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Walmart recently lost $20 
billion in market cap in 
one day, in part because 
its leadership admitted it 

needs to invest more into its e-commerce 
operations. Walmart isn’t the only retail-
er struggling with selling on the web — 
most brick and mortar stores are, too. In 
2013, Target even told the Securities and 
Exchange Commission that “digital sales 
represented an immaterial amount…of 
total sales.” With Amazon having such a 
big head start, claiming a customer base 
of 244 million in 2014, it’s hard to see 
how brick-and-mortar retailers can catch 
up.

All brick-and-mortar chains, not just 
Walmart, have struggled because they 
haven’t sufficiently adapted to the fact 
that retail on the web is a harsher environ-
ment compared to what they face on land. 
Success on the web is achievable, but it 
requires adopting strategies from other 
industries such as airlines and credit 
cards, which also operate in a more cut-
throat, price-focused environment.

The top priority for all brick-and-mortar 
chains should be to capitalize on their 
biggest asset – customers who visit their 
stores and connect with their brand. The 
top goal should be to persuade in-store 
shoppers to also purchase from the re-
tailer’s web site.

When you think about it, internet retail 
today is similar to the airline market be-
fore frequent flyer programs were intro-
duced. (They were popularized by Amer-
ican Airlines in 1982.) In those days, 
airline travel was a commodity – passen-
gers selected flights primarily on conve-
nience and price. Similarly, today there’s 
nothing overly compelling to sway where 
customers shop online, except for con-
venience, selection, and price. A website 
redesign, promises of better service, or 
even matching Amazon’s prices won’t be 
game-changers for Target.com.

Frequent flyer programs transformed 
once-homogeneous airlines into dif-
ferentiated entities, and similar loyalty 

Why are brick-and-mortar retailers, 
such as Walmart and Target, hav-
ing so much trouble succeeding in 
e-commerce sales? Why do their in-
store customers not translate to online 
customers? In this article, the author 
explains why the web is a harsher 
environment than traditional brick-
and-mortar, and presents steps retail-
ers like Walmart can take to increase 
success online. Rafi Mohammed is 
the founder of Culture of Profit LLC, 
and author of  The 1% Windfall: 
How Successful Companies Use 
Profit to Profit and Grow. He can 
be reached at rafi@cultureofprofit.
com. This article originally appeared 
on the Harvard Business Review web 
site at HBR.org.
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The internet has revolutionized 
retail. And while it’s easy to 
be dazzled by its “newness,” 
e-commerce is in essence an 
old school commodity market. 

programs can do the same for web 
retail. I’m amazed at how loyal my 
friends who travel frequently are to 
their preferred airlines. (I’m more 
of an “only take the nonstop” guy.) 
They take less convenient flights 
or pay more – all to gain reward 
points. 

Frequent flyer programs have dif-
ferentiated a commodity product 
in a manner that engenders loyalty. 
Analogously, an ambitious loyalty 
program can convince shoppers 
who regularly frequent Walmart, 
for instance, to shop on Walmart.
com. A rewards program is the 
long overlooked incentive that 
can convince in-store shoppers to 
remain true on the web.

Smaller chains, not just large ones 
such as Walmart, can benefit from 
loyalty programs. Bed Bath & Be-
yond, for instance, can do what 
small airlines do: ally itself with 
other larger reward programs. And 
there’s room for creativity – similar to 
airlines, retailers should offer bronze, sil-
ver, and gold status (each level providing 
enhanced benefits) to provide additional 
incentives to concentrate purchases at 
one retailer. Borrowing from the credit 
card industry, all programs should also 
allow customers to redeem points on a 
variety of products, services, and experi-
ences – this enhances the value of col-
lecting points.

The beauty of loyalty programs is they 
are enhanced by a network of store loca-
tions. More locations provide more op-
portunities for customers to accumulate 
points. Making loyalty programs a key 
differentiator leverages a unique com-
petitive advantage – physical stores – of 
brick-and-mortar chains.

Sears Holdings, it should be noted, does 
have a loyalty program in place. Its Shop 
Your Way members earn reward points 
based on the dollars they spend. Al-
though Sears has struggled, it’s telling 
that 74% of eligible sales were made to 
Shop Your Way members.

Wal-Mart has in place both a “Sav-
ings Catcher” app as well as a “Scan & 
Go” app. The first automatically price 
matches purchased products; the sec-
ond provides discounts and/or expedited 
checkout. Both programs have been de-
scribed as loyalty programs. For clarity, 
these apps provide additional reasons to 
shop at Wal-Mart, but don’t offer reward 
incentives specifically designed to con-
vert in-store shoppers to devotees of its 
web operation.

For traditional retailers, the goal 
of implementing loyalty programs 
should be to increase profits by 
boosting e-commerce sales. But 
even if profits drop, brick-and-mor-
tar retailers may still win. Walmart, 
for instance, has a forward price-
to-earnings (p/e) ratio of 13, while 
Amazon’s is 94. This difference 
in valuation is due to Wall Street 
viewing Amazon as a growing e-
commerce company, while judg-
ing Walmart as a stodgy land-based 
behemoth. 

If Walmart makes strides in e-com-
merce, it can doubly benefit. First, 
it’ll likely be rewarded with a high-
er p/e ratio (by becoming perceived 
as more of an e-commerce compa-
ny), which translates into a higher 
stock price. Just as important, Am-
azon will be punished with a lower 
p/e ratio due to fears of slowing 
growth. This will pressure CEO Jeff 
Bezos to raise prices to maintain 
the stock price.

The internet has revolutionized retail. 
And while it’s easy to be dazzled by its 
“newness,” e-commerce is in essence an 
old school commodity market. The same 
time-tested tactics that have worked in 
similar situations will work for internet 
retail. 

In the 20th century, commodity retail-
ers such as department stores, supermar-
kets, and gas stations used S&H Green 
Stamps (customers earned “stamps” for 
purchases which could be exchanged 
for products) to successfully differenti-
ate themselves. Similar loyalty programs 
can accomplish the same now in the 
21st century for Walmart as well as all 
brick-and-mortar chains.

http://www.pricingsociety.com
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T eory of Relativity: Using Relative  
Price Points to Guide Consumer Behavior

Consumers constantly make 
trade-offs between the options 
put in front of them, wheth-
er consciously or not. When 

evaluating a product, they fixate on the 
relative price and value compared to the 
available alternatives. Successful com-
panies have learned to proactively ad-
just the options they make available to 
consumers and, in doing so, influence 
what consumers buy and how much 
they spend.

The impact of strategically restructuring 
your portfolio isn’t trivial. For example, 
an online marketplace increased average 
revenue per user by 88% and monthly 
recurring revenue by 62% just through 
optimizing their portfolio and pricing ar-
chitecture. 

As we’ve seen on numerous occasions, re-
structuring your portfolio helps substan-
tially increase revenue, both by bring-

ing in more customers and by increasing 
your average spend per customer. This 
article will share four best practices to 
leverage relative price points and success-
fully restructure your portfolio.

Beacon offering: Drive 
interest and adoption with a 
low opening price point
One of the best ways to entice consum-
ers is to present them with a beacon of-
fering. The price of this offering should 
be relatively low compared to the rest of 
your portfolio to spark interest (“make 
the phone ring”) and decrease the per-
ceived risk of trial.
 
A pricing consulting company deployed 
a beacon offering to help the Toronto 
Blue Jays baseball team set optimal pric-
es for tickets. Using regression analy-
sis, they found that price was a major 
driver of game attendance, especially for 
bleacher seats, and that the Blue Jays had 
room to attract far more attendees with 
a lower opening price. A beacon offer-
ing gave the Blue Jays a rallying point for 

their marketing and generated increased 
interest from casual and price-sensitive 
fans. By generating more incoming traf-
fic, the salesforce not only sold more 
tickets, but also gained opportunities to 
upsell and cross-sell fans. The Blue Jays 
managed to increase attendance by 30% 
and realize higher average ticket prices 
upon introducing the recommended 
price changes – and this was despite poor 
on-field performance.

In some cases, freemium products or free 
trials are recommended to act as beacon 
offerings. These allow consumers to ex-
perience the core value proposition of a 
company’s offering without any finan-
cial commitment. The “free” price point 
is extremely attractive to consumers and 
draws on the “penny gap” phenomenon 
observed in consumer behavior: the drop 
in demand with an increase from free to 
one cent is much more dramatic than the 
drop in demand with an increase from 
one cent to two cents.

The context in which consumers shop 
for products has a significant impact 
on buying behavior. Pricing and 
economic research has shown that 
consumers constantly make trade-
offs between the options put in front 
of them, whether consciously or not. 
In this article, the author presents 
four best practices pricing practitio-
ners can apply to leverage relative 
price points and successfully restruc-
ture your portfolio. Liren Truong 
is a Consultant at Simon-Kucher’s 
Boston office. She has a background 
in consumer psychology and experi-
ence structuring product portfolios. 
She can be reached at liren.truong@
simon-kucher.com.

Figure 1: Online marketplace package uptake rates before and after introducing show case 
offering
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Theory of Relativity - Figure 1
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Figure 2: Telco provider revenue index with 20 vs. 15 internet 
plan bundles

Landing point: Serve 
the needs of the crowd 
with an offering that’s 
just right
A low price point grabs the at-
tention of potential consumers; 
however, once consumers are en-
gaged and start examining their 
choices, many tend to avoid the 
options at the extremes of the 
portfolio. Most consumers pre-
fer a product that’s “just right” 
– neither too cheap nor too ex-
pensive (this is also known as 
the “compromise effect” in be-
havioral economics). 

Imagine looking at a store dis-
play with two bottles of a similar 
type of wine – one costs $15 and 
the other costs $20. In our expe-
rience, consumers will typically 
purchase the $15 bottle because the per-
ceived difference in quality between the 
two bottles of wine is negligible, and this 
option saves them some money. Upon 
introducing a $40 bottle of wine on the 
shelf, the trade-off in a consumer’s mind 
shifts. Consumers now “compromise” 
and drive toward the middle price point 
(the $20 bottle). This is an effect that has 
been studied extensively and encoun-
tered many times in past experience.

Showcase offering: Nudge 
customers up with a  
super-premium option
Having a showcase offering is a great 
way to maximize revenue through mar-
ket skimming. A showcase offering pro-
vides a premium product to customers 
with the highest willingness-to-pay for a 
relatively high price. An added benefit is 
that this type of offering creates a “deal 
effect” – making everything else in your 
portfolio look more affordable.

In the previously mentioned online mar-
ketplace example, the client initially of-

fered three tiers of featured listings to 
subscribers who wanted to sell or rent 
properties to consumers. Their pricing 
consultants found that there was demand 
for a more comprehensive showcase of-
fering. They therefore recommended 
adding a super-premium tier (Advantage) 
at a high price point. With the new Ad-
vantage tier, the client was not only able 
to capture additional revenue from cus-
tomers with a high willingness-to-pay, 
but also able to encourage subscribers to 
purchase the Elite or Deluxe tiers who 
would have otherwise thought they were 
too expensive. (See Figure 1)

K.I.S.S.: Keep your  
portfolio simple
When designing your portfolio archi-
tecture, you must also make sure your 
options do not get too numerous. If 
presented with too many products, 
consumers get turned off by the need 
to evaluate all the options and may 
walk away from the purchase decision 
completely.

A notable study conducted by 
Professor Iyengar at Columbia 
University demonstrates this 
principle with a simple jam dis-
play experiment. Iyengar and 
team prepared two types of dis-
plays to test in a store – one with 
6 varieties of jam and one with 
24 varieties. While more con-
sumers approached the display 
with more varieties, more con-
sumers overall decided to pur-
chase jam from the more simple 
display with only 6 varieties.

Past project experience has simi-
larly found that fewer choices 
can yield better results. In an 
engagement with a telco pro-
vider, the company tested dif-
ferent approaches for adding 
internet plans with usage caps 

to the product portfolio, which at the 
time only had plans with unlimited us-
age. Approach 1 offered a capped option 
everywhere – resulting in 20 bundles 
and approach 2 offered a capped op-
tion selectively – resulting in 15 bundles. 
Testing found that the selective approach 
increased both market share and revenue 
due to reduced customer confusion and 
purchase paralysis. (See Figure 2)

The context in which consumers shop 
for products has a significant impact on 
buying behavior. A low price beacon of-
fering grabs the interest of price-sensitive 
customers, a showcase offering maxi-
mizes revenue from premium segments, 
and a middle offering provides a land-
ing point for consumers who want to 
fall somewhere in between. By balancing 
adequate coverage of your market and a 
simple product portfolio using these rela-
tive price points, you can guide consum-
er behavior to align with your product 
and overall business goals.

Theory of Relativity - Figure 2
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How 3D Printing Stands to Disrupt  
Capacity, Sourcing and Pricing 

In this article, the author explores how 
the introduction of 3D printing tech-
nology and production into the indus-
trial B2B space will possibly affect pric-
ing and business models for industrial 
and distribution companies. He also ex-
plains how some companies are already 
making proactive changes to manage 
this market shift. Barrett Thompson is 
the general manager of pricing excel-
lence solutions at Zilliant. Over the 
past 25 years, Thompson has built and 
delivered optimization and pricing 
solutions to Fortune 500 businesses in 
diverse vertical industries within the 
manufacturing and distribution space. 
He can be reached at Barrett.Thomp-
son@zilliant.com. This article origi-
nally appeared in “Supply & Demand 
Chain Executive” Magazine. 

Should manufacturers and dis-
tributors be concerned about the 
introduction of three-dimensional 
(3D) printing in the industrial 

business-to-business (B2B) space? Per-
haps not concerned, but mindful as to 
how the technology stands to disrupt 
traditional manufacturing and distribu-
tion business models. This includes con-
sidering how industrial companies may 
benefit from embracing 3D printing 
sooner rather than later.

According to a recent article in the At-
lanta Journal-Constitution, major compa-
nies, such as The Home Depot, UPS and 
Coca-Cola, are already doing just that. 
For example, today many companies rely 
on the shipments of parts and compo-
nents to conduct business—and ship-
ping those items is the crux of the UPS 
business model. If those companies can 
print the items vs. waiting on shipments, 
it could spell disaster for the delivery 
company. Having that foresight, UPS 
proactively partnered with a 3D printing 

company to offer next-day delivery of 3D 
printed parts. UPS benefits from access 
to the new technology, while the 3D 
printing company benefits from access 
to the well-established shipment net-
work that UPS provides.

Certainly, viable use cases for 3D-print-
ing technology are rapidly growing, and 
as they do, industrial B2B manufactur-
ers and distributors will be pressed to find 
creative ways to incorporate them. The 
first step is identifying which parts of 
your business stand to be affected by 3D 
printing. Below are three scenarios of how 
the burgeoning technology could poten-
tially shift pricing strategies, disrupt tra-
ditional warehousing models and change 
how specialty parts are manufactured.

Disruption to  
Capacity Investments
Capacity plays a big part in available 
supply. The need for a large warehousing 
space, and excessive amounts of stocked 
products and parts can be reduced with 
3D-printing technology in place. The 
technology essentially eliminates the dis-
tinction between stocked vs. non-stocked 
parts. If companies have the technol-
ogy to print any part in a 300,000-item 
catalog in just a few minutes, then it’s 
effectively stocked at all times. Service 
levels increase tremendously for the dis-
tributor who can claim to stock every-
thing—and those who invested deeply in 
brick-and-mortar facilities in pursuit of 
the old-school stocking model may find 
themselves less advantaged for having 
done so. For example, 12,000 square feet 
of warehouse space with $12 million in 
inventory could be outflanked by $1 mil-
lion of 3D-printing equipment sitting in 
a 200-square foot fabrication room.

Disruption to Sourcing
As more manufacturers leverage the tech-
nology to fabricate specialty parts, the 
source of these specialty parts then comes 
into question and the intellectual proper-
ty (IP) contained in the digital file, which 

defines the part, is critical. Imagine a sit-
uation in which an end customer, such as 
a large original equipment manufacturer 
(OEM), has its own 3D-printing equip-
ment on site, licenses the digital specs for 
specialty items and is charged for each 
piece it prints. Or the OEM may sub-
scribe to a full library of digital specs on 
a flat-fee basis and print all it wants with-
out per-unit charges. Such an OEM may 
license these digital specs from the dis-
tributor, but what value is the distributor 
really adding? It would make more sense 
for the OEM to license the specs directly 
from the manufacturer or designer of the 
part. Under this scenario, the distributor 
is disintermediated entirely, as the value 
chain is reworked.

Elimination of  
Into-Stock Cost Anchors
The ability to fulfill a sale depends on an 
accurate transaction price for each cus-
tomer. As 3D printing begins to impact 
the distribution industry, the practice 
of anchoring price to a traditional sup-
plier-driven into-stock cost becomes 
unworkable, because there isn’t an 
into-stock cost for an item that is 3D 
printed. Instead, distributors could ask 
what is the avoidable cost-per-unit in a 
world of 3D printing? The dominant ele-
ments of this cost are the raw materials 
plus the energy required to print the piece.
Alternatively, anchoring price decisions to 
other references, such as the average sell-
ing price or the list price, may work bet-
ter. Manufacturers’ suggested retail prices 
(MSRPs) often play a role in list pricing, 
but such MSRPs won’t exist for items that 
are 3D printed because no manufacturer 
is involved, and one could argue that the 
notion of list price is equally obsolete, but 
I’m less confident in this reality.

For now, precisely how 3D printing will 
impact manufacturers and distributors 
is speculative. But given the explosion of 
other specialized, innovative technolo-
gies, industrial B2B companies should 
start exploring the possibilities now.
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Eight MedTech Buyer Trends to Watch in 2016 and Beyond

In this article, the author presents eight 
specific buyer trends that medical in-
dustry suppliers should watch out for 
in 2016 as a result of increased profes-
sionalization of provider procurement. 
This industry specific example provides 
pricing strategies that can be applied 
to multiple industries. Author Chris 
Provines is a 24-year veteran of the 
healthcare industry. He is the CEO of 
ValueVantage, and the author of Stra-
tegic Pricing for Medical Tech-
nologies (2012), and his newest book 
Healthcare Value Selling (2014). He 
is on the PPS Board of Advisors and is 
an Adjunct Professor at Rutgers Uni-
versity where he teaches in the MBA 
program. He can be reached at chris@
valuevantagepartners.com.

A s healthcare providers 
around the world continue 
to come under pressure to 
contain costs and improve 

outcomes, professionalizing procure-
ment practices is increasingly seen as 
an area of opportunity. It makes sense 
given that supplier related costs can rep-
resent 30-40% of overall provider ex-
penses. Just as important, supply deci-
sions can often have a significant impact 
on the total cost of care and reimburse-
ment incentives in some markets.

The fact that providers, on aver-
age, are starting at a relatively low level 
of procurement maturity means there 
should be a lot of opportunity. Harness-
ing trends and adopting best practices 
from other industries should enable pro-
viders to extract greater value from the 
supplier network. As the professional-
ization of provider procurement hap-
pens, there are eight specific buyer 
trends suppliers should watch for as 
signs of a maturing buyer.

Professionalization of 
Procurement
While there are certainly well run pro-

vider procurement organizations, as an 
industry, there are significant opportu-
nities for improvement.  In one cross-
industry survey of procurement organi-
zations, healthcare ranked at the bottom 
or near the bottom in level of maturity 
in many practices. A broad healthcare 
industry survey showed that more than 
half of provider respondents described 
their own supplier chain practices as im-
mature. The professionalization of pro-
curement practices by healthcare provid-
ers should create significant value for the 
healthcare system. It’s an important driv-
er to watch since it has implications for 
many healthcare industry participants.

Buyer Trends and 
Implications
For medical technology (“MedTech”) 
suppliers, the professionalization of 
provider procurement can be observed 
through the sourcing and supplier man-
agement approaches providers use. There 
are eight specific buyer trends to watch 
for in 2016 and beyond:

1. Value-oriented procurement: Value 
analysis committees are in place in most 
hospitals in the USA to ensure value-
based supply decisions. In other markets 
like Europe, there’s an increased focus on 
value and outcomes in supply decisions 
through the use of Most Economically 
Advantageous Tendering (MEAT) crite-
ria in the public sector.

2. Collaboration: As buyers become 
more sophisticated, they look to develop 
collaborative relationships focused on goal 
alignment, deeper integration with suppli-
ers, trust, and mutual gain. Buyer-Seller 
collaboration is often a big value lever in 
other industries and should become much 
more important in healthcare.

3. Transparency: Big data along with 
cloud-based procurement and bench-
marking solutions are enabling buyers to 
have deep insights into their own spend-
ing as well as market prices and the value 
of competing suppliers’ solutions. Buyers 
will be able to harness spend, price and 

value transparency to drive better cost 
and clinical outcomes.

4. Unbundling: In many industries, 
sophisticated buyers try to find creative 
ways to save money. One approach is to 
“unbundling” a supplier’s solution and 
source the individual components of the 
solution to save money. Unbundling the 
sales and clinical support from the device 
(“rep-less” sales model) is a trend begin-
ning in parts of MedTech.

5. Generic devices and supplies: Ge-
neric and low-cost solutions have had an 
impact on many industries. The use of 
lower-cost “good enough” generic devic-
es and supplies should grow in MedTech.

6. Self-contracting and regional buy-
ing: Consolidation of customers, growth 
in cloud-based procurement solutions, 
and the need to better meet local needs 
is driving purchasing away from nation-
al GPOs to regional buying and self-con-
tracting models.

7. Outcomes and performance-based 
contracting: As buyers become more so-
phisticated, they will increasingly require 
suppliers to guarantee performance, put 
value at-risk or tie pricing to the out-
comes delivered.

8. Device formularies: Smart buyers are 
increasingly turning to “formularies” to 
guide which device or supply to use for a 
given treatment pathway. These formu-
laries are normally evidence-based and 
used to optimize costs and outcomes.

Many MedTech executives recognize the 
change that is occurring. For example, 
in a recent survey this author conduct-
ed along with Model N, nearly 80% of 
MedTech executives said price transpar-
ency will have a significant negative im-
pact on customer relations and margins 
in the future. Smart companies are not 
only watching for the buyer trends, but 
are looking to leverage these changes to 
their advantage.
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Value-Based Pricing for  
Multi-Product Retailers and Distributors 

Something is peculiarly 
wrong with the medical 
industry structure that 
allows pharmaceutical 
firms to regularly raise 
prices. 

Congress and the public have been very 
vocal in recent months regarding dras-
tic increases in pricing from numer-
ous pharmaceutical companies. In this 
article, the author analyzes these price 
increases, pharmaceutical industry 
pricing strategies, and influencing fac-
tors in the market. Tim J. Smith is the 
managing principal at Wiglaf Pric-
ing, adjunct professor at DePaul Uni-
versity, and Academic Advisor for the 
Certified Pricing Professional designa-
tion. He will be leading a workshop 
entitled “Pricing & Corporate Strat-
egy” at the PPS 27th Annual Spring 
Conference in Chicago. His most re-
cent book is Pricing Strategy:  Set-
ting Price Levels, Managing Price 
Discounts, & Establishing Price 
Structures (South-Western Cengage 
Learning, 2012). He can be reached at 
tsmith@wiglafpricing.com.

Turing Pharmaceuticals LLC & 
Valeant Pharmaceuticals Inter-
national, Inc. What do these 
and many other pharmaceu-

tical firms have in common? Congress 
and the public are scrutinizing them in 
general for, among other things, raising 
prices on their off-patent pharmaceutical 
regimens.

To make things worse, Martin Shkreli, 
the CEO of Turing, responded to inqui-
ries with the taunting pride of a bully 
taking advantage of his power over soci-
ety’s less-healthy members. Among many 
other shortcomings, he failed to practice 
the concept of fairness, restraint, and hu-
mility with respect to a necessity prod-

uct, hence justifiably and predictably 
wreaked society’s wrath. On top of this, 
Shkreli stands accused of outright fraud. 
His lower-than-pond-scum behavior was 
reprehensible and is not defended here.

Yet the congressional inquiries into these 
pharmaceutical firms’ pricing practices 
go directly into my professional area of 
expertise: pricing strategy.  More specifi-
cally, some of them are following a part 
of pricing strategy that I would have sug-
gested to them as a consultant or profes-
sor. Hence, this issue calls for analysis. 

To the question: “Why are these peo-
ple and firms raising prices?” the sim-
ple answer many give is “exploitive 
profit taking.” While this is not incor-
rect, it is woefully incomplete.

Just because these people and companies 
are profit-seeking corporations doesn’t 
mean they can raise prices indiscrimi-
nately. If so, McDonalds, Nike, Aldi, 
and Wal-Mart and every other compa-
ny would raise prices every day as well. 
Likewise, you and I would ask for higher 
wages every day and receive them. But 
realistically most companies, much less 
people, cannot raise prices indiscrimi-
nately. Some can’t even keep prices in 
line with the rate of inflation. Against 
this backdrop facing the rest of us, phar-
maceutical companies have been able to 
raise prices much faster than the rate of 
inflation. Why?

Something is peculiarly wrong with the 
medical industry structure that allows 
pharmaceutical firms to regularly raise 
prices.

Hence, the proper question isn’t: “why 
ARE they raising prices?” But rather it 
is: “why CAN they raise prices?”

To address this question let me first ad-
dress of when, in general, firms should 
raise prices. Second, let me address the 

structural failure within the pharmaceu-
tical industry. And third, let me point to 
the real long-term solution to this chal-
lenge.

Raise Prices under  
Inelastic Demand
Te medical industry is like any other 
industry when it comes to the laws of 
economics. 

Prices adjust to the point where supply 
meets demand in market driven econo-
mies. When the firm detects inelastic de-
mand for their offerings, basic economics 
indicates a firm should raise prices. The 
medical industry generally follows that 
basic economic tenet.

For those not trained in economics, in-
elastic demand means that prices can 
go up and yet customers will still pur-
chase the products. Things like water fit 
this description well. Even if water were 
to double in price, you would still want 
it because water is necessary for living. 
Ok, you might want to switch to beer or 
soda, but both of those are mostly water 
as well. So, in the end, if the price of wa-
ter goes up, you will still buy it in some 
form. We call that inelastic demand.

Pharmaceutical solutions often face 
inelastic demand.

People get sick at somewhat predictable 
rate. When they get sick, they want a 
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cure, or at least a life-sustaining solution. 
And, regardless of the price, most people 
will pay to live.

Yes, the pharmaceutical industry in the 
U.S. is further distorted by the presence 
of insurance companies whose premium 
is largely paid by third parties, and whose 
offering is highly proscribed by govern-
ment regulations. Yet this distortion does 
not change the underlying dynamics. 
The price people will pay for a solution 
to a life-threatening disease is very high. 
As such, the price for many 
pharmaceutical solutions can 
be raised without reducing the 
demand for the pharmaceu-
tical formulary. Hence, the 
distortion of predominantly 
employer-paid insurance is an 
aggravating factor—not the 
root cause—to pharmaceutical 
firms being able to raise prices 
for their offerings.

The driving factor behind the 
price increases in generic drugs 
is the laws of economics. The 
price people, or insurers, are 
willing to pay is uncorrelated 
to the number of people sick, 
and therefore uncorrelated 
with the number of pills sold, 
for some pharmaceuticals. 
As such the firms’ producing 
those pills can and will raise 
prices. Turing, Valeant, Bio-
gen, and many others pharma-
ceutical companies have followed these 
laws, as could have been predicted.

The Failure of Competition in 
the Pharmaceutical Industry
In most industries, firms don’t face in-
elastic demand. Tey face elastic de-
mand.

Let me unwrap that statement. For the 
most part, we have choices. If we don’t 
like the price for one company’s offer-
ings, we can go to the next company and 
get a somewhat similar offering at a price 
we are willing to pay.

Given competition, firms cannot raise 
prices without losing customers to the 

competitors. Competition forces firms to 
face elastic demand where they cannot 
raise prices without losing sales. If they 
raise prices they sell less and if they lower 
prices they sell more.

In the absence of competition, a monop-
olist can raise prices unilaterally until so-
cietal demand meets their personal out-
put. In these cases, the monopolist can 
pocket the profits and customers lose.  
Overall, social welfare is damaged by the 
presence of monopolies.

Te role of competition is to keep 
prices low. 

Choice and competition are necessary for 
markets to work properly. Competition 
drives prices down to marginal costs and 
optimizes societal welfare. These truths 
are well known in economics.

Hence, the structural problem of pric-
ing in the pharmaceutical industry is the 
lack of competition and the presence of 
monopolies. Yet this still fails to com-
plete the story.

We, as a society, have agreed in our so-
cial contract to grant temporary mo-
nopolies to people and firms through the 

patent system. That is what a patent pro-
vides: rights to exclude, thereby limiting 
competition, to who can produce that 
which is patented.

I would accept the observed pricing out-
come if we were only discussing patented 
pharmaceutical regimens. Even though 
new drugs may command a high price 
while under patent, their price is gener-
ally set in relation to the comparative 
value they deliver to patients and, in any 
case, will decline once the patent expires.  

(Just look at the situation of 
AbbVie with Humira. Ab-
bVie’s patent is about to expire 
on Humira and with it two-
thirds of their revenue is under 
threat of generic competition.) 
Yes, life science companies can 
make a lot of money for deliv-
ering a patented new solution. 
But so can other companies 
like Apple, Uber, and GE, or 
singers like Taylor Swift.

The patent system and the 
temporary monopolies it cre-
ates is not the problem. Some-
thing greater than patents is 
enabling some pharmaceutical 
firms to behave as monopo-
lists. Producers, such as those 
mentioned in the opening 
paragraph, are finding their 
off-patent drugs are facing in-
elastic demand. That is, phar-
maceutical firms are discover-

ing that some of their generic products 
can have large price increases without 
losing customers to a competitor.

Now we are getting closer to the root of 
the problem: Tere is not enough com-
petition in generic drugs to keep pric-
es in check even though the law offi-
cially allows anyone to make a generic 
drug. What happened to the competi-
tion in generic drugs?

Exorbitant Barriers to Entry 
in the Medical Product Field
In a normal industry, if a firm raises its 
prices and captures high profits, com-
petitors will enter that industry to take 

CONTINUED ON NEXT PAGE �

There is not enough competition in 
generic drugs to keep prices in check 
even though the law officially allows 
anyone to make a generic drug.
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some of the profits. In the end, compe-
tition drives prices to fall. We don’t see 
that happening enough in the pharma-
ceutical industry. Why?

Michal Porter drew attention to barriers 
to entry. Industries with high barriers to 
entry can behave more monopolistically 
than those in which competition can 
freely enter. This is the case with some 
generic pharmaceutical formularies. 
High barriers to entry must be keeping 
competitors from providing alternatives 
to off-patent generic drugs. What could 
be the source of these barriers to entry?

It isn’t the lack of know how. Many firms 
are able to produce chemicals, even spe-

cialized chemicals in the life sciences. 
And, that is what a drug is: it is a chemi-
cal. As observed in animal health care, 
agricultural chemistry and many other 
specialty chemical companies: competi-
tion keeps prices relatively low. Yet, in 
human life sciences, there is insufficient 
competition.

And it isn’t for lack of capital. Investors 
will invest in creating new competitors if 
the industry looks promising. Just look 
at all the ride sharing, home swapping 
and other new-technology driven firms 
that receive healthy investment in the 
hopes of surviving the initial round of 
industry growth.

Is it regulatory? 80% of all drugs are ge-
neric and the FDA regulates almost ev-
ery facet of prescription drugs, including 
testing, manufacturing, labeling, adver-
tising, marketing, efficacy, and safety. 
While the requirements for generic drugs 
are significantly lower than for new 
drugs, they are still too high.

Consider a polar opposite of how the 
current drug market is regulated: the 
technology market. A person working 
in their basement with the appropriate 
equipment can make a new website, app, 
or other piece of kit and then go sell that 
product or service globally. Indeed, Ap-
ple famously started that way.

In contrast, a biochemist, even a PhD 
chemist with knowledge of proper hu-
man safety, cannot make a pharmaceuti-
cal in their basement and legally sell it. 
Even if that basement startup follows all 
the right safety protocols and purity stan-
dards to produce the right generic phar-
maceutical, that bootstrap entrepreneur 
cannot enter the market with that generic 

until they produce 
under FDA regulatory 
scrutiny. And, as many 
entrepreneurs have dis-
covered, meeting FDA 
regulatory require-
ments can add years to 
entry and millions to 
costs—all with great 
uncertainty. Similarly, 
a trader of sneakers 

can easily import Chinese shoes to the 
U.S. but an importer of drugs is under-
taking illegal action.

When the FDA cannot attest to the 
safety of the imported drug, the FDA 
will declare it potentially unsafe, thus 
discouraging demand. Granted, I don’t 
want to buy my medicine from some-
one’s basement nor from the back of a 
pickup truck full of drugs shipped in 
from an unknown country.  But it does 
drive home the point. Regulation in-
creases the barriers to entry.

The FDA has a mandate to protect pub-
lic safety. They are following their man-
date. But that mandate has a cost. Their 
mandate does not put the development 
of the most economically efficient means 
to providing health care at its center. 
Rather, it puts public safety as the guid-
ing mission. Safety comes at a cost. 
100% safe rarely results in an optimal 
economical outcome.

The Way Out
Businesses respond to economics. Gov-
ernment regulations can enable or re-
strict competition. When competition 
is restricted, businesses enjoy more mar-
ket power. Businesses with high market 
power can raise their prices. This is just 
as true for generic pharmaceutical corpo-
rations as it is for your corner mom and 
pop store. The key difference between 
the two when it comes to pricing is that 
almost anyone can open a corner grocery 
store. To make a generic drug, a business 
has to pass through a very high and un-
certain regulatory burden with the FDA.

The very mission of a FDA acts to reduce 
competition through creating exorbi-
tantly high barriers to entry that rewards 
companies already in the market at the 
expense of patients and would-be entre-
preneurs/competitors.

Hence, the way out is to call for rational-
ization of the regulatory hurdles to com-
peting with them.
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80% of all drugs are generic and the 
FDA regulates almost every facet of 
prescription drugs, including testing, 
manufacturing, labeling, advertising, 
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