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Drug atacks; a healthy opportunity

Thanks to cost reduction and strong new product introductions, the
fundamentals of several pharmaceutical stocks over the next two to five years
are superb. Whether or not inflation accelerates or a recession occurs,
Upjohn, Merck, Squibb, Syntex and Eli Lilly should show average earninga gains
of 28% fo 1988 and 23% in 1989, Yet the stocks are cheap. The industry now
ranks as fourth beat value out of 40 in our equity valustion model. (This is
up from twelfth at year-snd 1987 and twenty-fifth at post-crash October 1987
month-end. )

With a long-term growth rate of 15%—twice that of the S&P 400--the industry
is selling at just a 5% P/E premium to the S&P 400 on estimated 1988 earaings
and a 9% discount on 1989 earnings. Free cash flow is strong, permitting
share repurchases in 1987 that cut the number of shares outstanding by 3%.
Dividend growth has also been strong. Yet relative performance has been S0
weak over the laat year that the drug stocks actually yleld 110% of the S&F
400 yield, rather than the historically average 50-75%.

The drug stocks are aleo an excellent play on America’s Neomergantilism: the
refocus of American trade policy from retarding foreigm imports to promoting
American exports. Pha
companies are world cl

Ag_the industrialized world population ages, per capita drug consumption will
rise.” & case in point is Japan, already the world's eecond biggast drug

In a fow years it could surpass America and become the world’s
biggest. Japan spends 5% of ite GNP on health care, a percentage that
(according to "The Economist") is expected to increase to 12% by 2025. As
"The Economist” has pointed out, "This will mean a huge incresse in demand for
pharmaceuticals and wedical services, an opportunity that foreign drug firma
are keen to tap. Unlike coupanies in other industries that are trying to
enter Japen's impenctrable markets, foreign drug firms atend a better than
sven chance of being accepted--mainly because the Japanese government has
little incentive to stand in their wa
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American drug firms don't find the traditionally tough domestic Japanese
competition, Part of the reason ia that the Japanese drug industry, with over
2,000 companies, is highly fragmented. Only one Japanese drug company ranks
in the top 20 in the world., And with praduction costs only a small part of
the cost of putting out a new drug, the Japanese are unable to compete via
their traditional route, used in other industries, of more efficlent
production methods. And the Japanese government, the ultimate buyer of almost
all druge in Japan, rewards companies that offer drugs with significantly new
thezapeutic benefits by allowing them to be priced far higher than copycat
product

Why are they so cheap chen? One common objection to the stocks ig that they
are "defensive” iseues offering far less earnings leverage than those that are
participating in the revival of industrial Awerica, They are viewed by aome
a6 the ewbodiment of an old theme--disinflation—-that many investors feel is
yesterday's newspaper. (The drug atocks were superb relative performers from
late-1984 to early-1987 because they had strong relative earnings growth at a
time when the results of industrial companies were poor.) With many investors
controlling risk by increasing normal cash and debt security levels, they are
reluctant to be represented in a diminished equity exposurs to an overdose of
s0 called “"defensive stocks.” And although many are reporting excellenmt
earnings, they are not matching the quantum increases in some of the more
cyclical areas. Moreover, they are not subject to dynamlc upward reappraisals
of norual earning power that meny companiea in the industrial sector now enjoy.

Aside from being more than fully reflected in current valuations, the problem
with this thesis is that it extrapolates the good news of the recent past into
the indefinite future, Though no ome knows when the next recession will
occur, the clock is definitely ticking, A recession that buffets the earnings
of cyclical atocks will certaiuly occur eventually. And given what to some
has been the surprising strength of the early-'88 post-crash economy, and the
resultant strains, it would seem that deceleration of the economy would be the
uext likely inflection, rather than any acceleration.

A second bearish argument is that the dollar has bottomed, denying the drug
industry a key source of earnings leverage. But even if it has, the
implications for earnings gravth are less negative than most investors think,
Ron Nordmann points out that the companies have become lesn and mean over the
past five years, boosting their gross margin 600 basia polnts. Neverthele
when the dollar was dropping over the past throe years--and boosting total
revenues by increasing the value of foreign sales-—dirug companies did mot
bring all of this incremental revenue down to the bottom line. Instead, they
raiged both SG&A and R&D expense as a percentsge of sales--by beefing up the
sales force, increasing advertising, fuuding nev research programs, etc.
These higher costs created a currency cushion: If the dollar atabilizes, or
especially if the dollar rises, SGSA and RSD can be restrained in order to
offset any negative effects on earnings of a bigher doller.
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The final bearish argument is that the Catastrophic Health Care Bill will
usher in a new age of reduced pricing power for the drug Industry, as the
Federal governmeut begins to do what the government of every other
industrialized nation does: set drug prices. The Catastrophic Health Bill
extends Medicare benefits to cutpatients' drug purchases, and the Eouse
version of the bill (but not the Semate) includes a list of drugs that will be
reimbursed. For drugs that are still on patent, the Federal government has no
choice but to buy from the original producer. But inveators are
understandably worried that the Pederal government will do with drugs vhat it
did with hospltal care: begin by paying for the service and end up stipulating
the price it will pay,

Investors' fears of the Catastrophic Health BL1l ceem way overblown. Congress
mey run out of time before it can pass this complicated piece of legislation.
And even if {t s passed, no one knows what the final bill will look like; the
more objectionable features of the house version may not pass. The drug
industry has a simple and compelling case for opposing price controls on
drugs: Development of new drugs is the best and cheapest way to combat
disease, and firms will not take the risk of trying to develop new drugs if
they have no hope of getting a high return on their investment. (Probably one
reason why the U.S. drug companies lead in new drug development {s that the
process has not been stifled by government regulation.) And even if the
Catastrophic Health Bill does pass, it would not be fully effective until the
end of 1993-—five and a half years from mow.

And even when implimented, the Bill will not affect all companies equally.
Those companies with a strong, patented drug line, that services a unique
niche, and those companies with rich pipelines of new drugs will, in fact,
benefit From increased utilization once the government picks up the tap for
more users.

The Bill probably will come out of conferance committee this week or next. Lf
this should push the stocks even lower it would provide an excellent buying
opportunity.

The two drug stocks that Ron rates "buy" are Merck and Upjohn. Merck seems to
have a auperior scientific team that makes it the champ at developing
lucrative new products. Herck has developed nine mew drugs since 1983 and
will add one more by 1990, These drugs registered collective sales of §1.2
billion in 1987 and will generate $4.6 billion by 1990. This implies sales
growth of $3.4 billion on top of total 1987 sales of §5 billion. RIght mow,
only two druge in the global drug induatry generate more than $1 billion in
annual sales. By 1990 Merck will have two such drugs within its own
portEolio: Vasotec for hypertension and congeative heart failure, and Mevacor
for reducing cholesterol levels. Thanka to this extraordinary new product
developnent, Merck can achieve a much higher growth rate than most investors
realize; while the consensus is 17%, Ron believes an estimate of 308+ is much
closer to the mark.
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Merck is probably the best positioned American drug covpeny in Japan, In 1983
the Japanese government allowed Merck to acquire two local Japanese firms,
giving it 4-5% of Japsnese drug sales. Merck is now the ninth biggest drug
company in Japan, the only non-Japanese company in the top ten, despite having
recently divested the smaller of its two acquisitions.

Upjohn 1s at a very attractive price because investors' perceptions have been
distorted by excessive preoccupation with minoxidil, the company's drug for
treating baldness. Investors who think minoxidil is a winner like the stack;
those who don't, don't. This is a mistake, because there ic a broader and
nore compelling case to be made for Upjohn. The company has & core growsh
rate of 15%, from drugs that are already approved and gemerating profita. It
has restructured by divesting its chemical and clinical lab businesses. And
finally, it has several new products that, if approved by the FDA, will
generate big profits. In addition to minoxidil, there are Xanax (a
tranquilizer that treate panic and phoblas, which afflict 3-5 million
Americans) and Ansaid, which should be approved shortly for arthritis and
could eventually also get approval for treating periodomtal disease.

But though minoxidil is far from being the whole Upjohn atory, one should not 7|
lose aight of this drug's trememdous potentisl. Already approved in about 37
countries, the product will contribute $100-150 million in worldwide sales
this year, There are 55 million bald people In the U.S. and snother 55
million in other developed countries. For every ome million people who use
ninoxidil for one vear, Upjohn's revenues will rise 308 and {ts earnings will
rise 33%,

Three other stacks offer good potential and are rated “attractive”. Squibh
runs on a one-piaton engine, and that plston is called Capoten, a drug for 4
high blood pressure that will join the §1 billion class in 1988. Since the

crash, Squibb has been the worstperforming drug stock; it would likely rebound

strongly if the group comes back into favor. Syntex, a emall company that

recently restructured, produces the world's largest arthritis drug, naproxen,

and clinical trials have just been completed on Ticlid, a drug for stroke

prevention. EI{ Lilly has a tired product line, but the product cycle has

turned upward; Prozac has alresdy been approved for depression snd it

successfully completed limited trials in use to treat obesity, with patients

losing an average of 37 pounds. 4

Prices of companies mentioned:
Lilly (E1i) LLY $79 Merck & Co MRK 157 Syntex Corp SYN $34 1/8
Squibb Corp”SQB $58 1/2 Upjohn Co UPJ $27 1/8 4

“PaineWebber Incorporated and/or Rotan Mosle Inc., an affiliated corporntion i
of PainelWebber Incorporated, has acted in an investment banking capacity for
this company.
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