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The Welfare Effects of Drug Firms’ Reverse Payment Agreements and the
Innovation of Competition Policy
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2. Institute of Digital Economy, Dongbei University of Finance and Economics)

Abstract: This paper develops a game model to analyze the welfare implications of reverse
payment agreements, examining the selection of settlement amounts and their impact on consumer
welfare. Additionally, it discusses the necessity and feasibility of establishing a notification and
antitrust scrutiny institution for reverse payment agreements to protect consumer welfare.

This paper finds that under scrutiny after an agreement is reached, reverse payment agreements
between firms will not satisfy the proportionality principle. With symmetric information, when the
original firm has sufficient bargaining power and reverse payments are permitted, the original firm
maximizes its profit while the generic drug firm’s profit equals what it would be if reverse payments
were prohibited. With asymmetric information, the original firm anticipates two possible profit
scenarios based on expected litigation costs. Maximizing expected profits leads to two settlement
amount options: higher expected litigation costs result in higher settlement amounts, and vice versa.
With asymmetric information, the actual patent strength becomes irrelevant to the profits obtained from
reaching an agreement. Consequently, one party’s expected profit will always be lower than that
without reverse payment agreements. The stronger the patent strength, the more unfavorable the reverse
payment agreement is to the original firm, and the more favorable it is to the generic drug firm. As
bargaining power shifts from the original firm to the generic drug firm, settlement amounts tend to
increase. Regarding consumer welfare, whether symmetric or asymmetric information, delayed market
entry due to reverse payment agreements enhances consumer welfare only if it is less than the patent
strength; otherwise, it harms consumer welfare.

This paper further explores the feasibility of establishing notification and antitrust scrutiny
institutions for reverse payment agreements. It demonstrates that under settlement conditions, an
incentive-compatible outcome can be achieved. By implementing notification and antitrust scrutiny,
competition authorities can facilitate negotiations between parties after they have a common value
judgment of patent strength based on symmetric information. When the generic drug firm’s bargaining
power reaches a certain threshold, limiting the settlement amount to zero ensures the result that does
not harm consumer welfare and neither party’s profit levels decrease. When the bargaining power is
transferred from the original firm to the generic drug firm, the settlement amount will also increase.
When the bargaining power of the generic drug firm is enhanced to a certain value, as long as the
settlement amount is equal to zero, it can meet the results that do not harm consumer welfare and do not
reduce the profit level of the parties to the agreement. The cost benefit of establishing reverse payment
agreement notification and antitrust scrutiny institution is analyzed.

Keywords: reverse payment agreements; patent strength; consumer welfare; innovation in
competition polity
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