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Many firms in today’s market are focused on hoarding as much cash as they can generate. Common 
strategies for enhancing shareholder returns, such as paying dividends, repurchasing shares, or acquiring 
smaller competitors to boost long-term growth, have fallen by the wayside. In an environment where 
tapping debt or equity markets isn’t an option, the focus has shifted to near-term survival and cost-cutting.

Therefore, large pharmaceutical firms are a bit of an anomaly in this market. The balance sheets of  
these companies often reflect minimal debt and excess levels of cash, which has served to make  
them more nimble if the need for a large acquisition or significantly higher research and development 
(R&D) investment arises. 

The share prices of large pharmaceutical and biotechnology firms have held up relatively well compared 
with the broader market; the Amex pharmaceutical and biotechnology indexes lost roughly 19% during 
2008, compared with the S&P 500’s 38% nosedive. But while large-cap drug firms can rely on recession-
resistant product portfolios and large cash balances to weather the storm, many of their small-cap 
cousins don’t have such a foundation on which to rest. With expensive clinical programs and continuing 
net losses, these firms rely on open-equity markets to remain in business. 

Why Now?
This creates an intriguing situation for large-cap drug firms that are in a position to “rescue” distressed 
development-stage drug firms that can no longer find access to the capital they need to support business. 
After years of excess liquidity, which created a seller’s market for biotech firms demanding acquisitions 
at hefty premiums to their share prices, the depressed market has granted leverage to buyers, particu-
larly when the target firm is in a cash-flow crisis. Prices of such development-stage firms have also been 
punished, creating attractive buying opportunities for individual investors and potential acquirers alike. 

In addition to the undervalued (if not desperate) state of many small-cap drug firms, large drug firms  
have plenty of fundamental reasons to explore M&As in 2009. Pressures on large pharmaceutical  
and biotech firms continue to build. For one, intellectual property is in decline, as patents on several of 
the biggest blockbuster drugs, including mega-blockbusters Plavix and Lipitor, begin to expire in 2011. 

by Karen Andersen, and
Damien Conover, CFA, 

M&A Outlook: Pharmaceutical and  
Biotechnology Industries
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But large pharmaceutical firms aren’t the only ones facing competition once key patents expire—generic 
competition is also poised to grow beyond traditional, small-molecule drugs. Legislation to allow generic, 
or biosimilar, competition for biologic drugs is on the agenda for the new U.S. presidential administration 
in 2009. In fact, many pharmaceutical firms, including Merck MRK (FV: $46) and AstraZeneca AZN (FV: 
$49), have already signaled strategic moves into this space, pointing toward the inevitability of this new 
class of generic drugs.

Future government actions could create significant challenges for the drug industry. The new adminis-
tration has discussed the creation of a comparative effectiveness institute, which would serve to reward 
the most effective drugs for a given disease and discourage the sale of additional “me-too” drugs.  
In the long run, many firms with drugs that sell in crowded markets could suffer. The U.S. Congress could  
also vote to give Medicare the right to directly negotiate prices with pharmaceutical firms, and this 
power could be enhanced if plans for universal health care come to fruition.  

In addition, regulatory head winds show no signs of abating. The U.S. Food and Drug Administration (FDA) 
has been underfunded for years, making it difficult for this short-staffed agency to approve drugs on 
schedule. Clinical trial and risk-monitoring costs also remain high. As the focus on safety continues to 
sharpen in the post-Vioxx market, the industry’s drug pipeline has suffered many casualties, as drugs 
with strong efficacy have been abandoned due to concerns over potential side effects. Drug firms have 
not yet hit a ceiling in the ability to raise prices of the most valuable, life-saving therapies. However,  
the high-profile nature of drug costs, particularly in the current economy, means that future price hikes 
are bound to raise eyebrows. 

Finally, R&D engines at the largest drug firms don’t seem to be generating new blockbusters as reliably 
as they used to. Competition and the focus on safety have driven many firms to focus on risky areas such 
as oncology, where efficacy may be harder to establish. But the strong need for new treatments means 
that potential sales can be tremendous, and side effects are of less concern. Several expensive failures, 
including inhaled insulin Exubera, novel cholesterol drug Torcetrapib, and obesity drug Acomplia, have 
also left many firms lacking new drugs, which are critical in order to replace lost revenue when patents 
on current blockbusters expire. 

Who’s Buying
As we have discussed this issue, large pharmaceutical and biotechnology firms have both the motivation 
and the means to make acquisitions, despite the weak economic environment. Firms such as Pfizer PFE 
(FV: $31) and Wyeth WYE (FV: $50) have signaled that they are ready to buy aggressively, and both Wyeth 
and GlaxoSmithKline GSK (FV: $57) have been vocal about reducing share repurchases to save cash for 
acquisitions. (Note: Wyeth’s intentions are less relevant, given Pfizer’s likely acquisition of the company.) 

Continued on Page 04
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Even some smaller firms with strong cash balances have been making deals in this environment. For 
example, BioMarin Pharmaceutical BMRN (FV: $37) recently licensed a lupus drug candidate from  
La Jolla Pharmaceutical LJPC, a firm that has been devastated by development challenges. ViroPharma 
VPHM (FV: $11) purchased Lev Pharmaceuticals last October for a combination of cash and stock  
worth more than $440 million, adding a new rare disease treatment to the firm’s portfolio. Some biotechs  
with promising technology are also able to continue to form collaborations, despite the weak market;  
Alnylam ALNY (FV: $49) recently signed a deal with Cubist Pharmaceuticals CBST (FV: $25) to develop 
and copromote Alnylam’s Phase II respiratory infection drug, ALN-RSV01. 

Who’s Selling
While it is always difficult to speculate on acquisition targets, some firms have certain attributes that 
make a sale more likely. After reviewing recent acquisitions, we have created a list of logical reasons for 
future deals and commented on the standouts in each category. 

Announced Interest in Sale: Nothing points to a sale like a motivated seller. In 2007, billionaire  
investor Carl Icahn pressured MedImmune’s management to consider a sale of the company; AstraZeneca 
spent $15.6 billion to take the biotech under its wing shortly thereafter. Millennium announced that  
it had explored the option of a strategic sale in 2006, only to decide that the best course was to remain 
independent. However, in April 2008, Millennium accepted an $8.8 billion cash offer from Japanese 
pharmaceutical firm Takeda, which was interested in expanding its footprint in the United States.  
Most recently, Carl Icahn also pushed for the sale of ImClone as the firm’s chairman. Despite offers from 
partner Bristol-Myers Squibb BMY (FV: $28), Imclone eventually settled on a $6.1 million offer for  
Eli Lilly LLY (FV: $54). All of these deals were completed at more than 50% premiums to trading prices 
before acquisition discussions were made public. 

While Biogen-Idec BIIB (FV: $65) may not be officially displaying a for-sale sign, it has had a clear 
interest in such a strategic move in the past. In late 2007, the firm put itself up for sale, only to decide to 
remain independent. We think the firm’s immunology- and oncology-based portfolio, large pipeline, and 
Carl Icahn’s involvement make it a likely target. Biogen-Idec’s partner Elan ELN (FV: $13) announced it was 
exploring the possibility of a sale in January, and we wouldn’t be surprised to see one of Elan’s partners, 
such as Biogen-Idec, make an offer for the firm. 

Cash Balance of Large-Cap Pharmaceutical Companies  Cash and Short-Term Investments ($Bil) 

 Pfizer PFE    26.0
Johnson & Johnson JNJ   14.8
Wyeth WYE    14.2
GlaxoSmithKline GSK   8.2
Novartis NVS    8.1
Bristol-Myers Squibb BMY   7.4
Merck MRK    6.8
Eli Lilly LLY    6.1
Abbott Laboratories ABT   3.8
AstraZeneca AZN    3.6
Schering-Plough SGP   3.2
Sanofi SNY    2.2
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Failing Financial Health: Cash-strapped biotechs, particularly those with any debt, are likely to be 
searching for buyers. According to the Biotechnology Industry Organization, almost 100 biotech firms had 
less than six months of cash available on their balance sheets as of last fall. For example, Arena 
Pharmaceuticals ARNA (FV: $8) has about six months’ worth of cash left and should announce key data 
for its obesity drug in March. Other firms in similar need of cash include Alexza Pharmaceuticals  
ALXA (FV: Under Review) and Lexicon Pharmaceuticals LXRX (FV: $3). We think any acquisitions may 
come in at large premiums to current stock prices, but they could still fall below historical trading prices, 
given the dramatically reduced share prices of these firms. One exception to this trend might be  
Momenta Pharmaceuticals MNTA (FV: $9); the firm’s shares turned in an excellent performance in 2008, 
as investors gained confidence in its technology, which is designed to analyze and create drugs con-
taining complex sugars. While Momenta is tapping the equity markets for an additional $24 million in 
early 2009, cash burn remains a significant problem, and we wouldn’t be surprised to see partner 
Novartis NVS (FV: $73) acquire the firm. 

Immediate Boon to Buyer: This could be one of the most attractive categories for investment, particularly 
for pharmaceutical firms that are interested in seeing a near-term boost to both top- and bottom-line 
results. Acquiring a firm that is already profitable also reduces the risk of additional investment, as many 
of the smaller biotechs would require significant funding for large Phase III trials before generating  
any sales. While we think Amgen AMGN (FV: $65) may be too big to be acquired—and may actually need  
its pipeline to combat its own patent cliff, if biosimilars are approved in the United States by the middle 
of the next decade—several other firms could offer extended growth beyond 2011. Gilead’s GILD  
(FV: $45) patents on its triple-combination HIV therapy, Atripla, don’t expire until 2021, and the firm’s 50% 
operating margins, double-digit revenue growth, and growing pipeline could attract large pharmaceutical 
buyers. Celgene CELG (FV: $49) recently extended its patents on cancer drug Revlimid until 2026, and  
the firm’s rapid growth and extensive pipeline make it poised to remain a leader in blood-related cancer 
treatments. Genzyme GENZ (FV: $75) is on track to generate an average of 20% earnings growth  
over the five years ending in 2011, and this diversified biotech has several intriguing clinical programs 
that could evolve into commercial drugs by the end of this period. That said, even large pharmaceutical 
firms may not be positioned to make all-cash offers on these biotechs. Alternatively, Roche’s RHHBY  
(FV: Not Rated) acquisition of Genentech DNA (FV: $91) will likely serve as a barometer for future 
large-scale, debt-funded deals. 

Promising Technology: Large drug firms haven’t hesitated to acquire firms with innovative new technolo-
gies, despite the early stage nature of many of their pipelines. Merck purchased RNA-based drug  
firm Sirna for $1.1 billion at the end of 2006 and another RNA-focused firm, Alnylam, has made several 
lucrative collaborative deals with large drug companies over the past few years. Glaxo purchased  
Sirtris for $720 million in cash last year, gaining access to novel technology for aging-related enzymes 
known as sirtuins. 

Stem cells and RNA-based research remain hot areas, and as such, we think Alnylam, Isis Pharmaceuti-
cals ISIS (FV: Not Rated), and Osiris Therapeutics OSIR (FV: Not Rated) could make intriguing acqui-
sition targets. Among large-cap biotechs with highly innovative leanings, Celgene has an extensive stem- 
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cell research program that is just entering clinical development, and its immunomodulatory research  
has already given rise to two highly successful cancer drugs. By way of several collaborative agreements  
and internal research programs, Genzyme is a leading innovator in gene therapy, as well as stem-cell  
and RNA-based therapies. 

Established Technology: Large, profitable drug firms sometimes prefer to purchase a firm rather than pay 
royalties to gain access to its technology, and this could be particularly true in today’s depressed market. 
For example, several successful biotechs pay royalties to PDL BioPharma PDLI (FV: $9) and Medarex 
MEDX (FV: $7.50) for licenses to their antibody-related patents. Shares of both firms dropped significantly 
in 2008, and Medarex’s performance has been particularly hard hit, as its lead pipeline candidate, 
designed to treat melanoma, has disappointed in clinical trials. 

Popular Therapeutic Indications: Large pharmaceutical firms have been shifting focus to certain diseases, 
which offer an easier regulatory pathway and strong pricing power. While the FDA has grown very 
risk-sensitive to drugs treating obesity, cardiology, women’s health, and allergies, the agency will likely 
approve drugs even with minimal efficacy and a poor side-effect profile in oncology, immunology, 
neurology, and infectious diseases. Therefore, we expect oncology drug developers Regeneron REGN  
(FV: $23) and Allos ALTH (FV: $8), and infectious-disease-focused Vertex VRTX (FV: $29) and Idenix  
IDIX (FV: $6) to catch the interest of big pharmaceutical firms shifting away from more-traditional primary 
care drugs.   

Rare Disease Niche: While treatments for rare diseases serve only small populations, they are often 
life-saving in nature, and price tags can easily surpass $100,000 a year for the rarest of diseases.  
This has been a popular space for acquisitions and collaborations; last year, British firm Shire Pharma-
ceuticals SHPGY (FV: $47) purchased Germany-based Jerini for $520 million, gaining access to its  
drug Firazyr for hereditary angioedema. We think Shire could also be interested in acquiring its new partner 
Amicus Therapeutics FOLD (FV: $11), with its oral treatments for rare genetic diseases that could  
put it in a position to compete with market leader Genzyme. ViroPharma, with its own recently approved 
hereditary angioedema drug Cinryze and Phase III transplant drug candidate maribavir, could also be  
a target. 

Established Partnerships: Testing the waters with a collaboration is often the first step toward  
an acquisition. Johnson & Johnson’s JNJ (FV: $80) $438 million acquisition of Omrix last year is a good 
example. J&J’s Ethicon salesforce had already been marketing Omrix’s biosurgery products, and the  
deal is a logical fit, allowing J&J to retain full interest in future profits from the firm’s current products 
and pipeline. Sanofi-Aventis SNY (FV: $46) paid almost $550 million last year to acquire vaccine maker 
Acambis, and the two firms previously had collaborations on several of Acambis’ leading vaccine programs. 
In fact, Sanofi could have another logical target in partner Vical VICL (FV: $2.50), a cancer and DNA- 
based vaccine firm, which saw its stock fall nearly 70% during 2008, due to concerns over access to cash. 

Among the development-stage partnerships, we think a few stand out. Amgen has plenty of access  
to cash, and with the acquisitions of Ilypsa and Alantos in 2007, it demonstrated that small-scale  
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acquisitions are a key part of its pipeline strategy. Amgen also has a history of acquiring partners;  
it acquired partner Abgenix to gain full rights to two antibodies, Vectibix and pipeline star denosumab,  
in 2006. Therefore, since Amgen and partner Cytokinetics CYTK (FV: $3) have an important milestone 
coming up this quarter, we think Amgen may choose to buy Cytokinetics outright rather than exercising 
the option to license its lead cardiology drug. The increasing focus on popular therapeutic areas could 
also influence acquisition choices among partners. For example, we think oncology-focused firm Trubion 
TRBN (FV: $1.80) could be swept up by partner Wyeth, and that infectious disease firm InterMune  
ITMN (FV: $13) could move under Roche’s large umbrella. While hepatitis C leader Vertex has a standstill 
agreement in place with partner J&J, we think commercial prospects for lead drug telaprevir and recent 
advancements in the firm’s earlier-stage pipeline could push J&J to negotiate an offer. 

For commercial-stage partnerships, we also see some logical combinations. Bayer BAYRY (FV: $62) could 
easily afford to acquire $2-billion-market-cap Onyx Pharmaceuticals ONXX (FV: $32)—and with it,  
full rights to cancer drug Nexavar. Genzyme and BioMarin have been rare disease partners for years, and 
we think Genzyme could see value in BioMarin’s marketed and pipeline drugs. Finally, Amylin Pharma-
ceuticals’ AMLN (FV: $10) shares fell more than 70% in 2008 on concerns over the safety of diabetes 
drug Byetta, the potential approval of a long-acting form of the drug, and Amylin’s access to cash. While 
Lilly may have its hands full with integrating ImClone into its business—and a standstill agreement 
between the firms may protect Amylin—we think other firms could be interested in Amylin’s diabetes 
and obesity-focused technology. 

Major Merger: Following the largely unsuccessful mega-mergers of the late 1990s and early part of this 
decade, we believe the odds are increasing for another round of major consolidation. In contrast  
to the development and revenue synergy focus of the past large mergers, we believe cost synergies will 
drive the next round of mergers. Over the past few years, every Big Pharma company, perhaps with  
the exception of Abbott ABT (FV: $63), has undergone a restructuring that cut workforce and reduced 
costs. We believe firms can realize much deeper cuts through a merger than reducing expenses indepen-
dently. However, most major mergers will only exacerbate the patent cliff facing the majority of larger 
pharmaceutical companies beginning in 2011. Further, we believe the Federal Trade Commission (FTC) 
would likely block the combination of the top players. Nevertheless, a couple of big targets remain. 
Pfizer’s planned acquisition of Wyeth likely takes a key target off the market. We expect the Pfizer/Wyeth 
combination to open the door to further industry consolidation. The cost cuts Pfizer will likely implement 
through the Wyeth merger should give the green light for other major acquisitions, as deep salesforce 
cuts should be easier to realize with less concern of lost promotional voice. Further, Pfizer’s access to $22 
billion in debt should alert the remaining Big Pharma companies that the credit markets are open to  
the relatively safe drug companies. 

Regarding other top targets, we believe Schering-Plough SGP (FV: $29) and Lilly would complement 
most Big Pharma companies. Neither company poses significant challenges from an FTC standpoint. 
Further, Schering uniquely faces little patent exposure over the next several years, and Lilly holds an 
impressive pipeline of new drugs. K
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by Brian Laegeler, CPA The sustainability of U.S. health-care spending is a polarizing topic these days, where the same informa-
tion can lead analysts to completely different conclusions. Politically, health care is a sacred cow. 
President Obama has promised coverage to the uninsured, and as baby boomers age, spending should 
continue to outpace GDP. In tough times, there is, arguably, no better customer than an industry-friendly 
government with access to the printing press. 

We must reconcile this optimism with government claims that we cannot afford our existing entitlements. 
That was true in 2007. The financial crisis has made the affordability equation much worse. Obama’s  
call for greater-than-expected cost cuts has health-care investors running for cover in what could be a new 
era of reform. To complicate matters, the U.S. government may no longer be a AAA credit. China is 
increasingly vocal about replacing the U.S. dollar as a reserve currency. For the first time, the fiscal coo-
peration of our largest creditors is less than certain.
 
Entitlement Spending: Growing and Unfunded
Most would agree that U.S. health-care spending is not sustainable in the long run. We spend nearly twice 
that of the average modern nation on health care for, at best, comparable health outcomes. As depicted 
below, continued unchecked spending and aging baby boomers would drive health-care spending to 20% 
of GDP by 2018 from 15% in 2006. This excludes potential additional coverage for our 45 million uninsured. 

Continued on Page 09

Is U.S. Health-Care Spending Sustainable? 
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U.S. nominal debt will hit peak World War II levels (120% of GDP) in 2010. That data point is alarming by 
itself; however, on a GAAP basis, we’re in uncharted waters (500% of GDP). If our government were  
held to the same accounting standards as public companies, it would account for the present value of 
any off-balance-sheet liabilities. These obligations include entitlement programs, such as Social Security 
(founded in 1930) and Medicare (founded in 1965), as well as other federal guarantees. The Centers  
for Medicare and Medicaid Services (CMS) began providing present value figures for unfunded Medicare 
entitlements in 2004; our unfunded liabilities under Medicare amount to $44 trillion, dwarfing the  
$11 trillion face value of our national debt. The chart below shows our total obligations compared with 
the previous nominal debt peak in 1942. 
 

The U.S. government’s reported budget deficit also does not properly reflect our entitlement programs. 
Each year, baby boomers age, and our unfunded entitlement promises increase. If we reported  
these present value increases—most of which are health-care related—$5 trillion deficits would be  
the new norm. 
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Our unfunded liabilities under Medicare 
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These figures are clearly unsustainable. Even if the economy recovers, we would need to double 
individual income taxes or halve noninterest spending to meet our obligations. On a GAAP basis,  
the U.S. is insolvent; unfunded obligations of $68 trillion in 2009 exceed total U.S. household wealth  
by around 35%. 

Why Do We Spend More?
In our view, the spending difference between the U.S. and other modern nations boils down to pricing, 
lack of prevention, and administrative waste. We also provide an intense hospital experience in terms  
of procedure complexity, labor, and equipment, that is not necessarily justified by an improvement in 
nationwide outcomes. We do not believe that higher volumes or better quality play an important role in 
the spending difference, with the exception of our affinity for new, expensive drugs. 

Pricing
The U.S. pays substantially more than other countries for the same health-care products and services. 
This is true after adjusting for differences in cost of living. In the table below, we summarize historical 
excess in U.S. pricing, by industry, over pricing of comparable modern nations. Comparable nations 
include Canada, the U.K., or the OECD country average, depending on the study. 

Each of these figures should be considered in the context of the referenced studies, industry dynamics, 
and upcoming reform. Later in this issue, our analysts further examine the implications of pricing softness 
for pharmaceutical, biotech, hospital, and insurance industries.

Continued on Page 11

U.S. : Excess Pricing vs. Comparable Nations
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Lack of Prevention
An ounce of prevention may be worth a pound of cure, but Americans are some of the worst at prevent-
ing illness. Americans eat more, exercise less, and make fewer trips to the doctor than residents of 
comparable nations. Twenty-five percent of Americans avoid the doctor due to cost versus less than 5% 
in Canada. By the time we do seek care, it is much more likely to result in a serious diagnosis and/or 
surgical intervention. Americans are also least likely to have a regular physician or “medical home.” Poor 
coordination of care results in worse outcomes and unnecessary hospitalizations.

Physician incentives and resources are a big part of the problem. U.K. physicians receive significant 
government bonuses based on the health of their patients. Because American doctors make more money 
on the sick, they are incentivized to medicate symptoms instead of treating the underlying cause. The 
U.S. also lacks electronic medical records. American physicians are most likely not to have test results or 
medical records available during scheduled appointments and are most likely to reorder tests that have 
already been done. 

Our lack of prevention means 50% of Americans have one or more chronic conditions. A patient’s  
number of chronic conditions exponentially increases their prescriptions, acute hospitalizations, and 
doctor visits. Americans with at least five chronic conditions account for two thirds of Medicare 
spending. According to the World Health Organization, 80% of premature heart disease, stroke, and type 
2 diabetes is preventable, and inexpensive and cost-effective interventions exist. The most common, 
modifiable risk factors are unhealthy diet, physical inactivity, and tobacco use. The U.S. has 25% fewer 
adult daily smokers than comparable countries, so it comes down to diet and exercise, in addition  
to physician incentives, resources, and better access to care.

Insurance and Administrative Costs
U.S. insurance and administrative costs are more inflated than any other input. In California, administra-
tive and insurance expenses, as a percentage of sales, can be as high as 20% for insurance companies, 
30% for hospitals, and 40% for physicians. The U.S. has to deal with the complexities of claims and 
coding within a fragmented, multi-payer system, as well as excessive litigation, preventative documenta-
tion, waste, and fraud. The graph below illustrates the extent of the insurance and administrative cost 
problem in the U.S. An example of a country that has been successful in managing such costs is Taiwan; 
in the mid-1980s, Taiwan designed a paperless, single-payer system that brought administrative costs 
below 2% versus 22% for the U.S.

Volumes
With the exception of expensive, branded drugs, higher volumes do not explain the difference in U.S. 
health-care spending. Despite our comparably sicker population, Americans make significantly  
fewer trips to doctors and hospitals. Our reliance on outpatient facilities partially mitigates the differ-
ence in hospital usage.

Continued on Page 12
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Quality
On the surface, the quality of U.S. health care looks much worse than that of comparable nations. For 
example, we trail the modern world in lifespan, infant mortality, and medical mishaps. Our potential 
years of life lost per a population of 100,000 is 50%, 67%, and 159% higher than comparable nations for 
circulatory, respiratory, and diabetes conditions, respectively. However, the outcomes look more 
comparable after adjusting for homicides, traffic accidents, obesity, and premature births. On an adjusted 
basis, we believe U.S. health-care performance to be average at best, and it does not explain the 
difference in spending. The U.S. has no excuse for a significantly higher level of medical mistakes, which 
is partially due to a severe underinvestment in health-care information technologies.

Intensity
The intensity of the U.S. hospital experience partially explains the difference in overall spending. For 
example, we have a 77% higher rate of coronary revascularization. Much of this is due to lack of 
prevention, but then we also have a top five rate of Cesarean births. While our stays are 50% shorter for 
a normal childbirth and 34% shorter for heart attacks, we staff 61% more people and 27% more nurses 
per acute bed. We also have 2 to 3 times the number of scanning machines per capita versus comparable 
nations. All this extra labor and equipment does not appear to significantly improve outcomes.

How Do We Reform the System?
Radical reform is the logical solution to our radical spending problems. However we do not see real 
reform as politically viable within the next decade. The closest example we have to follow is Switzer-
land, as it reformed its legacy system in 1994. That program barely passed, with just 51% of the  
vote. The U.S. must tackle all of Switzerland’s problems plus a profitable insurance industry, undocu-
mented residents, high obesity, a litigious climate, and anti-socialist propaganda.

Instead, we see two likely outcomes to our current spending path: 1) Congress gradually turns down the 
spigot over the next decade through higher taxes, decreased benefits, or lower costs, or 2) creditor 
nations such as China and Japan force us to lower spending by limiting their purchases of U.S. Treasur-
ies. Both scenarios have important implications for our coverage universe, which we are building into  
our financial models.

U.S. Health Insurance and Admin Costs,
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Regardless of the actions our federal government, corporations and state governments are leading  
the way to reduced health-care spending. In 2009, 42% of CFOs intend to cut company contributions  
to benefits, and 82% of CFOs expect to control costs by switching plans. State budget shortfalls  
are projected to double from $90 million in 2009 to $180 million in 2011, and 19 states have enacted  
or proposed cuts in Medicaid for 2009 or 2010. K
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Competitive Dynamics along the  
Pharmaceutical Supply Chain

Between manufacturing facilities and patients stand a multitude of middlemen involved in both the distri-
bution and financing of pharmaceuticals. In this article, we will attempt to unravel the complicated  
web that is the pharmaceutical supply chain and seek out the “value choke points”: those industries and 
companies that hold the best bargaining positions relative to both customers and suppliers, allowing 
them to extract the greatest value for shareholders.

What Is the Pharmaceutical Supply Chain?
We divide the pharmaceutical supply chain into seven players: brand-name drug companies; generics 
manufacturers; distributors; retail pharmacies; pharmacy benefit managers (PBMs); payors such as 
managed care organizations (MCOs), employers, and governments; and patients. Not only do all of these 
players interact with one another along the pharmaceutical supply chain, both cooperating with and 
attempting to extract value from their respective suppliers and customers, but to complicate matters 
further, they can also encroach on each other’s territory.

In general, patients fill their prescriptions through either a retail pharmacy or a mail-order pharmacy. 
Retail pharmacies include independent pharmacies, small chains, large chains such as Walgreens  
WAG (FV: $38) and CVS CVS (FV: $37), and pharmacies embedded in grocery stores such as Safeway 
SWY (FV: $30) and Kroger KR (FV: $33) or in big-box retailers such as Wal-Mart WMT (FV: $60)  
and Target TGT (FV: $50). The largest mail-order pharmacies are generally operated by PBMs, especially 
the big three: CVS Caremark, Express Scripts ESRX (FV: $63), and Medco Health Solutions MHS  
(FV: $52). However, several large retail chains, such as Walgreens and Wal-Mart, also have the capabil-
ity to deliver drugs directly to patients’ homes through the mail.

Pharmacies are supplied with drugs by distributors, of which there are three principal companies that 
control most of the U.S. market: AmerisourceBergen ABC (FV: $26), Cardinal Health CAH (FV: $52), and 
McKesson MCK (FV: $66). Large chains and the mail-order pharmacies of PBMs generally purchase  
their generic drugs directly from the manufacturers, bypassing the distributors. However, they still rely on 
distributors for brand-name drugs, both because some brand-name drugmakers refuse to sell directly to 
pharmacies, and because distributors’ scale gives them a cost advantage while the margins that must be 
paid to distributors for their bulk-delivery services are extremely low. Small chains and independent 
pharmacies are more likely to rely on distributors for both their supply of generic drugs, and for direct, often 
daily deliveries to individual pharmacies. In contrast, large chain pharmacies generally receive bulk 
delivery of drugs to warehouses and then handle the final leg of distribution to individual pharmacies  
on their own.

by Matt Coffina
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Aside from physical distribution of drugs, the pharmaceutical supply chain also includes a set of financial 
intermediaries. In addition to operating mail-order pharmacies, PBMs negotiate rebates with brand- 
name drugmakers, manage a formulary where more cost-effective drugs are made available to patients 
for reduced co-pays, and maintain a network of retail pharmacies. PBMs actively encourage patients  
to switch to lower-cost options, especially generics. 

Patients generally receive prescription drug benefits through one of a few routes. Seniors are eligible for 
Medicare Part D benefits and can enroll in either a stand-alone Medicare Prescription Drug Plan (PDP)  
or a Medicare Advantage Prescription Drug Plan (MA-PD), which includes integrated medical and drug 
benefits. Stand-alone PDPs and MA-PDs are generally offered by MCOs, such as WellPoint WLP  
(FV: $95), UnitedHealth UNH (FV: $48), Aetna AET (FV: UR), or Humana HUM (FV: UR). Patients can also 
receive drug benefits as part of their individual health insurance, which would be purchased from an 
MCO. Most commonly, people receive drug benefits from an employer as part of their compensation. The 
employer can either contract with a PBM directly, or indirectly by using an MCO. The MCO may have  
its own internal PBM, or it may subcontract with an independent PBM provider. For example, UnitedHealth 
owns a PBM called Prescription Solutions, which it acquired along with Pacificare in 2005, but it also 
contracts with Medco for provision of PBM services to many of its medical members.

The following diagram depicts the supply chain, with arrows indicating the flow of pharmaceuticals as 
well as the indirect flow of money and rebates:

Supply Chain Flow Charts

Source: Department of Health and Human Services     3 5 Rebate  7 5 Flow of Money
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Important Issues Affecting Investors in the Pharmaceutical Supply Chain
We have many unanswered questions about how the pharmaceutical supply chain will evolve over time 
and the effects of supplier, customer, and competitive pressures on the various players. What follows is 
our take on the most important issues affecting investors in pharma-supply-chain companies.

The Generics Wave
Competitive dynamics are completely different along the respective supply chains for generic and 
brand-name drugs. Although brand-name drugs account for only about a third of the prescriptions 
dispensed in the U.S., their premium prices mean they account for about 85% of the dollar value of the 
pharmaceutical market, according to IMS Health RX (FV: $26). Even so, the monopoly power afforded 
brand-name drugmakers by patent protection means that manufacturers generally retain most of  
the economic value of their drugs, earning high margins and returns on capital and regularly increasing 
prices. In contrast, the generics market is highly competitive and characterized by rapid price depreciation. 

Despite the much smaller market for generic drugs (measured in dollar terms), these drugs carry both 
better margins and higher profit dollars per prescription than brand-name drugs for all of the supply-chain 
middlemen, especially pharmacies, distributors, and PBMs. Larger players can use the competitive  
nature of generics manufacturing and the importance of scale in the generics business to their advantage, 
negotiating discounts by buying in bulk. Additionally, because payors save so much on generics  
relative to brand-name drugs, they are usually willing to reward other supply-chain middlemen with 
higher margins to incentivize them to encourage greater generic utilization among patients.

One of the primary roles of PBMs is to encourage greater generics utilization, which they accomplish by 
offering financial incentives to patients who switch (such as lower co-pays), and by actively engaging 
members. As can be seen in the following chart, the generic utilization rate (measured as a percentage 
of total prescriptions filled) has steadily climbed at all of the leading PBMs over the last six years.

Caremark Medco Express Scripts

Generic Penetration
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We expect PBMs, distributors, and retail pharmacies to all benefit from the ongoing wave of patent 
expirations on major brand-name drugs. This trend will also benefit generic drugmakers, patients,  
and possibly payors (to the extent that cost savings aren’t passed through to patients in the form of lower 
premiums), all at the expense of brand-name drugmakers. The following chart illustrates the generics 
opportunity by showing the annual sales of blockbuster drugs that will lose patent protection over the next 
seven years. If legislation is passed to facilitate approval of generic versions of biologic drugs, it  
would contribute another $32 billion worth of biotech drugs expected to lose patent protection between 
2011 and 2017.

 
Consolidating Customers and Suppliers Exert Pressure on Middlemen
Consolidation of suppliers or customers is always a concern for middlemen, and this is especially true 
along the pharmaceutical supply chain. Upstream, brand-name drugmakers may be just beginning  
a major consolidation phase with the recent purchases of Wyeth WYE (FV: $59) by Pfizer PFE (FV: $26), 
Schering-Plough SGP (FV: $37) by Merck MRK (FV: $46), and Genentech by Roche RHHBY (FV: $47). 
Generic drugmakers have also been rapidly consolidating, as exemplified with the acquisition of Barr by 
Teva TEVA (FV: $52), Pliva by Barr, and Merck KGaA’s generic division and Matrix Labs by Mylan MYL 
(FV: $18). 

Downstream, we expect continued consolidation among MCOs, where recent deals included United-
Health’s acquisitions of Sierra Health and Pacificare, WellPoint’s acquisition of WellChoice, and  
Cigna’s CI acquisition of Great-West Healthcare. Perhaps the most significant consolidation is occurring 
among pharmacies, as large-chain and mail-order pharmacies have been gaining market share at  
the expense of independent and small-chain pharmacies. This has occurred partially through acquisitions, 
such as Rite Aid’s RAD (FV: UR) purchase of Eckerd and Brooks stores and CVS’ acquisition of Longs  
Drug Stores, but also through organic growth, especially of Walgreen’s. The following graph shows that 
independent pharmacies gave up 900 basis points of market share between 1997 and 2007, while 
mail-order pharmacies gained 700 basis points of share.
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Wholesale drug distributors will  
likely feel the most margin  
pressure from consolidation of  
suppliers and pharmacies.

In our opinion, distributors are most likely to be negatively impacted by consolidating customers and 
suppliers. Larger customers have the ability to bring distribution in-house. They frequently purchase 
generic drugs directly from manufacturers, which removes a key value driver for the distributors (indepen-
dent pharmacies lack the purchasing scale to negotiate competitive discounts with manufacturers). 
Mail-order pharmacies deliver drugs to patients through the mail, bypassing the last leg of distribution to 
individual pharmacies. Finally, large retail chains generally receive bulk deliveries of brand-name drugs  
at warehouses and handle the last leg of distribution on their own.

Cardinal Health counts Walgreen and CVS as its two biggest customers. Bulk deliveries to the ware-
houses of such large customers carry operating margins around 50 basis points, compared with  
roughly 2% to 3% for non-bulk deliveries. As bulk customers steadily account for a larger percentage  
of sales, overall operating margin will decline. This dynamic can be seen in the following charts  
showing the percentage of Cardinal’s pharmaceutical distribution revenue from bulk versus non-bulk 
customers and Cardinal’s operating margins on these two business lines:
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(Total5$93.8 Billion)
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Mail-order pharmacies appear to  
be losing steam as consumer buying 
patterns are difficult to change. 

Will Mail Order Destroy Retail Pharmacies?
As shown in the pie charts above (Page 6), mail-order pharmacies have increased their market share over 
the past decade, mostly at the expense of independent pharmacies. Mail-order pharmacies have several 
advantages over retail pharmacies: Economies of scale give them much lower per-prescription dispensing 
costs; they keep PBMs more closely engaged with patients, improving formulary compliance and  
aiding in generic switching; they generate fewer dispensing errors; and it is convenient for patients to 
receive their maintenance medications through the mail, requiring little more from the patient than  
a phone call or a few minutes on the Internet. Other benefits to patients include financial incentives for 
mail-order fills (lower co-pays) and the ability to receive 90-day instead of 30-day supplies. The down-
sides of mail-order include the lack of in-person interaction with a pharmacist and the delay required for 
mail-order delivery, which makes this route generally inappropriate for nonrecurring prescriptions.

Although we think this is a trend worth watching, we don’t think market share gains for mail-order 
pharmacies will be dramatic in the near term. For one thing, long-established consumer behavior patterns 
can be hard to alter, and many patients appear to simply prefer filling their prescriptions in person at 
retail pharmacies. The benefits of mail order have also become less pronounced with changing competi-
tive dynamics in the retail pharmacy space, and since the 2007 merger of CVS and Caremark, which  
have resulted in lower retail costs for many drugs and in some cases the availability of 90-day scripts  
at retail. Finally, PBMs appear to be de-emphasizing mail-order penetration to focus efforts on  
increasing generic penetration, especially as they look to take advantage of the current generics wave. 
As new generics opportunities diminish in five to seven years, we see the potential for PBMs to  
refocus their attention on mail-order penetration.

 The following chart shows Medco and Caremark’s mail-order penetration rates in recent years. Although 
there is a general upward trend excluding some unusual items (for example, Caremark lost a large 
mail-only customer in 2008), progress in increasing mail-order penetration has been minimal compared 
with success in increasing generics penetration.
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Wal-Mart is pressuring retail drugstores 
with its aggressive generics pricing,  
but a less convenient store base and 
smaller scale in pharmaceutical 
purchasing are challenges.

Wal-Mart’s Impact on the Supply Chain
Retailing’s 800-pound gorilla has also been making a push into the pharmaceutical supply chain, 
threatening to steal market share from all of the other pharma middlemen while also providing competi-
tive pressure that could shrink the total economic value of the supply chain, to the detriment of  
companies and the benefit of consumers.

Wal-Mart made headlines in the pharmacy space in 2006, when it announced that it would offer a select 
group of generic drugs for $4 per 30-day prescription. Wal-Mart’s program has since been expanded,  
and competitors including Target, Kroger, Safeway, and even CVS and Walgreens have been forced to 
follow Wal-Mart’s lead with their own deeply discounted generics programs. For example, Walgreens’ 
Prescription Savings Club and CVS’ Health Savings Pass offer 90-day supplies of select generic drugs for 
$12 and $10, respectively, plus an annual membership fee.

Though a boon to customers, this kind of aggressive pricing has negative implications for companies 
throughout the supply chain that rely on generics for a significant portion of their margins. Of particular 
concern is the fact that Wal-Mart’s incentives may be very different from those of stand-alone pharma- 
cies. Because pharmaceuticals account for a small portion of Wal-Mart’s overall sales, the company may 
be willing to make low or even negative margins on these sales because of the positive publicity 
generated by the $4 generics program, or because of the potential for increased traffic in the rest of the 
store when customers come to fill their prescriptions. In contrast, pharmacy chains like Walgreens and  
CVS rely on pharmaceuticals for around two thirds of sales. Independent pharmacies with less-efficient 
cost structures are likely to be most hurt by aggressive pricing, and as these pharmacies are pushed  
out of business, distributors lose their most profitable customers. Finally, the price war could have the 
unintended effect of causing PBMs and other payors to be more aggressive in their negotiations  
with pharmacies, as they gain new information about how low of a price pharmacies are willing and  
able to accept.

Wal-Mart also recently encroached directly on the business of PBMs by signing up industrial-equipment 
maker Caterpillar CAT for a new trial program. Under this plan, Caterpillar’s employees will be able to 
buy discounted drugs from Wal-Mart pharmacies, bypassing the PBMs and providing (it is hoped) a more 
integrated, simpler, and possibly more transparent drug benefit solution. The barriers to entry in phar-
macy benefit management are relatively low, and it is possible that Wal-Mart, or even Walgreen (which 
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is establishing new links to employers through on-site health clinics), could represent a meaningful 
competitive threat to the PBMs in the future.

Wal-Mart will have to overcome several obstacles as it treads further into the pharmaceutical supply 
chain, including its relatively smaller scale in pharmaceuticals, its lack of clinical expertise or experi- 
ence in influencing patients’ and doctors’ behavior, and its relatively less convenient store base. However, 
given Wal-Mart’s rapid and substantial impact on competitive dynamics in other industries such as 
groceries, we think its actions in the pharma supply chain will be well worth watching, and we view its 
interest in this sector as generally negative for all the incumbent pharma middlemen.

Which Is the Right Model for Pharmacy Benefit Managers?
One of the biggest open questions in our minds is “Which PBM model will survive over the long run?” Of 
all the players in the pharmaceutical supply chain, in our opinion PBMs have the most amorphous 
business model. Through their mail-order pharmacies, PBMs have characteristics similar to both distribu-
tors and retailers. On the other hand, creating formularies and negotiating discounts with drugmakers 
resembles the business of MCOs. While barriers to entry appear to be quite low, the PBM business is 
highly consolidated. And while PBMs have experienced enviable profitability and growth, it appears to us 
that the business environment is actually becoming less competitive recently.

Of the three major PBMs, two are currently independent companies: Medco and Express Scripts. The other, 
Caremark, merged with retail pharmacy CVS in 2007. The leading MCOs also own PBMs, such as 
UnitedHealth’s Prescription Solutions or Prime Therapeutics, which is jointly owned by 11 independent 
Blue Cross and Blue Shield plans. WellPoint recently announced that it was selling its captive PBM  
to Express Scripts. In the past, pharmaceutical firms including Eli Lilly LLY (FV: $54) and Merck MRK  
(FV: $46) have owned PBMs, as have distributors such as McKesson.

The following chart shows the adjusted prescription volumes of the leading PBMs. (Prescription numbers 
are adjusted for the fact that mail-order scripts usually contain a 90-day rather than 30-day supply.)
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We see potential for synergies in the 
relatively new PBM/retail pharmacy 
model, but the combination may create 
conflicts of interest.

In our opinion, some of the PBM combinations that have been tried make more economic sense than 
others. There is an obvious conflict of interest when pharmaceutical companies own PBMs, since the 
PBMs’ principal role is to lower drug costs by discouraging the use of expensive brand-name drugs. We 
don’t expect this model to make a resurgence anytime soon. 

The pharmacy benefit management business has much more in common with distributors, and we see 
possible synergies by combining a PBM and a distributor. For example, a joint PBM/distributor would 
have much greater purchasing scale with generic and brand-name drugmakers, and there would likely be 
scale efficiencies in inventory management. On the other hand, PBMs and distributors have different 
incentive structures, since distributors’ fee-for-service contracts with brand-name drugmakers encourage 
them to increase drug volumes while PBMs are primarily concerned with cost control. The investor  
bases for PBMs and distributors may also be incompatible, with PBMs’ higher growth and higher margins 
earning them higher market multiples, and distributors’ steady growth and low margins causing them  
to trade for relatively lower multiples. 

A similar multiple-based argument has been made for separating MCOs from their captive PBMs, and 
indeed a market-valuation arbitrage seems to have been part of the motivation for WellPoint’s  
planned divestiture of its PBM, NextRx. Express Scripts agreed to pay a generous price for this business, 
and WellPoint expects to use the proceeds to repurchase its own stock, which we currently believe  
to be significantly undervalued. However, this deal also appears to have been motivated by expected 
synergies. WellPoint signed a 10-year contract with Express Scripts for the provision of PBM services  
for its members, and WellPoint’s management stated that it expects immediate and “dramatic” improve-
ments in its costs of goods sold as a result of the new arrangement, presumably because of Express 
Scripts’ greater bargaining power with drugmakers, more efficient administrative infrastructure, and 
greater experience in managing drug benefits.

We had previously thought that a combined PBM/MCO model made the most sense of all, given the simi-
larity of these business models and the potential for better integration of pharmacy and medical  
claims data. However, the WellPoint transaction, as well as two datapoints from 2008 (the fact that 
UnitedHealth renewed its PBM contract with Medco through 2012, and that Bank of America BAC 
integrated almost all of its managed care needs for its employees with Aetna, but left the PBM compo-
nent with Caremark) have convinced us that PBMs’ scale and other competitive advantages are  
significant enough to prevent MCOs from supplanting the independent PBMs. We think the WellPoint 
deal has set the stage for similar deals by WellPoint’s managed care peers, such as Cigna and Aetna.

Finally, we will be closely watching the relatively new combined retail/PBM model of CVS Caremark. As 
with distributors, we see the potential for some synergies in this model, especially with respect to the 
combined company’s negotiating power with drugmakers. Down the road, we could see the potential for 
a combo pharmacy/PBM to provide employers with benefits from integrating in-store clinical services 
(such as consultations with nurse practitioners and pharmacists) with pharmacy benefits management. 
At the time of the acquisition, CVS management cited potential benefits such as customers’ ability to 
pick up prescriptions in-store if they forget to reorder by mail, to talk with a pharmacist in person even if 
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they are receiving their scripts through the mail, or to get a trial prescription in the store, as well as the 
company’s ability to gain a more complete picture of patients’ therapy adherence.

On the other hand, the CVS Caremark combination may create a conflict of interest. CVS may now have 
an incentive to encourage more prescription fills at retail at the expense of mail order—even if mail  
is the most cost-effective option for patients and payors—because CVS will want to increase its store 
traffic, which could benefit other product categories. While there are likely other factors at work  
as well, the Caremark acquisition may have played a role in CVS’ same-store sales growth outpacing 
Walgreens’ for the first time in years over the past several quarters, as shown in the chart below:

If CVS realizes significant synergies from the Caremark merger, we can envision a scenario where 
Walgreen may also feel pressure to acquire one of the independent PBMs. In the meantime, CVS 
Caremark’s incentive structure is a potential concern for other PBMs, as CVS may be willing to price its 
PBM contracts relatively aggressively in order to drive store traffic, potentially depressing prices  
across the industry.

We are unsure of where PBMs will eventually find a home, whether as independent companies or in 
combination with MCOs, distributors, or retail pharmacies. However, we think recent events, espe- 
cially the WellPoint/Express Scripts transaction, have provided significant evidence of the scale advan-
tages of large PBMs. We expect further consolidation, which should be a positive trend for the  
PBMs and a negative trend for the rest of the pharmaceutical supply chain.

What Moats and Moat Trends Reveal about Competitive Positioning
At Morningstar, we have two primary tools for expressing our opinions about the competitive advantages 
of companies: economic moats and moat trends. When we think about the pharmaceutical supply  
chain, we see a relatively fixed amount of value between manufacturing facilities and patients. Innova-
tion and demographic trends do provide a strong tail wind for the entire sector, but above-market  
growth within the supply chain can generally come to only one middleman at the expense of another. 
Thinking about competitive advantages, and how they are changing over time, is critical to under- 
standing where the value of the supply chain will accrue over time and which companies will flourish 
while others decline.
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Interactions along the pharmaceutical supply chain determine the economic moats and moat trends  
of the focused middlemen: PBMs, retail pharmacies, and distributors. In what follows, we examine these 
moats in more detail and offer our opinions as to which industries are currently the “value choke  
points”: the strongest links in the chain, or more specifically, those industries whose position is improving 
the most over time, in our opinion. We conclude that the PBM industry is the most likely to be experi-
encing widening moats, while the distributors are the most likely to be experiencing declining moats. Of 
course, valuation is the factor that matters the most when making investment decisions. Interestingly,  
our valuation assessment is the exact opposite of our opinion on moat trends. We currently think the 
distributors represent the most attractive valuations while the PBMs look the least attractive to us.

We currently assign no economic moat to the independent PBMs, Medco and Express Scripts. We have 
long been skeptical of their competitive advantages. Historically, we’ve seen their scale advantages  
as overstated because of the intensely competitive nature of generics manufacturing, the monopoly power 
of brand-name drugmakers, and the comparably large purchasing scale of retail pharmacies, distributors, 
and to a lesser extent, MCOs. PBMs’ expertise and innovations seemed like they could be easily  
copied by competitors. We’ve viewed barriers to entry as low, and we saw a competitive threat from 
MCOs, which could potentially offer a simpler and better-integrated health benefits product. 

However, the sale of WellPoint’s PBM seems to be a clear indication that MCOs do not represent  
a meaningful competitive threat to PBMs over the next five to 10 years. Scale advantages are apparently 
significant, and pharmacy benefit management expertise is not easily replicable. We think the PBM 
industry is headed in the direction of a three-firm oligopoly over the long run, and we would generally 
view PBMs’ competitive advantages as at least stable and likely increasing. We raised our fair value 
estimates for Express Scripts and Medco by 31% and 27%, respectively, since the WellPoint deal was 
announced. However, as of this writing both stocks carry our 3-star rating, indicating that we think  
the PBMs are about fairly valued by the market.

We think CVS Caremark and Walgreen both have stable, narrow moats. Competitive dynamics for the 
Caremark PBM business are similar to those for the independent PBMs. The narrow moats derive 
primarily from the retail business, where recognizable brand names, purchasing scale, and extensive, 
established store bases provide a sustainable competitive advantage for both companies, in our  
opinion. Both companies face significant threats, such as reimbursement pressure and growing competi-
tion (increasingly based on price) from Wal-Mart, mail-order pharmacies, and pharmacies embedded  
in grocery stores and other big-box retailers. However, CVC Caremark and Walgreen also benefit from 
slow-changing consumer behavior patterns, secular growth trends such as the generics wave and 
changing demographics, new opportunities in clinics and related services, and their ability to steal  
market share from less-efficient independent pharmacies. For now, we think these factors balance to 
result in a stable moat trend. As of this writing, we think these leading retail pharmacies are  
marginally undervalued.
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Finally, we are most concerned about the narrow moats of pharmaceutical distributors, which we think 
are in decline. Mail-order facilities and large chains are gaining market share at the expense of  
independent and small-chain pharmacies. These larger customers generally source their own generics 
and often handle the final leg of distribution to individual stores on their own. As they continue to  
build scale, their need for distributors declines, allowing them to either bring distribution in-house or 
extract ever-more-favorable terms from distributors. Inevitably, distributors’ higher-margin small 
customers are being replaced by lower-margin large customers. 

Distributors still have the most scale, which gives them highly efficient cost structures. We also  
expect the decline of independent pharmacies to continue gradually over 10 years or more. The generics 
wave and secular tail winds also help to cushion the blow. These factors lead us to believe that 
distributors will continue to earn excess returns for a significant number of years into the future, even as 
we declare that their economic moats will eventually disappear.

From a valuation perspective, we think the distributors are the most attractively priced segment of the 
pharmaceutical supply chain right now, with McKesson and Cardinal Health at 5 stars and Amerisource-
Bergen at 4 stars at the time of this writing. K
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