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LETTER OF TRANSMITTAL b

Mary 8, 1961. .
Hon. James O. EastLAND, a2
Chairman, Commaillee on the Judiciary, 3
U.S. Senate, Washington, D.C. :

DearSexator Eastuanp: T am transmitting herewith for the infor-
mation of members of the Committee on the Judiciary a report of the
Antitrust and Monopoly Subcominittee entitled “A Study of Adminis- )
tered Prices in the Drug Industry,” togetber with the views of Sena-
tors Dirksen, Hruska, and Wiley. .

The inquiry of the subcommittee into administered pricing into
<pecific arcas has now embraced four major industries: steel, auto-
mobiles, bread, and now drugs.  The selection of the drug manufac-
turing industry was made beecause of the great importance of the cost
of drug products 1o most Americans, particularly to our older citizens.
The study of administercd pricing is continuing.

T want to acknowledee with appreciation the effor(s of Paul Rand
Dixon, formerly counsel and staft director, and Dr. John M. Blair,
chief economist, both in the work of the hearings on which this report 1
is based and in the assistance they rendered the committee in the -
preparation of this report. k-
13 Special acknowledgment should be made to Drs. E. Wayles Biowne, .
%“ Jr., Walter Measday, and Irene Till for their contributions, and to
g . Mrs. Lucile B. Wendt for her tecbnical assistance. :

: 3 Sincerely,

|
£
¢ Estes Kerauver. A
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87ta CoNGrEss SENATE ReporT
1st Session No. 448

ADMINISTERED PRICES, DRUGS

JuNE 27, 1961.—Ordered to be printed

Mr. KeFaUvER, from the Committee on the Judiciary, submitted
the following

REPORT
together with
INDIVIDUAL VIEWS

INTRODUCTION

With this study of ethical or “prescription” drugs, the Subcom-
mittee on Antitrust and Monopoly has now issued its fourth report on
administered prices in specific industries. Since the inquiry into
administered prices was launched on July 9, 1957, the subcommittee,
in addition to issuing these repor!s, has published 26 volumes of hear-
ings, pumbering 16,505 pages. These hearings have been concerned
with definitions and concepts, alternative public policies, specific
legislation designed to meet the problem, and the nature and behavior
of administered prices and related factors in four important industries.

The first industry examined, steel, represents the Nation’s basic raw
material and has long been referred to as the bellwether of the economy.
This was followed by an inquiry into automobiles which is not only the
Nation’s largest industry but one that exercises a pivotal influence
upon the rate of activity in the economy generally. Bread, the “staff
of life,” is among the Nation’s half dozen most important industries
and in addition presents the interesting ease example of a field in which
there is no technological basis whatever for the concentration of sales
1n the hands of a few large companies but which is nonctheless in a
process of change from o market-determined to an administered-price
siatus. The tmportance of drugs lies not so much in the overall size
of the business (which, however, with annual seles of $2.5 billion 1s
hardly negligible) but more in its crucial relationship to bealth and
indeed life itself.

All of these industries share certain characteristics which have
come to be sssociated with administered prico industries, They con-

1
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form to the criteria of such industries as set forth by Gardiner C.
Mecans, the originator of the term, in that their prices are “set by
administrative action and held constant for a period of time.” !  As
the subcommittee stated in its first report on this subjeet:

Prices which are “administratively sect,” “administra-
tively maintained” and are insensitive to changes in their
market, e.g.,, they are maintained when demand falls off
through a curtailment in output, are the. “administered
prices” with which most of the historical literature on the
subject is concerned; these are the prices with the potential
for inducing economic distress; and these are the prices
which are of concern to this subcommittee in its inquiry into
“administered prices.” *

Prices in all of the four fields examined by the subcommittee-—the
basic materials industry, the consumer durable goods industry, and
the two consumer nondurable goods industries—are “set by ad-
ministrative action,” and “held constant for a period of time” and
are “maintained when demand falls off through a curtailment of out-
put.” In addition they share other common characteristics, such as
price identity among the leading producers despite differences in
costs and profits, price leadership and price followership, relatively
hizh profit rates as eompared to industry generally, relatively low
“breakeven points,” ete.
Moreover, in each there remains unsolved the problem of how to
effcet an equitable distribution of productivity gains made possible
by scientific progress.  Labor lays claim to these gains on the grounds
that it is labor which is displaced by technological progress. Man-
agement bases 1ts claims on the grounds that the installation of new
aud better muchinery and equipment requires greater profits. But
the consumer has a claim, too, on the grounds that there 1s no purpose
to scientific progress in industry unless it ultimately results in lower
prices or better products. In the pust there has been no pressing
need to be concerned with this rob‘lcm. Under the theory of com-
petition, on which our public policy toward industry has been based,
thie problem simply does not arise. Tt is asswined that as soon as any
firin in a competitive industry makes an improvement which reduces
its costs, it will make a corresponding reduction in price.  The other
fires will either bave to make the mprovement themselves or lose
their Lusiness to the innovator. In any event the pioneering cow-
pany gains the reward of inercased business at least for a time, while
the consumier receives the benefit of the innovation in the form of a
lower price. But «ll this presumes the existence of price comnpetition. 4
Whire prices are administered and where there is no price competi- 3
tion, the theorv 13 not applicable. The question of how to bring g
abont an cquitable distribution of the fruits of scientific progress in
such industrics iz thus essentially a new problem, for which there is i
no existing public policy. .
But while sharing these and similar characteristics with other
administered-price industries, the ethical {or “prescription”) drug
industry has & number of features which tend to make it unique.

‘;‘(:h Congr, 15t sess., 8. Doc. 13, “Industilal Prices and Thelr Relative Infienibdlity,” Jan. 17, 1655 %

£ e A Y S ————

n.
2fth Cong . 21 ses<, ** A-iministered Prices: Steel” Report of the Subcommittee on Antitrust 1.1 3 ’
Monopaly to ihe Senate Juldiciary Cominlttee, 8. Rept. 1357, 198, p. 6. :
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PART I1
THE CONTROL OF THE MARKET

The extraordinary margins and profit rates in ethical drugs, as
shown in part I of this report, are made possible by the existence of
extremely high levels of concentration, with one or at most lhlee
large firms accountmrr for all of the output of most of the industry’
pIOdUCtS A correlative condition is the poor position of smaller
producers who probably face greater problems in getting their prod-
ucts distributed and used than in any other manufacturing industry.
In some lines, small manufacturers are able to put their products on
the market; but cven though offered at prices substantially below
those of the large firms, they usually are able to capture only a very
small proportion of the market. There are a few Rncs however, in
which the price competition stemming from smaller entcrprlses has
Leen sufficiently important to break dow n the rigid price structures
of the large firms. Such price behavior is in striking contrast to that
of similar products sold only by the major compantes. Where effec-
tive competitive influences are absent, the methods of price determi-
nation followed by the large companies will inevitably yield margins
and profit rates of the magnitudes shown earlier. Tlis part of the
report will be concerned with the concentration of the industry and
the type of price-behavior which results therefrom.

Cuarrer 4. Ecovoymic CoxcenTraTIoN 1N Etnicarn Drucgs

At the outset a differentiation should be made between concentra-
tion of production and concentration of sales, or ‘“control of the
market” as it is often termed. It happens that in this industry there
15 an unusually high degree of specialization on particular products
among the industry’s major compnnies Thus, the nine principal
hormone products are produced by only 7 of the 20 largest companies.
The diabetic drugs are produced by only 3 of the 20, the tranquilizers
hvonly 6. In sulfas there are only three producers, in vitamins only
<1¥, 1 antibiotics other than penteillin cight, and in penicillin seven.
More often than not a large company which markets a broad line of
ethical diugs will itself produce less than half of the products, buying
the remainder from other major companies, or in-some instauces from
small specialty houses.  In such arrangements the diug is usually
purchased in bulk form, with the bunm7 company pmfoxmm" the
functions of tableting and bottling. "An inevitable concequence is
that concentration in tetms of sales is lower than in ferms of
production.

But this should not be tukew to mean that the latter type of figure
15 whollv without significance.  As long as the legal doctrine pxc\'mls
Mat sellers are free to select their own customers, the producing firm
13 in an advantageous position vis-a-vis its «ompctllms who also
hippen ta be its customers  Although the degree of dependence may

83
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Le mitigated by purchase contracts, most contracts have a terminal
date. I the supplying firm does not wish to renew the contract and
there are only one or two other producers, the buying firm may have
difficulty in securing a new source of supply. This may be particu-
Latly true if he has made substantial inroads on the producers’ sales
or has failed to adhere to an established price structure. If, as is
true more often than not, the supplier is a monopolist, the buying
firm may not wish to duplicate the plant, equipment, and know-how
nceessary for production; he may also encounter a patented inter-
wediate, a process patent, or other legal barrier to production.
tlence, 1L can be seen that figures on concentration of production,
while usually overstating concentration in the marketl as of a given
time, unevertheless have a unique significance with respect to the
coneentration of economic power in the long run.

Concentration of production

During the hearings, concentration ratios prepared by the sub-
committce staff were placed in the record for 51 products in the major
product groupings—hormones, diabetic drugs, tranquilizers, sulfas,
vitamins, and antibiotics. These ratios, presented in chart 8,.show
the percentage share of total U.S. output i 1958 accounted for by
each of the 15 major drug companies which produce 1 or more of
these products.!  The 51 products represent at least two-thirds of the
total value of all cthical drugs in 1958.2 In addition to indicating
the percentage of output accounted for by each of the major com-
panies, the chart shows with an “X’” thosc instances where a company
sells a product but does not produce it; where for some reason a com-
pany produces a product but does not sell it to the drug trade, a circle
1s drawn around the concentration ratio.

There are 1n all 87 instances in which the 153 major drug companies
: produce and sell the 51 products shown on the chart. There are
i 127 A’s on the chart representing instances where the drug company
sclls the drug but does not produce it; there are 14 instances of the
anoualous situation where the company produces the drug but does
' not sell it.

Representing one extreme is Parke, Davis which sells 20 of the 51
products but produces only one (chloramphenicol), or a ratio of
products sold to products produced of 20 to 1. At the other is Pfizer
which also sells 20 produets but manufactures 14, for a ratio of 14 to 1.

11n addition, the subeommittee <ent Hts questionnalre to seven othier companies, each a major factor lo
the drut indu-try  None reported that #t meanufsctured unv of these 5! products.  These comnpanics ase
Alead Pulipsan, Naorvach Phiarmacil Go D Searle, Sterhur Druz, U S. Vitaaun & Pharmacratieal, Vick
Chenie . aad Warpor Lambert (he mmnes, pto 21, po11742),

2 liownmss, pt 19 pp 10772-10783. On the Insis ofanformntion prevented by Dr. Austin Smith, presfdent
of the Pliarnaceutiozn] Manaf wlurers Assocd tion, cert nn 1es<{ons< In the onglusl pareentace figures were
made, an adadilin, the infarmon presentcd 1a the chut was expanded o Indicite whether sales werce
made by 4 compiny winch did not produce the product and whethor sales were not made by companies
which produced 1t (eaninis, pto19, pp. 10773-10074, 10823, pt. 21, pp. 11740-117245).
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SELECTED ETHICAL DRUGS

SALES BY, AND CONCENTRATION OF PRODUCTION OF,

NAME OF DRUG

HORMONES
HYDROCORTISONE

CORTISONE R [

METHYLTESTOSTERONE . . _|

PREDNISOLORE
PREDNISONE
PROGESTERONE
TRIAMCINDLOWE
CEXANETHASONE

DIABETIC DRUGS
tNSULIN .
DIABINESE _
_ORINASE _
TRANQUILIZERS
RESERPINE
MYOROXYUKE .
CALORPROMEZINE
PROCHLORFERAZINE _ _
PERFHENAZINE
PRONAZINE  _
__WEPROBAMATE
SULFAS.
SULFISCXAZOLE _ -
SULFAGIAZINE .
SULFAMETHOXYPYRIDATINE .
SULFEPYRIC.-E
SRFAPYRID NE, SOOIWUN .
SUCCHTLSULFATIAZOLE . |
PHINALYLSULFATHIAZOLE _
SULFATHIAZOLE -
NLORIBON

VUAMINS,
A

5

8r -
8 ..
B

[
sotw
FOLIC ACID

A3CCOBIC ACID

ENTIBIQNIGS
CPLOARMPHEYICOL
ALALOWYCY .
OIHYDPOSTREPTONYCIN .
ERTTHROLYCIN
WYSTATIN oo
GLERNDOMYCIN . _
TERFAMTICIN
STREFIGNYCIN
TEIRACTCLINE

FEnICULIN
BINIATHINE § __
ELNZATHINE ¥

ZiASSIWM §
FLTRSSIM ¥
FFOCAINE 6
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The ratio of products sold to products produced for each of the
companies is as follows:?

Merck_ .. ___ ...

Bristol-Myers

American Cyanamid (Lederle)
B

Thus, insofar as the 51 products are concerned, only 6 companiecs
produce as many as hall of the drug products which they sell.  About
half of the companies are faced with the possibility that their supplier
may discontinue sales on at least two out of every three products
which they market. In the degree of dependence by major com-
panies upon others and particularly upon their competitors for their
supplies, the ethical drug industry is unique among manufacturing
industries.

There is still another way'in which the concentration of production
in this industry appears to be unique. Tt is an aceepted maxim that
among highly concentrated industries concentration typically takes
the foum of oligopoly (control of the few) rather than nionopoly.
Insofar as production is concerned, the drug industry represents a
striking eveeption. This can be scen in the summary tabulation
prepared from the preceding chart. It shows for the 51 products the
number of firms required to produce 100 percent of the U.S. output

Tanre 27.—~51 ethical drugs—Number of companies required to produce tolal
g P

U.S. oulput
Number of companies
Type o' drg Number o . 1
of drugs
1 2 3 ] 5 7
Tlorinones  __ 9 3
Antdithtics 3 1
Tranquilizers 7 6
Sulfw .. 9 8
Nitrnuns oLl . 9 3
Antilwbics {oxchiding pemcil-
hin)  ____ - 9 5 1 ) O DU 2 e
Pemaiin. 5 1 2 e 2
Total.._. _ - 51 ps) 8 10 1 3 2

P Inclurdes Tlceebst, not on table (Onnase).
P Ruscrpnre ncdudes producer not winong 22 mafor conipaules.
T Indinlas a prefucer of B-2 not on table.

¢ Includes 2 producers of A not on table,

In 27 of the products, or more than half, the entue U.S. output is
produced by 1 of the 13 compantes shown on chart 8. In sulfa drugs
one company accounts for 100 percent of the output in cight of the
nine products. In tranquilizers the condition of monopoly prevails

3 The lic.1 15 oznlts the ubusual ease of Curier which sells only one of the products, which, {ncidentslly,
15 made for {t.

-
8 A4 N e

252




VOL. 17 LEGISLATIVE HISTORY OF THE FOOD, DRUG & COSMETIC ACT

ADMINISTERED PRICES—DRUGS G9

in six of the seven products. In antibiotics (other than penicillin)
the total output is produced by one company in five out of the nine
products, and 1n hormounes and vitamins, each, in three out of the
nine. In 8 additional products concentration takes the form of “duo-
poly”’—coutrol by 2, while in 10 others the entire output is produced
by 3 companies. Against the typical structure of concentration in
manufacturing industries, it is indeed remarkable that in only 6 of
the 51 products are there as many as 4 producers.

CONCENTRATION OF SBALES

While the concentration of production reflects the underly ing control
of resources, it is the concentration of sales which indicates the control
of the market.  Where different products made by competing firms
are substitutable for cach other or where, because of buying and selling
contracts among competitors, there are more scllers than producers,
the concentration of sales will be lower than the concentration of
production. Both of these conditions are exemplified in the broad
spectruin antibiotics.  Three of the broad spectrums are produced
and sold exclusively by one compuny- -Aurcomyein by American
Cyanamid, Chloromycetin by Parke, Davis, and Terramycin by Pfizer.
Within the range of ailiments for which they are substitutable for each
other, the control of the miarket will be considerably less than the
concentration of their production. There are, however, some ail-
ments for which one or the other of these products may be considered
to be the drug of choice, e.g., in the use of Chloromycetin to treat
typhoid fever.  Here the concentration in the market would tend to
be identical with the concentiation of production. An example of
the sccond factor which results in a lower coneentration of sales than
of production is tetracycline, which is produced by three companies—
American Cyanamid, Bristol-Myers, and Pfizer —but sold by five
{the three producers plus Squibb and Upjohn).

Because of the importance of these two factors in the broad speetrum
antibiotices, the subcommittee obtained, under subpena, data pre-
pared by a recognized market research firm showing the concentration
of sales for all broad spectrum antibiotics.  Chart 9 presents this infor-
mation, broken down between new prescriptions (1.e., sales made to
the drug trade) and hospital purchases.

With its various forms of tetracycline, American Cyanamid ac-
counts for nearly one-third of the market of new prescription pur-
chases.  In hospital sales the leader 1s Parke, Davis’ Chloromycetin,
with nearly half of the market. The better showing of Chloromyeetin
m hospitals 1s attributed to its eflicacy against the resistant strains of
~taphiylococel, which constitute a greater problem in hospitals than
in outpatient treatmeént.  With the addition of Phizer the three com-
panies—Amertean Cyanamid, Parke, Davis, and Pfizer—account for
57 percent of the new preseription market and 73 percent of the hos-
ptal market.  Such control of the market in the hands of only three
companies represents by any standard a relatively high level of con-
centration, particularly in view of the breadth of the product grouping
md the magnitude of 1ts =ales.

It is probably no mere accident that these three companies were the
st to develop and market the broad spectrum antibiotics—American
Cyanamid with Aurcomycin (chlortetracyeline) in 1948, Parke, Davis
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CHaART §
LEADING ANTIBIOTICS~1959
X
PERCENT OF MARKET
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with Cliloronyeetin Cllozamphentect) in 1318 and Plizer with Terra-
mycia {onvteteecan) o 19190 They core the first to promote
beoad specvvnms ol costly dverticing =3 sales canpaizns, and the
first to neo Tee sl b vaet s in 1o prodiiets designed to give
the anpers e of 10 ey e anpreves at. And of course they
were the fic 1o this o o oot pe ats, Chiie'vnot only elinunated
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Another product grouping for which statistical inforination is avail-
able on the concentration of the market is corticosteroids. During
the hearings Merck supplied figures showing new prescriptions for al
types of corticosterolds broken down by leading brands.* This in-
formation for the first 9 months of 1959, together with the generie

name of the product and the identity of the company, is shown in the
following table:

TaBLe 28 —Corticosteroid plain tablets—Ilcading brands by percen! lotal new
prescriptions (January—September 1959)

Brand Product Company Percent Cumuls-
total tive
.
Decadron. ..o ... Dexamethasone_ oo _____ Merck 26.9 %9
Anstocort.. Tramunotlove .. __ 183 45.7
Medrol. ... .| 6 Methrl Prednisolons 17.2 629
Meticorten, Predmsone____._____ 15 64
Kenacort -} Tnar:cinolone. _ 55 519
Deromil .. -} Denamethasone. 4.8 86 7
Sterane _._ Predusolone__ 20 837
Al others__ 13 100

Source: Suppled to subcorzrasttee by Merck & Co.

Four brand name products accounted for over three-fourths of the
market. The leading company was Merck with Decadron (its brand
of dexamethasone). Virtually tied for sccond are American Cyana-
mid, which markets triameinolone under the trade name of Aristocort,
and Schering with two products, 1ts brand of prednisone (Meticorten)
and of dexamethasone (Deromil).  Sales to the trade by small com-
panies comprise only part of the “all other” figure of 11.3 percent.
And these sales may soon be a thing of the past, since under contracts
now in effect bulk sales of prednisone to small firms will cease if the
patent 15 awarded to any of the major firms involved in the current
mterference proceedings at the Patent Office.  Again the importance
of bemng first is evident. The first corticosteroid was cortisone,
imtroduced by Merck, while prednisone, the most improved of the
carlier steroids, was first marketed in this couutry by Schering.

The control of the market is also relatively high in the other major
categories of drug pioducts.  The dibetic patient who cannot be
tansferred to the new oral antidiabetic dvugs will probably obtain
his requirements of insulin from Lilly, which has 77 percent of the
production, or the Squibl division of Olin Mathieson which accounts
tor 19 pereent.  Aside from Merck, which has only 4 percent of the
production, none of the other 15 major drug companies offers insulin
tor sale.  Patients who can be pluced on aral medication arve virtaally
hmited to two diugs—tolbutamide (Orinase) und chlorpropamide
tDinbinese); a camplete monopoly of U.S. sales of the former is
rnjoved by UpJohin and of the latter by Pfizer®  Tun diabetic diugs as
m antibiotics the leadiyg firm was the first on the scene. Although
the basie patent on nsulin hield by the Univasity of Toronto expired
faore than 20 years ago, through a series of improvement patents and
I censing arrangements with Danish flims on newer types of insulin
the International structure of patent control still remains largely

¢ Hearlngs, pt 14, pp §174-8175

* As corupared to the other twao, sales of & third oral sntidiabetic drug, DBI, produced and sold entire-
! by U.S Vitamn, aro quite small
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During the hearings, representatives of small firms engaged in- the
manufacture of ethieal drugs described their difficulties in some detail
which they attributed cliefly to patent restraints and to vast expendi-
tures on advertising and sales promotion by their large rivals. It was
cmphasized, however, that this is an industry in which the amount of
capital required to engage in production (as distinct from distribution)
15 not a significant deterrent.  On this point Dr. Philip Berke, vice
president of Formet Laboratories, Roselle, N.J. (which is itself a
anupplier of bulk prednisone) testified that with a capital expenditure
which would be recarded as extremely small in most industries he
could supply the prednisone requirements of the entire world:

AMr. Dixox. Dr. Berke, if it were possible for you to obtain
all of the patent rights and facilities to fully engage in the
cortical steroid market, what would you say that the invest-
ment would take? Would you give me an opinion as to what
investment it would take for you, or for a very small business
firm, to go into this manu{acturing process fully?

Dr.Berke. Well, of course, that depends on the quantities
vou want to produce, and if the research has been
accomplished, the sum wouldn’t be too large.

Mr. Dixox. Would vou say that you could do this on an
investinent of, say $4 or $5 million?

Dr. Berke. Oh, I could do it very well on that. We could
do very well on 85 million. I would say that we could
probably produce all the prednisone and prednisolone that is
recquuired in the world for a $5 million investment.?

In Dr. Berke's view it is not the amount of capital required but
rather patent restrictions which constitute the chief barrier to small
lums. ITe spectfically objected to (a) the failure of large companies
to license small firms when they license other large firms, (b) the right
of a patent holder of an intermediate to prevent its use to produce a
different finished product, and (¢) the right of an owner of a product

patent to prevent the sale of the product when manufactured by a
new and improved process:

If the holder of a patent issues a license or cross license
to another firm, and by his own volition gives up his
monopoly on the product, then it should be compulsory for
hin to license all other companies wishing a license regardless
of the size of the company.

In order not to retard research and development of new
products, T would also suerest mandatory issuance of
heenses in the case of compounds that are not to be marketed
as such, but are to be used as intermediates for the production
of other compounds.

TFor example, a company receives a patent on product A
which it markets as such. It should of course not be
mandatory for the company to issuc a license on product A
to another firm who wishes to market the same product.

However, it another company wishes to produce product A
as an intermediate for producing an entirely different product,

T loariogs, p. 14, p. 8058,
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bination unacceptable—no matter how useful it might be to the medi-
eal profession.

The cvidence submitted to the subcommittee indicates that few of
the smaller companies even attempt to sccure licenses from the larger
manufacturers, either under patent applications or issued patents.
The policy of polite refusal has become such an established practice
in the drug industry that as Mr. Seymour N. Blackman, executive
secretary of Premo Pharmaceutical Laboratories, put it, he didn’t
ask because “Mostly we knew it was futile, but we tried here and
there.” This witness had just testified: “I cannot tell you of any
significant patent in the pharmaceutical field that we, and several of
the smaller drug firins, have been licensed under.”

Even when a small company is the discoverer of an important new
drug and has an excellent research organization, it still oy encounter
insurmountable difficultics. Such a case is provided by the example
of Syntex Corp. of Mexico which is credited by the Pharmaccutical
Manufacturers Association as being the originator of prednisone and
1s a parly to the current interference proceeding on the basis of its
discoveries in 1950. Being uncertain of the ultunate outcome of
these proceedings in the Pateut Office, Syntex approached Schering,
the largest seller of prednisone, for a license and was refused. Be-
@nning in 1956, Syntex then began to ship bulk prednisone into the
U.S. market in substantial quantitics, mostly to smaller companies
who engazed in active price competition in sales to Government
agencies and private bospitals.  Schering then nstituted an infringe-
ment action, which was countered with an infringenient action by
Syntex.?

At the time Mr. Francis Brown, president of Schering, appeared
before the subcommittee, Senator Xefauver inquired about the cur-
1ent Schering-Syntex relationship and was informed an agreement
liad been reached. A request was made by the subcommittee for &
copy of the agreement. In substance, the agreenient provides that
if Schering seeures the patent, Syntex may sell in bulk only to Schering
licensees, although it may sell “in pharmaceutical dosage form under
its own label” (which, lacking a distribution organization, it has
never done).

Syntex represents the case of a small independent company which
zambled heavily on research.  According to one expert, this company
has one of the finest research groups in steroids 1n the world.® It
applied for and received numerous important patents. It was the
~ource of supply of smaller companies who injected competition into
the prednisone market.  With the import of the Syntex product an
wcecomplished faet, Merck and Pflizer also began to make bulk sales.
Bulk prices fell rapidly from 19335 to 1960.

Mr. Seymour N. Blackman of Premo told the subconunittee:

I assure you there 1s no free ride 1n this industry, given by
any of the big manufacturers.  If they are selling, to us, in

I'hie «ingle « xea ption n the subeos ‘ttee’s hicaniogs was meprobam ste (Miltown and Equamil) where
midn A of companics - taree vt small—-from ) over the workd sought leenwes W Mmarkel this product.
©lmportant patents und ot which Promwo requested a heone, which was rolused, are tetricy chine (from

P md devunethasore o buth Marek and Schenng, who wreainvohved in antarferened). Neither
Apony aca pted Promo’s of'or to Tihe g Lo nse under the pphication, despite sn ofler to pay roy ity
b bofore and Aftor the 1w e of a patent, and nesther granted Promo’s request for a bulk price,

Apparontly Infungament of procoss patents Lield by cach

A\pplezwag, “Sterord Rescuch 15" Drug and Cosmetic Industry, July 1958,
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He went on to add, however, that because of the difficulties faced
by the small company in promoting & new product or engaging in a
patent controversy with a large concern, it was their general practice
to sell the patent rights to their development on a “lump basis':

Mr. Brackyax. Also, we have sold, outright, some of our
patents because we just don’t have the money to promote
them.

* * * * *

When we issue licenses, we receive what is known as a
paid-up rovalty, one lump sum.

Mr, PeEck.’® Then you have virtually sold your licenses?

Mr. Bracxmax. We have sold them, chiefly, because we
know that a patent is little more than a piece of paper and a
liceuse to ficht your competitors in eourt. [ would much
rather take a small return, if you would call it a gratuity,
than to go into court and b:\ttie my larger competitors. If
they are willing to take a license, under the patent, at a
nominal fee, and we have received, for example, on this ;
drain-awayv feature, some $70,000 in royalties, paid-up pat- i
ents, both here and abroad, we are happy.”

In Mr. Blackman’s opinion, the prineipal problem faced by the !
small drug manufacturer is the difficulty of competing in the face of b
the “tremendous” amounts spent by the large drug companies on ad-
vertising and promotion:

As this investizgation proceeds, it will become evident to you \
that the only real competition that we have in our field 1s the ‘
tremendous competition for the eye and car of the physician,
how many pages of advertising we can put out, how many
samples we can distitbute, how many detail men we can put
in the field.

These and these alone govern the ultimate aceeptance of
the product.™

The small company, aceording to Mr. Blackman, simply cannot
afford to pay for the vype and quantity of advertising now required
for snecessful promotion.  “Advestising costs”, he said, “are so dis-
proportiomately expensive small companies cannot afford to make
their way in the marketplace.” ™ Tle gave as evidence the cost of
the type of advertisements now appearing in medical journals and the
eapense of maintaining a force of detailmen:

The smaller manufacturer, even if he had the means of
applying additional research, to develop unique products
for the market; would still lack the funds to properly prop-
acandize and promote such items.

‘ Theodare Peck, former subcommittee misority counsel
THearings, pt 14, pp 82,3 8254,

larnes, pt 1, pp S5 RN As evidence of the volume of Adrertiing and promotional effort, Mr,
M aman oited Aan artide by Waller L Grthith, dircetor, pro-luct adv. tising and promotlon, Tarke,
bt & Co whieh appeared in “Droctodings of Program, Mid Year Conforence, Americun Collige of
Sy dheearr s, 1973

Fo v, the b ldec of botter measctraps will sell more mous teaps, anls M he Yaphls a path to the world

1 peosents the aldvantaces of s trap with moerd ngenudty ood Lnp v L than hs co'npetitor

THo suet activity s tlts which, In the acereg tte, has caused the cthicd pb armaccutical Industry of this
oy to provide durinz the past year 3,79%1,503,000 pages of padd Jouen 1 L liertising, 733,213,700 direct
it impressions; and well in excess of 18 1o 20 miillon phys'cian and plairacist cally’ (1bid, p. 8215).

» Hearings, pt. 14, p. 8210,
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As an illustration, Mr. Tobias Wagner, advertising director
of Smith Kline & French, stated that his company spent
$130,000 on cight mailings to physicians, merely devoted to
the discussion of the hazards attending the use of 2 product
called Thorazine.

From this, you might imagine the program attendant to
advertising the attributes of this product, and then add
additional costs for direct mailing, sampling, detailing, and
various general advertising and yvou get a fantastic picture.

The tendency today is for the pharmaceutical company
who, a few short years ago, considered a {ull-page journal ad,
in color, sufficient to gather the physicians’ attention, now
uses 4-, 8-, and 16-page inserts.  Some of these inserts actu-
ally assume the proportion of exhaustive monographs. Busi-
ness is s0 good in the medical journal field that there arc over
300 different journals which exist on the basis of paid adver-
tising of ethical pharmaceutical specialties. It is estimated
that in today’s market, journal advertising, direct mail adver-
tising, and sempling would require an expenditure of approx-
imately $1 mithen to do an effective job in partially promet-
ing a single cthical specialty.

Thus, however, is not the most expensive part of the adver-
tising program. According to a speech delivered by Mr.
Tobias Wagner, at a recent national pharmaceutical forum
for phaimacy educators, he states:

“The well-trained detail man can do what medical ads
and direct mail cannot do. The pharmaceutical company
spends between $9 and $10 for every physician visit.”

Couple this with the 200,000 phvsicians in the United
States and we get a cost of $2 imillion for making only 1 detail
call on each physician.

Well, it is not neeessary to cover every physician with 1
detail, so, let us cover only onc-half. Tt is thercfore my
conservative estimate that it has taken, in some cases, $2
and $3 mllion of nitial advertising to biing certain new
products into the marketplace, in the light of the tremendous
pressure and competition for the physidan’s eve and car™

According to Mr. Blackman, Premo did try, without success, to
cmulate the larger companies; it established its own detail forcee,
zave cocktail parties for physicians, ete.:

i These detall men were actually earefully sehooled.  They
i were headed up by experienced elder statesmen, as it were.
They were given what we called the “canned detail.” They
), were exercised in the pros and cons as to the 1ierits und dis-
it advantages of the products which they were advertising.
: And they were schiooled, mntellicently, as to how to answer

Senator Hart. So far as the detail men who were em-
ployed by you are concerned, you would say that they con-
= Hearlags, pt 14, pp. 8218 8219,

! - - . .y
l : questions on any given item that we were detailing, at any
T aiven time.
it * * * * %
1)
B
18
¢
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tributed to the knowledge of a physician and his understand-
g of the product, is that right?
Mr. Brackyan. To a limited extent.  Tet's not beg the

question.  They were out there to sell our products to the
physician.®

While the company’s expenditure on journal advertising, sampling
and detailing nearly tripled between 1948 and 1933, its net sales,
while rising from $1.9 nullion in 1948 to $2.8 millien in 1951, had by
1833 nearly fallen back to the 1948 level. In the next 2 years, despite
a further ncrease in advertising and promotion, sales continued to
decline.

By the end of the year 1936, the handwriting was on the
wull, without doubt. The programn, which we had inaugu-
rated, winle meeting mitial success, fell through even though
advertising expenses increased percentagewise and dollar-
wise.

tattribute the fuilure of this program to the tremendous
increase in the advertising dollars spent by our large com-
petitors, to the extent that our efforts appeared, in the
market place, as a mere spark in a vast conflagration.®

Noting that the pharmaceutical industry had come to be referred
1o as Wall Street’s “fair-haired boy,” NMr. Blackman referred to new
stock issues of the Jarge companics and the existence of “a lot of
money that could be spent in advertising pharmnaceuticals”:

Mr. Kyernre® [ would like to learn more about vour ex-
perience several years back, before 1956. I noticed in your
old foider that you were advertising the fact that you ‘}mve
detadl men You were advertising the fact that you will
ke cocktail parties and other facilities available to any-
hody that would come to rour place. You were making
known the fact that you will invite groups from pharnnaceuti-
cal colleges.

Now weren't vou traing to do the saine things that these
lare carporations are doing?

AMr. Braesmax. The unswer s “Yes”; we tiied, desper-
atelv, to emulate these large manufacturers, and, as [ stated
before. we didn't make it

AMro Blackman estimated that thice-quarters of a bilion dollars
1 vearis spent on drue promotion, mueh of which he regarded as pure
wasten view of the natare of the demand:

T peasonativ feel that the Anwerican public i overpaying
at least three-quanters of o bilhon dollurs, at wholesale
piices, annually, for the medieation which they purchase on
piescription.

[ arrive at this figure by examining the cost of approxi-
mately three-quarters of a billion dollars annually spent
on advertising and sales promotion, coupled with almost
another three-gnarters of a billion dollars in net profits.

- Ih, p sz

= Hearines, pt 14, p 8218

I\ icholis N, Kittrie, subcommitice minority connsel
¢ 1learings, pt. 14, p. 255,
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Spending three-quarters of a billion dollars in advertising
to produce $2% billion in sales scems to me to be excessive,
csi)ccially since the products being propagandized are ab-
solutely necessary and an arlificial demand need not be
created. It 1s my personal opinion that at least onc-half of
the sum spent on advertising and promotion is totally
wasted.

Likewise, I feel that the three-quarters of a billion dollars
in net profits, before ¥ederal corporate taxes, is excessive by
at least 50 percent.

This brings us to the figure of three-quarters of a billion
dollars which the public pays unnccessarily.

* * * * *

I say that the market does exist. When we are sick, we
must buy medication. This doesn’t fall into the category of
advertising for a washing machine, {or example, to create a
false demand, or to make n new car stylish. This field is
something we need. It is like electricity or clothing, We
don’t have to create a false market; the market exists.®

Mr. Myron Pantzer, vice president of the Panray Corp., agreed
that in the drug industry “advertising * * * costs a lot of money,”
and that his firm did not have the resources “to put several million
dollars into the promotion of a product.”” That the necessity of
making such outlays may actually impede the introduction of new
and better drugs was nplicit in his answer to the following question:

Mr. Dixox. Suppose you came up with product X, a
steroid houmone, that was, we will say, more potent than
even dexamethasone, and actually had no side effects, none
whatever.  How would you get the message to the doctor?

Mr. Paxrtzer. We as a company would, frankly, be stuck;
we couldn’t get the produet off the ground.®

Ciarrer 5. Tore Benavior axp DeteryiNarioN o Price
THE BEHUAVIOR OF PRICE

The difference in the behavior of adminitered versus market-
determined prices, which has Deen noted in the subcommittee’s
catlier reports and hearings,” is nowhere more dramatically illus-
trated than in the drug industry. Where the only sellers consist
of one or a few of the major companies, prices tend to be unchanged
over long periods of time, with the different companies selling at
identical prices. Where there is an “uncontrolled” bLulk supply to
which small manufacturers serving the trade can sccure access, not
only does the bulk price tend to be fleaible, but the drug in packaged
form will be offered at widely varying prices. This is true of both
of the markets for drug products.—sales to the regular trade (e,
the retail drug store) and sales {o stitutional buyers (e.g. govern-
mental bodies, hospitals, ete)).  The difference in prices to the diug

2 Ylesrings, pt 14, pp S24-S208,
X Heatloos, pt Y6, p 03730 ;
7 Ct ¢ ¢, Subcomnittee on Avntiterst ond Monapoly, “Adin'nistered Drices. Steel” €. Pept 1397,  &tb

Conu, 24 sess, p R and hrarigge, pt 10, “Admibiistered i'rice Tnflation: Altarpative Public Polich<”
pp 4U37-5013
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trade will be examined here in two of the few areas in which small
firms are able to enter the market—penicillin and prednisone.

SALES TO THE DRUG TRADE

While inost antibioties are sold by only one or a few of the large
companies, there are two areas in which vigorous price competition
exists in both bulk and packaged form. These consist of the older
forms of penicillin, which are not patented, and streptomycin, which
is produced by several firms operating as licensces under the patent
held by Rutgers University. Neither Sir Alexander Fleming nor
any of the other Dritish scientists associated with its early develop-
ment ever applied for a patent on penicillin, and no license has ever
been required for its production.  Morcover several of the nuportant
steps and methods mvolved in the fermentation process were dis-
covered and patented by the U.S. Department of Agriculture which
licensed all applicants oa a rovalty free basis. Streptomycin was
discovered by Dr. Selman A. Wuksman while he was conducting
rescarch at Rutgers University. Although Merck had exclusive
richts to the exploitation of all patentable scientific discoveries by
Dr. Waksman resulting from research subsidized by it, Dr. Waksman
persuaded the company to give up its exclusive rights to strepto-
mycin and as a conscquence several firms in addition to Merck were
licensed to produce and sell the product:

Prior to 1950 case of entry into the penicillin market and
case of entry into the streptomycin-dihydrostreptomycin
market existed in the antibiotics industry. This was an
important factor in the development of price competition
among the producers of streptomycin and dihydrostreptomy-
cin, as well as among the preducers of procaine penicillin.
No restrictions existed with respect to production of sodium
and potassiuia penicilling as far as can be determined.™

The broad spectrum antibiotics, introduced in late 1948-50, were
subject to a few price reductions during that early period. By 1951,
however, the price of each had stabilized at the identical figure of
£3.10 to the druggists,” where it has been maintained through the third
quarter of 1960,  What appears to be a straight black line near the
top of chart 10 is the price trend of the broad spectrums during
tlis 10-year period®® [n contrast to the complete rigidity of the
broad speetruins the bulk prices of penicillin and of streptomycin have
fallen during the 10-year period about 90 percent—f{rom $2.50 to 21
cents and from £3.24 to 36 cents, respectively.

= vder d Trade Commussion, *“Feonomie Repart an Antihlotlcs Manufacture®, 1958, p. 230

* Foleral Trade Connnt ~ion, op ait, p. 192

2 The type of quot duon ured for the broad spactriuns §s the price to the Jreggists for 16 capsules of 250

Marams e e, Wi re s the cant ions o for E»n'm}l}m snd streptemyain are bnlk pricess With the
v option of ~ales by Brotol to Upohn and Squibb the.e are no bulk sales of broad spectnun antibivties.
Aftor an untad doddine, Bristol's prices to Sqaibb and Upjohn have not fluctaated and of course are not

4 mutter of regular publie record,
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During the hearings it was emphasized that any increases in costs
aflecting the broad spectrums should also have aflected penicillin and
streptomycin:

Dr. Buair. Penteillin, streptomycin, and these broad-
range antibiotics are all produced, with some modifications,
by the samne basic production method, except that Chloro-
mycetin is now produced by an even cheaper process, being
produced synthetically. This basic method is the fermen-
tation process. Irom this chart, it is obvious that cer-
tain reductions in the cost of production have developed
i the use of the fermentation process. Chanees in produc-
tion methods, greater efficiency, loweiing costs, have in fact
been reflected m lower prices of penicillin and streptomyein,
but obviously, to the extent that they occurred in the pro-
duction of the broad-spectrumn antibiotics, have not been
manifested in lower prices there®

A similar contiast between administered and nunket-determined
prices appears in chart 11, which compures the price trend ot one of
the newer patented forins of penicillin (V-Cullin), with the trcnds of
the unpatented forms both in bulk and package. Al of the prices
rclate to one cornpany, Eli Lilly.  To facifitnto comparison they have
been expressed on the basis of a comnion measure, 1 billion” units.

As was true of the broad spectinms, the price trend of the patented
penieillin is represented since its inteoduction in 1956 by a straight

3 Hearings, pt 24, p. 13659
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Citary 11

PENICILLIN=LILLY

BULK PRICES COMPARED WITH
PRICES TO DRUGGISTS
PER BiLLION UNITS, 1348-1960

DOLLARS DOLLARS
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SOLRCES Butk 12281355 Lty prices compiled by FIC,

19551960, Open mcrke® quotations, June Sigures, D%, Pont and Orug Reporter
Oosage Ferms 1948, Drug Topts Red Sook
1949-1960, Amescon Crugqist Blue Hook, anmal guatations

Ime.  During that same period Lilly’s price of the older ty pe in tablet
foum declined by 14 percent while the bulk price diopped by 60 per-
cent after an increase.  The chart also teveals that up to very recent
.rars the price tiend of the older type closely paralleled that of the
bulle price, after about a 1-vear lag. ~ Such purallelism, howerer, has
iecently been conspicnous by its absence, as the bulk price showed a
tarther price decrease between 1938 and 1960 while the tablet price
cemained unchanged.

Small manufacturers sl the unpatented peniallin in finished forsu
it prices substantially below those of the major companies. This is
evident, from chart 12 which shows the price differences betweeusclected
<inall companies and large concerns for, penicillin potassium G tab-
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Crarr 12

PENICILLIN
WHOLESALE PRICES BY SIZE OF COMPANY
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lets; the horizontal scale is by size of company in terms of its total
annual sales of all products. The smallest firm, Penhwst Pharmacal
Corp., has a price of $3.30. The lowest price (§2.95) is that of the
Bryant Pharmaceutical Corp., with aunual sales of less than $1 million.
Three other small companies whose sales range from 51 to $5 million
, quote prices in the area of $4 or $5. Tn contrast, two of the Jargest
| companies, Merck and the Squibb Division of Olin Mathicson, have
| the highest price, $12. This is also the price quoted by Lilly while
: Abbott and Parke, Davis charge approximately a dollar less.  Among
the majors, Pfizer is a price cutter on this product, selling it for only
about half the price charged by the other luige companies.
During the hearings, Mr. Seymour N. Blackman of Premo con-
trasted Squibb’s price for penicillin tablets ** of $14.85 per hundred
with his price of $3.75. On the question of possible differences in 3
quality between the products of large and small companies the follow-
ing exchange with Senator Hart took place:

Mr. Buackmaxn. All antibiotic products, which would take
this particular product within its scope, are controlled by
your Food and Drug Administration. -

Not only in the usual way products are controlled, thatis,
by picking up shipments in interstate commerce and exam-
ining them for their labeled poteney, but the Food and Drug
Adninistration, on antibiotic products, requires that before
a pharmaceutical manufacturer releases the product for sale,
he must {)reseut the sample to the Food and Drug Adminis-
tration plus an analysis, and the product is not released for
sale until the Food and Drug Adininistration ruas their own

B A different dosage forw {rom the previvus example,
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parallel analysis and certifies that the product is actually
what the label says it is.

So, it 1s fortuitous that the product which you pick is not
only the same because I say so, but 1t is the same because
your Food and Drug Administration says so, and has proved
it.

Senator Harr. Does the Food and Drug Administration
say that both of these meet minimuin standards, and does it
also express any opinion as to how far one or the other
exceeds the mimmum?

Mr. Brackman. The Food and Drug Administration will
not allow cither Squibb or Premo to exceed or come under
the requirements. ‘There are dcfinite specifications as to
how much penicillin you meay have in a tablet. It can’t be
more or less, within certain linits, of the Iabeled require-
ments.  These limits are close, and if, for example, we have
1 or 2 percent more penicillin in our tablet than Squibb, it
would be inconsequential as far as the therapeutic eflicacy
of the product is concerned ®

The price differences among the major companies on unpatented
pentcillin are not to be found in the patented broad spectrum anti-
biotics. This is brought out by table 29, which shows for the various
dosage forms of tetracycline, Aureomycin and Terramyecin, the price
to the druggist of each of the sellers.®

TasrLe 29.—Idenlity of prices lo druggists— Telracycline, Aurcomyein, and Terra-

mycin
‘Ttracy cline
. Cjana-
mid Pflzer
Crana- Pliser Bristol Upolin | Aurco- Terra-
g Tetra- Poly- Squihb Pan- myean mycin
Achro- cyn cycline Stechin mycin
myan
Chpules:
100 mg 25's £3 61 $3.61 £3 61 8 61 3 61 8 61 £3 60
100 me. 100's. 13.77 13 57 13 77 13.57 13 77 13.57 1377
20mg 165 510 510 5§10 510 510 510 5.10
28 mg 100's____.__ - 30.60 30 60 30 G0 KUY 30 60 20.60 30.60
Intiamuscolars 100 mg. vial. .. .91 .04 .91 94 L1 B S o
Tutrsvcnous.
AL RET-SS N R 1.62 162 162 1.62 1.62 1.62
INrag vl 2.91 20 291 2 91 29 2.90
Ped draps 10 mg fec. 10 cc. .. 1.47 147 1.47 1.47 1 47 147
Or lsusp., 230 mg f5¢c,10Z. 2.04 235 2 2M 2.5% % 2.55
Saran
1251rg f5cc , 202, 251 2 55 2 4 2 M 25 2.55
125 myg fScc., 16 0z 18 36 18 36 1836 [ .. 18 36 18 36 15.36

Source: FTC,** Proposed Findings of Fact ennd Conrlisfons of Fact and Luw™ (June 1460), p. 375.

Tor each of the dosage forms the five companies selling tetracycline
charge the same price, which also happens to be the price churged
v Ameriean Cyanamid for Aurcomycin and by Pfizer for Terrumyein,
rom the 94 cents which each churges for a 100-milhigram vial for
intramuscular injection to the 518 36 for 16 ounces of 125-milligram
-viup to the $30.60 for 100 capsules of 250 milligrams, not a single
Vatiation of more than 1 cent among the companies is to be found.

¥ Heqrings, pt. 14, pp. §208-3209.
¥ Heerlrgs, pt. 24, p. 13667,
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. Similar identity within 2 cents is to be found in the suggested resale
I prices to consumers.®
TasLE 30.—Identity of suggested resale prices to consumers, Telracycline, Aures-
I mycin, and Terramyein
T
i Tetracychne
) Cyana-
mid Phizer
j : Cyana- | Pfizer | Bristol Upjohn | Awvrco- | Terra-
! mid Tetra- | Polycy- [ Squibb | Panmy- | mycin myaun
Achro- cyn choe Stechn cin
mycin
28 02 46,02 8 02 $6.02 $6 02 46.00
2985 22 93 2295 22.95 .95 2 9%
8 50 8 50 8 50 8.50 8 50 8
51.00 51.00 51.00 51.00 51.00 51 (0
Intramuscultar: 100 mg vial._._ 1.5 1.5 1.5 1.57 1.57 157
Intravenous:
250 mg. vial..._ 2.90 270 270 270 2.70 27
500 rog. vial__ - 485 485 485 4 85 4 85 16
Ped. drops 100 mg.fee. 10cc. .- 2.45 2 45 2.45 245 2.45 2.45
Oral susp.: 250 mg f5¢c. 1oz . 4.24 425 4.24 4.23 425 4.5
yrup:
125 mg [Sce. 20z - 4.4 425 424 4 425y . __. 45
125mg f5cc. 6oz ... 30 60 30 60 60} __ 30 60 30 60 30 60
o Source: FTC “Proposed ¥indings of Fact and Conclusions of Fact and Law™ (June 1860), p. 372

Senator Kefauver inquired of Dr. W. G. Malcolin, president of
American Cyanamid, how these identitics of price came about:

!

+

! Senator KerauveR. {The table] shows the prices of all the
f companies, regardless of the size of the order, regardless of
! the way you usc it—capsules, drops, sirup, intravenous——
I you all have exactly the same prices, and you all suggest the
| same price for the drugstore to sell to the consumer.

How do you get together? How do you work that out,
Dr. Malcolm?

Dr. Mazcory. Mr. Chairman, Mr. Duncan is the general
manager of the Lederle Laboratories Division. Would you
kindly permit him to read this statement that he has, which
I think will save a great deal of time? 3

The patent fight over prednisone (and its companion prednisolone)
has now been raging at the Patent Office for several years, during
which time there has developed a bulk market in the drug somewhat
similar to that in the unpatented penicillins. This market has been
supplied by small producers such as Syntex and Formet Laboratories.
by foreign concerns such as Organon of Holland and also by some of
the major companies.  As in the case of penicillin, competition in 2
i free market has resulted in a substantial decline in price.  Although
: ‘ there are no publicly reported bulk prices for these products, the fact

that they have declined is demonstrated by purchase contracts in the
{ subconumittee’s files.
| The availability of this free supply has made it possible for small
! manufacturers to sell the “predni” drugs in package form to drugstores
; and institutional buyers. Again, as in the case of penicillin, substan-
tial differences exist between the prices of the small and the large
companies. Charts 13 and 14 contrast for prednisone and prednis-
olone, respectively, the prices of the leading firms in this area with
those of & numiber of smaller enterprises.

¥ Tlearings, pt 24, p. 13668
™ Hearings, pt. 24, p. 13667,
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CHaxT 13
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In these products the pricing pattern differs in one respect from
that of penicillin; there is absolute price identity among the majors,
mcluding Plizer. Insofar as the difference between large and small
i compauies is concerned, bowever, the pattern is the same. With total
annual sales in the $1 to 35 million range, Physicians Drug & Supply
has the lowest priec for both prednisone and prednisolone. As con-
trasted to a quotation of $17.90 by the large companies, this firm
offers prednisonc for $4 and prednisolone for $4.85. Two even smaller
finius, Bryant and Penhurst, offer prednisone for $6.75 and $6.93,
respeetively, and predunisolone for $7.50 and $7.73, respectively.

Again the question of possible differences in quality between the
produets of laige and small companies arose during the hearings.  As
an indirect method of shedding light on this question, the subcom-
nittee asked the Food and Drug Administration for information on
actions brought since 1955 under the Federal Food, Drug, and Cos-
metic Act. From the information provided in Commissioner Larrick’s
veply of November 4, 1959,% it is apparent that no legal actions
nvolving corticosteroids have been brought against any of the comn-
panies shown on the charts.

The price differences i the “predni” drugs are wholly absent in the
later patented corticosteroids.  Methylprednisolone (Medrol) is sold
exclusively by Upjohn.  Triamemnolone is sold exelusively by Ameri-
can Cyananud (Atistocort) and Squibb (Kenacort), both of whom
charge the same price (85.65 for 30 tablets). Dexamethssone 1s sold
exclusively by Merck (Decadron), Schering (Deronil), and CIBA
(Gaimmacorten), all of whom have a price of around $S.10 fer 50
tablets.®

SALYES TO INSTITUTIONAL BUYERS

In addition to the usual prescription market, substantial quantities
of drugs are sold to institutional buyers. In the regular market the
customer, being himited to the brand nume product usually prescribed
for him, has little freedom to shop around for a lower price. This is
tiue even where a product is sold by small manufacturers at prices
substantially below those of the major companies. The essential
difference between the two matkets is that, unlike the physician, the
institutional buyers frequently and inereasingly have an acute interest
in price.  Faced with mounting drug costs the institutional buyers,
consisting of private nonprofit hospitals, State and local goycrnmental
hospitals, clinics and dispensaries, and Federal agencies, are to an
ineteasing extent using generic formularies and are purchasing fiom
quahficd supplicts on a price basis.  An outztanding examnple of 1lis
market is provided by the U.S. Deputtiment of Defense through its
procurement arm for medical supplies, the Mhlitary Medical Supply
Agency. MMSA acts as a unified central purchasing agent for all
hospitals and dispensaries operated by any of the armed serviees; 1t
alco purchases on tequest for the Office of Civil and Defense Mobiliza-
tion, the U.S. Public Health Service and, under the military assistance
prozram, for allied nations.® ’

MMSA s required to purchase druzs by generic names at the lowest
possible price from what are termed any “qualified supplicts.” To
provide the best possible medical trestment for patients, who may
runge fromn the nowest Anny recruit to Memnbera of Congress and the
m,, nt. 1%, p. 8359,

! #Alrch s Detodren is suld at 9 price ~f 318 11 for 160 tshistg of 0 73 mem.
’ W esrngs, 0t 24, p 137N
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President, MNMSA insists that suppliers meet exacting standards.
Not only must the quality of the particular product being delivered
conforin to rigid specifications but inspection 1s made of the supplier’s
entire operation including the “housckeeping” facilitics of his plant,
his production and quality control techniques and performance, his
records system, the technical proficiency of his staff, and the com-
petency and knowledge of the management itself.® In short, every
offort 1s made to assure that any company, large or small, which sells
drugs to MMSA is capable of providing pharmaceutical products of
fully acceptable quality. Given quality, MMSA endeavors to fill its
requirenients at the lowest possible cost.

The ageney has provided the subcommittee with a complete 1ecord
of its contracts, dating back as far as 1954, in a variety of aveas
(anfibioties, sulfa drugs, polio vaccine, steroids, insulin, tranquilizers,
and vitemins).  Here, also, a sharp differentiation between adminis-
tered and market-determined prices emerges. The differentiation
¢xists not only among drugs as a whole but within given pioduct
croups which are characterized by a general similarity of production
ethods and thus of costs.

MASA has had little suceess in securing price concessions in the
ptented broad spectrum antiblotics. A case in point is Chloromyce-
ti1 available only from Parke, Davis. From May 1954 to February
1133, MMSA negotiated 16 contracts with the company; despite a
wide variation in quantities, the price was rigid at $12.50 per bottle.!
Pr Aprd 1958, MAISA's pmdmsc officer poxsnulcd Parke, Davis to
1.(lnw the price to $11.25; from that date through June 1959 there
were 11 additional pxocur(mcnls—ﬂll at this same price, although
there was again a wide rauge 1n quantities.

A similar pattern is pxoc.vntcd by Aurcomyein, also available only
fiom a single supplier, American Cyanamid. Irom May 1954 to
February 1956, MMSA made nine procurcinents in widely varying
qnntities, all at a price of $12 per bottle2  In April 1956 the price
was reduced but only to $i1 a bottle, which has prevailed for 11 pro-
¢ vements of widely varying qlmntities.

MMSA has bad its greatest procurement difliculties with tetra-
- :dinc, which is seld by five companies, though one of them (Upjohn)
has not sought MMSNorders.  Rear Adm. Willlam L. Knickerbocker,
USN, exceutive director of MMSA, described to the subcommittee
s v\pm ience 1n trytug to sceure lower prices for this unportant drug:

When the Government fivst purchused these tablets, it paid

S11 per bottle of 100 in u procurcment Involving 91,176
bottles.  Six months later in NMay 1957, the unit price
{front a different supplier) was still 511, even though the quan-
tity purchased was about one-sev enth that of the previous
procmcment On the thud procurement, 9 months later,
the price rose, inexplicably, to S17.24—a 57-pereent m-
crease over the previous $11 price.  As a matter of fact, 1
this Iatter procurcment the low offetor refused to take more
than oae-half the quantity required by the Goveriment,
wmd the remainder had to 2o to the sccond low offeror at a
price of $19.19 per hottls oF an merease of 74 percent
aver the initial low price.

Toarags pt Copp. 1540 L

! pism capsulos i bottles of 160

Sarizn caps tlos i bottles of 1o, -~
66902 — 61—-—7T
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During 1958 there were 3 additional procurements of
tetracycline hydrochloride for 93,476, 41,904, and 25,632
bottles, respectively. For the first two of these procure-
ments, the price remained at $17.24 and for the third it was
$17.15. In June 1959, it secemed that this price “freeze”
finally bad been broken when the Government was able to buy
46,512 bottles at a unit price of $14.36. But no. This
“thawing out” process was illusory, because 2 months
later, in August 1959, a solicitation for 28,000 bottles
azain produced an offered low price of §17.15 with 3 sup-
pliers offering the identical price. This was the same
price as quoted before the so-called price break. When
this occurred, MMSA {elt that it had no alternative but
to cancel the procurement because of the unreasonably high
price.

Over a perjod of 3 years, four independent suppliers par-
ticipated 1in the Government procurement of this item.
Nevertheless, in that time the price rose to a high of 174
percent of the initial low price, and, thereafter, with one
exception, became constant in the $17 bracket. Moreover,
all price quotations to the Government bore no relationship
to the quantities ordered * * *,

Aside from the foregoing peculiar pattern of cost to the
Goverameunt, there are other characteristics in the procure-
ment history of tetracycline hydrochloride tablets which
should be noted. On a number of procurcinents, more than
one supplier initially offered the identical low price.  Further-
more, even when only one supplier was low, others came in
at higher but identical prices (i.e., either the specific prices
offered were the same, or they became identical when the
pro:pt payment discount was applied).© :

While Admniral Knickerbocker refused to hazard any guess as to the i
reason for this strange price behavior, an explanation was proffered |
by Mr. Lyman Duncan, manager of the Lederle Laboratories Division
of American Cyanamid. According to his testimony the first MMSA
tetraeydine procurement was announced at a time when Mr. Duncan i
was stll learning the drug business (shortly after his transfer to
Lederle from Cyanamid’s Organic Chemicals Division).  As a result, i
he meade a mistake and simply bid for the tetracycline contract at the
sane S11 price at which Cyanamid had been supplying Aurcomyecin |

1

to M)NSA for some months: |

As [ reeall the circumstances, up to that time I think the
buyingz had been entirely Aurcomyein or Terramycin with {
somne Chloromycetin, but the real competing products there : ‘
were Aurcomycin and Terramycin. .

Now what happened there was I was not fully aware of this,
being new in the business, that the Ariny had never before
bought tetracycline.

4 Jlearings, pt 24, p. 1377980,
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It was brought to my attention that they had an order for
tetracycline. Well, I guess 1 did not give it a great deal of
consideration.

* * * * *

So far as 1 can remember when this came up, I said: *“Well, .
I suppose we have been bidding $11 on Aureomycin. It 1s
too low a price, but I guess we might as well bid the same
price.” ¥

Mr. Duncan’s uncertainty as to what Lederle should charge for
tetracycline is surprising in view of the fact that for » full 2 years
prior to the MMSA procurcment, his company had been selhng th‘e
same product to the Veterans’ Administration at a price of $19.58,
less 2 percent for prompt payment.* ) e

On the second procurement Pfizer apparently made a “mistake™ 10
bidding $11 on the assumption that Cyanamid would be in that range.
Smce Cyanamid actually bid $19.58, the contract of course went to
Phizer. ‘Thereafter, prices rose as described by Admiral Knivkvrbqvkt‘h
As the subcommittee counsel pointed out: ““I notice that $11 mistake
never occurred after the ficst two times.” ¢ .

In a discussion of subsequent identical bids by several companies,
Mr. Duncan was asked specifically about the MMSA procyrement 1
September 1958, for which Cyanamid, Pfizer, and Squibb all bn'l'
317.24; he explained that this was a coincidence which “astounded
b,

I had not the faintest idea, Mr. Dixon—it is very casy
looking back, but in looking ahead, I had not the faintest
wdea.  Actually, T was astounded that they bid $17.24. |
expeeted someone to bid, with a different situation. to bid
S15or $16. 1 had no idea what those bids would be *

Another “astounding” coincidence is the mathematically precise
division of the MMSA matket for tetracyeline. For the 3-year pcnqdv
November 1956 -October 1959, the patent-holder, Pﬁzcr,.h_u(l -ll'v.ﬁ
percent of the MMSA purchases of this drug® The remaining 53.4
pereent was split almost exactly evenly among the other scllers, with
the Lederle Division of American Cyanamid getting 17.8 percent,
Biistol 17.6 percent, and Squibb 17.5 percent.  (Sce table 31.)

Taree 31— MSA procurement of tetracyeline, all forins, November 1956 October
1959

{Ia dotlars}
Pfizer Lederle Bristol Squibb Uplohn Tuint

< L | 1,330, 219 42000 | 6, W2, 29
crfsuspension. .. W KT A 1,377,335 56,208 § ... Lo
Povdes, 290 mulloeram . 613 7,510 : 17t 30
towder, 100 nulugrom. 12.08

Totnl

Yo n‘L R

S -t MMSA (Sept. 2, 1960).

s, pro2d, po 1),
L2t mins’ Admindsiniwon purchaste reeords provided (o the subcommittes,
Yl siaps, pt. 21, po 1ot
N Pro21, pl135e2
. bt. 24, p. 13700, Uploha obtalned only d very small procurement, awounting o only 08
ze total

275

METIC ACT



VOL. 17 LEGISLATIVE HISTORY OF THE FOOD, DRUG & COSMETIC ACT

a2 ADMINISTERED PRICES—DRUGS

The division of the business in the two principal products, 230-
milligram capsules and tetracycline for oral suspension, represents
at thc least an unusual coincidence. Pfizer supplied :Lppm\mnt( dv
60 percent of MMSA’s dollar purchases of tablets, while the remaining
pereentage was divided almost exaetly evenly between Lederle ar; d
Squibb; none was furnished by Bristol. On the other hand, Bristol
supplicd the greater part of MMSAs requirements for the druv m oral
suspension for m, with relatively mod(st participation by Pfizer and
Squibb and none at all by Lederle.® This division of 1he oral sus-
pension contracts cannot refleet any form of produet specialization.
Bristol, of course, malkes tablets, while Pfizer, Lederle, and Squibb el |
the oral suspension form to the recular trade and, indeed, entered
bids on it during this period to the MMSA®  What is most unusual is
that the dollar volume of Bristol’s oral suspension sales to MMSA i
almost identical to the dollar shares of Lederle and Squibb in the
procurcment of tablets in which Bristol has not participated suceess-
fully

J?xct as there is a sharp difference in the price structure between
the broad speetrum antibiotics and the older penicillins in sales to the;
recular drug trade, o also is there a similar difference in sales to the
AMihtary Medical Supply Aceney.  As has been noted, penicillin G is
sold to the retail diuggist by most of the large companies at around
$12 a bottle, with small companies quoting as low as $3.30.%% 1In,
contrast to these prices, MMSA's first reported procurement wus a,
negotiated contract with Dristol calling for a series of deliveries in:
1954 at a price of $1.61 a bottle. Since lf)uG procurements have been'
made for the most part on an advertised bid basis, with small as well!
as large companies participating, and prices have declined sharply.d
Since early 1959 the price to MMSA has ranged between 67 and 7y
cents a bottle. }

Another unpatented antibiotic is bacitracin, most often administercd
in topical ointments. Typiml of the major companies, the price to
the druggist for Phizer’s product is $10.20 a package.® With as,
many as cight fiims of \An ng sizes bidding tn individual procure.,
ments, the price has been $2 335 or less except for a few mounths in 1956
Seven of the contracts hmc been won by Plizer, itself] at Lids hetween
$1.65 and $1.99 a package, while on five other occusions Plizer hies
been unsuecessful with bids below 82 a package. :

As in sales to the drug tinde, the Lorze wmanafacturas of prediutsone
and prednisolene encounter price competition fram small compantts
MAISA has snde a number of procurements of these products, wi h
fiom S to 15 qualified cuppliers, both large and small fiums, bubiwg
on each.  On nore of the precurcments did the bids, even by Lacc
firms, temotely approach the S170 paid by the retail dmm*m Tor ¢
m\}m Lrand-name ltews.? Further, mu]or the pressue Tof competi
tion the trend of prices has been <teadily downward. The fud
prednisone procurement by MMSA reported to the th(olmmm‘(‘

¢ NAIRA nopaogted rroc.uu (‘ s al tddre, e 82 for am i - paiofoasn 1977, 3198, ind 137 Oaly ](r" ﬁ
Pid sncoosfully an a7 aad t Sohaafibec S0t s aman the tible {- r )‘ﬁ or omd Sapubhor N
T 1o 1957 [ Ctlecments, \\h e aaoreirne @ ey ¢ balss Brstol« Vos prcee .-1 e
<16t aboule, Iadune Lo g Plizerbad €30 Tt At e M‘ ";-. My, e Totre were m v
Sirmre Pata DBowr sar it wos Sgud b achbelse a0 v hte Piney btk up wath et

B b the ST 63 8163 ranze, .
SATNINA purdt e cccurde and Amenican rros st Blue Deok. N
N umt L hlots n o ttsof 1oa,
D g Pz Tartes Red By Clatment et
Ny o wsefadoren 3501 nez tubes,
@ Snlud ram Gsbleds, ooz of 1,600,

2188 L0 LLIts Of Lactiriedn 1o r grosn, il to the &L

e e e e
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March 1938, went to Chase Chemical Co. for $41.50; Schering, one of
thetargest sellers, bid $79.74.  Thelast reported procurement, January
1960, was awarded to Premo Pharmaceutical Laboratories at a price
of $11.79 per bottle of 1,000 tablets. By the time of the same pro-
curement, Schering had reduced its bid price to $17.97-—or approxi-
mately one-tenth of the price for which it sells the identical product
to the retail druggist.*

The contrasting price structures of large and small companies are
llustrated by chart 135, which shows prices to the commercial trade
and to MNISA of Schering and Premo; the period is February 1959,
which 13 about halfway through MMSA’s experience in procuring
prednisone.

Cnazrrt 13

SCHERING AND PREMO
PRICES ON GOVERNMENT BIDS
AND ON GGRMERGIAL SALES

PREDNISONE
PRICE PER THOUSAND 5 MG. TABLETS

200 $17000 £ PRICE ON GOVERNMENT 8105
:;g —or PRICE ON COMMERCIAL SALES
$ PER
TMOUSAND 100
TABLETS
3(5’ 42363 42098 Haar
. NG | . Fm f ¥ //,3
m (2) (3 {4
SCHERING CORP. PREMO PHARMACEUTICAL
LABS ING.

(1) SCHERING'S BID TO MILITARY MEDICAL SUPPLY AGENCY, FEBRUARY 1959,
(Z) SCHERING'S PRICE TO DRUGGISTS (AMERICAN DRUGGIST BLUE BCOK, 1958-59).

{3) FREMQ'S BID TO MILITARY MEDICAL SUPFLY AGENCY, FERRUARY 1959, CONTRACT
LWARDED TC PREMO.

(4) PREMO'S ESTIMATED PRICE TO CRUS STORS BASED ON ABOVE BID PLUS TS

HORMAL SELLING AND DISTRIBUTISN EXPENSES AND NOMINAL PROFIT {(LETTER TO
SUBCCMMITTEE, OCTOBER 27.1959).

I this pacticular instance, Premo outhbid Schering ($20.98 versus

~1u3). Bat what is more important i3 the fact that Premo’s price
1] b .o — - M :
o e comunercial irade, $31.47, was only 30 percent above its bid
e, whereas Schering’s commercial price, 170, wus 620 percent
e s MALSA hid. Commenting on the difference Letween the
ot nerctal prices of larze and small campanies, Mr. Franeis Brown,
Aessdent of Seheringe, stated: I have no doubt. Senator, that our
Mohieud is S to 10 tmes the overhead of any of these smaller con-
nives 7% I the difference between thetr commercial and their
T ————— -
21ttt e nrted predmsile procurument, Janu s 1972, was given 1 Paarsy Corp at a price of
- Yottic of 1,030 taiblets, stnaly, Packe, D, Prizer, 201 S hieniag wore il bidd hig in the
Sovsarenz, aomarked coatrest 2 the SIS pal Hy v <l dragasst Dr the s enuaal prod act offered
eonaplues. A yoiz Bt Junaary 197, tha 1ot reported procurecicat went 1 Premo st a

C T2 1,600~ ust aboat one-twelith of the price £r mapr brands to the retad druggist.
4 Lnngs, pr.o14, po 798,

27
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MMISA prices could he regarded as a rough measure of “ov erhead”
(assuning similar profit mt(‘s) Alr. Brown’s estimate in this particu-
lar case is somewhat low: Schering’s overhiead would be 14 times
that of Premo.

The patented tranquilizers purchased by the MMSA—meproba-
mate, promazine, and chlorpromanne—~h‘wo been offered at rigid
brices ouly 25 (0 30 percent below the pruo to Lhe rntml (lrumrm

neserpine, ou LIIL Uunu }muu h‘lb“U‘U"Ll u&\uopul l)) C IBATD r u.lrlﬂ’\’
ceutical Co., has heen w xd(\l) heensed.  Some 20 sellers have made
bids at one time or another, with as many as 14 firms bidding in a
single procurement. MMSAs first reported procurement, February
1956, was won by Eli Lilly with a bid of $1.39 per hottle of 1 ,000,

which is one twenty-fifth of Lilly’s price to the drugast. Since ‘that

time MMSA’s reserpine price has steadily fallen.  Tun February 1959,
CIB.A won a contract with a bid of 60 cents a bottle (enly 1.5 percent
of CIB.\’s price to the retail druggist of $39.40).*® And by the date
of the last reported procurement, April 1960, the pnco had dropped to
51 eents a bottle, NINISA v lets at about the cost

ano Lie €O

1
of 15 tablets to the civilian dr uggist.  On one or more occasions. each
of the four major sellers of this product—CIB.A, Lilly, Squibb and
i Merck -- made bids which were less than one-twentieth of their price
' to the retail druggists.

i The Military Medical Supply Ageney’s experience for more than a
il vear in buying drugs is summarized in the attached scatter diagram. i
i Chart 16 was prcparcd from data for 44 products purchased in sig- |
s nificant quantitics by MMSA during 1959 and early 1960. Tn each
o case the lowest price at which MMBA was able to buy during the
| period has been expressed as a percentage of the price to the retail
i dlu""l\h for the same product sold under the brand names of the large
‘ compqmcs.s‘ Ingsmuch as the average sale is substantially larger

aud advertising aud selling costs are consmtmbl) less on sales to ;
MMSY, it s to be e*q)ected that peices to the Government will be :
notlcmbly lower than on sales to the retail druggist. What is of |
N interest here is the extent of the difference as emong products with '
Bl differing numbers of bidders. !
i The seatter diagrain clearly shows the existence of an inverse rela- |
R tionship between MMSA prices end the number of bidders; the greater
the ,mmbu‘ of available suy: 1\';& s, the lower the price.® A freeband
curve Pas been fitted to the p! \,tnd points to show the approsimate
relationship between MMSA prices and the number of bidders for
contracts to supply the various products. Tt will be observed that
the curve tends to fall sharply as the number of sellers rises—iee,
the effectiveness of competition in reducing prices when diugs ate
purchased by generic name is clearly illustr rated.  Whea its soutces
of supply are Timited to a single firm or a vy few companics.
MMEN's procurement qdmum;)o over the tet.ol druggist is far sinall er
thau is the case when 10 or 12 firms are cmupctmt' Tor the agency’s

fee s s pEOIG, potan, My TUF Dasvies Hunes, prostd »tof CIBA's U S, subeldiary, !murl‘l
“When we bl ceris for botter of 1,2 here, we didn ¢ )'nlhu SEn® L CON T BUr GUt o 1o T Ousts °
Inrctre-pestoat woes perbitps a st e sty o fDed that ' I Qus s ourre Latisr, S r oo rpnsing o 2
(hatin AT Ves s prnocurere it of Muarch o, 1979, CIB A bhd S8 oo BSIeT 100 1 ) Ol e 1009 the ceuls
p‘vn Bid 22 o, ncdentudiyo m natt arof thew o s CLEA the § o7 bidder
Inothe v oof l\!mu.hnc Crpmates e Jowest diancstie price v 1§ bse 1. In Devernber 1929 VAL

swarded 1ot (Ui P wiolo-Charost (1T uy ) " S 17 1ar W, 1ead thon Ll of the Jowest § Ty
B0 T e e e abes) e iun o ua «1 by a dutie e moonuf o turer, .

STHC namter <1 “avaaable suppdiers” bas oo comsadered (o e the numbar of Grme whieh ootunliy
entered Lroas Dr MMS L cort=n s daning 25 poraod @nered by toe tbetstion. Ses sppendiz B, tatle
A-11 Lrvdentteanion of products,

@3¢ A s e s
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contracts. The curve appears to break definitely at about five sellers.
With fewer sellers the difference between the MMSA price and the
commercial price may be noticeable, but arbitrary; with more sellers,
a {airly uniform pattern of relatively low prices appears.  The inverse
relationship can also be seen in the following summary tabulation. :

Tasre 32.—Number of supplicrs compared fo lowest MMSA price expressed as

percentage of major brand prices o relail druggists—44 drug products (1959 and
early 1960)

Nuwber of products In perecntage groups
Number of bidders during period Total

010135 161030 | 31tod5 | 45t0€0 | Over 60

A pereent | percent | percent | percent § perceot
1tod. 2 ] 9 4 24
Sto®.. . 4 | 3 PR H)
10O TOTO _ o oo n 4 - 13
Total products. ... . 31 10 10 i 4 4

Bource: MMSA purchase records and Amerlcan Drugpist Blue Book, 1950-60.

In 15 of the 44 products MMSA contracts were sought by 10 or more
companies. On more than two-thirds of these products MMSA was
able to secure prices which were only 15 percent of the prices charged
to the commerecial trade for principal brands. The remainder were
also “bargains,” being purchased at prices only 16 to 30 percent of
the prices to the regular teade.  In coutrast, concessions of this mag-
nitude were obtained only on 2 of the 24 drugs for which there were
from 1 to 4 bidders. These two were erytlhiromycin capsules and
insulin isopbane injectible; on both, the MMSA pace level was set
by the same firm, El Lilly *

On none of these concentrated 24 products did MMSA pay as little
as 15 percent of the commercial price, although it obtained concessions
of this magnitude on more than two-thirds of the products in which
there were 10 or more bidders. On 9 of the 24 concentrated drugs
MMSA had to pay about half of the coinmercial price; for 4 more 1t
had to pay from 60 to 90 percent of the price to the trade.

In trying to obtain what it regards as reasonable prices for drug
products, the MMSA has encountered resistance by the industry to
a procedure accepted by other industries. TProcurements involving
products available only from a siugle supply source or from a smal
group of cormpanies are not unknowa for other industries. Admiizl
Knickerbocker pointed out that when confronted with such situations,
purchase officers are directed to obtain cost breakdown from sup- ;
pliers.®  Although many companies outside of the drug industry have .
accepted this procedure 8s a basis for negotiation over price, the drug
companies, with one exception,® bave refused to cooperste with
MIISA.  According to the Admiral: .

# Lilly was the only supplier of fophane lasulin (om 1932 threaph 1954, charging approxtmately oce-
fourth of the price to the druggist, sl ee 1474 Squibb has smurcd M M8 A coatracts, but only by hiddinz ia
Lilty's range.  Stmtarty, on the frst o) (irnmyQa provarenent (149 mem. capscles), one of the twe bulk

manufictuns, ALLott. bid $1232 pur B9 capsales, while Lidy offered to supply them at $3 3 per 1
As 1u the case of the tnsulin, Lilly has hept 123 ecythroms cin pracs st a reasonable level, which Abbott bss
Leen ferced 0 meet on MMSA contracts .
2 Sloce the drog and phiarmaceuticcl jroducts :1d by tbe Industry to M MSA are {he sarae as the com-
mercdil “shelf” ftems 01d o the diviliaa market, Goseminent contracts for thes products are excludel
{row statutory renegotiation provisions. :
# Armour Pharmaceutical-Co , Kagtakee, ML i

Lan

o mAn s i mena .

- .
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The Armed Services Procurement Regulation urges that,
where a question arises as to whether the offered price is {air
and reasonable, steps should be taken to resolve that ques-
tion by obtaining a cost breakdown or price analysis from
the potential contractor.

The Navy Department has negotiated the purchase of
billions of dollars of supplies and has obtained from suppliers
cost and price analyses by which a determination cou{d be
made that the prices offered to the Government bore a logical
relationship to the contractor’s overall costs.  This s not our
experience, howerver, with the drug and pharmaceuatical industry.
Generally, MMSA has been unable to obtain such cost ana{-
vses from its suppliers, and there is no way under the present
faw in which these supplicers can be required to produce such
analyses if they are confident they can sell their products |
without doing s0.% (

The relationship between fewness of suppliers and price was con-
cisely pointed up in the testimony of Dr. E. Gifford Upjohn.  Upjohn’s
Orinase {tolbutamide) was the only oral antidiabetic drug purchased
by MMSA during the period for which reports are available.  As the
sole supplier, Upjohn charges the Government 90 percent of the price l
to the direct-buying retailers.® When Upjohn competes against 1
other suppliers, however, the company is both willing and able to i
lower its prices considerably. ||

Mr. Dixox, The record shows, in our previous hearings, : |
that when you won the bid on hydrocortisone tablets, 20 !
milligram tablets in bottles of 100 on May 22, 1958, your bid ;
to MMISA was for 34.63 a bottle. The price to the druggist |
for that same bottle would have been S18.64.  On cortisone |
acctate tablets, Upjohn bid as low as $1.86, alinost meeting l
Merek’s winning bid which was for $1.85 for 20 milligram I
tablets in bottles of 40. This was 1956 and your price to IB
druggists was $6.56 * * * {1
* * * * * * *

On the items I talked about you had competition?

Dr. Ursonx. I expect you are right. i}

Mr. Dixo~. You did not have any competition on Orinase !
because you were the exclusive manufacturer?

Dr. Upson~. That is right. If they specify our product
then it would be filled with our product; that’s right.%

|
i
! THL DETERMINATION OF PRICE i
|

In previous hearings the subcommittee has concerned itself with
the standards employed by luge corporations in concentrated in-
dastries to establish prices.  This important issue, which has received B
constderable attention in economic hlerature, was alzo examined dur- !
e the course of the drug inquiry.  In the other industrics examined
Ly the subcommittee--steel, automobile, and bread-—price leadership {

THern ok, ptl 24, pp. 137831379 {cmaphiasts added).
¢ Iosuony of Dr. E. GuIord Cppoho. Learaigs, pt. 20, p. 11057,
Cad  p ek
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was found to be generally observed.®® Even though they might be
more efficient, have lower costs, and show higher profit margins,
companies in those industries tend to change their prices only after
the leader has changed.

The same practice has been found to prevail in the drug industry,
with, however, an important further dimension. This is the extension
of the principle to the introduction of new drugs.  In an industry such
s steel, price “followership” usually takes the form of matching the
leader’s prices on the industry’s existing products. In drugs the
practice 1s followed not only on existing products but on new drugs as
well. When a new product is put on the market, the customary
procedure is to introduce it at or very near the price charged for an
esisting drug used to treat the same gencral type of ailment Inas-
much as most ailments are treated with a drug of sorme kind, thereis |
usually no great difficulty in finding a product whose price car be
matched. The practice, which is referred to by industry representa-
tives and their legal spokesmen as “meeting competition,” is the
essence of simplicity; this, incidentally, makes it rather irrelevant to
speculate on the complex of variables that busincessinen might have in
mind in setting their prices. Whether so intended or not, the practice
has the effect of automatically eliminating price rivalry.  As long as
a new drug is introduced at the same price as its predecessor, the
manufacturer of the older drug is not faced with the necessity of
Jowering his price, which in turn might provoke a {urther price reduc-
tion of the new product, culminating in “disastrous” competition.

The broad spectrum antibiotics provide a striking example of the
manner in which “meeting competition’ resulted in price i(?ent‘ity on
different, though competing, products, as well as among the different
sellers of a given product. Less than 3 years after the introduction
of the first of these antibiotics, the price of each of the three broad
spectrums then on the market, Aurcomyein, Terramycin, and Chloro-
myvcetin, bad been stabilized.  On September 27, 1951, Plizer adopted
a price of $5.10 for Terramyein; ® 4 days later both American Cyana-
mid and Parke, Davis announced the same price for Aurcomycin and
Chloromycetin, respectively. A little more than 2 years later Ameri-
can Cyranamid became the first company to introduce the new broad
spectrum, tetracycline; the price which it adopted was the same as
that of the earher broad spectrums, $5.10. Shortly thereafter the
four other sellers of tetracycline put their products on the market at
the same price.”’

The corticosteroids provide a similar case in peint. Deseribing
the manner in which Schering airived at the prices for Meticorten .
end Meticortelone (its brands of the “predni’” drugs), Dr. Upjohu .
testified:

When prednisone snd prednisolone came out they had
to be priced in respect to the then existing competition,
which was hydrocortisone and cortisone.  So the price level
selected for those originally by Schering was obviously based
on the correspouding price of those other commodities.®®
€ sith Cumr, 24 sess., 8§ Rept. No. 1357, “* Ad-ninistered Prices Steel, Repert of the Genate Subcein-
rotlee ou Arutrust and Monopols,” 19R pp. 73104 8sth Cong , 24 <ess., ““ Adroinistered Prices Aute-

2ort of the Senate Snbeomunttee on Antitru<t and Monopalv,” 1948, pp. 52-75, soth Cong .,
1t Na. 1923, ** Admlnistered Prices: Bread,” 1668, pp. 146-178

s of 250 mzm
€ Federsl Trado Commiwsion, * Economic Report on Autibfotics Munafacture,” 1038, p. 192,
+ Hearngs, pt. 14, p. 8204,
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The “predni”” drugs in turn Lecame the basis for the pricing of the
more rccent corticosteroids. In 1957 Upjohn introduced methyl-
prednisolone under the trade pame, Medrol. During the same year
Squibb and Lederle introduced triamcinolone under the respective
trade names, Aristocort and Kenacort. All were introduced at the
price charged by Schering for Meticorten and Meticortelone, 18 cents
a tablet to the druggist.

A third advantage is that the steady advance in science and tech-
nology frequently makes it possible for the new product to be produced
more cheaply than its predecessor. The most dramatic savings oceur
when the new product is of an entirely different character and can be
produced by much simpler processes. An example is the substitution
of the oral antidiabetic drugs for insulin. These are synthetic
chemiecals which can be produced at little cost.  As has already been

-hown, the computed production costs for Orinase are only 17 cent’

per tablet, and including royalty only 1.3 cents. This compares to
4 price paid by the druggists.of 8.3 cents and by the ¢consumer of 13.9
cents.  Although the cost of production of insulin is not known,
there can be little doubt that it is well above this figure. The essen-
tial raw materials, pancreas, must be purchased from slaughterhouses
and are undoubtedly more expensive than the basic chemicals from
which the oral forms are made. In Great Britain it was found that,
“The cost of pancreases is an tmportant item in the cost of insulin,
icpresenting in recent years approximately 45 percent of factory
costs””.® Refining and purification, quality control, are al exacting
steps.  On what basis then was the price of Orinase, the first of the
oral antidiabetic drugs, arrived at? In his testimony before the sub-
committee, Dr. E. Gifford Upjohn, president of the Upjohn Co.,
stated that the price for Orinase was determined by the market
price for insulin. The following exchange occurred:

Mr. Dixox. How did you arrive at your price on Orinase
in this country?

Dr. Ursoun. Well, that was arrived at on the basis of
competition of course. Diubetic patients can be treated
by dict or by insulin.

Senntor KeFauver. What?

Dr. Upyon~. With insulin, and insulin had been on the
inarket for many years, during which time its price had come
down very markedly, and even though the price of insulin
was at quite a low level, it was necessary for us to cobsider
that as our competition. So in airiving at any price you
consider what the competitive situation 1s going to be.

Now the competition does not necessarily fix the point
at which the pricing will be made, because there are other
things to be considered, such as competitive advantages
that one might have.

* * * L 3 *

Mr. Dixon. You stated then, if T understand you cor-
rectly, that when you established this price, you took into
constderation the competitive product insulin?

Dr. Upjoun. Yes, sir.

Mr. Dixon. And you figured that tho price you set was
a competitive price with insulin?

* [“s Monopolles and Resteletivo Practiess Comsutsilon, “Report onrthe supply of Insulin ™ 1952, p. 28,
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Dr. Ursonn. That is right.

* * s £ *

Mr. Dixon. Figuring this out on a dosage formula, we
understand that a diabetic who can shift from insulin to an
oral drug normally is one who must take 30 units of insulin
daily, usually 10 units shortly before each meal. Regular
| insulin is sold in 10 cubic centimeter vials containing 40
| units per cubic centimeter or a total of 400 units per bottle.
| According to the Blue Book, the price to the consumer is
$1.40, and, as I stated, I believe that price has been un-
changed since 1947. Thus, every time the patient gives
himsell an injection of 10 units of insulin, the cost of the
! drug to bim for such injection is about 14 cents. This is
! the same price also for an Orinase tablet, I believe.

* * * * *

f Senator KXEFAUVER. Apparentl[y you priced it just about

| the same as the injectible insulin, as I understand your

: testimony. Maybe 1t is a little different, but just about the

same.
I Mr. Uprsonx. Senator, that would be a very difficult thing
! to say one way or another because there are so many varn-
it ables.

Senator Kerauver. The point is, isn’t insulin in injectible
form a much more expensive product to manufacture than
a tablet of oral insulin? I understood the injectible insulin
had to be made out of animal pancreas of which there is a
shortage, and it is a very difficult process, whercas Orinase
1s a chemical combination which 1s comparatively much
cheaper and much easier to make.

Dr. Uesoux. I haven’t any information about that at all.
T don’t know anything about the production costs of insulin.
We do not manufacture nsulin.

Scenator KErFauvER. But it is true_that insulin is made
out of the pancreas of animalsg?

Dr. Ursoun. That is right.

Senator Kerauver. In setiing your piice, it would scem
that you weie bringing out a new product which is to take
the place of insulin in certain limited c¢ases where it can be
used. Tt would scem that instead of tiying just about to
match the price of a product slicady on the market, that if
ou had a lower manufacturing cost—it would cost you less,
1t would be less expensive to manufacture—you would bring
your ptice down aud theceby gain some advantage by having
a lower competitive price.

Dr. Ursonx. You asked me how the price of mnsulin was
set.

Senater Knravuver. No.
gl Dr. Ursoux. [ mean how the price of Qrinase was fixed.

Iy Senutor Keravver, My question was, Why didn’t you set
i Orinasc ut alower price?  Why did you just sct it thesame as
J insulin which was alveady ¢n the market?

| Dr. Upsoux. Thut was our competition, Senator.™

i TN eardozy, pt 20, pp.£11037-11050,
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A somewhat similar cost-saving innévation took place in the pro-
duction of Cliloromxcetin. In its early history it was discovered that
Chloromycetin could be manufactured not only by the fermentation
process used in the production of other antibiotics but by a cheaper
<vnthetic chemical process. To use the chemical process, Parke,
Davis constructed a new plant, and since that time, most if not all of
its output has been produced by the synthetic chemical process.
While its cost advantage may have narrowed with the increase in
vields of the fermentation process, Chloromycetin has at no time been
sold at a price below that charged for the other broad spectrums, all
of which are produced by the fermentation process.

Another case in point is the discovery by Upjohn in 1952 of the
microbiological process of producing corticosteroids.  Up to that time
the manufacture of these products had been an expensive and complex
undertaking. The starting raw material of the older method had
been oxbile, which required hundreds of slaughtered animals to yield
a few grams of cortisone. Moreover this cou%d be secured only by a
complex chemical process which originally took 37 steps and as late as
August 1952 still required 20" The effects of the new process on
costs were two-fold; to reduce the steps invelved in production from
20 down to 1 and to open up a 1elatively inexpensive and abundant
vegetable source of supply in place of the costly and restricted supply
of oxbile. In a letter dated August 28, 1957, to Mr. John Mclg)een.
president of Pfizer, Dr. Upjohn referred to the new method as con-
stituting “the most ecor.omical and versatile steioid processes pres-
ently available anywhere in the world today.” ™ In contrast Dr.
Upjolin described the older process in these words:

Now oxbile is not a readily available commodity on the
market in large quantitics. [t wasscarce. It wasexpensive.
The process * * * had some 40 steps or more. It was an
extremely complicated chemical synthesis, as you have said.
The costs of the material were very high.™

Yet neither when Upjohn in 1952 introduced its brand of hydro-
cortisone (Cortef), nor when in 1955 it introduced its brands of the
“predni” drugs (Deltasone and Delta-Cortef), nor when in 1957 it
introduced niethylprednisolone (Medrol) did Upjohn's price ever de-
part from that of its “competition,” part of which was produced by
the older and more costly process.

By being introduced at its predecessor’s price, a new drug may tend
to enlarge the margin between production costs and price 1n still an-
other way. Thisis where the active ingredient is nore “potent,” which
rednees the quantity required. Thus, when the Ledeile Division of
Amcrican Cyanamid introduced a new form of tetracycline, Declo-
myein, it was priced at the same level as Cyanamid’s older form,
Achromycin, although its content of active ingredients had been re-
duced by 40 percent. Referring to the fact that Declomycin and
Acluomyecin are sold to the druggist at around 30 cents and to” the

" Chemlcal Week “Cortisone Qnest: ‘The Right Process Bug,” August 23, 1952
Cilonngs, pto 14, p. 8291,
P Haonngs, pto 4, p. 8292,
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consumer at 45 cents a capsule, Mr. Seymour Blackinan, exccutive
secretary of Premo Pharmaceutical Laboratories, said:

Declomycin is a 150-milligram  capsule, whereas tetra-
cycline is a 250-milligram capsule. The cost for Declo-
mycin should be 60 percent that of the cost of tetracycline
capsules * * *. If Premo were allowed to scll the tetra-
cychine drug; that is, if we had not already been refused a
license, we could offer this very sume product, to the pharma-
cists, at approximately 9 cents per capsule and it would re-
tail to the consumer for 18 cents giving the pharmacists a
legitimate markup and the consumer a legitimate cost.™

The practice of the drug companies in using the increased “potency™
of new products as the basis for promotional campaigus was strongly

criticized before the subcommittee by Dr. Louls Lasagna of Johns
Hopkins University:

Now for the parade of steroids—-let me put it this way.
In coming up with one new steroid after another, I think
various pbarmaccutical firms have tried to enlist doctors’
support by one of two devices. The first i1s what I like to
call the pharmaccutical numbers racket. This is where a
compound is alleged to e better than another, more potent
because one can give, let us say, 2 milligrams instead of 15
of a rival product.

Now this is like saying that a dime is more potent than
two nickels, because you can use one coin instead of two.

It may be more convenicnt to carry dimes than to carry
nickels, but in regard to cteroid preparations, where one lias
just a few milligiats invelved and where one usually has to
add many more millicrams to make a tablet that can be
found in a pillbox, the problein of convenicnce of taking such
preparations doesn’t even come into the picture.

T am ashamed to say physicians do {all for this pharma-
ceutical numbers routine and are romchow convinced that
drugs are better if one can give them jn smaller sunounts.™

To the eatent that physicians do “fall for this pharmaceutical
numbers routine’” the price recaved by the drug companies per unit of
active maredient will of course rise unless the price per tablet s
coctespordingly redunced, whieh for patented drues is vuely the case
The manuer in which the swece stve intcodnetion of nceasingh
“potent” corticosterowds hus tended to resutt mwn increased reabized
price per gram as well os anncrease in the raagia chove direet costs
washrought outin the follosing table tidteduced Jdunng the hearings

M ange, pt 14, poONgL
Wilearrugs, pt 14.p 8139

LA

s pLOHL R Son 8327, 10 ¢ he, as shoan home, (vddanb s aputontnad o prodict disegssad o
the T snaly “lof Gi st wve purpe s ™
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TasLE 33.—Prices for corticosteroids to consumers and druggists, and computed cost,
1959

Computed cost
haced on bulk
price, incindes
Tabletstze | Number Price to Price to Price to | was<tave, tablet-
(millipram) tablcts consnmer | consumer druggist 1ng and bot-
per gram | per tablat | per gram pcr gram tling, but
excludes <elling
and detribu-
tion rosts ¥

() 2} 3) “) ®) (6)
Cartisone. 25 4N $0.23 3313 35 4% 3 50
ydrocnrti~one 20 5N L2 13 32 7.09 1.G3
Predmsone 5 200 .30 59,65 35 80 312
~rthyl nrednisolone . 4 250 .32 74.€0 -
Triamcinalone 4 250 .30 74.060
Tx *amethacone .75 1,333 i 35,00

1 B el on lowest butk prices as publiched or reporicd to snbeomimitice: Cortisone, $1 39 per aram, 0Q,
© int an! Drugr Reperter, Sept 21, 1639, hydracortisone, $1.40 per gram, Oil, Pafat end Uruz Roporter,
- pt. 21, 195 predmsone, *2 3R per gram, Synte salcs, 3d quarter, 1979; daxamethrzone, $05% per gram,
ADeck sale to Ciba, 1958

Spuree: Cols. 1to 5. “Amcriean Drurgist Blue BDook,™ 1959-60.

Since the price of each of these different corticosteroids, with the
(xception of cortisone, differs by no more than 10 percent per tablet,
since their potency has tended to rise (col. 1), and since the number of
ablets per gram has correspondingly tended to incresse (col. 2), there
has been a steady inerease from one corticosteroid to the next in the
price per gram (cols. 4 and 5).

Unless there is a correspnnding increase in costs, there would be a
progressive widening of the muargin between direct costs and prices,
moving from one corticosteroid to the next more potent one.  Column
b shows derived production costs including wastage, tableting, und
Lottling but exeluding selling and distribution costs. computed on the
basis of bulix =ales prices. Tt can be seen that such o widening has
viken place. For hyvdrocortisone the margin above direet costs was
.36 per gram; for dexamethasone (also sold at the same price per
rablet) it was $142.11 per grann.

The knowledge that price determination usually takes the form of
matching the price of a predecessor product leaves unanswered the
question of how the price of the original drug wus determined. At
~ome time there had to be a drug which served as the hasis for setting
the price of possibly a whole series of successive products.  In some
cases the history of the price of the original drug is shrouded in the
nists of antiquity.  The price of Diabinese was based on the price of
(hinase; the price of Orinase was based on the price of insulin.  The
«orestion then becomes, how did the price of insulin get where it was
.1 the time that Orinase was introduced? For about a decade pitor
t that thme the price of insulin had remained unchanzed; lollowing
World War 11 1t was 20 peieent above its 1939 level. The price
Listory can be extended biuck to 1922 when insulin was discovired.
Uven if all of the cost, demand, and other factors influencing the price
«linsulin throughout its history were known, how relevant would such
“nowlidee be to understanding the fuctors involved in detcimining
s price for the oral drugs?  The one relevant fact is that, although
nnufactured at lower costs by an entirely different pirocess using

1
H
T
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entirely different raw materials, they were priced “to meet” the com-
petition of insulin.

In some cases knowledge of the factors involved in stabilizing prices
at a given level—which has ther served to govern the prices of successive
products——may become available with the completion of antitrust
cases. Some of the considerations which Pfizer and American Cyana-
mid had in mind in stabilizing the price of the carly broad spectrum
antibiotics at $5.10 may become known when the current price-fixing
case of the Federal Trade Commission against the sellers of tetra-
cycline is brought to an end.”? .

But while knowledge of the price-determining process for the origi-
nal product would be interesting, the important fact is that a good
majotity of today’s drugs which by any standard would be regarded
as mmportant, have had their prices established on the basis of the.
price of a predecessor product. The necessity of giving attention
to cost and demand factors has thus been obviated by the simple act
of “mecting competition.”

17 Federal Trade Commission, In the Autier of Americen Cvanamid o al. docket No. 7211,
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