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Maximizing A Pharmaceutical Merger"”

"Let our competitors merge, we’ll surpass them while they sort through the merger integration.

- William Steere. PfizerCEQ, January 1998

“Our success is that we integrated to create Novartis, people no longer think of Ciba-Geigy and

Sandoz. It is like a marriage where the couple is indivisible and distinct from the partners.

- Dr. Danielle Vasella, Novartis Chairman and CEO

Introduction

The focus of this paper is on the integration phase of a pharmaceutical merger. As per studies by
Galphin and Robinson'; Smith and Quella’; Brunsman, Sanderson of Braxton Associates,
integration is the most critical phase of a merger. Integration involves timing and execution of
major decisions that drive the merger process and thus creates the foundation of the new firm.
Hence the Integration phase can create or destroy the value of the merging firms. Most
pharmaceutical mergers have not succeeded in retaining the value of the predecessor firms (
based on performance against the Pharmaceutical stock index in Appendix 1 or retaining their
pre merger global market share in Exhibit 1) as per the Kostuch, Malchione and Marten of
Boston Consulting Group*. A successful drug merger is defined for the purposes of this paper by

the following suggested criteria

7N

e  The new firm féiid/fnot lose more than 15% of the combined market share of its parents in a

T

e 7T
two year period after the mergex’?is\/c?ompleted (some loss is inevitable due to disposal of non-

core units and dominant product categories to address anti-trust regulators).

e  The firm outperforms the drug stock index in the period two years after merging.

“ Dhananjay “DJ” Phukan prepared this paper under the supervision of Professor Allan Afuah
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¢  The new firm is perceived to be in a stronger position than its predecessor firms were.
*  The new firm realizes the synergies and strategic position envisioned.
Industry evolution in the 1990s

The United States is about 50% of the revenues of the global pharmaceutical market as per
IMS’. The 1990’s led to major changes in the United States healthcare. The drug industry has
changed from a low competition, high profit industry into an industry under severe third party

payor pressure and brutal competition. The changes occurred due to the following factors:

A. Soaring Costs of Drug Development:

Average development costs per drug have increased from about $ 230 million in 1990 to about $
500 million in 1998 due to rising costs of drug research and field trials®. R&D budgets under $ 1
billion are considered inadequate to be competitive™®. It is expected that drug development
costs will continue increasing and force mergers for necessary resources. Resource constraints
were cited as one of the causes of the creation Aventis by the merger of Hoechst Marion
Roussel (HMR) and Rhone-Poulenc Rorer (RPR)**. Major players Glaxo Wellcome (GW) and
Novartis are offspring of the mid 1990s mergers. Dr. Danielle Vasella, CEO of Novartis has
cited the rising cost of development to be a major cause of the Sandoz AG and Ciba Geigy AG
merger that created Novartis. Dr. Vasella expects further mergers™ *”*°. Industry analysts’ and
industry expert Viren Mehta® and consultants A.T. Kearney'” also expect the merger trend to

continue as drug patents expire, R&D costs increase and markets demand greater resources.

B. Growth of Managed care

Managed care organizations (MCOs) like health maintenance organizations (HMOs) and
preferred provider organizations (PPOs) now cover 80% of all insured Americans up from only
28% in 1990"". Cost control and disease management are now crucial. Drug makers must get
their products on the approved formulary list of the MCO. A physician is reluctant to write a
prescription for an unlisted drug for a patient as the drug is either not covered by the MCO plan
benefit or has a very high deductible®. Patients also want their prescription listed and covered.
An unlisted drug effectively gets shut out from an MCO’s membership. The drug firms must
give volume discounts to the MCO and market the drug (on economic and efficacy outcomes) to

get on the approved formulary list of the MCO?®.
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C. Healthcare reform and Payor pressure

Rising healthcare costs led to to healthcare reform attempts. The best known was the
unsuccessful attempt in 1992 by Hillary Clinton’s panel. Under this model, the US government
would be the single payer for all healthcare funded by payroll taxes. There was concern that the
US government would regulate drug prices like much of the rest of the world. The Clinton plan
failed due to its complexity and the objections of special interest groups. Other reforms include
Medical Savings accounts and portable healthcare insurance. Industrial organizations like
AT&T, GE (which have thousands of employees covered and are a major market for the drugs)
have demanded and have obtained large discounts from drugmakers for allowing certain drugs to
be covered by their healthcare plan '*. Hence there is severe third party payor pressure on the

drug industry.
D. Food & Drug Administration (FDA) approval of drugs

Groups ranging from AIDS activists to the United States Congress have put pressure on the FDA
to speedily approve drugs for life threatening conditions like AIDS, High Blood Pressure,
Cancer etc. Hence, the time taken by the FDA to review and approve drugs has gone down from
around 12-18 months in early 1990 to about 9-12 months in 1998%. The FDA has also allowed
fast track or expedited review (about six months) for a breakthrough drug. Breakthrough drugs
are those with significant therapeutic benefits, efficacy or safety over existing drugs. Expedited
review drugs include Warner-Lambert’s Rezulin diabetes drug ***>*. A major drug company
has to have a good relationship with the FDA and understand the drug approval process. FDA
approval has thus effectively created a major entry barrier for the United States drug market.
Major non-US drug firms like GW have either developed this capability or have tied up with a
US company (like Japan’s Sankyo which tied up with Warner-Lambert to market Rezulin® in
the United States). Other firms like Sweden’s Pharmacia AB and Astra AB have merged or

established a joint ventures (with US firms) respectively to gain this capability®.
E. Drug Controversy

The FDA’s expedited review has also caused concern about the safety of tﬁe newly approved
drugs in the United States. Posicor, a blood pressure medication, (made By Roche) and
painkiller Duract, diet pills Phen-Phen and Redux (all made by Wyeth Ayerst, a unit of
American Home Products (AHP)) were withdrawn shortly after their launch due to patient
deaths and serious side effects®. Drugs like Viagra and Rezulin had their FDA labels changed for

safety after some patient deaths. There is concern that the FDA, acting under pressure to approve
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drugs quickly, may have missed side effect hazards in drug trial safety data. Physicians are very
concerned about a new drug’s safety. They have to be effectively persuaded to prescribe a new
drug. Thus strong marketing, a solid reputation and a good salesforce are increasingly critical to

promoting and selling a drug.
F. Direct to consumer marketing

A major event is the advent of Direct to Consumer (DTC) marketing. It is now possible to
generate prescription demand for a drug by advertising and other methods more common in
consumer products marketing. Schering-Plough (SGP) made Claritin the largest anti-allergy
prescription medication despite a product that was widely considered inferior to Hoechst Marion
Rousell’s (HMR) Allegra due to effective DTC marketing '®”’. As per industry analyst Viren
Shah’ all drug firms are rapidly creating DTC capabilities. Industry DTC advertising expense
has gone from under $100 million in 1995 to over $ 1 billion in 1998 %°.

Present Industry Mergers

These industry dynamics have culminated in consolidation in the drug industry. In the last
month of 1998, two mega-mergers have been announced. The first is the $ 30 billion creation of
Aventis from the merger of RPR and HMR, both firms borne from previous mergers. The
second is the $ 35 billion merger by Sweden’s Astra and Britain’s Zeneca creating AstraZeneca.
These new merged firms will rank first and third respectively in the 1998 global rankings by

pharmaceutical sales *>*"***,

Aborted Mergers

Three major drug mergers fell apart in 1998. The first was between SmithKline Beecham (SB)
(a firm whose successful merger is researched in this paper) and AHP, a veteran of many
mergers. This merger collapsed when GW (borne of the merger of Glaxo and Wellcome)
offered a counter merger proposal to SB. SB terminated its merger with AHP and agreed to
merge with GW ****. The GW-SB merger collapsed later on power sharing disagreements
between GW and SB executives. AHP and Monsanto then attempted a merger that fell apart in

late October on similar issues of executive power sharing®. These events suggest the following:
e The drug industry will see more mergers in the next two years

e  There are many merger hazards. Most merged firms (See Exhibit 1) lost market share to

firms like Merck, Pfizer and Johnson & Johnson, that have eschewed mergers.
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*  Most mergers have not achieved their objectives. Hence, the merged firm has to go down

the merger road again. This is evident from the repeated mergers by RPR and HMR™* .

¢ A well-executed merger dramatically alters the competitive landscape. It can create an
industry leader like Novartis. The merger of Sandoz and Ciba-Geigy, created the leader in
Lifesciences. Novartis is admired for its product, managerial, scientific, financial and other
competitive strengths. These findings on Novartis are confirmed by a survey by Price

Waterhouse Coopers on the most admired European firms™.

The writer reviewed numerous articles that led to the of creation of Novartis and SB. These are
considered successful mergers on the basis of the defined criteria. The Pharmacia & Upjohn
(P&U) merger was reviewed to understand the mistakes of a merger’23 . In addition articles on

merger integration were also reviewed to provide a framework.

SB is considered a successful merger as a new firm distinct from its parents has been created.
There was low loss of market share (see Exhibit 1) and synergies of over $ 1 billion were
realized over three years. SB is considered stronger today than its parents were in the pre-
merger period *’. Without the merger, both of SB’s predecessors, SmithKline Beckman Corp.

and Beecham PLC would have been vulnerable to a hostile take over.

Novartis is considered among the most successful pharmaceutical mergers even though it is still
underway. It has achieved its targeted strategic positioning and short-term goals. In 1997, its
first year, Novartis’ revenue and profits were up 10% and 25% respectively. Its management,
financial, scientific and other strengths are widely admired in the pharmaceutical and life science
industry’'. If imitation is the most sincere form of flattery then Novartis is considered successful
and a benchmark by competitors. Aventis has laid out financial and strategic targets similar to

the ones that Novartis has achieved®.












































































