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Case 1-1:

Pfizer and the Challenges

of the Global Pharmaceutical Industry*

‘_introduction——Pﬁzer

the beginning of 2007 Jeffrey Kindler, Pfizer’s new chair-
an, pondered over the ‘company’s stagnating performance.

Growth had slowed down recently and the company could
not achieve its annual goals. Having just joined the
‘company, Kindler still had to spend time to learn about
e pharmaceutical mdustry and Pfizer’s strategic posmon
His previous leadership of McDonald’s had proven to beia
success story. Now the switch to Pfizer proved to be a chal-
lenge as Pfizer’s shareholders continued to be disap-
ointed with the company’s recent developments
... Not only had revenues declined but also the block-
uster drug ca]led ”L1 itor”_was losmg mnmenmm

pytor i5a cholesterol- lowermg drug that had contrlbuted

,In December 2006 Pﬁzerfaced a setback in developmg
“Torcetr:

|case ' was written by D ~Ph1111p Nell,}.Genter: for Strateglc
igement, and Globali S

ve or ineffective handling 6f a management situation: The case Was
ompiled ffom published sources’ and generalised expenence i

- Dr. Ph1111p C. Nell'is Assistant Professor ‘af ‘the’ Center' for

gzrategc Management and Globahzatxon at Copenhagen Business
hool. ,

“ Dr. B]orn Ambos is Professor and’ head of the Institute for
Mternational Marketing and Management at Wirtschaftsuniversitit

The general changes and industry developments
worried many ‘pharmaceutical managers. One area of
concern was the role and influence of pharmaceutical firms
oft price setting. In 2005 the German government demanded
price reductions across the board for'all types of drugs For
example, the German government wanted to relmburse the
medical expenses of ‘Lipitor- pat1ents up 'to a certain
amount. If the price of Llprtor was further reduced by 38%,;
then German patients could receive full relmbursement for
thelr purchase cost EPreviously, athe German govemment

This. dual step pI‘lCE reduc\‘
potentlal earnmgs of?Pflzer

olleagu ‘Tom Mckﬂlop, ‘
of AstraZeneca, spoke '”f an ”Extort1on like” sit ,'

1mage durmg the prev1ous few years. A survey in 'the US
showed that only 14% of the respondents had a very posx—

"and tobacco compames‘ Hlstoncally, the pharmaceutlcal

1ndustry had been one of the most prof1tab1e and. hlgh
margm 1ndustr1es for ‘many years Could the mdustry ccon-
tinue to sustain such trends given ongomg changes’? <
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The Pharmaceutical Industry

Global health expenses‘increased steadily - duringithe last
decades. In; 2003, the: average, per capita spending on
health: care in; OEC countries amounted to US$2 400.
(Referq to Exhibit- 1.);; he health expense mea
* proportion of gross domest1c product rose from, 8% in
1997t088%m2003 I skt ooy
-«Currently, ,medmmes comprlsed 18% of global, health
expen,ses with.a tendency to increase in the near future; The
reasons; for: thisi were numerous: First, the proportional
. -increase of the ageing population in;most coum
larger demand of medicinal usage (Exhibit 2). Second,,there
was a need to develop.innovative and expensive medicines
during the last few decades especially:for new strains of dis-
eases such as cancer and 'AIDS which had previously no
cure. In this ‘case,, dlfferences among countries could be
observed due to dlfferences in consumptlon patterns, medi-
cine prices as well as income levels. (See Exhibit3)
During recent years medication expenditures had
risen faster than total health spending. The global medicine
market amounted to US$643 billion in 2006. (See Exhibit 4
below.) The medicine product market was segmented
based on various categories depending on the chemical
composition, safety and frequency of usage. The first cate-
gory was whether a prescription was required. Prescription
drugs can only be given out by doctors and pharmacies.

1960 2003
UK . 12 16
us 9 12
Ttaly 9 19
Japan 6 19
OECD 9 14

Source: OECD Health at a Glance, OECD Indicators 2005.
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The second category was called ovei'—the—t:oiintef—drugs or
”OTC ” These are medicines purchased without a prescrip-
tion. This category also includes food supplements and
vitamins. The latter were not classified as medicines and
were sold in pharmacies and, in the Us, in supermafketsi
The OTC-market was comparable to the consumer goods
markets.? In the prescription drug market, a distinction ~:
was drawn between generics and branded drugs. A generic
(multiple generics) was a medicine that had the same active
agents as a branded drug. In other words, a generic wasa
copy of branded drug that patent had expired. Generics are
marketed only the after the patent expires.

Health systems in Europe and in the US were funda-
mentally different. In the US, there was no public health
insurance to reimburse patients for the costs of medicines
completely or partly. The large majority of the Americans
were, therefore, privately insured. The US government seldom
got involved with price regulation. Consequently, the US
market offers the highest prices worldwide and was by far
the most important market for the pharmaceutical industry.

In most European countries there was compulsory
health insurance supported by the state and accessible -
for the whole population. A large portion of the drug
expenses were paid by the state. In 2001, the share of public
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Year 1998 1999 2000 2001

2002 2003 2004 2005 2006 2007

Total global sales 298 334 362 387
(in US$ billions
ex-manufacture price)

Growth rate (in % at a
constant US$)

Source: IMS Health (2009).

spending to total spending added up to 72% on average in
OECD countries. The other 28% of the expenditures were
funded privately by private insurance or by patients. This
average, however, did not show the significant disparities
petween some countries. In addition, there were consider-
able differences relating to the share of public and private
financing sources within medicine expenditures (Exhibit 5).
On average 60% of medication expenses | in' OECD countries
were financed publicly.
Based on this, the national health systems were the basic
gl,rin/gwﬁr;medlcmes in Europe. Considering the
creasing health ‘care spending and tight national budgets,

the European governments were considerably more active
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in price regulation. To achieve this, the governments used
various measures. One of these measures was setting fixed
prices in negotiations between the state and the manufacturer.
This involved lengthy price and reimbursement negotia-
tions which could delay product launch significantly. -~
Governments could also set prices by so-called “ref-
erencing.” The price of drugs were adjusted to the prices of
other.countries: Also “internal referencing” was employed
where products with similar therapeutic effect were grouped
together and a relatively lower all-in price is'determined for
every group. The reimbursement system was then aligned
so that the patient must pay for the drug himself if the drug
price was higher than the reference price. Other measures
taken by governments were “all-in price markdm’/vhs that
were demanded from all'manufacturers and theiliriitation
on profit margins; for certaln products such as' the PPRS &
system in'the UK. badh X £ ‘ )
Despite the ' mechanism of ”referencmg," the differ= -
ent price regulation schemes led tOscon(31derab1e price
differences within the European markets, For products
that entered the market in Europe in' 2000, a price range
of 30% over and under the EUaverage price éxisted: This
price control,-.combined with the free trafisportation’of

{

goods within thé EU, resulted in parallel imports'during -
the previous yearts! This led to forgone profits of approxi
mately threeto four b1111on Euros for the phai‘maceutlcals
mdustry e e g T el it ITeIeS
¢« Governmerts! mfluenced not: only the price; but
also'the‘demand through-the reimbursement System: of
their respective health care institutions/authorities. Patients

‘,often could only get their medicine expenses repald if the

drug was recognized as reimbursable by their national

~health care system. Many. « countries established so-called

positive lists where all products on the list were reimbursed,
negative lists where all products on’thie ist were not
relmbursed or both. When a prescnpt on drug was not
reimbursed, the demand for this drug was automatmally
limited. Premium prices and the reimbursement of costs
were mostly achieved by medicines that brought thera-

peutic advantages: “First-in-class products” and highly
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.innovative biotechnology products are examples of such
medicines. - ~ ,
- In most health care systems, doctors were relat1ve1y

free tordetermine the treatment and medication:, Usually
they.could choose between different substances and

between branded medicines versus generics. While many
"EU countries fostered the prescription of generics which

Were;:b,ioequiyalent) to the branded drugs, dOij(\?XFS,_CQ@mi

still often intervene and push through the choice for the
branded drug. Therefore, in some countries doctors
could only mention the actlve 1ngred1ent in the prescrlp-
tlon and-not the brand name: ;o 1
+ When: choosing medlcatlon, doctors tended to be
extremely loyal and. frequently choose one particular product
that they felt provided a positive feedback for'their patients.
Often, these were the brancled drugs The market; ‘power. of
expensive branded drugs was sustained by, the fact that in
most countries there were no defmed regulatlons on cost
cuttmg or preferences for generics (such-as: the above-
mentioned:rule: to- prescnbe only activei mgredlents), and
that nelther patients non doctors themselves had topay for
the; branded drugas these were subs1dlzed by the govern-
merts it Europe Usually, however, doctors become sensitive
to pnce increases when the patlent hlmself had to bear, a large
partofthecosts fhsHa® o cxarrors el i
1 The marketmg act1v1t1es of pharmaceutlcal companles
were focused on. the doctors, who served as key ‘decision
makers. Approx1mately 70% of the total administrative and
marketing costs were spent on direct contact with doctors.
This was roughly US$13,000 per year per doctor. Sales repre-
sentatives were the main communication channel between
pharmaceutical firms and doctors. Therefore, many firms
had invested extensively in the number and training of their
sales personnel. Meanwhile there were signs of “over mar-
keting.” Doctors were complaining about the numerous and
extensive sales pitches by sales representatives. Many firms,
however, did not want to reduce their sales force unless the
competition did the same. The firms were trapped in a “mar-
keting and sales arms-race” as phrased in the magazine The
Economist. Most market participants were aware of the

- maceuticals firms. Such expenses were twice the research
* expenditures: [t was also claimed that corrupt practices were ¢

substantial effect this had on their profitability due to the
high overhead, administrative and marketing costs for phar-

sometimes used in order successfully bring selective prod-
ucts into the market. - 2 j ,
" The' role of. patlents in’ the buymg process ‘had
increased over time. Traditionally doctors were the only
information source for patients, even though they spent less
and less time with their patients. This was related to, the
increasing trend of self-medication. For pharmaceutical
firms: this development was dangerous, because in Europe
all direct marketing targeted at patients was prohibited.-
i/ Another trend was the rise of alternative and. com
plementary: medicines and treatments. In Africa, Asia and -
Latin America, traditional medicine played an important
role in health care. In Western markets, many of these treat
ments were scxentxfrcally controversial where the medical
effects were unclear or the side effects relatlv.ely strong or
unforeseeable. In the largest European markets, the US.and
Japan, alternative medicines were often used ‘as comple-
mentary therapy. to a more conventional treatment. The
‘additional costs were often pard by patients themselves 1

§
{781

Development of Drugs
and the Patenting Process

The pharmaceuticals industry was, similar to the oil indus- »
try, a “self-liquidating” industry. Both had to continually =
develop new products, i.e. locate oil- and gas fields to fill
their pipelines. Both involved long gestation periods of
development before a product was launched. In the phar-
maceuticals industry, the product development phase took =
around 10 to 15 years and there were signs that the “simple 4
discoveries” had been made by the 2000s (Exhibit 6).

The development process started with identifying a
“goal” in the human body; for example, a protein against
which the medicine can act. Then, the different chemical
properties within the formula (preparations) were tested

Time Period Pre-clinical Test Phase Clinical Test Phase Patent Approval Phase
1963-1969 2.6 31 2.4
1970-1979 24 7.1 2.1
1980-1989 2:3 9.0 2.8
1990-1999 3.8 8.6 1.8

Source: DiMasi (2001:292).
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Development of a potential
medicine

5000-10000 Active Ingredients

Laboratory and animal testing

Pre-clinical tests

[

~ Clinical tests

250 Active Ingredients

Approved as test preparation

5 Active Ingredients Phase I—20-100 human test subjects
Phase [I—100-500 human test subjects

Phase [1I—1000-5000 human test subjects

Approved as a new medicine

Ongoing tests on the effectiveness, side effects and product -
safety

and continually modified to achieve the maximum effec-
tive treatment with minimal side effects. In this phase up
to 10,000 preparations were tested and evaluated. If the
preliminary results were promising, then a patent was
registered to avoid potent1a1 compet1t1on for: the prepara—
tion in-advance. 7 ; ﬁ :
‘These “New Chem1cal Ent1t1es” (NCE) were subse-
quently subjected to pre-clinical testing ‘and to a'certain
extent tested on animals. The objective was to research the
toxic ‘effects such as'toxicity, carcinogenicity or reproduc-
tive effects. In addition, the b1010g1ca1 effectrveness of the
NCE was strenuously tested. sy e &
- The preclinical test results were subsequently eval-
uated by health authorities. If the safety and the effec-
veness of the preparation could be ascertained by the
previous tests then permission was given for further

(clinical) tests. In the US the regulatory agency was the

FDA (Food and Drug Administration). This was'compa-

able to agencies in European countr1es, de at a
European level (European Drug Agency). A Eur pean :
patent was only required for some areas and’ consisted

abundle of national patents. On average only 5-out'of

10000 preparations make it to the clinical tests which

ere then designated as “Investigational New Drug.” -
he clinical tests were then divided into different phases ,

epending on the country.
If these clinical tests in Phases I to Il were posmve in

fte ms of human effectlveness and had no side effects, then
new medicine was approved for marketing. However, the -

harmaceuticals firms were required, even after market

unch, to carry out continuous tests in order to exclude -

l0ng term or rare side effects. The health agencies could call

for additional investigations and tests, change markings
and labeling or, possibly, take the medlcme off the market
even after/initial'authorization. 4 '
» The success rate for a new med1c1 oduct 1aun'ch
was approx1mately one out of:5,000=10,000 (sub‘stahecis‘ .
(Exhibit 7). The process-also involved considerable costs.
In 1975, the average R&D costs for one new drug were
estimated at roughly €150 ‘million. By 1987 R&D! costs
amounted to approximately €344 million. This further
increased by 2000 to €870 million (see Exhibit8). This
implied that only around one third of all medicines actually
generated revenues that: led. the ,research rand
developmient:costsams: afizeng it e be ottt sl ehaal]
In general, most large pharmaceutrcal firms had a
centralized R&D ‘unit. This hardly changed for several
years. Recently the importance of the “new sciences” like
blotechnology, ‘genetics, Pharmaco ‘Genomics and
Proteomics had increased leading to a growing trend of
“personalized medreanon " The “one drug fl!;s all” policy,

Yo B o0 tav S R&D spendlng 2
1900 Tt

1995
2000
2004
Source: EFPIA 2006.
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which previously characterized large blockbusters, could
potentially expire. Medicines for specific patient groups

opments in the research process. For example there were
il iterative test processes using 1magmg methods. These

R&D of the large pharmaceutical firms. Universities and

trend could continue for the foreseeable future.

A medicine gave the patent holder the right to prohibit others
] to produce; offer or use the: medicine commercially. This
i right was in/most countries limited to 20 years. Only in
i exceptional situations:could governments use: the right,
regardless of the patent, to produce a medicine and make it
available to patients without the consent of the patent
‘holder (“compulsory licensing”). {: yiege ¥
Although patents offered a certain protectlon, the 50~
called ”beW" competition posed a dangerous
threat to harmaceutical firms. Between-patent
S competition arose between branded products in the same
B “Disease Class.” Such a therapeutic area comprised drugs
that had either the same chemical structure or used the
il same pharmacological “mode of action” against a disorder.
' Drugs from the same therapeutic area were, therefore,

had become more numerous, supported by further devel-
- - branded drug and with'a new therapeutlc area was calleda

were processes-that had little to.do with the traditional

smaller biotechnology firms increasingly ranked ll_ghe_uu
innovations than the:large pharmaceutical firms. As.a -
result GlaxoSmithKline reacted some' years previously and’
5 initiated:a decentralization process in order to have more,
| flexibility at'the research front It was possible that thlSt

In order to provide pharmaceutical firms with an

1 incentive to further invest in the research of new. medicines
: despite high:costs, a patent system was developed. Patents’
JH were the exclusive right to use an invention. A patent on'a“

relatively good substitutes even when the drug was still
tnder patent protection. Most firms researched very simi-
lar medicines at the same time. An innovation thatled a

“preakthrough-drug” (or first-in-class). New medlcmes in
existing ' therapeutic areas were “follow-ons.” Pfizer’s
Viagra, for example, was a breakthrough drug when it was
- launched on the market in 1998. Pfizer profited from 4
monopoly position and patent protection until 2003 when
Bayer introduced a similar product in the same therapy -
class (Levitra). The. times that a product
existed on the market without dny competition were
decreasing. First-in-class' products which were authorized
‘ Mrvwed on the market for approximately 8 years
 without follow-on. For products authorized between 1995
and 1998, this time period was only 1.8 years. ,
In addition the days of excessive high profit margins
were over even though “follow-ons” brought only limited
therapeutic advantages as governments became more cost
conscious. Even in the US market, which offered 50% profit -
margins for many pharmaceutical firms, there were sxgns :
that the free pricing policy-had ended: 3
The special situation of the: market combmed W1th ;
patent laws had caused. most firms to-earn gigantic:revenue
with only a few products. Products that generated'more than
US$1 billion in revenues were called “blockbusters.”

. Firms tried to make maximum use of the patent pro
tection. New globally standardized products were, there- -
fore; registered for a patent.in concerted action worldwid
and brought into the market simultaneously (Exhibit 9). -

When patent protection ended, generics entered the

competition. Often, the enerics manufacturers use f

Product Firm Therapeutic Area Revenue 2005 in billion USD
Lipitor Pfizer Cardiovascular 12.9
Plavix Sanofi-aventis/BMS Cardiovascular 5.9
Nexium AstraZeneca Gastrointestinal 57
Seretide/ Advair GlaxoSmithKline Respiratory 5.6
Zocor Merck & Co Cardiovascular 53
Norvasc Pfizer Cardiovascular 5.0
Zyprexa Eli Lilly Nervous system 4.7
Risperdal J&] Nervous system 4.0
Ogastro/Prevacid Abbott/Takeda Gastrointestinal 4.0
Effexor Wyeth Nervous system 3.8

Source: IMS Health (2006).
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of the scientific progress since the development of an.old

pre aration.

super erior to the orl,q,mally branded products in effectlveness

and 51de effects. Generics were generally named after the -

international non-proprietary name of the active ingredient,
with the addition of the manufacturer name. Competition
for blockbusters was, therefore, extremely high. In the US
for example, BMS's diabetes product called Glucophage
lost patent protection in 2002. During the previous few
years 19 generics competitors entered the market. Market
share of the branded product fell rapidly by around 90% in
a short span of time. R b

In contrast to the innovative branded products,
generics clearly had a lower profit margin as manufactur-
ers could forego a large part of the expensive development
and test phases. These had a positive effect on the cost
structure (see Exhibit 10). Therefore, many governments had

taken steps to improve the market position of generics to
Em from the much lower prices. The share of generics in
the total drug market was very different. In the US the num-
ber of generics prescriptions exceeded those for branded
products for the first time in 2005. ;

. InEuropean countries as well as in Japan, genericdrug
markets were often still underdeveloped and offered Iargg
growth potentials, In the meantime most countries—even
outside of Europe—had initiated or implemented measures
that gave preference to generics. However; not only the
actions of the national health authorities drove the growth
of generics’ share. Many doctors and patlents now had
more confidence in generics. The growth of the generics
business was estimated at approximately 20% which was

Cost of SaleS’ o

17
22
26
28
28

22
23

48

A

29
24
53
61
58

°Ource: Company annual report.
) Teva, Sandoz and Ivax are primarily generics manufacturers.

higher than the expected growth rate of 5% to —8% on
average for the total medicine market.

The competitive pressure for the imminent generics
led brand manufacturers to increasingly implement Life
Cycle Strategies. The goal was to either increase the time a
branded product had on the market without competition
from generics; to increase the revenue a product generated
under patent protection; or to minimize the loss of revenue
to competing generics. Pharmaceutical firms started devel-
oping these strategies 6 to 8 years before the expiration of
the patent. Around 1 of all medicines, that were in Phase I
of the clinical tests in the US, did not contain entirely new
chemical enfities. This means that they were already sold

~on the market in a some other form.

A more recent strategy was to bring authorized generic
versions on the market. These could be marketed by the orig-
inal branded drug manufacturer; by the firm’s internal gener-
ics division or by a generics firm that received an exclusive
license for this. In case of licensing, the product was usually
produced by the manufacturer to utilize full capacity.
Marketing and distribution however was done by the
licensee. The producer received, in addition to the hcensmg
fee, a share of the profit. This strategy was parhcularlv useful

if generics firms'had already contested the patent Drotechon .

successfully. Instead of costly patent law disputes, this coop—
erative strategy was a fast and acceptable solution for both
sides. When Pfizer’s US patent on Zithromax, an oral antibi-
otic; lost patent protectlon in 2005, Pfizer’s own generics d1v1-
sion brought an authorized generic on the market. At the
same' time, three other firms started with generics: for
Zithromax.' After only’ seven ‘weeks, the market for' the
branded drug collapsed ‘and 90% of all prescribed drugs
were generics. Nevertheless, Pfizer was able to achleve a 49%
market share with its own genenc 1l tos Hisotion

The Supply Chain

From manufacturing to consumption by the patient, a

- medicine went through a number of steps.

Production

Fine chemicals were the production base for most medi-
cines. Branded products made up between ten to fifteen
percent of the medicine price. Generic products comprised

~ about 25% to 30% of the medicine | price. Half of this global

medicine market was manufactured by the pharmaceutical
firms themselves; whereas the other half was produced by
firms from the fine chemicals industry. These fine chemicals
consisted of standard practice or customized molecules
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and active agents that were prepared for further processing

into the final medicine in pill, fluid or gaseous form. The

fine chemicals could be seen. as mass-production items.or
raw materials that could normally be produced by various
firms in high quahty As a result; there were many: potentral

suppliers. No chemical firm had been able to-achieve a
dominant market position and the market to date remains
lmlhe pharmaceuticals industry. was by
ar the largest buyer of fine chemicals and a; substantial
percentage of chemical firms’ revenues: often depended
on a few pharmaceutical customers. Medicine manufac-
turers, ony their part; must guarantee hrgh product quahty
To produce a specific’ ‘medicine, every factory: needed
exactly defined processes and a permission: that' was

checked regularly. If health institutions- assessed that
there were variations in the areas of quallty, safety and

effectiveness, theniproduct: authorlzatron could be wrth-‘

drawn immediately.

Dlstrubutlon and Prlcmg

Wholesalers and pharmacies: ensured that the products
reach the patients. In this area, there were large differences
between the  US and the. European markets. In most
European markets maximum mark ups for pharmacies and
wholesalers were set by the health authorities. In the US,
there was considerably more flexibility. On average, the
medicine manufacturer received around 60% of the sales
price, the wholesaler around 7% and the pharmacy about
20%. (See Exhibit 11.) The wholesalers bought directly
from the drug manufacturers and distributed the product
further to hospitals and pharmacies. To carry out his func-
tion, the wholesalers needed a license and were required to
conform to certain criteria, e.g. keep a safety stock, so that

9.8%

20.4%

6.6%

Exhibit 11 Composition of sales price
Source: EFPIA 2006.

63.3%

they.could. dehver within a short time. Moreover, they
often’ had to cover a whole regron—and guarantee the
integrity of the drug.:

Around 94% of the med1c1ne prov1ded in the EU was
undertaken by wholesalers. Nevertheless, a multichannel
system dominated Europe, in which a product could’be =
sold by multiple wholesalers. Large pharmacy chains, spe-
cialized pharmacies and mail order pharmacies could:to
some extent buy the medicines directly from the (medicine)
manufacturer as well. The growing importance of chains =
and mail order houses in Europe led to an increasing trend ;
fo bypass the distributor. Hence; in February:2005, Pfizer 3
announced thatit would deliver d1rectly to yharmacres, to
figh gh t parallel imports. el |

- Price pressure on the wholesalers had risen over the =
previous years resulting in tighter competition. The net =
profit margins were decreasing and averaged around 0.7 to
0.8% of sales price. A reason for this was increasing pack: £
aging, delivery, and transportation costs that could be
attributed to the rising oil and fuel prices. Another reason
was the trend of medicine manufacturers to establish Just-In=
Time production systems which limited the wholesalers’
opportunities to profit from efficient ware-house manage-
ment, As a result, the industry both in the US and Europe
had undergone substantial consolidation over the last
decades. In the EU-15 countries, the number of whole-
salers declined from 600 in 1990 to around 150 in 2004. In
US market the three largest wholesalers control appro
istately 9t ofithe;tharket: b

Pricing was more critical for generic manufacturer
because they are traded in larger mass volumes. In particular,
the competitive environment in generics for each of the 5
respective therapeutic areas played a major role. In addition, i
the ability of the wholesaler to support the manufacturer in |

@ Producer

B Wholesaler

B Pharmacy

B State (VAT and other taxes)
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revenue or volume growth as well as the prevention of par-
allel imports further affected the price levels for generic
drugs. Many distributors had added activities to their core
pusiness, for example, services in the areas of market data

athering and processing or packaging. For the manufac-
turers, distributors increasingly offered marketing and
advertising support activities as'well as support in the area
of logistics, which was necessary in the clinical tests, or in

roduct launches. Some distributors had even vertically
integrated, both downstream and upstream, and had taken
over production and pharmacy functions. This strategy,
however, was disliked by national health authorities and
- was highly restricted.

The significance of pharmacies varied from country
to country. Prescription drugs were generally only avail-
able through pharmacies. But the influence of pharmacists
on the choice of drug or the brand was dependent on the
respective legal environment. Principally, the decision on
which medicine was consumed by patients was made
by the prescribing doctor. In many countries, however,
the pharmacist was allowed to replace the original pre-
scribed branded product with a preparation that contained
the same active agents. Phaljmacjes usually bought medi-

ines directly from wholesalers and even this was strongly
gulated in all countries. In most European countries, for
ample, only pharmacists could operate pharmacies. The
umber of pharmacies that could be owned by a Single
wner was limited. A license was required. Over the last
ars, however, there had been tendenaes to lighten this
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Competition among
Pharmaceutical Firms

In comparison to other industries, the pharmaceuticals
industry was highly fragmented. Over the previous few
years there has been a tendency for firms to consolidate. In
1988 the top ten pharmaceutical firms had a market share
of around 25%; whereas, in 1996 the same group held
around 33% of the market. As more mergers and consolida-
tions occurred, it was reported that by 2006 the market
share of the top pharmaceutical firms improved to 43.3%.
All top ten firms were research-oriented companies
(Exhibit 12). Only Sanofi-aventis and Novartis included a
large generics domain into their activities. Others were also
active in the OTC market, diagnostiéé, and in non-medical
consumer goods. Overall, most firms were highly vertically
integrated compared to other industries and carried out
R&D, production, marketing and distfibution activities.
Some experts, therefore, claimed that these firms should
focus more on their specific core competences, such as R&D
or marketing & sales, make use of éénfréict' research and
mdependent development firms as well as mcorporatlng
freelanice marketing orgamzatlons into thelr business.
Pfizer was the undlsputed market' leader. Its core
business consmted of 86% prescrlptlon drugs for humans
The division ”Consumer Health Care” which 1nc1uded
personal hyglene and OTC-products (approx1mately 8%
of total revenues ot US$4 bllhon) was sold to Iohnson &
]ohnson in Iune 2006 for US$16 6 b1ll1on Four percent of

' {,’ 2006 Revenue
(m bllhon US$)

2005-2006 (in %)

Usars 2 1ot
UK

: France R

Pﬁzer
/ GlaxoSmlthKlme

,Sanoﬁ-aventls 5

46.1
"37.0
311
31.6
27.3

Novartxs i
Johnson & Johnson
uAstljiaZenecar iy
~?Merek'& Co'
Roche '

' Abbott’
 Amgen

B :Swltzerland '
JUSA.
AUK
JUSA -
‘Switzerland

et
USA

1250
235
17.6
161

26.7

Total Top 10° 282.1

' Source: IMS Health 2006.
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i R&D spendmg m %
Industry : of revenue 2004
Pharmaceutlcal mdustry and Y

Brotechnology itinat e g e ot B

Software and Computer Servrces SRR 1y T
ITI—lardware I o B8
Adtfonokive, . 0 <0 L T L e AR
Electronics and Electrrcal Equlpment Fid! HiplpR
Chemicals Industry Pisy SIRER IRty c Y 2a
Food I.ndustry 2 e R fie5d 18
Telecommumcatlon T UL e oy MO
Average of all' dustrres SRy ; . 38

Source EFPIA2006 i e )

Pflzer s revenue was generated by the d1v1sron ”Ammal
Health Busmess ” Pfizer was most active in the cardio-
vascular dlseases and metabohsm cllseases therapeut1c
areas Close to half of the company S total revenues were
generated from ion drugs. In the meantlme,
Pfizer had d1vested 1ts generlcs busmess whrch had been
prev1ously mtegrat 1nt0 the company after the acqu1sr—

- tion of Pharmacia in 2004 Instead it had bought some

smaller brotechnology flrms The patents for its second

and. third best blockbusters, namely, Zoloft and Norvasc

exprred at end of 2006 and 2007 respectrvely
' GlaxoSmrthKlme (GSK) was somewhat more dlffer—
entiated. The pharmaceutlcals division was responsible for
86% of the revenues. The remaining 14% was contributed
by the consumer goods and OTC division. Therapeutic
focus concentrated on respiratory diseases (27% of rev-
enue), nervous system diseases (17.2%) and antiviral drugs
(13.9%). GSK is currently expanding in the vaccine busi-
ness (7.4% of revenues in 2005) and is broadening its
biotechnology base by acquiring several smaller firms. For
two of the top five products, new generics had recently
appeared on the market. In the OTC market, GSK was
presently number 3 worldwide.

Sanofi-aventis was a firm that emerged from the
merger between Sanofi-Synthélabo. This was the result of
earlier multi-mergers between Hoechst and Rhone-Poulenc
and Aventis. Sanofi-aventis was dominated by its pharma-
ceuticals division (92% of revenues). The remainder was
generated by the vaccine business. The firm was active in
seven different therapeutic areas. The pharmaceuticals
division included a generics department, which covered
only 14 European countries. In March 2006, around 25% of
the Czech generics manufacturer Zentive, a leading firm in
Central-Eastern Europe, was bought. Together with Merck &

Year /1o . Number of new NMEs
T T e P AT 1D T 5
fgg1 + ¥ s B i ~ 51
1992x AT AN 43 i X : 43
1993 . | Hutail, oee o400
1994 - 40
1995 o e o4
1996 ~ D e 088
Tggi7 < HFRAGHUB T At DI 46"
1998 ‘ 37
1999 A Lo ; 41
2000 P ..
2001 o ; ' 31
2002 ‘ ' S 28
2003 : s | 26

2004 ' . i 25
Soirce: EFPIA 2006. ;

Co,, Sanofr-aventrs operated a Joint-Venture in Europe in =

the OTC and the vaccine products.

1. 'Novartis’ business was divided into three main seg- ;
ments, namely: Branded products (innovative prescrip- 3
tion drugs that contributed 63% of revenues in 2005) and 3
generics, which represented 15% of the revenues and ©
were marketed under the name Sandoz. Both were grouped -

together in the pharmaceuticals division. The third
branch was the Consumer Health Care division that con-
sisted of the OTC business, animal products, baby food,
food supplements and contact lenses. During the previ-
ous years Novartis expanded primarily through acquisi-
tions such as Sandoz (the Slovak manufacturer LEK in
2002), the generics business of AstraZeneca (2004), the
German firm Hexal (2005), Eon Labs (2005) and Chiron
(2006) for the vaccine and diagnostic branches. The
Consumer Health Care division was also restructured by
the purchase of the foods business as well as the
Consumer Health division of Bristol-Myers Squibb (2004).
At the same time, however, the dietary products division
and further food divisions were sold off.

Johnson & Johnson (J&J) was a highly differentiated
conglomerate and was highly decentralized. The pharma-
ceuticals division contributed only around 44% of the rev-
enues. About 18% of total revenues were generated by the
Consumer division which encompassed the OTC products,
food products and supplements, skin care, and children’s
products. Within the pharmaceutical division, the therapy
focus was on nervous system disorders, anti-inflammatory
drugs and hormone treatments. J&J had bought firms for

al
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{Exhibit15 Share k’o.f‘ the Top 5 Products in the _'I‘otai Reveﬁu’e in fer_ceht .

Firm Product 1

Product 2

Product 3 Product 4 Product 5

Eli Lilly 29 9
Wyeth 18 9
BMS 20 12
Roche 12 6
Merck & Co 20 14
AstraZeneca 19 12
J&] 7 7
Novartis 11
Sanofi-aventis 8
GSK 14
Pfizer 24

Source: Company annual reports 2005.

all its business areas over the last years. In the OTC market,
J&]J was the global market leader.

AstraZeneca operated only one division: pharmaceu-
ticals. The five main therapeutic areas were gastrointestinal

diseases (27% of total revenues), cardiovascular (23%), neu- -

roscience (17%) oncology (16.5%) and respiratory diseases

~ (12%). In the beginning of 2006 AstraZeneca acquired the
 biotech firm KuDOS.

The US fifm Merck & Co had long been cons1dered ‘
 as the Jargest pharmaceut1cals firm globally. The firm stﬂl '
 suffered the consequences of the premature market with-
drawal of the arthritis product Vioxx in 2004. Vioxx was

aunched in 1999. Merck sold over US$2.5 billion worth of

 this arthritis drug in 2003 alone. Ongoing tests, however,

howed a heightened risk of a heart attack for Vioxx, which
ed to the immediate withdrawal of the license. Because of

- his, Merck became a takeover target on the stock market
_ with its stock price dropping almost 30% on the day of the

announcement. By 2008, two more important products
would lose patent protection. Merck operated almost

* exclusively in the area of prescription drugs (95% of Tev-
ues). Merck was the only top ten firm that had not been

volved in the large horizontal merger over'the last
15 years. In 2004, Merck sold its 50% stake in a European
Joint- -Venture of non-prescription pharmaceuticals to its
partner J&J.

Roche s pharmaceuticals division contributed 77% to
total revenues. The most important division for the com-
pany was the diagnostics area. However, a large part of the

les (about 1/3) originated from the consolidated majority
stake in the US biotech firm Ganentech and the Japanese
firm Chugai. Roche was the market leader in oncology
With 40% of revenues based on anti-cancer medicines. 15%
of total revenue was contributed by virology and 8% by

N
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transplant pharmaoeuticals Ini 2004 Roche sold off the
Consumer Health division to Bayer. Acquisitions were
made in the area of blotechnology Novartis owned one third
stake in Roche.

The US firm Abbott realized 61% of its revenues
from the pharmaceutlcals d1v151on The remammg rev-

products Abbott owned 50% of TAP pharmaceutlcals, :

'Iomt Venture with the ]apanese firm Takea. During the last

years Abbott made some acquisitions, mainly to strengthen
the area of mechcal dev1ces (stents) and diagnostics.
Brlstol-Myers Squibb (BMS): almost 80% of the total
revenues was generated by the pharmaceuticals division.
BMS had a strong presence in the field of cardiology, virol-
ogy and oncology. In the future BMS wanted to specialize
even further in “Specialty Products.” In 2004, the adult
nutritional division was sold to Novartis. In addition the

, ;Consumer Medicines Business was divested in 2005.

The expiry of the patent for a blockbuster Pravachol in 2006
combined with the difficult market conditions resulted in
weaker financial results,for BMS:. Another burden for the

- company was the lost patent law suit against a Canadian

generics firm for the blockbuster drug Plavix.

Pfizer's Future Strategy

Kindler announced a radical change in strategy that would
encompass multiple divisions and Pfizer’s corporate cul-
ture: He was quoted in an article as commenting: “There

are no longer sacred cows.” This was very uncommon for

the hitherto profitable industry.
In Jantary 2007, he announced that 10,000 employees
would be dismissed. This was around 1/10 of Pfizer’s total
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employees. One fifth of the sales force in the US and in
Europe had to go. Five research centers and several facto-
ries were closed down. Research was reorganized. Instead
of globally dispersed “Centers of Excellence,” research
activities were structured around five therapeutic areas
(e.g. Cancer, Diabetes). In the future Pfizer had to minimize
losses in research and development costs resulting from the
delayed identification of potential long lasting side effects
such as in the case of Torcetrapib. To achieve this, Kindler
wanted to integrate General Electric’s “fast falling” policy.
In addition, Kindler aimed to encourage his “traditionally
isolated” researchers to do more external collaboration. He
had already ordered that Pfizer’s research initiatives (often

_Bibliography

referred to as the “pipeline”) be broadcasted via the inter-

net to provide the public and competitors with relevant
information to foster focused collaboration or acquisitions.

rFmall - Kindler demanded a paradigm shift regarding the
* product portfolio: “We need to be as effective at selling a

large number of US$500 million drugs as we are at selling
drugs with multi-billion dollar sales.”

Would ‘all this help Pfizer? Would collaborative
research and streamlining Pﬁzer’s"éxisting operations prove

effective? The stock market appeared to be skeptical. In con-
trast to normal financial market reactions to similar corpo-
tate announcements, Pfizer’s stock price fell after the =

announcement of employee cuts.
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Endnotes

1. Quoted directly from the article “Billion Dollar Pills” in The Economist, January 27,

2007.
Ibid.

™

3. Note to reader: The OTC market will not be further discussed within the parameters
of this case study. The focus of this case is primarily on prescription drugs.
4. Quoted directly from the article “Billion Dollar Pills” in The Economist,

January 27, 2007.
5. Ibid.



