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Investment Highlights:

Investors still have vivid memories of declining prices and sub market
multiples for drug stocks duxing the period of time in which President
Clinton attempted to xeform the entire U.S. healthcare system in the early
1990°s. Therefore, the recent groundswell of legislative proposals aimed a:
providing improved pricing or a prescription drng benefit for Medicare
beneficiaries has been met with some level of concern. The purpose of this
report is to explore the potential impact that possible Medicare reform
proposals might have. Our primary conclusions are:

1)

(2)

(3)

@

3

We may not have resolution of this issne soon. President Clinton is
set to unveil his proposal in the next few weeks. With elections
coming up next year, Democrats may not want to resolve this issue
before the onset of election campaigns. Therefore we may not see
any laws passed until the elections are gver.

We are not talking about reforming the entire healthcare system, :
was proposed in 1992. The proposed reforms (Clinton’s and others
are aimed at a subset of the population, namely the 39 million
Americans that are eligible for Medicare coverage. Roughly 2/3 of
the 39 million already have drug coverage of some sort. Therefore,
we expect any legislation passed to be less onerous to the drug
industry than what was proposed in 1992.

Yolume increases could overwhelm negative pricing impact. Itis
important to remember that 2 reduction in prescription drug price
both with or without associated prescription benefit coverage, is
likely to be associated with price elasticity and increased utilizatior
(especially for Medicare recipients that currently have no drug
coverage).

On a worst case basis we believe the top-line impact could be
negative 6% if all Medicare recipients had access to drugs at a 409
discount to the manufacturer’s price. On & best case scenario the
sales impact could be slightly positive.

Some companies are better positioned than others to weather this
storm. In particular, Pharmacia & Upjohn (PNU;$55 9/16;B-3-2-%
has a very low level of domestic business exposure (26%) when
compared to other U.S. major capitalization pharmaceutical
companies. LLY (LLY;$67 1/16;A-2-2-7) has the highest domestic
business exposure (60%).
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Medicare — The Facts

The Medicare cligible include the elderly (65 and over), the disabled, and those
with end-stage renal disease and comprise roughly 39 million individuals in the
U.5. Not surprisingly, because the Medicare population is generally older and
sicker than the rest of the population, the drug utilization of this group is multipl:
higher than broader averages. According to the Health Care Financing
Administration (HCFA), elderly persons represent 12.4% of the population but
account for a third of drug expenditures. Also, given the political clout this prou;
it is closcly monitored by the politicians as well a5 the media.

While the Medicare program covers certain hospital and outpatient services, it
does not include an outpatient drug benefit. With the tcchnological revolution tt
is taking place in the development of safe and effective drug therapies, the absen
of an outpatient prescription drug benefit is becoming & hindrance to providing
comprehenstve, effective treatment to certain componeats of this population.

According to the National Academy of Social Insurance, approximately two-thir
of the Medicarc population have some form of prescription drug benefic The
remaining one-third or so have no outpatient drug coverage, presumably because
they are unwilling or unable to purchase insurance or additional coverage. Burea
of the Census data indicate that in 1995, 10% of Medicare recipients were poor
(annual income<$7,309 for a single person or <$9,212 for a couple) and 7% wer
near-poor {<$9,316 and <$14,618, respectively).

Medicare Recipients’ Drug Coverage

% of Supplementaly % of all Medic:

% Of Beneficiarics  insured patients Benehciari

with Supplemental  receivingadrug  receiving z dr

Insurance benefit bent

Employer Spoasored 33% 86% 2
Medicaid 12 90
Medicare Risk HMO I 95
individually Purchased (Medigap) 29 29
Al Other 3 89
Swilched Coverage During the Year 8 BO
No Supplemental Insurance 8 0

Total 100 N/A &

Sowrce: National Academy of Social insurance, “A Medicare Prescriplion Onug Benefit,” Michael F. Gluck,

Price Impact

We have looked at a few different scenarios including what we believe to be a

worst case impact on pricing for Medicare reforms. The three scenarios we
outline are:

¢  Price reductions for all Medicarc beneficiaries to Federal Supply
Schedule (FSS) levels (Scenario #1). In this scenario we assume that
Medicare recipients get a 40% discount from the manufacturers price
(approximately the same price that the Veterans Association would pay).
Therefore, Medicare beneficiaries without coverage would see a 40%
reduction in price. The two-thirds that have coverage would see a 25%
reduction, assuming that their coverage is providing them with a 15%
discount currently. We would view this as the worst case scenario.

*  Price reductions for Medicare beneficiaries without coverage to FSS
levels (Scenario #2). In this scenario we assume that 40% price cuts would
be provided for the 173 of the Medicare population that currently does not
have coverage. We would assume that this would be according to some
income or other criteria that would not result in switching for those patients
that are currently receiving coverage.
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e  Price reductions for Medicare beneficaries equivalent to that seen by

large eustomers (Scenario #3). This scenario assumes that Medicare
beneficiaries not currently receiving coverage would receive coverage from
private providers and therefore see price reductions for the drugs they receive
equivalent to what lacge pharmaceutical customers are secing today. We
estimate that large customer discounts run in the range of 15-20%.

Potential Pharma Sales Impact of a Medicare Drug Benefit
Scenario #1 Scenario £2 Scenario #

Company Pharmaceutical Sales 100% 100% 100°
U.S. Component of Total Sales 60% 0% 60°
% Exposed lo Medicare 3% 3% kY
Sales Reduction due to Price Reduction for 1/3 2.64% (40% -2.64% (40% 0.99% (15°
Not Receiving Prescription Deug Coverage Reduction) Reduction) Reductior
Sales Reduction due to Price Reduction for 2/3 -3.27% (25% 0.00% (No benefit 0.00% (No benel
with Prescription drug Coverage reduction beyond provided) provider
) exell
15%

Estimated Effect on Total Sales -5.50% -2.64% 0.8
Source; Memilf Lynch

As can be seen from the table above we estimate that the worst impact to an
average company would be a negative 5.9% to the top-line. More reasonable
scenarios cavse a nepative impact of 1-3%. It is important to note, however,
that these only consider the negative impact of price and do not consider tha
volumes are more than likely to go up.

Volumes Go Up with Benefits

it is our belief that when you either cut drug prices, provide a prescription
benefit, or both, thea volumes will go up with increased drug utilization. Th:
could potentially make what is perceived 1o be a negative situation a positive or
less negative one. In a paper catitiled “Inadequate Prescription-Drug Coverage fi
Medicare Enrollees —a Call to Action™ published March 4™, 1999 in the New
England Journal of Medicine the anthors (Stephen B. Soumersi and Deniss Ross-
Degnan) sight some interesting figures with regard to annuval drug expenditores
per individual as a function of whether or not a Medicare beneficiary lacks or has
supplemental health care insurance. The following table summarizes the figures
annual prescription drug spend per enrollee presented in that work.

Effect of Coverage Type on Drug Expenditures

Medicare Fee-for- Medicare plus Medicare pl

service Coverage individually employ!

Medicare Beneficiary Health Status only purchased plan sponsored plz
Excefient $169 $243 $2
% Change 4% %
Fair 474 688 T
% Change 45% B4
Poor Heakh 529 787 10
% Change 49% 35

Source: “Inadequate Prescriplion-Drug Coverage for Medicare Encoliees — A Call 1o Actlon.” New Englond Jounal of
Medxcine, March 4, 1999 p722.121.

What is noticeable is that as the level of drig expendituses increases with
increasing coverage, While the supplemental coverage may not in all instances
provide for a preseription drug benefit, those that do are likely to be providing the
drugs upder that coverage at lower prices than that obtained by fee-for-service
only beneficiaries who are paying list price. This would suggest that the
underlying volume and utilization increases dramatically when coverage is
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provided. Furthermore, the authors of the paper (cited above) point out that for
low-income bencficiarics, annval drug expenditures increase as their coverage is
supplemented.

Below is a table illustrating the components of U.S. pharmaceutical sales growth
from 1987 through 1998. What is most interesting is the increasing velume
component of sales growth during a period in which an increasing percentage of
the population entered managed care. In that setting, drug prices are lower and the
recipient js likely to have a benefit involving a small co-pay. In 1990, 26.1% of
retail prescriptions were paid for by private managed care and 63.1% were paid
for with cash, versus 64.9% and 24.7%, respectively in 1998.

Components of ULS, Pharmaceutical Sales Growth

Year Price Volume
1967 6.6% 8.9%
1988 8.5 340
1589 i8 65
1930 84 6.1
1991 1.2 6.7
1592 59 a0
1993 36 6
1994 1.8 4.8
1995 19 18
1996 1.6 ' 101
1997 25 109
1998 3.2 12.7
Saurce: IMS

All of this points to the potential for volumes to increase if a prescription drug
benefit is provided.

Medicare Reform May Not Be a Negative

The following scenarios are similar 1o those in the previous gection. The major
difference is that we have introduced volueme increases into the equation since
increasing coverage and/or lower prices lead 10 an increase in pharmaceutical
utilization.

*  Price reductions for all Medicare beneficiaries to FSS levels (Scenario #4).
In this scenario we assume that Medicare recipients get s 40% discouat from
the manufacturers price. Therefore Medicare beneficiaries without coverage
would see & 40% reduction in price, The two-thirds that have coverage woul
see a 25% reduction, assuming that their coverage is providing them with a
15% discount currently. For the one-third without coverage, we have
assumed a 45% increase in volume. We estimated that the two-thirds with
coverage would sec a2 10% increase ip volurne s a result of the lower price.

*  Price reductions for Medicare beneficiaries without coverage to FSS
levels (Scenario #5). In this scenario we assume that 40% price cuts would
be provided for the 1/3 of the Medicare population that currently does not
have coverage. Again, we estimated a 45% volume increase for these
beneficiaries. We would assume that this would be according 1o some incomr
or other criteria that would ot result in switching for those paticnts that are
currently receiving coverage. We wounld expect no volume or price impact in
the two-thirds with coverage.

*  Price reductions for Medicare beneficiaries equivalent to that seen by
large customers (Scenarjo #6). This scenario assumes that Medicare
beneficiaries not currently receiving coverage would receive coverage from
private providers and therefore see price reductions for the drugs they receive
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equivalent 1o what Jarge pharmaceutical customers are seeing today. We
cstimate that large customer discounts run in the range of 15-20%. We
assumed that volume would increase by 45% in the one-third of the
population without coverage. We would expect no volume or price impact |
the two-thirds with coverage.

Potential Pharma Sales lmpact of a Medicare Drug Benefit

Scenario #4 Scenaric #5 Scenario i
Company Pharmaceutical Sales 100% 100% 100
U.5. Component of Total Sales 0% 0% 60
% Exposed lo Medicare 19.8% 19.8% 19.8
Price and Volume Change for 3 Not  5.68% (40% Price  5.68% (40% Price  8.05% (15% P
Receiving Prescription Drug Coverage Discount+45% Discount«A5% Discount+45
volume ncrease)  Volume Increase)  Volume increas
Price and Volume Change for 2/3 with 10.78% (25% 13.07% (No discount 13.07% (No disco
Prescription drug Coverage dw or volume change}  or volume chang
assu

15% discount+10%

volume increase)
Estimated Effect on Total Sales 321% J195% +1.32

Source: Meril Lynch

Compared to the scenarios earlier in the report that did not consider the impact o
volume changes, the above scenarios highlight the fact that increased utilization
that should result from decrecased prices can make the impact on sales less
negative, or perhaps even positive.

Different Degrees of Exposure

Because a drug benefit for the Medicare population involves only pharmaccutica
sales jn the U.S., we have provided the U.S. pharmaceutical sales for the
companics in our universe in the table below, The higher the percentage of total
company sales represented by U.S. pharmaceutical sales, the higher the exposurc
10 a drug benefit for the Medicare population. We should point out that these
percentages alone do not predict truc exposure 10 Medicare reform. If a compan
has a high perccntage of U.S. pharmaceutical sales but its main products arc not
heavily used by patients over 65 years of age, that company’s actual exposure m
be relatively low. The converse may also be true for some companies.

Company Exposure to a Medicare Drug Beneft
1938 U.S. Pharma Sales as a % pf Total Company Sales |

Company % of Pharma Sales
Amesican Home Producls IT%161%
Bristo-Myers Squibb 38% 162%
EF Litly 60% 1 64%
Mesck 31%/95%
Phzer 55% / 61%
Pharmacia & Upjohn 26% 1 31%
Schering-Plough 52% 163%
Wamer-Lambert 37% 1679

Sowce: Merill Lynch
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Other Risks and Benefits

It must be realized that the analysis we have done is rather simplified, as we do n
know the final form of Medicare reform that will be made into Jaw. It is importa
to highlight other factors that may prove to be additional risks or benefits,
including:

» Potcntial phase-in of reforms. Govemmental programs arc often phased ir
over time and are not implemented in one dramatic step. We could sec a
gradual increase in price discounts, Our scenarios have assnmed a sudden
one-time change in order to gauge the overall impact,

+  Prescription drug benelits may exceed budgets. If the reforms include a
prescription drug benefit and the financing for these benefits is not rock soli
or well defined, there is a risk that a rise in drug utilization leads to drug
coverage expenditures exceeding budgets. This could lead to further price
reductions or additional regulation. This underscores the imporiance of the
funding mcchanisms for the various proposals being made.

* Margin impact may be greater than top-line impact. Given the high pric
paid by Medicare recipicnts that currently pay out of pocket, this segrment
may be very (if not the most) profitable segment. This may amplify negativ.
price cffects, Gross marglns, however, for a given product may improve wit
increasing volumes.

The Key Proposals

Some of the following proposals have been summarized from BNA's Healrh Cay
Daily Report.

Breaux/Thomas

The National Bipartisan Commission on the Future of Medicare, chaired by Sen,
John Breaux (D-La.) and Rep. Bill Thomas (R-Calif.), failed in late March 1o

achieve a supermajority of 11 votes needed to send reform recommendations to
the president and Congress.

Under the premium support system proposed by the commission co-chairmen,
Sen. John Breaux (D-La.) and Rep. Bill Thomas (R-Calif.), Medicare beneficiari
waould select comprehensive health care coverage from either the government-ru
fee-for-service program or from a variety of private health plans, and would
receive a federal contribution toward their premiums. The system seeks to blend
government protections and market-based competition. The proposal would
establish full coverage of outpatient prescription drugs to beneficiaries under 135
pereent of the poverty level, which could total some 6 million recipients,
according to Breaux. It would require that the government-run fee-for-service pk
and all Medigap plans, which supplement Medicare, offcr a "high option” plan
that would provide prescription drug coverage.

The key points of disagreement of this plan seem w0 be where the poverty line shou
be drawn as well as how much, if any, of the program would be subsidized by the
federal government. Apparently, time limitations prevented the committee from
coming up with much detail for an actual drug benefit and how it might be funded.

Kennedy

The Access to Rx Medications in Medicare Act of 1999, proposed on Aprit 20,
1999 by Sen. Edward M. Kennedy (D-Mass.) and others, proposes a program tha
would cover 80 percent of all costs for seniors with more than $200 in annual
spending on prescription drugs. Bencficiaries also would be subject to a 20 perce
coinsurance payment under the bill. Funding could come from increasing the
federal tobacco tax, using part of the projected federal budget surplus, or through
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savings generated from less frequent hospitalizations that would occur if
prescription drugs were more widely available,

Under the bill, Medicare would contract with companies offering prescription
drugs through a competitive bidding process. The contracting entities could
include pharmaccutical benefit management companies, health insurers, or
nelworks of wholesale and retail pharmacies. The companies would be reimburs
on a regional or national basls and would be reimbursed based on the number of
seniors enrolied. Current Medicarc+Choice plans would continue providing druy
caverage, and would have their Medicare payments adjusted to account for any
additional costs associated with the bill. All 10 types of Medigap plans also wou
be required to provide drug coverage that exceeds that offered under the bil}
(currently, just three types of Medigap plans offer coverage).

Providers would be required to offer an adequate drug formulary and to provide st
services as an appeals process, online drug utilization review, and 24-hour
counseling for seniors. The bill also would attempt to increase the number of
cmployers offering prescription drug coverage as part of their health care benefits
package by providing a captitated payment geared to the number of retirees with
drug coverage. The benefit would be offered under Part B of the Medicare prograr

The key shortfall of the Kennedy proposal relates to how the program would be
fonded. In addition, the pharmaceutical industry would eertainly point out that tt
bill relies on the federal government to conwol prices, access to care, scope of
benefits, and quality of care.

Allen

Tom Allen (D-Maine) introduced Scpl 25, 1998 legislation called the Prescripti
Drug Faimess for Seniors Act of 1998 (H.R. 4627) that would allow scnior
citizens who are Medicare beneficiaries to purchase preseription drugs from
participating pharmacies at substantially reduced prices. That would be achievec
by allowing pharmacies that serve Medicare beneficiaries to purchase prescriptic
drugs at thc low prices available 1o federal agencies under the Federal Supply
Schedule, which could reduce prices for senjors by 40 percent.

The limitations of this plan stern from the fact that while the Act would make
medicines cheaper, it would not necessarily improve access to drugs for the
uncovered Medicare population. Pharmacies would benefit from the system, bu:
the pharmaceutical Jobby would obviously object to the Act on the grounds that
price controls would stymie innovation.

Clinton

President Clinton is expected to outline his proposal for a drug benefit shortly.
Details of his plan have been sparse thus far, but some general comments have
been made by his administration. A universal preseription drug benefit available
under President Clinton's Medicare reform proposal would likely cost more than
$25 a month for beneficiaries but would be below current roarket prices of aroun
$90 2 month for plans available on the market currently., The current Medicare
premium is $45.50 per month but does nol include drug coverage. An
administration official indicated on June 7" that the president's prescription drug
proposal would keep drug prices under control by hiring companies to be
pharmacy benefit managers 1o buy drugs at discount and by guarding against
unwarranted consumption of prescription drugs. The administration will seek to
argue that its prescription drug benefit will save Medicare moncy because
increascd accessibifity of medications would have the effect of keeping paticnts
out of doctors’ offices and hosphals,
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The plan is expected to require health maintenance organizations to bid against
one another far the ability to sign up Medicare beneficiaries, Federal officials
would be able to seek the best prices for goods and services from suppliers to the
Medicare program. Companies whose retirees are eligible for drug benefits woul
be able to allow them to pay for drug benefits under Medicare.

Many questions remain about the details of the plan and how the benefit wonld b
funded. Part of the funding would presumably be provided by the cost savings
that drugs provide by lowering the need for expensive health care services, In our
opinion, this concept would be a hard sel! for President Clinton, &8s managed care
companies are struggling to keep costs tnder control despite the bencfits that
prescription drugs might offer. In fact, these same organizations have in some pa
blamed the rapid growth of their drug bill for thelr financial woes. Regardless of
what the feasibility. and popularity of Clinton’s plan will be, we believe that the
Democratic party will elect to save Medicare reform as it applies to a drug benefi
as a major platform for the next presidential election. Therefore, we would not
expect Clinton's plan to become reality in the next year.
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