
Pharmaceuticals (35-20)

Health Care

United States
Industry Type (9/8/10):
Stalwart
Key Indices:
S5PHAR
Recommendation:
Buy
Description and Summary:
The pharmaceuticals industry consists of companies who manufacture and distribute synthetic compounds for treatment of infection, disease, and other medical ailments. The industry can be divided into two parts: those companies producing non-prescription drugs, and those producing prescription drugs.  
The industry is driven by research and development of new compounds. However, with the rise of generic drugs, companies have been cutting back on their R&D budget and changing their focus toward more specialist-oriented products. The patent expiration cliff starting in 2011 and austerity pricing in Europe also dampens the industry’s prospect.
International Competitive Structure:

The market is dominated by a few large players (such as Pfizer, Merck, etc.), who tend to be research-intensive and produce patented pharmaceutical drugs, with many smaller companies producing generic products for the local markets. The US accounts for roughly 40% of global pharmaceutical sales followed by the Europe and Japan with 32% and 10% respectively. The industry will continue to see a high level of globalization with cross-border acquisitions, collaborative alliances in R&D and marketing, and a new focus on the emerging Chinese and Indian markets whose economic growth and access to healthcare makes them attractive prospects compared to mature markets.
Strengths:
1.  Pharmaceutical continues to be one of the highest profit industries. Even though demand for elective treatments will fall, patients who receive life-saving drugs (e.g., insulin) are unlikely to stop purchasing treatments during a recession.  As such, the pharmaceuticals industry tends to have stability and low risk, even when the economy is volatile.
2.  Regulation is a barrier to entry for competition.  The Food and Drug Administration oversees the production and sale of all drugs in the US.  This and other barriers have allowed the pharmaceutical industry to be one of the most lucrative sectors in the US without suffering from extreme competition from new entrants.
Weaknesses:

1.  2011 is the beginning of a patent cliff. The life span is only 20 years for drug patents.  After FDA approval, companies only have 8-10 years to recoup R&D costs (which can be more than $1 billion for a single compound). Generic brands decrease profitability in the market.
2. Lower returns, increasing regulation, product development costs, and reputation are key risks facing pharmaceutical companies. The industry must continue to transform itself to find success amidst its changing environment. 

Opportunities/Trends:

1.  Population, demographic, and consumer trends benefit pharmaceutical companies.  With baby-boomers entering retirement and the gradual increasing of life-expectancy, coupled with the increased incident of chronic illness, pharmaceutical companies face increased future demand for their products. The industry has seen moderate growth in recent years resulting from direct to consumer advertising, increased population longevity, and pharmaceutical pricing freedom. Lastly, medicinal and botanical products have enjoyed strong growth in recent years given that consumer trends are favoring natural products. 

2. Key players ramped up merger activity to survive impending challenges. Increased R&D costs, shorter exclusivity times, and the need for international marketing power have driven increased market concentration. The number of major players will continue to trend downward as companies currently have a financial position favorable for mergers and acquisitions.

Threats: 
1.  Between 2006 and 2010, over 27 brand name drugs will have their patents expire.  With only 1 in 5000 compounds discovered making it from development and approval to actual market sales, the pharmaceutical industry could face a steep downturn if new compounds aren’t developed to fill in the gap in lost revenues.

2. The time required to receive FDA approval is increasing.  Amid increasing complaints about adverse side-effects of drugs in the market, the FDA has increased post-market surveillance and plans to implement more stringent, and lengthy, testing for new compounds (increasing development time from conception to synthesis to an avg. 15 years). 
Key Ratios to Watch:
Traditional ratios, such as the PE ratio, are useful when compared to historical industry performance.
Key Items to Watch:
Research and development is crucial to survival in the industry. Large decreases in R&D expenses, as a percent of sales, indicate weakness. Also, the number of compounds in each phase of FDA approval (I, II, or III) can be an indicator of future industry strength. 
Performance versus the S&P500 and GDP (in %):
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