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Eli Lilly

With Prozac’s U.S. patent – Eli Lilly’s best-selling drug – expiring August 3, 2001, Eli Lilly is no longer protected from cheaper generics.  The Indianapolis-based pharmaceutical concern may not be able to depend solely on the antidepressant to provide a lift to its financial numbers.  Prozac, with 40 million users, has accounted for a quarter of Lilly’s $10.8 billion in sales and more than a third of its $3 billion profit last year.  

Foreseeing the end of the Prozac monopoly, Eli Lilly has ramped up new-drug development and increased research and development budgets to more than $2.2 billion.  Hence, Lilly’s strategic positioning has involved two major steps: increasing its presence in rapidly growing new markets and aggressively introducing new drugs.

Casestc \l1 "Cases: Health Care

The healthcare industry (SIC 80) consists of public, private and nonprofit institutions. Those institutions include hospitals, offices and clinics of medical doctors, nursing homes, and home healthcare facilities; other specialized healthcare facilities; and managed care organizations.  These consist of prepaid plans, such as health maintenance organizations (HMOs), preferred provider organizations (PPOs) and independent practice associations (IPAs).  The healthcare industry includes thousands of independent medical practices/partnerships, as well as public and nonprofit institutions, plus major private corporations that have assets of billions of dollars and are major employers in the US economy. 

Domestic spending on prescription drugs continues to expand at a compounded annual rate of 13 to 14 percent.  However, the industry could see a setback over the next few years from drugs that generated $40 billion due to patent expirations.  With fewer block buster drugs on the horizon and managed care firms focusing more on cost control, profit growth for pharmaceutical companies may be diminished.  Furthermore, there are new Federal and state regulations aimed at controlling drug costs and encourage the use of less expensive generic drug offerings.

The healthcare and pharmaceutical industry is highly profitable because there is very little price elasticity associated with price increases. A patient will not change the demand for a product with a small change in price when there are no close or available substitutes.  In fact, most patients are reimbursed for the bulk of their drug purchases by third parties. Therefore, price is not as big an issue to the end consumer.  The industry is impacted by Federal regulatory bodies and laws to a greater extent than by economic factors.   

Financial Analysis/Stock Investment Outlook

On the strength of stocks across the industry, health-care funds returned an amazing 51.9% in 2000.  The group's record was unmatched by any other type of fund, beating the second-best performing sector -- energy funds -- by a wide margin.  Of the top 15 mutual funds in 2000, 12 were focused on health care, with their performance far outpacing the technology-heavy Nasdaq in 2000.  

Pharmaceutical companies have shined over the same period that has witnessed the demise of the Internet stocks.  Investor enthusiasm toward health-care concerns has rekindled as a result.  Since the dot-com slump, drug companies have fared quite well.  For instance, Pfizer reported third-quarter earnings for 2001 that were up 28% over the same period in 2000.   Even though the stock is down 1% over the past 12 months, that small loss pales in comparison versus a 15% slide in the S&P 500. 

With the world's population still aging; drugs for previously untreatable conditions are constantly coming onto the market; and pharmaceutical companies are enjoying rare pricing power.  And drugs are still a growth business.  

Most pharmaceutical companies have stable, consistent, durable earnings growth.  Companies that have lost patent protection on blockbuster drugs are working on new ones that should get their earnings back on track.  Biotech outfits, once a sideshow, are delivering products that make money and have become mainstream holdings with big investors.   

With Wall Street expecting annual earnings growth of as much as 20 percent, drug companies, which are supposed to be safe havens in a bear market, could be under pressure.  Patent expirations, manufacturing setbacks, and government intervention in curbing prices contribute to the dilution of their earnings.  However, computerized analyses of the human genome will increase the productivity of pharmaceutical companies.  And advances in R&D methods could help drug makers meet their earnings goals in the long run.

Prospective for Growth

The long-term outlook is promising since the U.S. population is aging and will depend on a substantial amount of medicine as people enter their retirement years.  Growth will also depend on the level of research and development expenditure, expansion of international markets, and the outcome of U.S. health care reform. 

In recent years, pharmaceutical companies have witnessed a growing need to develop and market products in developing and emerging economies. In fact, a big chunk , as much as 40 percent, of all sales from U.S. companies come from international markets.

Competitive Structure

The health care industry has high barriers to entry for small firms.  Substantial economic regulatory, and legal obstacles present main hurdles for new upstart firms.  Heavy expenditures on research and development are required for the arduous processes of drug discovery, development, manufacturing, and approval through the Federal Drug Administration.  Development of a new drug can take 10 to 15 years and cost over $500 million.

Manufacturers can recoup the cost of drug development and earn a normal return on investment by providing patent protection for new drugs. Patents can be issued on either a drug's chemical structure or its method of manufacturing or synthesis, and enables the holder to manufacture and market the compound for specific therapeutic uses while preventing competitors from capitalizing on the “secret formula.” 

U.S. manufacturers account for nearly half of the major pharmaceuticals marketed worldwide. While consistently maintaining a positive trade balance, the industry also faces increasing international competition.  Markets in Eastern Europe, China, Japan, Mexico, Canada, and the European Community (EC) offer mixed prospects for expanded pharmaceutical trade and investment.

Role of Research and Development

The pharmaceutical advances that have vastly improved life expectancy and health are the result of a steadily increasing investment in research. 

Over the past two decades, the percentage of sales allocated to R&D has increased from 11.9 percent in 1980 to an estimated 20.3 percent in 2000.  Based on corporate tax data compiled by Standard & Poor's Compustat, pharmaceutical manufacturers invest a higher percentage of sales in R&D than virtually any other industry, including high-tech industries

Approximately one-third of company-financed R&D in the United States is devoted to evaluation of promising drug compounds in human clinical trials.  Phase I, II, and III trials, required for drug approval, account for 28.3 percent of R&D.  An additional 5.8 percent of R&D is allocated to Phase IV clinical trials, which may occur after the product has been approved by the FDA.  In addition, stringent manufacturing standards require 9.9 percent of R&D for process-development and quality-control functions.

Nearly 82 percent of R&D in the U.S. is geared toward new products, while about 18.4 percent is devoted to significant improvements or modifications of existing products.1 About 67 percent of R&D is allocated to development.  Development includes all technical activities related to translating research findings into products.  Of the 33 percent of R&D allocated to research, most is applied research, including investigations directed toward discovery of new scientific knowledge that has specific commercial objectives. 

Technological Investment and Analysis

Millions of dollars are spent each year in new health technology and procedures. Along with the advances in technology, comes better diagnosis, more accurate EKGs, and more accurate laser surgery. 

Technology growth that emphasizes quality improvement may seem to increase costs. Other improvements to productivity may decrease costs. The continued shift in insurance coverage to lower cost forms of managed care, primarily HMOs, will exert downward pressure on health care expenditures by enhancing cost-containment efforts.

Eli Lilly & Company
Lilly is a leading innovation-driven pharmaceutical corporation.  The company employs more than 35,000 people worldwide and market medicines in 159 countries. Lilly has major research and development facilities in nine countries and conducts clinical trials in more than 30 countries.  Products are manufactured or distributed through owned or leased facilities in the United States, Puerto Rico, and other countries.  Its products are sold in approximately 160 countries. Through its PCS Health Systems ("PCS") business, which was sold in January 1999, the Company provided health care management services in the United States.  Research efforts are primarily directed toward discovering and developing products to diagnose and treat diseases in human beings and animals.

Technological Investment and Analysis

In 1998, Eli Lilly partnered with EDS, an information technology services provider, to provide a comprehensive healthcare electronic network for physicians and other healthcare professionals.  The marriage produced a new company, Kinetra, which expanded connections among office-based physicians, health insurers, hospitals, and retail pharmacists.  

Information technology (IT) plays a crucial role in the pharmaceutical industry; its goal is to speed up the research process that carries a drug through development, approval, and manufacturing.  Today, PCs, servers, and global networks shuttle data from research labs to clinical trials and to manufacturing plants.  For Eli Lilly, IT’s value stems not only from using software to speed regulatory approval but also in helping discovery researchers cope with more complex data.  Hence, according to insider officials, Lilly Research Laboratories and IT work hand in hand.  Eli Lilly is focusing on the emerging field of bioinformatics, which apply algorithms and databases to analyze the structure of genes.  This analysis helps identify proteins that cause diseases.

Since patents on drugs last approximately 20 years, shortening time-to-market is a critical IT function.  After that, generic drug makers can sell products for as much as 90% less than the brand names, eroding a chunk of the branded drug’s market share within a year of a patent’s expiration.  With Eli Lilly’s Prozac patent having expired, the company can expect to see its profits diminish on that top-selling drug.  Hence, any extra time Prozac spent on the market before its patent expired helped Eli Lilly generate significant revenues.  

Financial Performance

For the third quarter of 2001, Eli Lilly saw its earnings per share decrease 7 percent from the year-earlier period even though sales were up 2 percent.  The company cited the patent expiration of its best-selling drug – Prozac – as one of the culprits.  In August 2001, Prozac faced generic competition in the market, which resulted in a severe erosion in sales for the blockbuster product.  Foreseeing the end of the Prozac monopoly, Eli Lilly has put in place a medicine cabinet full of promising new drugs.  Provided that the company can handle daunting challenges from regulators, these new products could offset Prozac’s loss.  

To remain an industry giant, Eli Lilly plans to emphasize on its new product pipeline, R&D capabilities and sales and marketing expertise.  Aside from its Prozac product, the company has seen newer growth products increase by 38 percent, fueling the revitalization of its product pipelines.  Eli Lilly plans to increase its global sales force by 5,000 representatives in the three years to spearhead its growth.  

With nine potential first-in-class drug therapies in its late-stage pipeline, Eli Lilly has a powerful arsenal of weapons from which to use and, given its cutting-edge drug discovery programs, it is confident that projected growth and financial expectations will be met.  Eli Lilly’s product pipeline should position the company to remain a leading pharmaceutical company of the decade.

Questions

1. What is the source of the highest margin growth at Eli Lilly?

2. What has caused a change in the use of technology at Lilly?

3. Has technology improved productivity at Eli Lilly?

4. How successful has the technological change been?

5. How does Eli Lilly evaluate its financial ability to embark on a major technological program of advancement?
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Owens & Minor, Inc.

Founded in 1882, Owens & Minor started as a wholesale drug company.  Today, Owens & Minor is the nation’s leading distributor of medical/surgical supplies.  The Richmond-based Fortune 500 company manages distribution centers that serve hospitals, integrated healthcare systems and group purchasing organizations.  The company prides itself in delivering supply chain management solutions to selected segments of the healthcare industry, helping customers control healthcare costs and improve inventory management.

Technological Investment and Analysis

Owens & Minor Inc.’s business consist of delivering medical supplies to customers via warehouses.  Through the use of technology, the distributor of medical and surgical supplies has evolved into a facilitator of critical information; information that its customers use to improve their businesses.   Its technology-driven information services help manufacturers better manage their inventories and logistics.  And even health-care providers are implementing the company’s IT to better manage costs related to their supply chains while avoiding significant in-house information tech investments.

The role Owens & Minor plays in the healthcare supply chain process is invaluable.  The company acts as an intermediary for healthcare manufacturers and providers, which typically don’t share data on their own.  Owens & Minor’s star IT product is “Wisdom,” a web-based decision-support tool that details customers’ supply-chain information according to their specific needs.  Wisdom gives purchasing managers and healthcare executives a consolidated view of their information since it interfaces with healthcare companies’ enterprise resource planning (ERP) and material management systems.

Owens & Minor’s IT tools also free up administrative time for nurses, thereby allowing more time for patient care.  Furthermore, the distributor offers a web-based order-entry tracking system that give customers real-time access to suppliers’ pricing information, product availability, and order tracking.  Its CostTrack service, which provides “what if” cost scenarios to identify savings in a healthcare company’s supply chain, has proved to be valuable for providers keen on tracking costs involved with the actual ordering, receiving, and delivery of supplies.   

Given the company’s use of IT to bolster the efficiencies of its business and customers, it is no surprise that Owens & Minor earned the top spot in 2001’s Information Week 500 ranking.  

Recommendations for the Future

Technology will continue to be the topic “du jour” at Owens & Minor.  Company management envisions Owens & Minor becoming more of a third-party logistics provider that handles product warehousing for supply manufacturers.  In order to maintain its competitive edge, Owens & Minor must continue to capitalize on its award-winning supply-chain product lines to customers.  

For the third quarter period 2001, Owens & Minor reported earnings of $0.27 per diluted share, reflecting an increase of 12.5 percent over the comparable quarter 2000.  Sales jumped 11 percent to $968.2 million.  The solid third-quarter and year-to-date operating performance is indicative of the company’s ability to gain business by employing innovative technology, increasing account penetration, and providing superior service in the industry.  

Questions

1. What forces are driving the strategic direction for Owen & Minor?

2. Upon which technologies have Owen & Minor relied?

3. What has caused a change in the use of technology at O&M?

4. Is Owen & Minor financially able to continue to embark on a major technological program of advancement?

5. What does Owen & Minor’s web page present about its business directives?

6. What type of web does the company have (promotional/transactional/informative)?
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