging (109).

“The lengih of the preclincial period was estimated from data in the CSDD database on NCEs appraved for marketing by the U.5. Food
10d Drup Admtistration (FDAY in the years of the stady. The preclinical period is defined in that database as the length of time from synthesis

of a drug to the beginning of human climeal srudies,
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Table 3-2-Cash Outlays per Successful New Chemical Entity:
Hansen and DiMasi (5 1990 millians)’

Study years Clinical

Preclinical/discovery
As parcent

Total cash outlays

Study {midpolnt) sost cost  of total ¢ost per suscess

Hansen, 1979, .., .. 1963-7% 529.9 53156 4% $66.5
{1968

DiMasi et al,, 1821 ..., 1970-82 53.8 72.4 58 131.2
(1976)

Rate of increasa (%), 79 106 94

2 Alastimates ware adjusted fer Inflation using the GrF lmphicit price deflatar.

SOURGE: Office of Technology Assaasment, 1393, adapted frem R, Hanaen, “The Fhamaceutical Develepmant

Pri : Estl af Davelap

| Costs and Timas and the Effect of Propesed Regulatary Changes.”

{22uga in Pharmacautical Ecanomics, R.A. Chian (cd.) (Laxington, MA; [1.C. Heath and Ca., 1979); J.A
(Masi. LW, Hansen, H.G. Grabowak, et al,, "The Cost of lnnovation i the Pharmacautical Industry,"

Jaurnal of Hosith Ezenomics 10:107-142, 1991,

this pair of studies suggests that real R&D cash
outlays per successful NCE increased at an annual
rate of about 5.5 percent in the study years.”

The increase in cash outlays per success is
moderated by an improvement in the success rate
of the drugs in the two study cohorts. Whereas
Hansen projected an ultimate success rate from
human testing 1o approval by the U.S. Food and
Drug Administration (FDA) of 12.5 percent,
DiMasi and colleagues estimated about 23 per-
cent of the projects would be successful. Without
this improvement, the increase in cash outlays per
success would be even higher.

Because the estimated ratio of preclinical costs
to clinical costs was higher in the later study than
in the early study. the increase in real cash outlays
is somewhat greater for preclinical costs than for
clinical period costs, but the annual rates of
increase were not very different-10.3 percent
pee year for preclinical costs compared with 8.3
percent per year for clinical period costs.

Total R&D costs capitalized to the date of
approval for marketing increased from 5108
million to $259 million (in 1990 dollars) over the

course of the two study periods, an inflation-
adjusted increase of 139 percent, or 12.4 percent
per year from the midpoint of the gatly study
(1969) to the midpoint of the later study (1976).
The even more rapid increase in fully capitalized
costs was due to cost-increasing changes in two
components of the estimates:

e An increase in the estimated cost of capnal
from % percent in the early study to 9 percent
in the later study,

¢ An increase in the toral development time
from 9.6 1o 11.8 years, led by a longer
preclinical period in the later study (42.6
months, compared with 36 months) and a
langer period of regulatory review once a
new drug application (NDA} is filed with the
FDA (30.3 months compared with 24
maonths).

The change in the assumed cost of capital alone
would zccount for little of the increase in total
capitalized costs. OTA reconstructed Hansen’s
cost analysis using a 9 percent cost of capital. This
change, in the absence of any others, increascd
Hansen’s total cost estimate by only 5 percent to

'Compatisen of the midpoints of the study years may umderstate the true difference in time between the studies and may therefare overstate
the raie of change over the time period. Althongh the database from which the sample of NCES in each study was drawn shows the median
years for self-originated NCES receiving invastigational new drugs in the two studies wete 7 years apart {107), the cost estimates i the early
sudy were based more heavity on the older NCES in the sample than were the cost estimates in the second study (176). 1f a steady upward lend
i the reat cost of R&D was occurring threughout the decades of the twa studies. the cost estimates of the catly study would be biased downward,
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approximately $114.8 million (in 1990 dollars).
Increasing the discovery/development period to
match that of the DiMasi study without any other
changes would increase Hansen's total cost esti-
mate to $122.7 miilion (13 percent higher than the
baseline estimate). Together, a higher cost of
capital and a longer R&D time profile (in the
absgnce of any other changes) increased Hansens
estimated cost to $132.9 million (in 1990 dollars),
only 23 percent higher than the baseline estimate.
Thus, without the very large changes in estimated
cash outlays over the two periods, the inflat’ on-
adjusted rise between the two periods in R&D
costs per success would have been relatively
modest.

§ The Wiggins Study

Wiggins regressed the total number of NCEs
that the FDA approved between 1970 and 1985 on
the estimated total NCE-oriented research spend-
ing in previous years'and on the average delay in
NDA approval times for drugs approved 5 years
earlier. The regression equation was then trans-
formed into an estimate of the extra cash research
outlay required to bring forth one additional NCE.
This estimate of marginal R&D cash outlay per
additional NCE was $75 million in 1990 dallars.

Wiggins' analysis is based on NCE approvals
for marketing, not NCEs entering human testing,
If the average time from the filing of an investiga-
tional new drug (IND) application to approval of
the drug by the FDA was 6.5 years (as Hansen's
carly survey indicated), then Wiggins' sample
corresponds to NCEs first entering clinical testing
between roughly 1963 and 1979, a period that
overlaps substantially with the Hansen study
(1963 to 1975). Thus, Wiggins’ estimate of 373

million in cash costs i3 roughly in line with
Hansen's estimate of 565.5 million, especially
when one considers Wiggins’ analysis probably
covers a somewhat more recent population of
NCEs than does Hansen's.

Wiggins" NCE sample 15 different from
Hansen's, however, because it includes licensed-
in products as well as self-originated NCEs. It is
unknown how the full costs of discovery and
development for licensed-in products compare
with those of self-originated drugs. Though the
cost of developing licensed-in products s likely
to be lower for the licensee, if the licemser is 2
Pharmacentical Manufacturets Association (PMA)-
member company, then Wiggins' method would
have captured the early costs.

Although Wiggins converted cash R&D costs
to their present value at the time of market
approval, he did so by assuming the cash costs
followed Hansen's estimatcd time profile.” Like
Hansen, Wiggins used an 8 percent cost of capital.
Starting with higher out-of-pocket expenscs, Wig-
ging necessarily concluded the full cost of bring-
jng an NCE to market is higher than Hanscn
predicted. In 1990 dollars, Wiggins' estimated
cost of discovery and development of a new NCE
is $123.4 million" compared with $108 million
estimatcd by Hansen (173).

B The Grabowski and Vernon Study
Grabowski and Vernon (160) also used annual
aggregate R&D data reported by PMA to estimate
the average cost of developing new NCEs ap-
proved by the FDA for marketing during the
1970s. Like Wiggins, Grabowski and Vemon
estimated the cost per NCE for both self-
originated and licensed-in drugs. They assigned

% The averags research expenditures for NCEs in the thicd, fourth. and fifth year priar to FDA marker approval as reported to the
Pharmaceutical Manufucturers Association was used as the measure of research expenditure.

10 §ince wigying' analysis in¢luded licensed.ia a3 well 5 self-originsicd drus, he should have used  different, and probably shorter, tme
profile for the licensed-in drugs, Data on development times for apptoved licensed-in drugs suggest they are substantially shorter than the
developtett mes for approved sel Foriginated products (107), which suggests lower costs to the licensee. Had Wiggins applied a differant
profile to the licensed-in drugs, his sstimate of total capitalized cost would have been lower.

11 This valug diS3ETCes with Wiggias' estimate, §j44 million i,1990 doilars. As discussed by Woltman ($24) and DiMasi et al. (109),
Wiggins made an error in caloulating the total capitalized cost, OTA'S re-estimate, $123.4 million, is slightly lower than DiMasi’s recaleylation,
$124.7 million in 1990 dollars, because of differences in price indexes used.
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R&D expenditures in each year between 1962 and
1978 to product introductions in the years 1970-
79 using assumptions about the application of
each year's expenditures to the future years
introductions. For example. Grabowski and Ver-
non assumed that in 1965, 10 percent of R&D
expenditures for NCEs was spent on drugs
introduced in 1970, 10 percent on drugs intro-
duced in 1971, cte.”

This weighting scheme was then used to
estimate the cost of introdnctions in each y. ...
Compounding these value: o the date of market
introduction at 9 percent, Grabowski and Vemon
estimated the mean cost per successful NCE
approved by the FDA between 1970 and 1979
was $142 million in 1990 dollars. Because the
weighting scheme assumes a total discovery/
development period of 8 to 12 years (lengthening
over the period of study), this estimate corre-
sponds to NCEs first entering human testing in
the period roughly bounded by 1965 and 1972,
This period falls withir the bounds of Hansen's
study years.

Whereas Hansen's total estimated cost in 1990
dollars with a 9-percent discount rate is $114.8
million for dnugs entering testing in the period,
Girabowski and Vernon cstimated an average Cost
of $142 million. For NCEs approved in 1973,
Grabowski and Vernon estimated cash R&D
outlays of $86.7 million in 1990 dollars compared
with $65.5 million estimated by Hansen.

I Comparison of Estimates

The studies discussed above are best compared
by standardizing for constant dollar year and cost
of capital, chosen here to be 1990 and 9 percent.
Tzble 3-3 shows the estimates from each re-
viewed study.

The three studies of research conducted on
NCEs frost entering clinical testing in the 1960s
and early 19705 use different methods and arrive

Table 3-3-Estimates oft he Full Cost of Bringing a
New Chemical Entity to Market'($ 1990 millions)

First year of clinical testing

{midpalnt)
1963-75 1470-82
Study {1963) (1978)
Hansen, 1979. ..., ... o0 h e e $114.8 -
DiMasietal, 1881 ... ....... .. — 5259
Wiggins, 1987. ... 00 oonuens 131.5 -

Grabowski and Vernon, 1830.. . 142 -

2 All wstimates were adjusted for Inflation using the GNP implicit PN:;
deflatar and wora ealculatad at 9 percent cost of capitat.

SAURCE: Office of Technalogy Asssgamant, 1901

at estimates differing by upy to 25 pereent, 3inee
the methods used in each study are not completely
independent, " more congruence might have been
expected.

Because neither Wiggins nor Grabowski and
Vemon differentiated between lcensed-in and
self-originated drugs, their estimates should be
lower, or at least no higher, than those of Hansen,
Yot the cash outlays estimated in both industry-
level studies are higher than those of Hansen
Hansen estimated cash outlays per successful
NCE of $65 million; Wiggins estimated 375
million; and Grabowski and Vernon estimated
£86.7 million.

VALIDITY OF R&D COST ESTIMATES

All of the R&D cost studies described above
begin with estimates of R&D cash outlays in each
phase of development, the time required to
complete each phase, and the success rate for
p-cjects in cach phase of the process. These
estimated cash flows are then capitalized with a
cost of capital that differs among studies. The
validity of the studies rests ultimately on the
accuracy of the estimates of cash outlays and the
timing of those outlays. In this scction, OTA
analyzes the validity of the estimates of cash

12 These ASSUMIPUIONS waze based IN part on a TERESSION estimata Thomas made i 1986 (421),
13 Hpngen used the 3ample firms* sclf-repored data on R&D expeodimras 10 esrimate basic research costs o their present value; Wiggins

used Hansen's time profile generated from a survey of compinies’ NCE intruductions to capitalize costs, and Grabewskd and Yornon's time
prafiles were based iargely on duta supplicd by the CSDD NCE duabase, Ihe same database from which Hansen's sample was deawn and from

which estimates of Hansen's RéeD time profile wore partially drawn.
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outlays, their timing. and the success rates from
stage to stapge in the development process.

Arc the estimates of cash outlays accurate?
OTA addressed this question in two ways, First.
we critically assessed the validity of the methods
and data sources used to arrive at the estimates
and the potential impertance of departures from
full validity. Second, we attempted to corroborate
the findings with data from independent ot
semi-independent sources,

The assessment of validity of the methods
concentrates on the project-level studies of
Hansen (175) and DiMasi (109} for two reasons,
First, the DiMasi study offers the most rewent
estimate which industry representatives and oth-
ars have quoted widely as the defipitive estimate
of research costs (325). Second, the other studies
based on ageregate R&D expenditures draw from
the project-level analyses of Hansen and DiMasi
for estimates of the time profile of development
and arc therefore partially dependent on them.

B Validity of Study Methods
The validity of the project-level studies de-
pends on three aspects of the study methods:

» Sample of fins;

« Sample of NCEs; and

e Accuracy of survey responses regarding:
1. elinical period cash outlays,
2. preclinical period cash outlays,
3. phase-specific development tires, and
4, phase-specific success rates.

THE SAMPLE OF FIRMS

Both Hansen and DiMasi examined NCEs
ariginated at U.S _-owned, research-intensive phar-
maceutical fins. Hansen's early study included
14 firms willing to respond to the survey;
DiMasi‘s later study included 12. Because the
samples were predominantly large well-

established companies in both surveys, the re-
ported R&D costs may not reflect the cost
experience of small and relatively young firms.”
although the direction of potential biases between
laroe and small firms is unknown.”Even tf
systematic differences in R&D costs by firm size
or total R&D commitment do exist, they should
not survive for long, for the industry would
gradually reorganize to operate at the most
efficient level. The responding firms in the
DiMasi study represented 40 percent of domesti~
R&D, as measured by PMA, and the distribution
of R&D by therapeuuc class in these firms was
virtually identical to the distribution of R&D in
the 1I.8. pharmaceutical industry as a whole.”
Thus, the sample of firms appears to pose no
serious threat 1o the validity of the study.

THE SAMPLE OF NCES

Both studies selected a sample of NCEs that
oniginated within the company’s U.S. research
organizations. NCEs were sclected from a data-
base maintained by CSDD of new products under
development. Probability samples were drawn
from the universe of NCEs in the C5DP database,
but some nenresponding companies could have
hiased the sample. Furthermore, neither study
reported the within-fro response rate. If firms
failed to provide data on some NCEs for which
data were poor, or if they selectively reported o
NCEs for some other rcason, the sample of NCEs
could be biased. Again, the effect of such
potential biases on cost estirnates cannot be
judged.

The adequacy of the sample size 10 reliably
predict costs is determined by the underlying
variation in the costs to be measured. The sample
size in the Hansen study was 65 to 70 NCEs. The
precise NCE sample size was not reported.
DiMasi examined 93 NCEs. The higher the

M Theemergencs of dozens of Small bigtschoolagy firms performing pharsaceutical research in the 19802 would make this point mare

salient for periods later than those studied by Hunsen and DiMast,

15 Prarmaceutical firms may SAperience decreasiog returns to scale of RED at low levels of RAD (213}. Comanor found the marginal
productivity of research personnel it inversely related to the size of the firm (85}, but after controlling for R&D levels, Jensen did not find such

a relationship (213).

| 6 Hansen did not provide estimares of the proportion of domestic R&D accounted for by the 14 firms in hig sample,

330-067 - 93 - 3 : QL 3
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Table 3-4-Confidance Intervals for Clinical Period Cash Outlays in DiMasi Study
{$ 1987 millions)

Prohability that true

Standard  95% confidance mean is within 10
Phase Mean cost  deviation  Interval for mean percent of pztimated mean
i $4,519 &1, 184- 3,084 0.34
o 5,230 1,729- 4,179 36
T 13,874 8,236-17,366 0.41
Long-term animal, .. . - 2,155 2,41 1,450~ 2,830 0.48
Dthar animal. .. ... -- 648 1,183 49 - 1246 0.17

2 Calculated lor gl new cher -al entities antering the phase.

SOURCE: OHfice of Technology Assassment, 1993, based on data provided in JA DiMasi, A.W. Hangen, H.G.
Grabewski, gt al., “The Cast of Innovation in the Pharmaceytical industry.” Journal ofHeelth Economics

10:107-142. 1997,

underlying variation in costs, the larger the
sample size must be to meet any required level of
precision, Hansen did not report on the observed
variation int costs among NCEs, so there is no way
to evaluate the precision of his estimate,

DiMasi did report the sample standard devia-
tion of cash outlays in each phase of the clinical
period, Table 3-4 shows the standard deviations,
the 95-percent confidence intervals' for the true
mearn cash outlay in each clinical phase, and the
estimated probability that the true mean cash
outlay in each phase lies within 10 percent of the
estimated mean. The chance that the true mean
cost is no more than 10 percent greater or less than
the estimated cost of each phase ranges from 7
to 46 percent over the differcnt clin.cal phases. To
have a higher chance of estimating the mean costs
with no more than a 10-percent crror in either
dircetion, the sample size must be bigger.

Because the cost of one phase may be corre-
Jated with the cost of another, the precision of the
cstimate of total cash costs cannot be computed
with the existing data (106). Thus, the precision
of the total cost estimate is unknown.

ACCURACY OF SURVEY RESPONSES

The project-level studies depend on data sup-
plicd by responding companies that are unavaila-
ble from other sources. The accuracy of such data
depends on two factors: the ability of firms to
provide accurate data (ie., docs the compary

have access to accurale information?), and the
motivation of firms 1o provide accurate data.

Clinical Period Cash Outlays--OTA’s inter-
views with pharmaceutical company managers
indicated that, once projects reach the clinical
stage, virtually all companies have project-level
cost accounting systems that keep track of funds
spent on speckle projects, generally identified by
the chemical or biological compound. Therefore,
most firms have the ability to report data on
overall chinica! period outlays.

OTA was unable to obtain much information
about the structure of such accounting systems;
hence, the ability of firms to identify cxpenditurcs
by clinical phase is unclear. All companies would
have an accurate picture of menthly charges to
individual project accounts, however, and the
dates at which phase I, phase 1I, and phase L]
trials began are available to companies, so alloca-
lion of osts by date is a reasonable approach to
estimating the distribution of costs by phase. If
compenies responded to survey questions with
this approach, the phasc-specific estimates would
be reasonably aceurate,

Companies responding to cither survey may
have handled indirect, overhead, and capital costs
i inconsistent or biased ways. 1# For example. in
some companies the costs of a central computer
may be billed to specific projects based on actual
use; in others, these costs are charged to projects
based on a jpredetermined allocation formula.

\7 A §S.parcent confidence intgrval means there is a 5 percenl chance (he rue mean will lic oulside the inferval.
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Such differences in cost allocation conventions
may explain part of the high variation in reported
phase-specific costs among NCEs.

The money spent to acquire capital equipment
and facilities used in research (referred to as
capital expenditures) sometimes is not allocated
o prn_icct—levt‘l management cost accounts. How
companies allocated these expenses to specific
NCEs for the purpose of the survey is unknown.
If a responding company estimated only direct
expenditures in its clinical period R&D, but
included R&D capital expen”’ "o, in its total
R&D expenditures, the costs in we clinical period
would be underestimated, but the ratio of preclin-
ical period costs to total R&D costs would be
averestimated. Because clinical period costs oceur
later, the total capitalized cost would appear
higher using this method. On the other hand, plant
and equipment costs are always accounted for
with depreciation formulas, which spread costs
out for a number of years subsequent to the actual
capital expenditure, 19 Because A proper cost
estimate should be based on actual cash gutlays,
the delay in accounting for capital costs will skew
expenditures toward the end of the peniod and wiil
cause the total costs of R&D capitalized to the
point of market introduction to be underesti-
mated.

One hypothetical scenario that 2 pharmaceuti-
cal firm presented to OTA estimated that total
costs capitalized to the point of market introduc-
lon could be undercstimated by as much as 12
perccnt because of depreciation methods, but the
size of the underestimate depends critically on
assumptions about the initial ¢ost of facilities and
cquipment, their useful life, the length of time
such zssets are used for the project, their remain-

Prote crecht: THE UPJOHN COMPANY

The cost of testing NCEs in humang has rigen rapidly in recent
years. New diagnostic tests make for mors expensiva and
\arger clinizal trials.

ing value at the end of the project, and the extent
of shared use among different research projects.

Preclinical Cash Outlay—Both of the project-
level studies estimated the preclinical cash out-
lays for each sampled NCE from company survey
responses to similar (but not identical) questions
shout annual expenditures for total NCE-oriented
R&D and preclinical NCE-oriented R&D.FIn
DiMasi's study the reported rario of preclinical to
total expenditures was 66 percent, but DiMasi
adjusted this estimate to 58 percent to account for
trends in total spending over time. In Hansen's
study the reported ratio of basic to total NCE

18 Although \he survey yuestionnaires did contain questions abaut the methods of estimating overhead, indirect, and capital cosLs associated
with Tesearch prajeets, the questions were structured proadly and the study wuthors have provided no details about how such costing methads

may have varted ( 109, 175)

1% 11y pree of SQUipmERL, bought new, has 3 10-year life, far example, the company mhight eharge this expenditure off at 10 Pergent o' 'ts
\mitial cust each year over the next 1O years, This apnual depreciation charge would then be allocated acrass the projects that shared in use of

the capiti] equipment.

M iMas paked compantes 1o réport total expenditures for self-originited NCE RED and precimucal expanditures for self-originated NCE
R&D m the penod 1670:86. Hinsen asked compancs 1o provide estimates of total and * *basic” MWCE-orented R&D conducted in the United

States mihe years 1962-75,
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research was 51 percent, When basic research is
combined with short-term preclinical animal
research (estimated separately in Hansen's study)
10 obtain an estimate of the percent of preclinical
expenditures (i.e., comparable to DiMasi). the
resulting ratio is 54 percent.

The accuracy of thesc estimates depends both
on the capability of firms to separate preclinical
expenditures for NCEs from those of other
products (such as combination drugs. new formula-
tions, new drug delivery systems, ete.) and on
their rmotivation to repc  such expenditures
accurately,

The capability of firms to identify such preelini-
cal expenditures would depend on the structure of
their cost accounting systems. Although OTA did
not have access to information on the structure of
these systems in any firm, virmually ail companies
of reasonable size have in place project-level cost
accounting systems. Projects to extend product
lines of existing NCEs are probably separately
identified. Any project to develop a licensed-in
drug is also likely to have its own account.
Separating projects among the categories re-
quired to estimate the preclinical ratic would
require categorizing these projects, which can be
done with a reasonable level of effort by knowl-
edgeable personnel. Thus, it is reasonable to
assume companies can slot R&D expenditures
into the detailed categories needed for the esti-
mate.

Motivation is another matter. Because the
estimated ratio of preclinical cost to total R&D
cost cannot be verified without 2n independent
audit of cost accounting information, a company
that understood the use to which the data would
be put and with a strategic incentive to overesti-
mate the preclinical ratic could do so without
potential for discovery.

Although the firms responding to the carly
study may not have been aware of the potential
policy uses of the study's conclusions, those
responding to the later study would surely have
been aware of the use to which the data would be

put and its potential use in political debates. A
brief review of the methods and findings of the
aarly study could alert respondents 10 the impor-
tance of preclinical costs to the final full cost
estimate, Thus, the moetivation to overestimatc
this percentage cannot be discounted. especially
in DiMasi’s later study.

If companies responding o the DiMast sunvey
overestimated the percent of self-originated U.5.
R&D expenditures devored to preclinival re-
search by 5 percentage poinis, so that the true
percent was 53, as in Hansen's study, ' ¢ @sti-
mated total cost of developing anew NCE would
be 5228 million in 1990 dollars, 12 percent less
than the $259 million estimated by DiMasi et al.

Phase-Specific Development Times—The
studies used identical methods to estimate
typical development time profile for NCEs in
their sample. Responding companies reported the
start date and ending date for each NCE entering
a phase, The study researchers then calculated the
mean phase length for all NCEs entering the
phase,” Not only do companies have accurate
arehlval records to provide these dates, bul
companies also must report on the start and
progress of clinical testing to the FDA. Although
data reported to the FDA are not in the public
domain unless an NCE is ultimately approved for
marketing, it is unlikely companies would delib-
erately misreport such data in survey respomnses.

The length of the period from submission of a
new drug application to FC.A approval was not
estimated from the company survey: rather. the
authors estimated average new drug application
review times from the CSDD NCE database. In
the early study, Hansen used the reported mean
time from NDA submission to approval of all
approved NCEs in the database, 24 menths,
DiMasi used the reported mean NDA review time
for approved self-criginated NCEs first tested in
humans between 1970 and 1982, 30.2 months.

OTA re-estimated the NDA review period for
all self-originated U.3. NCFEs in the C5DD

i The mean

phase lengths were weighted 1 lake account of sampling probabilities,
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database approved between 1967 and 1979, the
time corresponding to Hansen's sample of NCEs
{107).% The estimated approval tirme was 26
months, Thus, Hansen may have slightly underes-
timated the review time in the early study, The
effect on total costs is negligible, however,
Hunsen's estimate would increase from S108
million to 8110 million,

Companies also did not repert the length of the
preclinical period, but the studies’ authors esti-
mated it through other means, DiMasi used the
C'SDD database on approved NCEs which con-
tains company reports on the date of first syLiue-
sis of a compound and the date of first human
clinical testing, Because NCEs can be identified
as self-originated or licensed-in, DiMasi was able
to estimmate the preclinical period for the large
sample in the CSDD database of approved
self-originated NCEs that U.3. firms developed
during the study period. The mean estimated
length of the preclinical period was 42.7
manths .23

Hansen had no information at hand with which
to estimate the length of the preclinical period. He
simply assumed that the period was 36 months in
length, OTA analyzed published CSDD data on
NCEs approved between 1969 and 1982 and
found the mean reported preclinical period was
about 30 months. (107). A sharter preclinical
period would reduce Hansen's estimated costs
slightly (see table 3-5),

The preclinical period as defined by DiMasi
(107) begins at the point of synthesis of a
compound. Since firms must screen multiple
products o obtain a lead compound (399) and
engage in basic research to understand disease
pathways before synthesizing a new product, this
period could understate the length of the true
preclinical period. If the true mean preclinical

Tahle 3-5--Effects of R&D Time Profile on Costs of
R&D in Project-Level Studies'($ 1990 millions)

Percent increase

Capitalized  (decrease}
Study cost fram baseling
Hansan (187%)
s Bazaline estimate §108 -
» NDA review time
26 months 109 0).9%
» Preclinical titme
30 manths 106 {1.8)
43 months 109 0.9
60 manths 114 5.5
. NDA review time/praciinical time
28 months/30 months 108 1]
26 months/43 months 119 13
26 maonths/60 manths 118 6.4
DitMasi et al. (18957)
® Bassline ostimate 259 -
® Preglinical time
&0 montha 270 4.2

a Eatlmates were adjustad tar inflatlan using the GNF implicit price
deflator,

b Gast of capital is 8 percent.

¢ Castal eapital (3 9 péroant.

KEY; MDA = naw drug application,

SOURCE: Office of Technalagy Assessmant, 1393, pasad on data
provided in J.A.Cikasi, A.W, Hansen, H.G. Grabowski, et
al,, “The Gost of Innovation in tha Pharmaceutical Indus-
try." Journa! of Heaith Feonomica 10:107-142, 19391; R.
H , "The Fh tical Developrient Process: Esti-
mates of Davelopmant Costs and Yimes and the Etect of
Proposed Regulatory Changes,” /ssussin Pharmaceutical
Ecanarmics, RLA, Chien (cd.) (Lexingten, MA: D.C. Heath
and Cao,, 1978},

period was 5 years, the cost estimates would
increase modestly (see table 3-5).

The combined impact on total capilalized costs
of potential changes in the NDA review times in
the Hansen study and a longer preclinical period
is shown w table 3-5. The cstimated capitalized
costs increase modestly—by about 4 to 6 percent
in beth studies-as a result of these potential
errors in timing.

22 Hanset estimaied a pmean & 3-year lag between D and ND A, submission and a 2-year period from NDA submission to approvil.
Therefore, the Hansen study period for NCEs first entering human trials in 1963-75 would comrespond roughly to NCE$ reaching approval

between 1969 and 1983.

23 Allbough the preclinical pericd 0, drugs that were ultimately oot apptoved may have beea different from the pedod for drugs that were,

OTA is unaware of any polential systematic differences that would suggest a bias in the estimate.
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Success Rates~=The cstimated probability of
reaching each clinical phase was based on survey
responses. These data are both available and
likely to have been reported accurately by survey
respondents.  Both studies predicted final ap-
proval rates not from the swdy sample, but from
a targe sample of NCEs in the C3DD dutabase.
DiMasi estimated the ultimate approval rate—23
percent—for the population of survey fim NCEs
in the CSDD database that mert the survey
inclusion criteria, Hansen's estimated apprc ol
rate—12.5 percent—was based on all NCEs in
the CSDD database covering the years of his
study .24

Recently published data from the CSDD data-
base suggest that Hansen's predicted success rate
for his cohort of NCEs may have been slightly
low. After 17 years of experience, approximately
14 percent of self-originated U.5. NCEs first
investigated in humans between 1964 and 1973
had been approved, and further approvals were
obtained later (107). A 14 percent success rate
(rather than a 12,5 percent rate) would reduce
Hansen’s estimated capitalized cost per success-
ful NCE by 11 percent, from $108 million to
$96.2 million in 1990 dollars.

It is too early to tell whether DiMasi’s pre-
dicted overall success rate will be borne out by
history. The effect of the 1.5 percentage point
difference in success rate on the estimated cost of
Hansen’s NCE sample reflects the importance of
small errors either way in success rates on the
ultimate cost of R&D,

1 Corroborating Evidence

The estimates of R&D cash outlays and capital-
ized costs in the project-level studies are impre-
cise and potentially biased, but the magnitude and
net direction of these errors cannot be predicted.
Therefore, OTA looked for estimates of R&D
costs from independent data sources to provide

additional confiderce about the accuracy of the
estimates from the project-tevel studies.

Occasionally anecdotal data come to light on
the eash outlays required for the development of
specitic NCEs. For example, in depositions filed
for a patent infringement lawsuit, Genentech
claimed it had spent 545 million to develop
Protropin™, its human growth hormone product.
(494) and Eli Lilly certified that it had spent 516
million between 1980 and 1987 on its effort to
develop its version of the drug (495). In another
example, a 1980 report of the development cost of
an oral systemic drug for chronic use estimated
$21 million in eutlays in the clinical period (226).
Unforrunately, anecdotal estimates of this kind do
not help verify industrywide costs, because they
are self-selected and do not reflect the cost of
failures or basic research.

OTA attempted to corroborate the estimales of
R&D costs with two approaches. First, the
industry-level studies reviewed in the previous
section produced independent estimates of R&D
cash outlays per success. The consistency of these
studies’ findings on cash outlays with those of the
project-level studies is examined below, Second,
data on trends in impartant components of R&D
costs are examined to determine whether they are
consistent with the rapid rise in real cash outlays
implied by the two project-level studies of R&D
COSts.

INDUSTRY-LEVEL STUDIES

The industry-level studies help to verfy the
reasonableness of total cash outlays required to
produce an NCE. These studies begin with
aggregate R&D spending reported to PMA by its
member companies (320). Because Wiggins’
estimate of cash outlays per successful NCE is
completely independent of data obtained in the
project-level study, Wiggins is @ good corrobora-
tive source.”

24 Both studies used Kaplan-Meier sorvival curve analysis (2 19.225) 1O estimate the ultimate suecess rate in the NCE gobort wader study.
25 Gratowski apd Vernon's estimate of R&D cagh cosm is Jews uschul for corroborative purposes than Wiggins' estimate because the
estimiced cash outlays are built from an assumed relationship between NCE apptavals in | year und R&D expenditures in previous years.
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Wiggins estimated cash outlays per successfil
NCE at $75 million (in 1990 dollars) compared
with Hansen's estimate of $65.5 million (in 1990
dollars}. Because Wiggins was estimating the
cost of developing all NCEs, not just sclf-
originated NCEs, his cost estimate should be
conservative. The population of NCEs entering
testing was somewhat more recent than Hansen's,
however, and Hansen's cost estimates are hased
more heavily on drugs entering human testing in
the earlier years of his sample. Gverall, then,
Wiggins® study suggests Hansen's cstimated cash
outlays are not out of line with the true costs and
may even be slightly underestimated.

However, before one can conclude that
Hansen's estimate of cash outlays is too low, it 18
necessary to assess the validity of the aggregate
R&D data reported to and compiled by PMA and
used by Wiggins in his analysis, Are these
company-generated estimates accurate? PMA
does not audit its member companies’ reported
R&D expenditures, but comparison of PMA data
with publicly available financial statemnents sug-
gests that R&D spending reported to PMA has
increased at rates very similar to those recorded in
companies’ financial statements. (See chapter 2.)
Although OTA cannot rule out the possibility that
PMA-member finns systematically overestimate
human pharmaceutical research by the same
percent each year, this congruence in rates of
change with audited financial records suggests
the PMA aggregate R&D data are reasonably
sound estimates of total R&D spending.

The total R&D spending reported to PMA
includes spending not only on new drug products
but also on modifications and extensions of
existing products, PMA publishes the firms’
reported percent of R&D devoted to new products
in most years. Between 1973 and 1987 this
reported percentage varied in the range of 79 10
82. Wiggins used 80 percent as an estimate of the

proportion of totzl PMA spending devoted to
NCE R&D. The accuracy of the reported expendi-
tures cannot be verified. How companies define
“new products’ is unclear; if they include
follow-on preducts such as new formulations. the
estimate could be inflated for the purpose of
estimating NCE expenditures. If it is too high,
then the cash outlays estimated by Wigginy would
be slightly high”

Although there are no industry-level studies
available o correborate DiMasi’s project-level
analysis, DiMasi conducted hig own check on his
estimates using aggregate PMA data. He allo-
cated a portion of US. fns’ aguregate NCE
R&D costs in each year of the period 1967 to 1937
to the production of NCEs in subsequent years,
Usiny this approach he estimated the cash outlays
per successful new drug at 5155 million (in 1990
dollars) compared with the survey-based meathod
of $127.2 million. This allocation technique
assumed that the production of self-originated
suceessful NCEs would continue into future years
at an average rate of 7.9 per ycar, despite the fact
that real R&D spending rose rapidly over the
period. The validity of this assumption is fenuous.

OTA did a quasi-independent check of the
rosults of the DiMasi study using data on aggre-
gatc R&D spending by the U5 pharmaceutical
industry and the tota! number of self-originated
NCEs introduced by pharmaceutical companics.
OTA used DiMasi’s estimates (109) of aggregate
R&D spending on self-originated NCEs by the
U.&.-based industry between 1967 and 1987,
which were obtained from PMA. The total cash
R&D o.. ays estimated in the DiMasi study
(5127 miliion in 1990 dollars) were attributed to
each self-originaled NCE approved between 1979
and 1989, spread out over the time prolile
estimated in DiMasi's study. Total self-originated
R&D expenditures for the U5, pharmaccutical
industry in 19777 calculated in this way were just

* Egllowup R&D condusted on gxisting products that have already been approved for murketing represencs a real R&D cost that is not
inchuded in any of the empirical studies but which affect the company's net retumns. This issue will be discussed in the next chapter on measuring

rellms.

i7 The year 1977 was the only one in which all self-originated NCE rescarch wauld he far NCEs approved in the 1979-89 period.
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5 percent less than PMA’s aggregate spending
estimates for that year. This result would suggest
the costs, time profiles, and raties of self-
originated to total R&D found in the DiMasi
project-level study are at least internally consist-
ent with one another,

UNDERLYING COMPONENTS OF
OUT-OF-POCKET COSTS

The Hansen/DiMasi studics imply that real
cash outlays per successful NCE almost doubled
in the 7-year period sepa- *ing the midpoints of
their study years, from $0..5 million to §127.2
million (in 1990 dollars), The increase would
have been even greater had the ultimate success
rate not improved markedly, The two surveys
cover NCEs first entering human testing in
1963-75 and 1970-82. s there any evidence to
support such a rapid increase in the real costs of
conducting research between the two periods?
OTA, examined data on three inputs to pharma-
coutical R&D--research personnel, animal re-
search subjects, and human research subjects—to
Jearn more about the factors driving the increase
in costs per successful NCE.

Research Personnel-The number of R&D
personnel that PMA member firms employ re-
mained fairly stable throughout the 1970s but
bepan to grow rapidly in 1980 (figure 3-H. Most
of this growth was in scientific and professional
personnel, which numbered about 12,000 in 1977,
but increased to almost 79,000 hy 1989, Greater
detail is unavailable 011 the kinds of jobs these
new employees performed.

As the R&D workforce grew, 5o grew the
salaries of biomedical research persennel em-
ployed by industry (figure 3-2}); however, after
adjusting for general inflation, salaries actually
decreased a bit. From 1973 to 1979, the median
annual salary of biological scientists employed by
business and industry decreased from 559,961 to
$52,545 (in 1990 dollars), and from 1981 to 1989
it rebounded from a low of $49,176 to $56,600.

Figure 3-1—Research and Development Personnel
in Pharmaceutical Gompanies, 1870-89

Number of R&D persannel (thousands)

1970 T2 T4 T6 TR BO 82

159 scientists and || Technical Bl Support staff
profassionals staff

SOURCE: Office of Technology Assessment, 1993, based on Pha friuceu-
tleal Manufacturers Asssclatlon Annual Survey Rapors.

If labor costs hoosted the cost of bringing new
drugs to market, it was largely due to the
increased labor input per NCE, not wages.” How
much of the increase in employment in the 1980s
reflects increased labor inputs per successful
NCE, versus adjustments for a larger field of
NCEs entering ¢ach phase of clinical testing, or s
greater commitment to basic research, is un-
known, The most that can be said is that the trends
in research personnel are not inconsistent with a
substantial increase in R&D cash outlays per
NCE for those NCEs frost entering clinical
research in the late 1970s and early 1980s.

Animal Research—Although data indicate the
number of some types of animals used in pharma-
ceutical R&D may have decreased over the last
decade, other evidence is consistent with in-
creascs in the per unit costs of animal testing.

One drug company, Hoffman-La Roche, re-
parted that the number of animals it used fell from
1 million in 1979 to just under 250,000 in 1988
(204). Data collected by the U.S. Department of
Agriculture (USDA) also shows a significant

28 Inflation adjUSTNENLS were made using the GNP implicit price deflator.
29 e salary data do DV! reflect g cosiz of employee benefits, however, which may bave ingrensed in real terms over the period,
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Figure 3-2.=Median Annual Salary of
Doctoral Biological Scientists’
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SOURGCE: Natlonal Sclence Foundation, Surveys af Seiance Re-
source Serles, fesearch and Develapmeant in indusly:
1987, Detailea Stattstical Tahlea, NSF 83-323 (Washing-
ton, DC: U.5. Gavernmant Printing Offica, 1983}, Natianal
Seignes Foundation, Surveys of Sclence Reseurce Serles,
Research and Povelopment in Industry, 1988, Detalled
Statistical Tables, NSF 90-219 (Washington, DC: U.S,
Government Printing Offlca, 1950).

dechine in absolute and relative use of animals for
gxperimentation between 1975 and 1988 in States
with a disproportionate number of industrial
pharmaceutical R&D laboratories (439,460). How-
ever, these data are not definitive, since many
pharmaceutical firms contract with other facilities
to conduct their animal tests in other States. In
addition, the USDA numbers do not include
rodents, which make up the bulk of all animals
employed in drug R&D, especially in the early
efficacy and safety testing of potential drug
candidates that companies ultimately abanden
{133).

Beyond these few facts, several forces have
been at work over the last 10 years to both
increase and decrease the use of animals in
pharmaceutical research. Because early testing
involves the greatest number of animals, it also
has the greatast potential for reduction. Hoffman-

La Roche said most of its reduction in the use of
amimals came from these early phases of the R&D
process. Also, improvements in in-vitro testng
and other innovations like computer modeling
{described in chapter 5) may decrease some of the
demand for rodents {133),

On the other hand, an carlier OTA reporl
concluded that aliernatives to many types of
animal testing are limited (447). Also, pharma-
ceutical executives interviewed by OTA sug-
gested any efficiencies brought about by such
innovations in the R&D progess are counterbal-
anced by the increased number of compounds to
be tested for pharmaceutical activity. In addition,
the number of animals used in later safcty testing
is largely governed by regulatory standards.”

Any possible decline in the number of animals
used in drug R&D in the past decade was met by
significant increases in the cost of acquinng
animals and conducting tests in animals. An OTA
contractor surveyed 3 major commercial breeders
of animals used in drug R&D and |1 laboratories
that perform such research for pharmaceutical
fins. Tablc 3-6 shows trends in the costs of

Table 3-6-—=Trends in the Cost of Acquiring
Research Animals (5 1990)

Cost par animal

Fold
Species 1977 1980 1987 1980 increase
Rats. . ........ — £.29 — B.45 1,6
Mice, .....-... -_ n.4a2 -_— 135 15
Guinea pigs. . . . =— — - 25,30 _
Rabbits. . . . . . . - B o 3318 —_— 4.2
Dogs. .. ....... 195 — — 300-500 1.5-2.6
Monkays, . . 391 — e 1,000 2.6

NOTE: All erasts were adjusted using the GNP implicit prica deflator,
Faciiltiea surveyad ware Charlas River, Taconic Farms, and
Hazleton. These facilitiss facus on braading enly, Although
Hazalton conducts testing, it ia carmad sut in a separate
divislen.

SOURCE: GHflce of Tethnology Assassment, 1982, based on W.G.
Flammand M. Farraw, “Recant Trends In the Yas and Cost
of Animals in the Phasmaceutleal Industry,” eantract repori
praparad for the Offica of Technology Assessmant, April
1591.

10 Scu table 6-1 in chapter & for estimates of 1he nismber of animals typically used in each carcgory of pharmacewticul safety testing.
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Table 3-7—Prica of Animal Studies’($ 1990 thousands)’

Number of Labs

Estimatad price Price range Fold previding
Study in 19831 In 1980 ingrease information
Acuterats. ... .. e $0.8 $4-5 5-6.25 B
28-day toxicity inrats, . ........ 15 30.65 2 4.3 6
Subchronicrats, . ... .- 33 55-143 14 -38 ]
Z-year rat bloassay. ........... 384 250-576 J- 15 5
Teratology rata. ... ... .coovvens 23 52.70 23 30 3
Acuta monkey. .. ............. 14 39-62 2.4 4.4 [
Subzchronic mankey. .. ...... ... T4 108.184 1.5 25 [
ACUte €O v v ra i 23 22-51 9.6 -224 7
Subchronic dag, ... ..ovvren- 4€ 72147 1.6 3.2 7

2 Each |abaratery survayed was glven an identieal protocol on which the price it based, The "coat” includes protit ae
wall 35 atl giract and indirect cests, Laborataries survaygd werdHaslaton, Biorasearch, UT, 751 Mason, Biaidynamics.

Pharmakaon. PRI, and IRDG.

b ajl prigos Were idjusted i 1330 dellars using GNP impligit price deflater.

SOURCE: Office of Teshnalogy Assessmant, 1993, based on W.G.Famm and M. Farraw, "Recent Trands in tha Use
and Seat of Animals in the Pharmaceutical Industry,” contract report prapared for the Office al Technolagy

Assessment, DG, April 1991,

commonly used species.” The data indicate a
significant upward trend in the real cost of
acquiring all species of animals examined. with
especially large increases in the costs of non-
rodents.

OTA’s contractor also surveyed eight facilities
that conduct toxicological animals studies about
the increases in their fees for tests involving
various species. The results (shown in table 3-7)
suggest the total costs of testing, which implicitly
includes the cost of the animals’ breeding, has
also risen significantly over the last 10 years.

Another indicator of the potential increase in
animal costs 1v PMA member fins’ spending for
safety and toxicological wests, R&D} functions that
use apimals heavily. Berween 1980 and 1989,
spending for these functions went from 5102
million 10 $565 million in 1989 dollars. Spending
for safety testing increased from 7 to 10 percent
of all R&D spending on human pharmaceuticals
over the same 1980-89 period (321,324), How-
cver, these measures are imperfect, since not all
animal testing is for safety and toxicology and not
al} safety and toxicology testing involves ani-
mals. The increase could reflect the increase in the

number of NMEs tested for safety and toxicologi-
cal effects during the 1980s.

Among the suggested reasons for amimal cost
increases in the OTA survey of animal research
facilities are; 1) increased demands that animals
be healthy and virus-free, largely eliminating the
use of pound animals and explaining the particu-
larly large increase in costs of some studies
involving dogs; 2) stricter regulation of animals’
living conditions under the Animal Welfare Act
(most recently amended by Public Law 99-198),
other government guidelines, and professional
standards sct by the American Association for
Accreditation of Laboratory Animal Care; and 3)
increased security for facilitics housing animal
research (133).

Research on Human Subjects—Pharmaceuti-
cal exccutives claim that the size of ‘human
clinical trials has increased dramatically over
time. A rapid increase in trial sizes is consistent
with an increase in the estimated cost of phase III
clinical trjals from $5.7 million (in 1990 dollars)
for each new chemical entity (NCE) entering the
phase in Hansen’s study to $14.3 million (in 1990
dollars) in DiMasi’s study. Part of the explanation

3 Because each surveyed laboratory specializes in parocular species, coft daty for cach 1ype of animal are drawi from only one labartary

{oxeept for dogs, which are represented by data from two breeders).
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for such a large increase may be a change in the
mix of drugs being tested from those for acute
illness to those for chronic illness. Drugs for
chronic use often require larger trial sizes.

Even within specific categories of drugs. how-
over, the size of trials appears to have increased,
OTA surveved pharmaceutical companies for the
size of clinical trials conducted prior to FDA
approval for NCEs in three classes: anthy-
periensives, antimicrobials, and nonsteroidal anti-
inflammatory drugs (NSAIDs). (See chapter 6 for
a more detailed discussion of the urvey and its
findings.) Drugs in each class approved for
marketing between 1978 and 1983 were com-
pared with those approved between 1986 and
1990, % Table 3-8 shows the total number of
subjects entercd in trials up to the point of NDA
submission. The average number of subjects
increased between the two periods, with the
largest increase oceurring in research conducted
outside the United States.

Although the drugs examined in the clinical
trial survey do not correspond very well o the
Hanscr/DiMasi research periods (only the later
years of the Hansen study correspond to the
approved drugs in the 1978-83 period), they do

Table 3-8-Mean Enrollmant in Clinical Trials Prior
to Mew Drug Application, 1978-83 and 1986-80
(number of drugs in parenthesas)

Ratia of
pariod 2 to
1978-83 1986-90 period 1
Antihypertension drugs, . - 1,791 (8) 2,485 (8) 1,39

U.5 atudles. . ... ..... 1126 (8) 1,355 (9} 118
Foreign xtudles. . . ... 665 (8) 1,150 (9) 1.73

Antimicroblal, . .. .. .. 1,886 (15) 3,461 {12) 1.84
U.5. studies. ... ... .. A,248 (15) 2,049 (11) 1.64
Foreign studies. . ..... 637 (15) 1,412 (11) 222

Nansteroldal entiflammatery

drugs, . .- - 1,036 (4) 3,575 (4) 1.18
WS, studies. . .. ... ... 1,608 (4) 2,745 (4) 1,62
Faralgn studies. . . . _ .. 1,338 (4) B30 (4) 0.62

S0OURCE: Office of Technology Asaaasmant, 1983,

show convineingly that the number of subjects in
clinical trials increased in the penied between the
later years of the Hansen study and the later years
of the DiMasi study,

The rapid increase in the number of forengn
subjects suggests that the rising cost of preap-
sroval rescarch may be explained in part by the
globalization of research strategics over time. [f
LS. firms began to prepare self-originated NCEs
for entry into forcign markets carlier, and if
foreign governments increascd their requirements
for premarket approval over time. as they did
during the 1970s, the estimated cost of develop-
ing NCEs in the IND-NDA period would increase
even though part of the cost increasc was for
approval in other markets.

I Conclusions About Validity of
Existing Estimates

Although the cost estimates of bringing an
NCE to market are imprecise and potentially
biased, corroborative evidence from the aggre-
gate studics suggests they are not grossly overasti-
mated. The Hansen/DiMasi studies suggest: 1)
the cost of developing NCEs rose rapidly in the
19705 and 1980s, and 2) increases in the numbers
of employed research personnel, the size of
clinical trials and the cost of animals are poten-
tially important causes of this rise.

Some of the observed cost increase maybe due
to the restructuring of R&D into an integrated
global process in the 1970s and carly 19805,
U.5.-based firms became more aggressive in
conducting the development required for ap-
proval of NCEs in other countrics, thus compress-
ing R&D -xpenditures into the pre-NDA ap-
proval phase. WNeverthcless, these R&D costs,
which may have been undercounted in the earlier
studies because they occurred after the FDA
approval date, are justifiable R&D outlays. Al-
though the actual cash outlays required to bring a
new drug to all of its potential markets may not
have increased as rapidly as the studies suggest,

32 Hangen's study years @¢* first entering sting between 196 2nd 1975) comesponds roughly with inzeductions berween 1970 and
1881, DiMasi and rolleagues’ sudy years (1970-82) corresponds roughly with intenductions berween 1978 and 1990
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the recent estimates of DiMasi and collzagues of
the pre-FDA approval cash outlays are reasonably
aceurate,

¢an more or different kinds of studies improve
on the existing estmates? More careful analysis
of project cost accounts and adjustment of esti-
mates for different cost allocation rules waould
sive & more consistent estimate across firms, but
it is unlikely the resulting estimates of cash
outiays would be very diffeient, and probably not
lower,

Gairing access to prop: -lary company man-
agement cost accounts in a large enough number
of companies would be very costly and would
take many vears. Although Congress has the
power to subpoena financial data, pharmaceutical
companies have demonstrated a willingness to
actively resist providing access [0 this proprictary
duta. Past efforts of the U 8. General Atcounting
Office to obtain data on pharmaceutical costs
were ultimately unsuccessful after many years of
affort that ultimately involved decisions in the
U.S. Supreme Court. (See appendix D for a
history of the court cases and a legal analysis of
congressional access to pharmaceutieal compa-
nies’ financial data.)

Tosummarize, the estimates by DiMasi and
colleagues of the cash outlays requircd to bring a
acw drug to market and the time profile of those
costs provide a reasonably accurate picture of the
mean R&D cash outlays for NCEs first tested in
humans between 1970 and 1982, The rapid
increase in inflation-adjusted R&D cash outlays
over the relatively short observed time span
separating Hansen’s and DiMasi's studies illus-
trates how quickly such costs can change and how
sensitive such costs are to changes in R&D
success rates over time,

OTHER FACTORS AFFECTING VALIDITY

1 The Cost of Capital

Capitalizing costs to their present value in the
year of market approval more than doubles the
cost of R&D as estimated by DiMasi and col-
leagues, from 5127 million (in 1990 dollars) for

cash R&D outlays per successful drug to 3259
million {at a § percent interest rate). While the
practice of capitalizing costs © their present value
in the year of market approval is 2 valid approach
10 measuring R&D costs, little 1s known about the
appropriate cost of capital for R&D projecs.

A completely accurate measurement of capital-
ized cost would require the analyst Lo Know, for
each dollar spent on the particular sample of
NCEs studied by DiMasi, the cost of capite! that
pertained to that investment at the time it v
made, Even though these are rctrospectis. .dd-
ies, the cost of capital that should be assigned is
the cost the investors actually faced at the time
they made their investments.

The cost of capital varies widely across types
of research projects and with successive imvest-
ments as the project progresses toward the mar-
ket, {See appendix C for an explanation.) It also
changes from day to day as the risk-free interest
rate changes. But detailed data on the actual
riskiness of particular projects invested at specific
titnes simply do not exist. Consequently, the fully
capitatized cost of R&D assaciated with the
NCEs entering testing in DiMasi’s study can be
ouly crudely approximated.

All of the R&D cost studies reviewed in this
chapter assumed the cost of capital for R&D
investments was constant across all projects and
aver the entire period during which the RE&D
spending on the sampled NCEs was taking place.
Myers and Shyam-Sunder estimated for OTA the
inflation-adjusted weighted average cost of capi-
ta} for 1 sample of pharmaceutical firms at three
points in time, January 1, 1980, January 1, 1983,
and January 1, 1990, at 9.9, 10.7 and 10.2 pereeit
respectively (285). For pharmaceutical compa-
nies as a whole, then, a reasonably rough approx-
imation for the cost of capital over the period of
DiMasi's study would be § to 10 percent. (The
higher the cast of capital, the higher would be the
estimated R&D cost, so DiMasi’s choice of 9
percent is conservative in that regard.)

Pharmaceutical firms can be thought of as
collections of investments, some with high risk
and some with low risk. R&D investments are
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riskier tham other investments pharmaceutical
companies make, but for reasons that are different
from conventional ideas about risk (see appendix
C for explanation). The earlier in the R&D
process the investment is (2.8, at the preclinical
phase of research). the higher its cost of capital is
likely to be, How much riskier R&D invesiments
are than the other investments of the firm cannot
be precisely estimated with existing data, how-
ever. The best that can be done to get a quantita-
tive estimate of the cost of capital for pharmaceu-
tical R&D projects is to examine the cost of
capital for firms investing largely in R&D and
having relatively little investment in ongoing
aperations,

Myers and $hyam-Sunder estimated the real
cost of capital for seven small pharmaceutical
fins, three of which were biotechnology fins, at
14 percent, 4 percentage points higher than the
cost of capital for 13 large pharmaceutical compa-
nics. In an unrelated study, Stewart {409) esti-
mated the cost of capital for business risk for
1,000 publicly traded companies in the United
States and Canada. Companies whose main
business was providing R&D services {R&D
laboratories) had a cost of capital for business risk
approximately 4.5 percentage points higher than
the cost of capital for business risk for the drug
companies in Myers and Shyam-Sunder's sam-
ple. Shyam-Sunder’s recent update of the Myers
and Shyam-Sunder paper found a 2.6 percent
difference in the net cost of capital between 30
biotechnology firms and 19 large pharmaceutical
firms (390)." The results of these studies suggest
that a 4 percent differential in the cost of capital
from the beginning to the end of the research
process is a reasonable upper bound for the
capitalized costs of early R&D.

The weighted average cost of capital for
pharmaceutical firms with ongoing Operations
(after adijusting for inflation expectations) was
roughly 9 to 10 percent over the past 13 years
Investments in manufacturing capacity should
therefore be below that value, while R&D invest-
ments should be above it. A reasonable upper
bound on the true cost of capital for carly
pharmaceutical R&D can he constructed by
assuming investments in a manufacturing plant
have a 10 percent cost of capital (a high estimate)
Applying the 4 percent spread (a relatively hir™
estimate) to the 10 percent cost of capiial. the re..
cost of capital for early R&D would be no greater
than 14 percent,

OTA recalculated DiMasi’s study with a cost
of capital that decreases linsarly over the life of
R&D projects from 14 to 10 percent. The
resulting capitalized cost in DiMasi’s study
increases from $259 million to 5359 milkion {in
1990 dollars). Thus, an upper bound on the full
cost of bringing NCEs to market in the 19701 is
roughly $359 million. These calculations high-
light the sensitivity of the estimate of fully
capitalized R&D costs to assumptions about the
cost of capital for R&D.

TAX SAVINGS FROM R&D

A company’s effective cost of bringing a new
drug to market is substantially reduced by tax
savings the company (or its investors) receives
when it invests in R&D. The net cost of every
dollar spent on research must be reduced by the
amount of tax avoided by that expenditure. These
tax savinzs from R&D come about both from
deductions and from tax credits that reduce 2
company’s tax liability when it spends money on
R&D."

33 A 1985 survey of approximately 145 biotechnalogy fimms engaged in therapoutic health markets reparted R&D expenses aceounted fOr

&7 percent of product sales (64).

34 Companics gdmbrcahﬁfmmanumber of pruvismn.su;meFedcralm,xcoduum:Eecuv:lyreducnhewuum of taxgs they owe On

earmed income. (See chapter § for details.) Some of these ax savings ar¢ not influgneed by the amount of money the company invests in R&D.
For example, companies that manufacture preducts in Pustio Rica and ather U5, possessions can lake advantage of 2 tax eredit on income

from those operutions (see chapter 8). The amount of the possessia
company performms. Thus. the effect of 1xes on the cost of R&D must be

s tax eredit that can be claimed is unaffected by how much R&D the
computed as if the possessiony tax credit did not exist. Only those

Lt svings that come about from conduet of R&D should be ineluded in the analysis,
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Table 3-9--U.5, Corporate Marginal Tax Rates, 1971-91

Taxable Income (§) _ 1971-74 197578 1879-81 1982 1933 1984-86 1887 1938-91
025000 . ....... .22 20 17 16 15 15 150 16
25,000 -50,000 ... 48 2 20 19 13 1w 165 16
50,000 -75,000 ... . .. a8 a8 W 0 10 M5 25
75,000-100,000 . . ... 4 8« w40 40 3O W
100,00-335,000 ... ... 48 48 48 46 46 46 425 3
335.000-1,000.000....48 48 48 46 46 45 400 3d
1000 000-1,405,000, . 48 48 48 46 46 5t 425 34
1,405,000+ .. ... ... a8 48 48 46 4 41 A0

3 1087 tax ratas ware based en avarage rates paidin 1985 and 1986, Figures shown aretha average of ratws pald by

all lirma in 1887,
SOURGE: U.5. House & Rapresantatives, U.5. Co..gress,

“The Overview of tha Fadaral Tax Systam,” 102d Congrass

(Washingtan, DC: U.5. Gevarnment Printing ©Otce, April 16, 1331).

Under section 174 of the Federal tax code,
qualifying R&D expenses are deductible from
taxable income. This tax deduction reduces the
cost of qualifying R&D by the amount of the
company tmarginal tax rate.” Table 3-9 presents
the 1.8, corporate marginal tax rates for the years
1971 to 1991. Because of the size and sales of
most major pharmaceutical firms, the bulk of their
taxable income would fall inta the highest tax
bracket."Hence, in the simplest analysis, the cost
of R&D spending should be reduced by the top
tax rate.” Between 1971 and 1991, this marginal
tax rate foll from 48 to 34 percent, thus effectively
raising the cost of R&D. (It also raised the
after-tax revenues from products resulting from
the R&D, so the impaortance of taxes is not nearly

as great when measuring net R&D returns, rather
than R&D costs in isolation.)

In the R&D period covered by DiMasi (1970-
87), the rate declined from 48 to 46 percent. With
a 46-percent tax rate, the after-tax cost of 51 .00 of
R&D undertaken at the time of DiMasi's study
would be: $1.00-50.46 = §0.54." Today, the nct
cost of a dollar of R&D undertaken by an
established company with positive net incoms
would be $0.66."

During the 1980s two tax credits were put into
effect that reduce the cost of pharmaceutical
R&ED. In 193], Federal tax law was amended to
include 4 tax credit for any firm when it in¢reases
“qualifying” R&D expenscs. This credit carried
a statutory credit rate of 25 percent of qualifying

18 1fa firm candicts RED w eiber couguries that atlow R&D to be deducted from taxable income but have taX rates that differ from those
in the United States, the company may realize a different net rate of reduction in the cost of isRED.
16 Sige the firms grydied by Hamsen atid DiMasi made up 40 percent of domestic R&D, they were probubly composed Largely of well

established phasmaceuticat frms.

37 Unlike other R&D expenyes that ArE dedusted i1 the year they are miade, capitd cxpendiveres for R&D, such as new R&D squipment of
facilities, ars depreciated from taxable incame over several years, The shorier the period of depreciation the greuter will be the effect of tux
savings on the cost of R&D, Prior 10 1981, Federal law requited firms to deduct R&D capital expendirures in equal amounts ever the useful
life of the equipment or building, which cowld be 10 years or more, Beginning tn 1981, firms could fully depreciate R&T cpital expendimres
within 3 vears, although in 1986 Congress raised the period 10 § years. Not mueh is known about the depreciation schedules used to estimate
R&D costs in the Hangan and DiMasi studies. Depreciation schedules on tax retums maybe different from those for financiad statements, and
without more detailed information it is impossible to know whether the net tax Javings for RED capital expenditurcs are higher or fuwer than
the starutary margingl rate. OTA assumed for the analyses There that R&D eapital expendirures are taxed at the margmal tax rate,

1 Ascaplainedin chiapter B, not all RED $ApeOsel micet the definition of *qualifying " 1id oul in settion 174 of the tax code. This definition
becomes important for calcularing the orphan and R&D tax eredits discussed below, However, it is not important here for caleulating the
dedugtion, because R&ED expenses not deductible under seetion 174 are nonetheless deductible as other business expenscs.

3 Small startup biotechnology f. may have little or ne taxable income, bub tax losses ca e carried forward into future years. Still some
firms may never become profitable, and the value of future wix benefits s fegs than those that can be used immediately. Therefore, the net cost
of research to such small firms may be higher than for established pharmaceutizal fins.
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expenses until 1986, when the rate was reduced to
20 percent. The credit pertains only to increases
in R&D, not to actual expenditure levels, so the
extent to which it actually reduces the cost of
R&D would depend on research spending trends
in firms themselves. Because pharmaccutical
R&D grew rapidly in the 1980s. the pharmacauti-
cal industry may have benefited more than other
industries from the R&D tax credit.

The Orphan Drug Act of 1983 (Public Law
97-414) provided a 50-percent tax credit for
qualifying clinical R&D on investigational dru_’
that have been granted orphan status by the FDA.
The credit is available only for “qualifying”
clinical research, not for animal or laboratory
cesearch and not for supervisory or other Kinds of
R&D expenditures typically disallowed by the
Internal Revenue Service. Also, when the eredit 5
applicd, the expenses cannot be deducted, so the
aet cost of a dollar of qualifying research under
this credit is effectively $0.50. Companies with-
out current taxable income cannot save the credit
for use in future years, however, so startup
rasearch-based firms may not have acoess to this
credit.

Because these credits are of recent vintage and
would not apply to the vast part of the research
undertaken in the time periods studied by Hansen
and DiMasi, they would not affect the net costs of
that research, Chapter 8 contains estimate. of the
extent to which these credits have been claimed in
recent years.

To illustrate how important tax savings are to
net R&D costs, OTA recaleulated the R&D cost
per new chemical entity from DiMasi's estimates
(table 3-10). The sample of NCEs that DiMasi
studied underwent the great bulk of discovery and
development at a time when the marginal tax rate
was 46 to 48 percent. Adjusting for tax savings
(using a 46-percent rate} without any other
changes reduces the net cash outlays per NCE
from 5$127.2 million to $65.5 million, and it
reduces the total costs capitalized to the point of
market introduction from 5259 million to $140
miltion. When the cost of capital was permitted to
decrease linearly from 14 to 10 percent over the

Table 3-10-After-Tax R&D Costs Estimated by
DiMasi Under Different Assumptions About the
Cost of Capital” ($ 1990 millions)

Refore-tax After-tax savings
Cost of capital (%) savings (46%)
Ty $258,650 §139,671
10 279,12 151,045
Variahle (10 - 14) 359,313 194,029

a Allassumptions. given in 1390 dollars, were adjusted for inflation
using GNP implicit price defiatar.

sOURGE: Office of Techonlogy Asapasmant, 1983, estimates adapted
from J.A Dikdasi, A.W. Hansen, H.G, Grabowsk, Bt ak,
"The Cost of Innevation in the Pharmaceutical Industry,”
Jaurnal of Hasith Eeanomics 10:107-142, 1591,

life of the R&D projects, the net after-tax cost was
5194 million. This estimate is an upper bound on
the cost of bringing new drugs (o market for
products that frost entered human testing in the
1970s,

Lower tax rates in the 1980s would raise the net
costs of rescarch, all other things being equal, to
as much as $237 million in after-tax dollars. bt
because R&D outlays per successful drug are
extremely sensitive 1o changes in technical and
regulatory conditions, it is impossible to predict
the cost of R&D for projects beginning today. The
rising number of biotechnology-based drugs under
investigation in recent years (see below) may
radically alter the time and expendirure profile in
ways that can not be predicted from the DiMasi
sudy.

RECENT TRENDS IN THE COST OF R&D

The studies of R&D costs ,uviewed in this
chapter examined NCEs that entered testing in the
19605 and 1970s. There are few data sources,
outside of aggregate R&D expenditures, o estab-
lish trends for drugs that entered clinical research
in the 1980s. As the previous chapter described,
R&D spending climbed dramatically in real terms
throughout the 15805, but the ultimate impact of
these spending increases on the cost of develop-
ing NCEs will depend on the productivity of the
research in bringing promising NCEs into clinical
testing and uitimately to market.

OTA compared recent data (from the 1980s) on
the outputs of pharmaceutical research, the length
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of the development period and success rates for
NCEs with data from the 1970s. overall. the data
suggest the output of preclinical research-the
submission of investigational new drug applica-
tions for new molecular entities—has increased in
the 1980s. Moreogver, the rate of success in
reaching the NDA stage or market approval has
improved for NCEs introduced in the 1980s,
However, the higher success rates for NCEs may
be partly driven by an incr=ase in the proportion
of INDs for licensed-in drugs.

I Trends in Commercia: INDs for NCEs

Data published by the FDA Center for Drug
Evaluation and Research show the total number
of commercial [NDs handled by the Center
increased from an average of 233 per year
batween 1973 and 1980 to 334 per year between
1981 and 1990.*(See chapter 6 for more detail.)
Because the same NCE, may have multiple INDs,
and new uses or formulations of existing drugs
also require INDs, the total number of INDs is not
a perfect indicator of increases in the number of
NCEs entering clinical development. Data from
CsDD'S NCE survey of over 40 companies
indicate the number of INDs for NCEs increased
from 210 per year in 1975-78 to 299 per year in
1983-86 (107)." Although INDs for U.5. self-
originated NCEs grew by 25 percent between the
periods, the percent of all NCE INDs that was for
self-originatsd drugs declined from 60 to 53
percent between the two periods. Licensed-in
drugs and INDs submitted by foreign firms grew
as a proportion of total NCE INDs submitted to
the FDDA.

Not only did the number of INDs increase
rapidly throughout the 19803, but the makeup of
the drugs shifted from chemically synthesized
compounds to biotechnology drugs (see figure
3-3) (66). This substantial shift means that the
technologic and regulatory conditions that influ-
ence drug R&D costs have changed in the decade

Figure 3-3-Biclagic Applications for
Investigational New Drugs,
Fiscal Years 1980-91
Number of INOs
.'300 yr——= -

200 -

100

a- h
1980 @1 82 B33 B4 85 86 87 88 09 90 91

gistachnotogy INDs [l Nonbiotechnelogy INDS

SOURGE: Fadaral Coordinating Councll for Sclance, Enginaaring,
and Techaalagy, Office of Science and Technelegy Policy,
Exacutlve Office of tha Prasident, Siatechnology for tha
218t Conlury: A Repart by th FCCSET Comm itiseon Life
Seignoas and Heaith (Washlagion, DC; U.5, Govamment
Printing Office, Fabruary 1332).

of the 1980s. Success rates, regulatory delays, the
length of the preclimical and clinical period, and
costs of clinical research may be vastly different
for these new drugs. Prediction of today’s cost of
bringing 2 new drug to market on the basis of the
kinds of drugs that were being tested in the 1970s
—_the period of DiMasi’s study-is bound to be
Inaccurate.

1 Trends in Success Rates

Data CSDD supplied on NCEs developed by
compaties responding to its ongoing survey
indicate the probability of reaching the NDA
stage was higher for NCEs first entering clinical
testing between 1980 and 1982 than it was for
NCEs first entering clinical testing in the 1970s.

A0 The published IND pumbsrs do ot include hiologicals, becauss the Ceater (or Biclogics does not compile such daa. Biological produces

under development were few in the 19703, hut grew rapidly in the 1980s.
41 DiMasi and colleagues also give information on the 1979-82 perivd, See chapter 6 for more deail.




Chapter 3-The Costs of Pharmaceutical R&D 7

Table 3-11 shows the proportion of NCEs in the
CSDD sample for which an NDA was filed within
48 or 60 months of IND filing for four coharts of
NCEs first entering clinical testing.” In addition,
the FIJA supplied OTA with more recent data on
a sample of NCEs whose frost commercial INDs
were filed in the 1984-86 period that were
compared with an earlier published FDA analysis
of a similar group of INDs first filed 1976-78.
INDs reaching the NDA filing stage within 54
months increased from 6.8 to 11 percent. (Though
few NMEs were approved from the 1984-86
cohort, the averall approval rate was also I sher.
See chapter 6 for more detail.)

Although overall success rates have improved
in the recent past, the improvement may be due in
part to a shift in NCEs from seif-originated to
licensed-in. Licensed-in drugs have higher suc-
cess rates than do self-originated drugs, probably
hecause they are self-selected for success. For
example, of NCEs entering testing between 1970
and 1982, an NDA was submitted within 48
months for 7 percent of self-originated drugs,
compared with 21 percent of licensed-in drugs
(427). At 60 months, 28 percent of licensed-in
NCEs had reached NDA submission compared
with 9 percent of self-originated drugs. Of NCEs
entering human testing among U.S. companies,
those licensed-in grew from about 21 percent in
1975-78 to 27 percent in 1983-86 (107). Thus, the
improvement in success rates for drugs first
anteting testing in the 1980s is at least partly due
to the changing source of NCEs.

I Recent Development of Orphan Drugs
Since 1983, Federal law has stimulated the
development of orphan products through a scries
of ineentives and subsidies, including the tax
credit for clinical research on designated orphans
drugs. {See chapters 8 and 9 for more detail.)
These products may have a very different cost

Table 3-n-Parcent of NGEs Reaching NDA/PLA
Submission in Given Time Intervals

Percent fiHing NDA/PLA within:

Year in which NCE

antered clinical trials A8 months 60 months
1965-63. . ... - v v en 4.6% T.0%
1970 T4, . .0 oo e 8.0 12.0
197879, .. e 10.0 13.0
1980 -B2ivry - e 00 oo 120 17.0

KEY: NGE = ngw chemical antity; MDA = new drug applicatian: LA -
product ligense application.

SOURCE: Offica of Techtialogy Asssasmant, 1433, based on data
supplied by Tufts Unlversity Center fer the Study of Drug
Davalepment from s database of NCES raparted by 41
pharmaceutical firms.

structure trom other NCEs, not only because of
the tax credit but also because they may involve
smaller and shorter clinical trials than other drugs,
Althaugh FDA approvat standards are no differ-
ent for this class of drugs than for others, orphan
drugs are likely to have smatler and quicker
¢clinical research studies than other studies be-
cause of the refative rarity of the diseases studied,

The FDA provided OTA with confidential data
oft new molecular entities (NMEs) whose first
commercial IND was filed in the years 1984-86.
(See chapter 6 for more detail on this sample of
drugs.) Within 54 months of the IND filing, an
NDA had been filed for 11 percent of all INDs,
and 3.8 percent had been approved (see chapter
6), whereas for NMEs that had orphan designa-
tions, an NDA had been filed within 34 menths
for 33 percent, and 11 percent had been ap-
proved.”

Regulatory approval times also appear to be
shorter for orphan drugs. For example, during the
period 1933-90, the average approval time for
approved drugs without orphan designation was
29,3 months, while for approved orphan drugs it
was 27.4 drugs (168). For products classified as
“A"™ by the FDA, the approval time for non-
orphans was 23.7 months, while for orphans it

it A regression of NDA filing rates 00 time indicated {he increase Shawn in the iable was statistieally signifi

significance for both the 48-month and G0-maath success raics.

apoTA identified pine NMEs for which the first commercial [D had been filed in 1 974-86, and which had been granted ao arphan
dosighation. An adéitienal four NMEs in the E¥D cobort had orphan designations, but data on the sponsoring company were inconsistent and
they were ot used. (Exelusion of the four NMES did not change the resuls materially.)

cant t the 10 percent levet OF
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was 18.1 months (168). Although it is impossible
to know whether the ultimate success rate for
orphan products will be higher or lower than tor
nonorphans, the sensitivity of development costs
to success rates suggests orphan drugs may have
a substantial cost advantage,

CONCLUSIONS

The increase in the intlation-adjusted cout of
developing anew drug from the - :rly 19705 to the
late 1970s is dramatic. Real cash outlays r»r
successful NCE increased by almost 100 perceat
in the period. The evidence suggests that, in 1990
dollars, the mean cash outlay required to bring a
new drug o market (including the costs of failures
along the way) was in the neighborhood of 5127
million for drugs first entering human testing in
the 1970s. The size of this required cash invest-
ment depends on the rate of success af each stage

of devetopment and the ultimate productivity of
the research enterprise. Small differences in the
ultimate success rate can make a big difference in
the cost per approved NCE. Other factors. such as
changes in R&D technelogy and regulatory
conditions. can also have dramatic and rapid
impacts on costs. Thus. the estimates of the R&D
cost per suceessful product are inberently unsta-
ble over time.

The fully capitalized cost of bringing a new
drug to market cannot be measured with great
accuracy because the cost of capital for R&D
investments is unknown, The best evidence
sugpests, however, that for drugs first entering
human testing in 1970-82, the after-tax cost per
successful drug, capitalized to the point of FDA
approval for market, was somewhere between
§140 million and S194 million (in 1990 dollars).




