Figure 5.9: US national expenditure on
health care by spending category, 2016,
2018 and projections to 2028
In US$ billions
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Hospitals account for about one-third of the budget,
physician and clinical services for another one-fifth and
prescription drugs for almost another one-fifth (Figure 5.9).
An additional significant cost relates to medical devices. It
is projected that both the cost of these devices and the cost
of drugs will increase substantially in the coming years. It
is in these two areas that much of scientific research and
innovation is taking place, as we shall see in the following
paragraphs.
How much innovation are Americans prepared to pay for?
Prescription drugs typically cost more in the USA than
elsewhere (Kliﬀ, 2018). The USA is exceptional, in that
it neither regulates, nor negotiates the prices of new
prescription drugs. Other countries employ public agencies
to negotiate with pharmaceutical companies an appropriate
price, typically on the basis of the incremental benefits of
the new drug over extant medication.19 The USA has no such
agency.
Medicare, which covers about 55 million Americans over
the age of 65 years and which, together with Medicaid,
shoulders a substantial share of medical expenses (Figure 5.9),
is prohibited by federal law from negotiating drug prices or
making decisions about drug coverage. Medicare is, instead,
required to cover nearly all drugs approved by the FDA,
irrespective of whether these constitute an improvement over
extant medication.
Thousands of other health insurance plans negotiate their
own prices with pharmaceutical producers separately. The
exception is the Veterans’ Health Administration, which can
negotiate drug prices and, as a result, covers fewer products
at prices usually one-third or more cheaper than Medicare.
The rationale is industry profitability: the expectation of
higher profits, the argument goes, makes the pharmaceutical
industry attractive to investors; higher investment, in turn,
means more research towards new and innovative cures.
This generous subsidy at the back end is supplemented
by another sizeable subsidy at the front end, in the form of
the investment in basic research provided by the National
Institutes of Health and, thus, by the American taxpayer. This
translates into approximately US$ 31 billion in expenditure on
basic research to assist the pharmaceutical sector.
US consumers pay the highest prices in the world for the
medication they buy over the counter. These high drug prices
help to subsidize the pharmaceuticals research in the rest of
the world but this model is reaching its limits as health care
costs spiral. The question for policy-makers is: how much
innovation are Americans comfortable paying for?
Intellectual property protection is a salient part of this
system. Intellectual property rights play an important role in
the development and pricing of pharmaceutical products.
Patents give inventors temporary monopolies, allowing them
to charge less competitive prices by delaying the entry of
competitors manufacturing generic drugs and biosimilars.20
Congress has legislated on both, with the Hatch-Waxman Act
(1984) serving to speed up the introduction of generics and
the Biologics Price Competition and Innovation Act (2009)
doing the same for biologics (CRS, 2019b).

