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I. VALUE CREATION IN MODERN CAPITALISM 
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The social obligation of a corporation is to 

maximize the wealth of shareholders without 

violating the laws of the land. Period. 

ECONOMIST’S DICTUM 



There are two ways of doing this: 

a. Creating new social value and taking a piece of it 

as sales revenue (e.g., Solvadi). 
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There are two ways of doing this: 

a. Creating new social value and taking a piece of it as sales 

revenue (e.g., Solvadi). 

b. Redistributing already existing value from some 

citizens (e.g., patients) to the firm’s shareholders, 

but without creating new social value. 
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Financial Times, May 16, 2016 
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SOURCE: Federal Reserve Bank of St. Louis. 
https://research.stlouisfed.org/fred2/series/PRS85006173 
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II. CAPTURING VALUE THROUGH “VALUE PRICING” 



The term “value pricing” means different things 

to different people, to wit: 

a. Not paying for crap unnecessary services; 

b. Paying a bit more for better “quality,” however 

defined and measured. 

c. Basing prices not on costs but on the value the 

buyer of a product assigns to it. 

 







For a bottle of water, the dying man surrenders 

everything he owns to the leader of the caravan. 



This is a classic case of “value pricing.” 

The price is pegged on the value of the thing being 

traded to the buyer, rather than on the cost of 

producing the thing. 

Because the deal is mutually beneficial, economists 

would judge it to be “efficient” and “welfare 

enhancing.” 

But the rest of society might view the transaction as 

repugnant. 



The pharmaceutical industry seems to be 

slouching more and more toward this desert 

model of “value pricing.” 

From a political perspective that may not be 

wise. 



The industry argues that it funnels the cash 

extracted from “value pricing”  into R&D. 

Really? 



Where else might the extra cash fro price hikes 

go? 

a. Stock buy backs; 





Where else might the extra cash fro price hikes 

go? 

a. Stock buy backs; 

b. Marketing (pharma now basically finances TV 

entertainment and news). 



From the Cialis ad I learned that you should buy 

another bathtub for your wife, eat the pill, watch the 

sunset with her, each in your own bathtub, and after 

36 hours call your doctor. 

You don’t learn al that much about drugs from the 

TV ads anyhow. 

Something like that. 



III. REWARDING RISK TAKING IN PHARMACEUTICAL 

     R&D. 



Industry spokes people argue that drug prices must 

contain a premium to reward investors in R&D. 

Economists, myself included, agree. 

The question is:  

    

   How large does that risk premium have to be? 









QUESTION 

Why do we as a society reward risk taking so 

differentially? 



IV. IS THERE A RATIONALE FOR GOVERNMENT 

INTERFERENCE IN THE PHARMACEUTICAL 

MARKET? 



Should not free enterprises in a free market 

be able to price their products as they see fit? 



Far from being truly free enterprisers, the research-

oriented pharmaceutical industry is like a little bird in 

the protective hand of government. 

Drug 

industry 

Government 



Given all the protection government gives the 

little bird, sometimes the little bird has to chirp 

the tune that the government wants it to chirp. 

Some restraint on price increases is bound to 

be such a tune. 



Over to Brother Nichols. 


