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Description and Summary:

The pharmaceutical industry consists of companies that develop and produce chemical/biological substances for medicinal use in humans and animals.  These include over the counter (OTC) and prescription drugs, drug delivery systems, diagnostic substances, biologics, nutritional supplements, and other related products, equipment and services.  

Biotechnology refers to science that is used for the purpose of modifying human health, food supplies, or the environment. The biotechnology industry focuses on several practices, some of which involve the alteration of genetic material
Global Competitive Structure:

The United States remains the world's top producer and consumer of pharmaceutical preparations, as well as the fastest-growing pharmaceutical market. In 2006 it accounted for more than 50% of total global output, with Europe at 25%, Japan at 13%, and Asia, Africa, Australia and Latin America comprising 8%.  The US is expected to maintain its leadership position, growing at an annual compounded rate of 10% through 2007, 3% above its foreign competitors.
Strengths:

1. The pharmaceutical industry is largely unaffected by swings in the economy.  Drug demand is fairly inelastic and consumers  consistently demand drug treatment.

2. Three worldwide demographic trends stand to bolster the industry.  These are an aging population, increasing life expectancy, and an increase in the incidence of chronic illnesses.  The elderly account for 33% of all pharmaceuticals consumption.  World population is expected to grow by 40% by 2050, and the elderly population is expected to increase from 11% to 22% of that total.  

Weaknesses:
1. FDA oversight and regulations are increasing.  It is paying increasing attention to tracking the safety of drugs already on the market.  It is tightening requirements for labeling, and it has also led to delays in the approval process, as it is requesting that more testing be done, and more safety data be generated.

2. New drugs/preparations are not brought to market very often.  Only one in 5,000 discovered products are ever brought to market and average R&D costs for such drugs is around $800 million.  Manufacturers of generics deeply undercut profits of new preparations and discourage development of such preparations.  The average patent guarantees roughly 8 years of solid market power before generics enter the market and erode away profits.  

Opportunities:

1. Biotechnology is the fastest growing sub-sector of the industry.  In fact, biotech products and specialist- driven products accounted for 62% of total market growth in 2006.  Biotechnology products offer better efficacy and fewer side effects in contrast to traditional medicines.  Also since biotechnology products tend to command higher prices they guarantee higher margins.
2.  Pharmaceutical and biotech industry executives see a major opportunity in emerging markets, particularly India and China.  Most believe that companies may double sales there by 2011.   Emerging markets accounted for 27% of total global growth in 2006.
3.  The Medicare Part D program led to a 1% increase in total industry revenues in 2006.  This program should continue to bolster revenues, especially for generic drug makers whose products cater to the elderly. 
Threats:
1. Health care expenditure represents a substantial portion of most government spending.  In the US it has accounted for over 15% of GDP in 2004.  Such high costs create stronger incentives for cost containment in healthcare by government.  This leads to more favorable treatment of generic manufacturers and reduced patent privileges for branded pharmaceutical companies.
2.  More than half of the US’s population is under a Managed Care Organization (MCO).  These MCO’s are more aggressively seeking to contain costs by restricting the drug prescriptions they will cover for their clients.   They utilize collective purchasing clout to secure discounts on bulk purchases of pharmaceuticals and medical products.  They also use their restrictive drug formularies to control pharmaceutical utilization and negotiate prices with manufacturers.

3.  Generics represent the main near-term threat to performance. For most US pharmaceutical companies, as major drugs lose patent protection, intense competition from generic drug makers and price erosion are unavoidable.
Key Valuation Ratios to Watch:

Watch profit margins, R&D as a percent of sales, SG&A as a percent of sales, and ROE.

Key Items to Watch:

Watch the product pipeline, liability and patent litigation, patent expirations, generic competition, and promising alliances and acquisitions.
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S5PHAR
  10.5    -5.2      0.2     12.3      5.16
SPX
  28.4    10.7     4.8     15.6      9.14



EXCESS
 -17.9   -15.9   -4.6     -3.3      -3.98
GDP
   2.7      4.2     3.5       3.5        0.1
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