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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.  With increased research into DNA and biotechnology in recent years, companies have been able to sustain profitability by consistently producing new treatments.  Also, with the increasing proportion of the elderly population, demand should consistently increase in the future.  As long as the industry sustains its growth by funding R&D, increasing revenues and profitability should continue.
International Competitive Structure:

The market is dominated by a few large players (such as Merck, Pfizer, Johnson & Johnson, etc.), who control a majority of the market share, with many smaller companies producing in certain specialized niches.  While the US is the world’s largest market, both the European and Japanese markets are significant consumers of pharmaceuticals as well.  While international patents protect pharmaceuticals for 20 years worldwide, the industry struggles to maintain brand loyalty when faced with generic competition after the expiration of the patents.  With raw material costs being relatively non-existent, additional sales are the major way to increase profitability in the industry.  As such, a common industry trend has been to offer discount rates to large-scale purchasers (such as governments and MCOs).
Strengths:
1.  Pharmaceutical purchases are relatively unaffected by changes in the economy.    Patients who receive life-saving drugs (such as insulin) are unlikely to stop purchasing treatments if the economy goes through a recession.  As such, the pharmaceuticals industry tends to be relatively stable, 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 (fifth in 2005) without suffering from extreme competition from new entrants.
Weaknesses:

1.  The life span is only 20 years for drug patents.  With FDA approval taking more than a decade, pharmaceutical companies on average have only 8-10 years to recoup R&D costs (which can be more than $800 million for one compound).  In order for a pharmaceutical company to survive and prosper, they must constantly be developing new and innovative compounds to fund future growth.  
2.  Generic brands decrease profitability in the market.  Once patents expire, many pharmaceutical companies struggle to maintain profit margins.  Due to the Hatch-Waxman Act of 1984, generic brands entering the market don’t need to file as a new compound with the FDA, but once proving “bioequivalence” (meaning they are the same compound) are able to go directly to market without incurring steep R&D costs.

Opportunities/Trends:

1.  Population and demographic 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.

2.  Prescription drugs are now covered by Medicare.  As of January 1, 2006, many more elderly and disabled are enrolling in Medicare to receive this benefit, which boosted overall sales of pharmaceuticals by 3% in 2006 and led to a 2% increase in revenues. With the government paying for members to receive treatment, increased usage of pharmaceuticals is expected. 
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 postmarket surveillance and plans to implement more stringent, and lengthy, testing for new compounds. 
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.
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