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Taxing the Sick: How “Fees” in Health Care

Reform Hurt Patients
By Alex Brill

The Senate Finance Committee’s health care bill imposes fees on brand name pharmaceutical and
medical device manufacturers. These fees are essentially excise taxes. While they have some political
appeal given the common but erroneous perception that these companies will be forced to forgo some
of their alleged “excessive” profits, the new taxes will essentially require sick people to subsidize health

care for other sick people. In addition, the legislation calls for an increase in the Medicaid drug rebate
that drug manufacturers must pay to Medicaid. The increase in the rebate will also cause manufacturers

to raise prices on consumers.

The Senate Finance Committee has concluded
its consideration of the America’s Healthy Future
Act of 2009. The legislation intends to address
a number of policy objectives, but one overrid-
ing concern is controlling the rising cost of
health care.! As a recent White House report
notes, “Americans pay more for health care
each year but get less coverage and fewer
services for the premiums they pay. . . . With
each passing year, families face increasing
deductibles, copayments, and other out-of-
pocket expenses, requiring them to make diffi-
cult decisions in order to make ends meet.”?

It is surprising, therefore, that some of the
provisions of this legislation will in fact lead

to higher costs for health care consumers.

The bill includes fees on certain segments of
the health care industry as well as an increase
in the Medicaid drug rebate amount for both
brand name and generic drugs. The primary pur-
pose of this Outlook is to examine the economic
incidence—that is, the distribution of the true
economic burden—of these policies. The fees in
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the Finance Committee bill are equivalent to
excise taxes. As a result, the economic burden
of these new taxes will be largely transferred to
consumers in the form of higher prices, regard-
less of the statutory incidence, or legal construc-
tion, of the fee. Although the increased Medi-
caid drug rebate differs from an excise tax, the
economic incidence of an increased rebate also
falls largely on consumers in the form of higher
drug prices. In general, these policies would
require consumers of health care products—sick

Key points in this Outlook:

e The Senate Finance Committee health
reform bill includes what are essentially
excise taxes on brand name pharmaceuti-
cal and medical device manufacturers.

e These taxes will raise prices for sick people
who need to buy these products.

e The legislation also increases the rebate
all pharmaceutical manufacturers pay to
Medicaid, which will also result in con-
sumers’ paying higher prices.
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people—to bear the burden of subsidizing health care
for other sick people.

America’s Healthy Future Act of 2009 includes two
health care subsector “annual fees.” Beginning in 2010,
the bill would impose a $2.3 billion annual fee on brand
name pharmaceutical manufacturers and

the fact that the state sales tax is collected at the

point of sale and therefore is added to the bill at the
cash register does not mean that the tax falls completely
on the consumer. The choice of where to impose the tax
does not affect who ultimately bears the burden.

The important question is not “from

importers and a $4 billion annual fee on
medical device manufacturers and
importers with assessments on each
individual firm determined by its market
share. These fees would be assessed each
year, based on sales and market-share data
from the previous year. The aggregate

fee amount is fixed by statute, but the
share paid by an individual firm will vary
year to year. Initially, the bill also included
a $750 million annual fee on clinical labs,

These policies would
require consumers of

health care products—

subsidizing health care

for other sick people.

whom does the government collect the
revenue?” but rather “who bears the bur-
den of the tax?” The first question asks
for the statutory incidence, while the
second asks for the economic incidence.*

sick people—to bear

the burden of

Tax Incidence Theory

In order to analyze where the burden of a
given tax policy falls, one must look at
the sensitivity of demand and supply to

but this provision was removed during the
markup of the bill. In addition, the bill imposes a

$6.7 billion annual fee on certain health insur-

ance providers.

This Outlook discusses key terminology, tax incidence
theory generally, and empirical evidence from the inci-
dence of other excise taxes. Following that, it focuses
on the incidence of the pharmaceutical excise tax
proposal and certain design flaws in the Finance
Committee’s class of health care excise tax proposals.
The Outlook then discusses the proposed increase in the
Medicaid drug rebate and examines how it will have an
effect similar to an excise tax.

Some Key Definitions

An excise tax is any tax levied on the purchase of a
good. Excise taxes apply to everything from tackle
boxes to tires. While a general sales tax imposes the
same tax rate on the purchases of all goods, excise taxes
are referred to as “selective sales taxes” because a differ-
ent tax rate applies to the purchases of different prod-
ucts.3 Because each of the fees mentioned above is a
function of the value of goods sold (rather than income
earned), each fee is equivalent to an excise tax.

The first principle of tax incidence is that the burden
of a tax is not determined by the statutory language in
the tax code or where the revenue is collected. The fact
that the gasoline tax, for example, is collected at the
point of production (which means that the prices posted
at the pump already include the taxes levied) does not
mean that the tax falls on gasoline producers. Similarly,

price changes. Economists measure a
consumer or producer’s sensitivity to price changes by
calculating the demand or supply elasticity, which is the
ratio of the percent change in the quantity demanded
or supplied due to a 1 percent change in price.

If consumers are not very sensitive to price changes,
producers will respond to an increase in their costs,
such as a tax, by increasing the price of their good, and
they will still be able to sell the same quantity. This
situation, which is referred to as inelastic demand, is
likely to apply to necessities. In the short run, for
example, gasoline demand tends to be relatively unre-
sponsive to changes in fuel prices. People still need to
drive from home to work, to the store and back home
again. Where demand for a good is more inelastic, a
larger proportion of a tax will be shifted to consumers
because suppliers know that increasing the price of
their product will lead to only a small decrease in sales.

Conversely, consider a good for which demand is
very sensitive to price changes. Taxes on elastic goods
tend to be borne by producers because they cannot
raise prices without losing their customers. Luxury
goods are often thought to have an elastic demand.
Consider, for example, the 10 percent tax Congress
imposed on luxury yacht sales in 1990. Because con-
sumers could refrain from purchasing yachts and spend
their money elsewhere, boat makers were forced to bear
the burden of the tax.> By 1991, luxury boat sales had
declined 70 percent from the previous year, and many
boat companies were forced to downsize significantly or
to go out of business. By early 1992, Congress repealed
the tax, having recognized that the demand for these
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items was highly elastic. Because the drop in sales
coincided with a recession, it is difficult to separate the
impact of the two factors precisely, but the magnitude
of the decline in sales following the enactment of the
tax suggested strongly that demand is elastic.

The sensitivity of supply is also impor-

Ringel, and Diana Stech found that for every dollar of tax
revenues raised from cigarette taxes, tobacco companies
lose only eight cents of before-tax profits.?

Similar results have been found for the gasoline tax.

A 2003 Congressional Budget Office (CBO) study esti-

mated that for every dollar of revenue

tant. If producers are able to adjust their
production to a change in price easily,
they will respond to an increase in their
costs, such as a tax, by decreasing produc-
tion, thereby pushing up the price. So,
consumers tend to bear the tax burden
when supply is elastic. Goods with elastic
supply are those for which producers can
readily control the quantity of their out-
put. In the long run, most firms are likely
to have elastic supply curves. Less prof-

The important
question is not “from
whom does the
government collect
the revenue?” but
rather “who bears the

burden of the tax?”

gained from gasoline excise taxes, the
consumer bears approximately eighty-
five cents.10 A 2008 paper by Joseph J.
Doyle Jr. and Krislert Samphantharak
examining the expected impact of a gas
tax moratorium found that when the tax
is reinstated, 80 to 100 percent of the
burden would be passed along to con-
sumers.!l A 2005 paper by economists
James Alm, Edward Sennoga, and Mark
Skidmore confirmed this result, finding

itable firms will decrease production, shut
down, or shift their production to more profitable areas,
thus lowering the quantity of a good available in the
market and driving up prices. In the long run, an excise
tax is likely to be largely shifted onto the consumer
because the supply curve is likely to be highly elastic.

Many goods have inelastic supply in the short run,
however, because it could take a few months or years to
build new factories to accommodate decreased costs or
to shut down production to accommodate increased
costs. In such cases, the tax burden falls on the pro-
ducer because the producer cannot reduce output to
push up prices.6

The burden of an excise tax depends on the elasticity
of both demand and supply. Specifically, the burden of the
tax falls more heavily on the more inelastic party. Because
producers are able to adjust their production in the long
run, the long-run incidence of an excise tax generally falls
on the consumer.” That is particularly true if consumers
have relatively inflexible demand.

Cigarette and Gas Taxes

Empirical evidence of tax shifting abounds in the
economics literature. Economists agree, for example,
that the payroll tax is largely or completely borne by
workers, despite the fact that the statutory burden is
split between the employer and the employee.8

Empirical studies in the United States and in Europe
have shown that the consumer bears nearly the full bur-
den of tobacco taxes, with almost no burden on producers;
a 1999 study by economists William N. Evans, Jeanne S.

“full shifting of gasoline taxes to the final
consumer, with changes in gasoline taxes fully reflected
in the tax-inclusive gasoline prices almost instantly.”12
It is for this reason that environmental groups support
increasing the gas tax in order to decrease gasoline
consumption (and the associated carbon emissions).

If the tax were not “passed forward,” such a tax would
not have the desired environmental impact.

A Brand Name Pharmaceutical Excise Tax

Due to patent protections and data exclusivity, brand
name pharmaceutical companies are essentially granted
monopolies over their drugs for a fixed period of time.
During this period of time, although competing thera-
pies may enter the market, there can be no direct com-
petition in the market for a given treatment.

The monopoly power afforded brand name pharma-
ceuticals combined with incentives generated by
insurance companies (which require only a patient’s
copayment for prescriptions) leads to a highly inelastic
demand curve for brand name drugs. A 2005 RAND
study, for example, found that the price elasticity of
demand for pharmaceuticals is between —0.05 and —0.08,
which means that a 1 percent increase in price will gener-
ate a 0.05 to 0.08 percent decrease in demand.!? Another
recent study in Health Economics by Paul Contoyannis,
Jeremiah Hurley, Paul Grootendorst, Sung-Hee Jeon, and
Robyn Tamblyn estimated price elasticities for pharma-
ceuticals at between —0.12 and —0.16.14

The highly inelastic demand for brand name phar-
maceuticals implies that any excise tax would be largely
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passed forward to consumers. For privately insured
consumers and Medicare Part D beneficiaries, the
consequence would be higher insurance pre-

CARE, and thus will disproportionately tax manufac-
turers of drugs used by the elderly and severely mentally
ill. The definition of market share does not include

miums, higher copays, or both. For the
uninsured, the price paid at the phar-
macy would rise by an amount similar

to the amount of the tax. How much
consumer prices would rise, however, is
unclear. Depending on market condi-
tions and the functional form of the
consumer demand curve, a tax on brand
name pharmaceuticals could have tax
shifting of greater than 100 percent.
Unlike in the perfectly competitive case,
in which the polar cases are zero tax
shifting and full tax shifting, in imper-
fectly competitive markets like the brand
name pharmaceutical industry, we could
see a broader range of results.!

The $2.3 billion excise tax on pre-
scription drugs in the bill may result in a
modest decline in revenue for a brand
name drug company. Assuming an elastic-
ity of demand of —0.10, perhaps the rev-
enue loss will be $230 million. Given
that total brand name pharmaceutical
sales in the United States are approxi-

The highly inelastic
demand for brand
name pharmaceuticals
implies that any excise
tax would be largely
passed forward to
consumers. For
privately insured
consumers and
Medicare Part D
beneficiaries, the
consequence would be
higher insurance
premiums, higher

copays, or both.

“orphan drugs,” a class of pharmaceutical
originally developed to serve a small
population (less than 200,000 people
affected by a disease or disorder) and
awarded additional subsidies or regu-
latory relief to encourage their develop-
ment. Some of the most successful drugs
on the market, however, are technically
classified as orphan drugs because the
designation occurs when the drug is first
brought to the Food and Drug Adminis-
tration (FDA) for approval. Examples of
blockbuster orphan drugs include Enbrel,
Epogen, Neupogen, and Rituxan.

Unlike with drugs, the market share
for medical devices is defined as total U.S.
sales of FDA-regulated medical devices
excluding Class I products and Class 11
products costing less than $100. As a
result of these exclusions, the tax will
not affect the market for “devices” such
as dental instruments, surgical equipment,
and tongue depressors. Low-cost Class 11
products may include such items as

mately $250 billion, the impact would be
small.16 If pharmaceutical companies are able to increase
the price by more than 100 percent of the excise tax,
then the revenue consequence would be even less for
companies.!? More significant is the allocation of the
burden of the remaining $2.1 billion, which would fall
on consumers. Given the public concern about the high
and rising cost of health care, it seems that this policy
would clearly run counter to the intent of making health
care more affordable for consumers.

Other Design Flaws

There are additional peculiarities with these provisions
worthy of note. First, the fees imposed on brand name
drug and medical device manufacturers are a function
of each company’s market share, not a percentage of
the company’s absolute sales. In each case, the bill
draws on a bizarre definition for determining the total
market size. The total market share measure for the
brand name drug fee is relative to sales to Medicare,
Medicaid, the Veterans Administration, and TRI-

pregnancy tests or certain diabetic-testing
equipment. As a result, the tax will be applied only to
the more research and development intensive, expensive,
and sophisticated medical devices.

The fee assessments, however, are not directly
proportional to market share. For brand name pharma-
ceuticals, market share would be determined by taking
into account zero percent of sales up to $5 million,

10 percent of sales from $5 million to $125 million,
40 percent of sales from $125 million to $225 million,
75 percent of sales from $225 million to $400 mil-
lion, and 100 percent of sales over $400 million. A
similar sliding scale would apply for the fee on medi-
cal devices.

These assessments will not be deductible for U.S.
income tax purposes. Recall that in general, expenses
incurred by a business are deductible for tax purposes
and that the corporate income tax is imposed on the
profits a business earns. Disallowing the deduction of
these fees for income tax purposes creates additional
tax distortions on top of an already complex and ineffi-
cient corporate income tax system.
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Finally, there would be a new regulatory and compli-
ance cost associated with these taxes. The Government
Accountability Office discusses the challenges of
imposing various excise taxes, including an excise tax
on pharmaceuticals, and notes: “[IJmple-

The CBO reports that as a result of the Medicaid
rebate program, drug companies reduced the size of the
biggest discounts they offered customers.2! Congress
attempted to limit the ability of drug companies to pass
forward the rebate cost by imposing an

menting excise taxes . . . [would require
the Internal Revenue Service (IRS)] to
develop clear and precise definitions of
the products to be taxed, as authorized
by Congress. . . . In addition, any
exemptions to the excise tax would also
need to be defined. According to IRS
officials, . . . the administrative costs
associated with designing and imple-
menting any new excise taxes could
be substantial and this process could

Ultimately, the
economic incidence of
an increase in
Medicaid rebates
will be borne
by consumers—that

is, by patients.

additional rebate on drugs whose average
price rises faster than inflation. Pharma-
ceutical companies appear to have
responded to this policy by launching
their products at a higher initial price.
In addition, Yale economist Fiona
Scott Morton estimated the impact of
the policy in a 1997 paper, which con-
cludes, “Drugstore prices rose for large
package sizes, for drugs where Medi-
caid was a large purchaser, and in mar-

take more than a year to complete. In
addition, once the taxable product(s) have been
defined, IRS would also need to modify its excise tax
collection and enforcement framework.”18

Medicaid Rebates Work Like a Tax and
Hit Generics, Too

In addition to the fee on pharmaceuticals, Congress
has proposed an increase in the Medicaid drug rebate
that drug manufacturers must pay to Medicaid. Created
in the Omnibus Budget Reconciliation Act of 1990, the
policy is intended to ensure that Medicaid benefits
from the bulk rate “best pricing” discount that it
would receive if it purchased drugs directly from
the manufacturer instead of reimbursing thousands of
small providers who are not entitled to the bulk pric-
ing. Currently, brand name drug manufacturers must
pay Medicaid a rebate of 15.1 percent of their average
manufacturer’s price, and generics must pay a rebate of
11 percent. Alternatively, the brand name drugs may
be sold to Medicaid at the “best price” available to
other purchasers.19

The Senate Finance Committee bill would raise
the rebate for brand name drugs from 15.1 percent to
23.1 percent and for generic drugs from 11 percent to
13 percent.20 The policy is not fundamentally different
from the excise tax except that the rebate is imposed
only on the drugs paid for by Medicaid, while the excise
tax applies to all drug sales. Similarly, the incidence of
Medicaid drug rebates is not altogether different from
the excise tax because drug companies will raise prices
on their products.

kets with many generic competitors.
Although federal and state governments reduced gov-
ernment expenditure . . . some non-Medicaid con-
sumers paid higher prices for some products, and some
pharmaceutical firms may have become better off.”2?

While the pharmaceutical excise tax would apply to
only some brand name drug products, the Medicaid
rebate increase would apply to both brand name and
generic pharmaceuticals. In contrast to the brand
name pharmaceutical drug market discussed earlier,
the market structure for generic drugs closely resembles
perfect competition. While the brand name companies
enjoy pricing power and are able to charge consumers
prices that result in economic profits, the nature of
the generic drug industry means prices are driven down
by competition.

Ernst R. Berndt argues in a 2002 paper that “compe-
tition among generic drug manufacturers should drive
price close to marginal production costs.”?3 Economists
David Reiffen and Michael R. Ward tested this theory
empirically and found “that for markets of sufficient
size, . . . entry will ultimately lead to near-competitive
pricing.”?4 In any market with competitive pricing
and constant marginal cost, the full burden of an
excise tax must be passed along to consumers because
the producer price cannot fall below the marginal cost.
While an excise tax or increased Medicaid rebate will
be passed forward to consumers as higher prices, this is
not to say that the industry will not be affected. If
there are cases within the generic drug industry in
which pricing power exists (as may be the case for
small generic markets),2> then prices may rise by
more than the excise tax as the decrease in demand
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may reduce the number of firms in that market. As
described by Fullerton and Metcalf, “This indirect
price effect arises because the decrease in the equilib-
rium number of firms yields increased market power
for the remaining firms.”26

An increase in the Medicaid rebate would lead
pharmaceutical companies—both brand name and
generic manufacturers—to pass forward the additional
rebate cost. Brand name pharmaceutical firms may also
realize slightly reduced profits, and generic pharmaceu-
tical firms may realize modest reductions in the number
of competitors in certain markets. Ultimately, the eco-
nomic incidence of an increase in Medicaid rebates will
be borne by consumers—that is, by patients.

Conclusion

Imposing an excise tax on certain health care provi-
ders may have political appeal to a Congress seeking
to pay for expanded access to health care services to
those currently uninsured, especially given the com-
mon political perception that many providers earn
excess profits from the current system. Although
such a tax would impose new regulatory and compli-
ance burdens, a far more important concern is the
incidence of the tax, which falls almost entirely

on consumers, rather than on shareholders or cor-
porate executives.

A brand name pharmaceutical excise tax is expected
to result in consumers’ paying higher prices for health
care either through higher copays, higher insurance
premiums, or both. For the uninsured, the retail price
will rise. The increase in the Medicaid rebate will
similarly lead the pharmaceutical industry to push up
prices on other consumers. In the case of the medical
devices fee, the tax will be passed forward to consumers
in the form of higher prices as well, because health care
services in general face a relatively inelastic demand
curve. When the purchaser of a medical device is a
hospital or medical practice, as is the case with equip-
ment such as X-ray machines, the health care providers
will face a higher cost and, in turn, will charge more for
their services.

Imposing a tax on consumers of health care (the
sick) to cross-subsidize the health care of others is a dis-
tinctly different concept from the policy of promoting
or mandating health insurance coverage. Insurance
requires that the healthy pay the costs of the sick, while
this proposal is akin to some sick subsidizing other sick.
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