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LETTER OF TRANSMITTAL

; May 8, 1961,
Hon. James O. EasTnAnD, '
Chairman, Committee on the Judiciary,
U.8. Senate, Washington, D.C. ,

Dear SenaTor Eastranp: I am trapsmitting herewith for the infor-
mation of members of the Comunittee on the Judiciary a report of the
Antitrust and Monopoly Subcommittee entitled “A Study of Adminis-
tered Prices in the Drug Industry,” together with the views of Sena-
tors Dirksen, Hruska, and Wiley.

The inquiry of the subcommittee into administered pricing into
specific areas has now embraced four major industries: steel, auto-

‘mobiles, bread, and now drugs. The selection of the drug manufac-

turing industry was made because of the great importance of the cost
of drug products to most Americans, particularly to our older citizens.
The study of administered pricing is continuing.

I want to acknowledge with appreciation the efforts of Paul Rand
Dixon, formerly counsel and staff director, and Dr. John M. Blair,
chief economiss, both in the work of the hearings on which this report
is based and in.the assistance they rendered the committee in the
preparation of this report. -

Special acknowledgment should be made to Drs. Ei. Wayles Browne,
Jr., Walter Measday, and Irene Till for their contributions, and to.
Mrs. Lucile B, Wendt for her technical assistance.

Sincerely, ' '
: . Esres KErauvER.
m
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Mr, Kerauves, Committee udiciary, subinitted

Wxth thls study of ethieal escnptlon g rugs -the Subcom-=
Imttee on Antitrust: ‘and Mono oly ﬁas now-issued-its: fourth Teport on
administered ‘Prices’in specific’” ‘industries. “Sinde ‘the:inquiry -into
administered prices was' latinched on July+9,:1957; the subeommittes;
ih ‘additior ‘to issuing thége: reports Has: pubhshed 26 ‘yolumes 'of hear-
ings, tiumbering 16,505 pigés.” Theds hearings-have been: concerned
with' definitions “snd’ “¢oncepts; dlternative: publie: :policies; ispecifie
Iegislation designed to theet the problem and the nature axd belawor
of administered prices'and related factors in four: m'lportant industries:

-~ The first industry exatniiied; steél, represents ‘the Nation's'basie raw
ma.terlal'aii‘d haglong beéen referred toasthebellwether of the: -SCONOMY.
This-wag followed by an’ inquiry inte ‘autoniobileswhich is:not.only:the
Nationi’s larges mdustry‘- 't oniethat exercises: ;pivotal influence
upon‘the raté of activity in the economy:generally:’ Bread,!the “staff
of life;”’ is among’ the Nition's half dozen most 1mp0rta,n‘b industries
andin addltmn'presents the itteresting case example of a field in which
there is no’ technologmal basiswhatever forithe’ concentration. of sales
in- the"h&nds of 4 féw large“cotmpgnies but which:is'tionetheless: in-a
process of chignge from a-market-détermined to an: ‘adiministered-price
status:’ The’ Jmportance of drugs lies ‘not so much in‘the-overallisize
of 1 E‘busslrxes‘s. (which, however, withanrualésales of  $2:5 :billion is
hardly negligible) but 'more in its crucial telationship to-health nd
mdeed life itself. . :

<Al of these mdustnes sha.ra certa.m cha.ra.ctens tios - W mh

a,vs



ADI\HNISTERED PRICES—-DRUGS

form to the cntema, of such’ 1ndustrles as set forth by Gardiner C,
Means, the origingtor of the term, in that their prices are “sot by
administrative action and held constant for & eriod of time.” ! As
the subcommittee stated in its first report on this subject:

Prices ‘which - are . “‘administratively - set,” . “administra~
tively maintained” ‘and ate ‘insensitive to- changes in their
market, e.g., they are maintained when dema.nd falls off
through a curtailment - in-output, are the ‘“administered
prices” with which most of the hlstorlca,] literature on the
subject is concerned; thesé are the prices with the potential
for inducing economic distress; and these are the prices
whmh are of concern fo this suboomzmttee in its inquiry mto
“‘administered prices,” ?

PI‘ICBS in all of the four ﬁelds exa,mmed by the subcomm1ttee—-—-tha
basic materials industry, the consumer durable goods industry, and
the two consumer nondurable goods industries—are ‘“set by ad-
mlmstmtwe action,” and *held:constant for a period of time” and
are “maintained when demand falls off through a curtailment of out-
put.” In addition they sharé other‘comimon characteristics, such as
price identity among the leading producers despite differences in
costs and profits, prics leadership! and price followership, relatively
high profit rates as compared to mdustry genera,lly, re a,tlvely low
“breakeven points,” ete. .» .-

Moreover, in each there renaing unsolved the problem of how to
effect an equltable distribution -of - Froduetlwty gains made possible
by scientific progress. - Labor lays claim to these gains on the grounds
that it is labor which s displaced ;by technological progress. . Man-
agerrient bases its claims on-the grounds that the mstal ation of new
and. ‘better machinery and equipment requires greater: proﬁts ~But
the consumer:has a c}alm 100, on the grounds that there 18 no purpose
to:scientific.progress: in mdustry unless it ultimately results. 1 in lower
prices -or; better products.. In the past there has been .no. pressing
neéd to be:concerned with this- roblem.. . Under the theory of corm-
petition, on which our public PO 1cy toward industry has been based,
the problem. su:nply does not arise. . It is.assumed that as.soon as any
firm- in & competitive industry makes an.-improvement which reduces
its coste, it will make & correspondlng Teduction.in price,. The other
firms will either have to.make the.improvement themselves :or, lose
their ‘buginess to-the innovator. ' Iniany. evént the pioneering com-
pany gains the reward. of increased. business at least for a time,. while
the consumer receives .the benefit:-of the innovation in the form of &
lower price.. - But all this presumes, the.existence of price competition,
‘Where-prices are administered and’ where there is no price. competi-
tion, thetheory. is not applicable. .. The; question. of how: to bring
about ‘ah ‘equitable distributionof the fruits of scientific ] progress in
such industries-is thus essentially a new problem for whlch there is

- no existing public pollcv

- But:-while .sharing these and. similar characterlstlcs Wlth other
admmmtered-pnce industries,. the . ethical  (or prescrlptlon”) drug
industry has a number of features which tend to make it unique.

1 74ti1 Cong,, 1st sess., 8, Doc. 13, “Industrlal Prices and Their Relative Inflexibility,” Jan, 17, 1035,

p. 1
3 B5th Cong., 2d sess., ** Adminlstered Prices: Steel,” Report of the Subcommiites on Antitrust and
Monopoly to the Senate Judiclary Committ.aa, 8. Rept, 1387, 1068, p. 8



For one thing there is its crmca.l bea.rmg on pubhc health and Welfare
Tt is somewbat illogical to presume that drug makers should be pri-
marily concerned with the matter of consumer comfort and pleasure;
to 8 degree not approuached by - any other industry they deal quite
literally in matters.of life and death. It is this. underlying considera~
tion which is responsible for the fact that most pations (inéluding the

majority of the highly developed nations) have tradltlonaily followed -

a policy. of refusing to grant product patents on’ pharmaceutica}s
It is this same consideration which is responsible for the existence of
price control on drugs in countries Wh.lch do not 1mpose such controls
on the general run of products. "

A second unique characteristic is the d1ﬁ"erence between buyer ‘and
orderer; in the words of Chairman Kefauver;, “He who orders does
not buy, and he who buys does not order.” Or, a8 one witness ob-~
served before the subcomm:t.t.ee the physician acts as “purchasing
agent” for the consumer: Rega.rdless of how well intentioned the
p ysician may be, another party can never be’ ‘expected to be as in-
terested in price as the individual who has to spend his own money.

Once the phgrsmla.n his Wntten his preseription (usually in terms of a -

brand name), the consumer is hmited to the product prescribed under
that. brand name; he cannot “shop around” for the same product
under g different (or no} brand name at & lower price. Hence in
ethical drugs the ability of the ordinary consumer to protect himself
against the monopoly element inherent in trademarks by being able
to choose Irom & number of competing brands is nonexistent, The
consumer is “‘captive” to a degree not present in any other industry.

The drug industry is also unusua.l in the extent to which tae demand
for its products is inelastic, i.e,, " unresponsive to changes in price.
While there are ‘undoubtedly some consumers who simply cannot
pav the prices charged and must of necessity go withcut needed
medication, they appear to eonstitute’a small minority. * Lower prices
of drugs would enable consumers to expand their purchases of other
products, but insofar as the drug industry ‘alone is concerned, it
appears to be relatively unresponsive to price reductions. This was
emphasized by industry spokesmen during the hea.rmgs Mr. Francls
. .Brown, presldent of Schering Corp testified:

 Unlike -consumer: marketmg, Schermg cannot expand 1ts;

' markets by lowering prices, .-Cortisone. proved, this.. After . .
. all;. we-cannot put-two bottles. of Scherin medicine.in-every.:

- - medicine chest. where: only..one is needeg or.two. peeple in . .

- BVELY: hospltal bed: where - only - one- is; sick: .- Marketing .. .

=+ medicine. 18 -a. fa,r cry from marketlng soft dnnks or: aut.o-f

 mobiles® .o . -

The fact that demand is melastw means tha.t one of the checks
which mlght serve as a 0531ble constramt. upon corperate price
policids is absenit in’ ethlca,ll, ‘drugs: * When demand ‘is' elastic, prices
may become so high as to resuﬁ in a significant reduction in sales
volume. - Although other factors such as the-importation of foreign
cars were at work, the operation of this check undoubtedly had some
influence on the automobile industry’s. recent shift of paliey in the
dln::l(:tlmn of product. smtphﬁcatmn and the oﬁermg of’ ]ower prme
models : N

... ¥ Hearings, on Administerpd Prleas in the Drug Xndustry betore ﬂm A.nt!tmst anid Mcnopoly Suhaom*
mittee; B3th Coig., pt. 14; b, 7854




.. These unique characteristicy of ethical drugs, plus.one cther festure,
make it both possible and reasonable to”eonsider remedial legislation
pertaining to this industry alone, without waiting’ upon the devising
of a satisfactory ‘solution to the problem "of administered pricés in
industry generally. That additional factor is. the extremely. small
size of plant required for economical produetion.” In industries with
a small numbper of very large plants theré are reasonable grounds for
questioning whether: any_ meagites (assuming® the existing fech-
nology) ean be successful in infusing therein a satisfactory degrée of
price ccmpetition. This obstacle 18~ conspicuotsly not a problem
in, the ethical drug industry. .. .. .00 L
.. Granted ‘the "appropriateness’ of considering legislation relating
specifically to, the Er-ug industry, thére still remains the question, of
its undezlying need. The case that measures are needed to stimulate
price competition in this field rests primarily upon the assumption
that drug prices are unreagonable. ' This question is examined in
part I of the report, which appraises prices sgainst three standards—
direct ‘costs; prices in foreign markets, and profits.” The extraor-
dinary. margins and.profits, as shown in part I, are made possible
by a tight control of the market, which is the subject of part II.
‘Where the control is not effective, Vigorous price competition tends
to prevail, resulting in the type ‘of price behayvior usually associated
with competitive industries.. The control of the ‘market in turn
stems principally from three sources of what in economic literature
ig referred to as “‘monopoly power.” = These¢ are the monopoly grang
inherent in patents, the exceptionally large expenditures by the major
companies on advertising and sales promotion, and the suecess of
the large companies in persuading physicians to write their prescrip-
tions in ferms of trade names rather than géneric names. Any
effort to bring price competition into the ethical drug industry must
come to grips with these three sources of monopoly power, which
are the subjects, respectively, of parts TII, IV, and V of this report.

Reference has already been made to one of the possible constraints
upon the prieing policies of corporate management; this is the nature
of ‘demand which for ethical drugs is inelastic with respect to price
and therefore cannot be expected to operdte in any significant degree
to protect:the public interest. .Asecond- possible ‘constraint is of

course‘the existence of price competition; : giumwul 0f oy

In competitive ‘industries' what woiuld generally be accepted as a
reasongblerprofit-rate ‘and :a reasonable: relationship betweéen: costs
and pricas is brought about automatically by-thé very force of com-
petition itself: - High profit margins in-a given:competitive industry
may be enjoyed temporarily, but since they serve as a lure to attract
new resources and new firms. which:enter the industry.and compete
-on.a price basis, excessive prices are soon driven down. . Unfortunately,
this possible restraint on price has been conspicuous by its absence
in the ethical drug industry. R P OO
.. Aside from direct governmental econtrols, the final possible.con-

straint would be what Prof. Adolf A. Berle has teferred to as the
“public consensus,’” a term which he uses to describe a set of ideas
which he feels are generally held in our society and by. the managers
themselves to the effect that certain usés of economic power are
improper. If, for example, the public believes that unjustifiably high
prices ars ‘wrong, the ‘“‘corporate conscience’ possessed by mianage~



ments of firms in.a. conc@ntra,ted mdustry would presumably restrain
them from usmg their econdmic’ 0 establish unrea,sor.ably hlgh

! st sanctmn enforcmg nnta.tmns [on the use of eco-'
“nomie’ power] imposed by ‘the!publie: consensus-is: &' lively: - .=
appreclat;mn of that consensusib; _..:corporate managements St
This is the reality of the “corporate conscience.” Violation
leads to loss of:prestige, public standing;:and:popular esteem
for the men in the organization itself as loyalty to it is under-
Comined: Depnvatmn of “prestige.is-one of the'very ancient
~‘methods by’ ‘which a soclety' nforeés its value gysteins upon *
fi-individuals and g oups within'it.* And'if'168g of prestigé does' -
“iingy produce Tésulte more accepi}a.ble to-the community, other <~
+“wand muore foréeful means of imposing theideas: embodled ine
f: commumty commonly appea,r freen

- the pubhc ‘conisens o
Surely if | enhghtene management sould: be relied, upon ‘in any
industry to adopt Ppricing policies whic .r_easonably reconcile manage-
ment’s drive for profit with the pubhc interest, it would presumably
be drug ma.nufacturmg, owing to its ‘crucial relat' hip to the publi¢
health,” If in this industry. the “piblic, consensus’” has been rather
ostenta.tlously ignored, as n:ught logically be inferred from the data on
profits and, margins presented in part I, ‘this constraint woild appear
to, be a. slender reed.on which, tofrely 01 ‘the Protection. of t.he pubhc
' i enerally._ ‘




THE REASONABLENESS OF PRICE
The reasonableness of an industry’s prices is typmal}y appra.lsed m-f
the light of certain yardsticks or standards, principal among which
are (i) unit production costs;:(i1)- pnces in chﬂ’erent markets (as in
dlﬁ"orenb countrles), &nd (1u) proﬁts ; S S

CHAPTER 1 THE Oos:r STANDARD

The most obwous andin ma.ny Ways the most satlsfa,ctory, sta,ndard
in appraising the price of a given product is the relationship to price
of unit direct costs, sometimes referred to as “production’ or “manu-
facturing” "costs. Compa.mes which were represented at the sub-
committee’s hea.rmgs were reluctant to disclose production cost data
relating to specific products It has been. pOSSlble nevertheless, to
utilize other data to arrive at meaningful estimates of such productlon
costs for a number of thé pharmaceutical products which were dis-
cussed in the course of the hearin These estimates further serve to
provide some insight into the re atlonshlp between produotlon costs
and prices generally in the industry. - :

At the outset it is important to delineate the type of source ‘data
employed the naturé and the limitations of the various “computed
unit proguction eost” figures presented by the subcommittee. Thisis
nécessary in order both to demonstrate the validity of the subcom-
mittee’s approach to ‘the problem and to dvoid mlsundersta,ndmgs
over-what is-and is‘not-implied in‘these figures:: -

Unit cost estimates have been derived for a number of produots
gold in tablets or capsules, the dosage forms most commonly pur-
chased by individual consumers. The production process for these
forms mey be conveniently divided into three stages: production of
the active pharmaceutical ingredient in the form o? bulk powder, the
tableting or encapsulating process (including the addition of any
inert ingredients) and, finally, the packaging opersations from bottling
to packing the bottles into shipping cartons for dehvery to whole-
salers or retail druggists. .

COSTS OF BULK POWDER

The ““bulk powder” referred to in this report is the finished drug in
bulk powder form; it does not represent raw materials out of which the
finished drug is manufactured. This was brought out in the first
n}ornmg of Ehe drug hearings and was repeatedly emphasized there-
after:

Dr. Braid€. Mr. Chairman, just by way of clarification I
want to Indicate that the term ““raw material” has been used
fby the president of Schering] in connection with exhibit 2,
which has just been discussed. The prednisolone pur—

L]
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_ chased by Schering from Upjohn was in the form of finished .

- prednisolone- itself in bulk form ready for packaging and =

ready [or bottling and labeling:t ~~ Tooov o e

The-costs of the bulk powder in most of .the subcommittee’s unit
production cost estimates for finished products were secured from data
submitted by the various manufacturers. relating to their purchases
and sales to and from, other drug companies of the principal drugs in
bulk. form. .. The industry. exhibits a high. degres of ‘manufscturing
specialization-in. the production of. active ingredients. - The typical
company. with a broad drug line produces comparatively few of its
products completely from the bulk powder to packaged tablets ready
for use by consumers. . For much of its line the company witl purchase
bulk drugs from other firms and perform only the tableting, bottling,
and packaging operations in its own plant facilities. . Thus, the prices
reported by the company for its bulk purchases are a conservative
measure.of the costs of active ingredients in its finished products, It
should be clear that this procedure will overstate the actval produc-
tion costs (often by a substantial margin) since the bulk sale price will
presumably include not: only all manufacturing costs but slso an ele-
ment of profit. Dr. Upjohn conceded that-at the least the bulk sales
of prednisolone by his com%&ny to Schering werd not thads at a loss:
“J ean assure you we probably did not sell it below our bars manufac-
turing cost. I am sure we'sold it at'ahigher figure than the bare inanu-
fa.cturing eoat?t E o L e B e T P

7 .COSTS OF TABLETING, BOTTLING, AND PACKAGING

Cost- data for .the remaining operations, finishing into.tablets or
capsules and packaging, were secured from two sources. In the first
place, information was sought and received from a number of firms .
which perform thése operations on a contract basis for bulk drug
manufacturers and buyers. ‘The charges quoted to the subcominittee
varied somewhat from company to company; accordingly, those sub-
mittéd by Richlyn' Laboratories, which were approximately in the

‘+Hearings oo Administered-Priced In the Drug Industry before the Antitrust and Monopoly Subeom-
mities, Both Congregs, part 14, p..7866. .. . . ... i . : - ooy

¥ Hearings, pt. 14, . 8287




mldd ¢.of the range of the rep es recezved were used in the computs.~
tion of unit production costs for products sold in tablet form3
Richlyn’s ‘charges include all of the costs ificurred in converting a
bulk drug into finished tablets packaged for shipment to the druggist:
i.e;, the costs of inert binding or filling’ materials;-tableting; bottlés;
the bottling operation; thé spplication-of labels supphed by the cus-=
tomer, shipping cartons and-‘packaging for-shipment. 'In sddition;
the charges ‘shown ‘¢over the ‘cost of assaym beth thie bulk powder
and the finished’ ‘produet as Well as’Richlyn’s 6wn’ ‘ovérhead expense:
Since a profit'margin to Richlyn is also included, it ' may be presumed
that ' the “ise of these charges n‘cornputing unit productlon costs will
overstate the actua,l4 cost" of ﬁmshmg ’a,nd pa.ckagmg to mtegrat.ed

PN Ryempe Luommnms,
Mlade!phm, Py, November 8,

Senaf.or Es’ms KEFATVER,

Chtrmny, Antitrust and Monopoly

Camm:uea on.the Judicmrv, Semtc Ofﬁce Bu!lding

Waahmgtm. o, :
- DEAR SENATOR: KEFAUVERY Oonﬂrmlng my récent djsanssionr th Dr, . Wayles Browne, Tr.j of your

staﬂ’ I am harpy to state the charges and losa factors that Ric.blyn, Laboratories uses in computlng conn'act

tableting chargns for sterold hormones, " -

¢ ﬁ 10ts 0£ 100.000 tab!ets, we would figure on tho fol]owmg loss fzctors, and make these charges per; thousand

ablets:

" Oortjsone”’| Hydrooortt- | Predntione | Prednisolons
aeetate | | some . .

Tablet 8128 o oo cesiianans mflligram__ 25 20 i3 b
Whastage, percent.. 8 3 3 3
'I‘abletlng charge per thousand. .. __.__] $1.25 $1. 25 $1.25 $1.25
Bottling:
100 per bottle.. .12 W12 .12 .12
Per zhousand. .20 2

These charg=s and estimates would include assay of bulk powder and of finished tablets, affixing labals,
end packing i eardboard cartons for domestic shipment. There would be no other charges for conversion
from the pure powdar to the appropriate presceription dosage form, in bottle,

Very truly yows, ,
) ; BIDREY WEINBERG, Periner.
Hearings, pt. 14, pp. 7857-7858.

$ A second seuree of information, used {n cost estimates for produets sold in capsule form, 1s found in the
cost reeords of the Upjohn Co, for fts totracyellne finishing and packaging operations, These records were
made % ublic ir. the proceedings of the Federal Trade Commission In the matier of American Cyanamid Co,
et al. (FTC dosket 7211), As in the case of the Richlyn data, the Upjohn cost figures inelude the expenses
for materials, labor and ovarhead required to convert buik powder inio tablets packaged for shipment.
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lists many types of pills’
bottles extrat

&6 less than 81 per 1,000in lots”of 50,000,

~From -the sources outlined ‘above; it has béen possible to arrive at
the unit direct or production costs for a number of importent corticos-
teroids, tranquilizers; oral antidiabetics, and antibiotics. - Inclidéd in
such costs are-the ‘costs of materiale, labor; assay ‘and quality control,
and allocable plant overhead, mecessary toturn out 'a finished ‘drug
product, packaged for shipment to'the wholesaler or retailer. Ob-
vioysly, they are not the only.eéxpenises which are incurred’ by the
manufacturer; thus he thust: ‘aio ‘meet selling and promigsional costs,
research costs; and-general administrative expensé,’ The margin be-
tween the production cost of 'a given product’ and its ‘selling price
should not be confused with net accounting profits.” There are ‘good
reasons, however,-for concentrating tpon the relationishipbetween
production cost and price in any study relating 'to specific:produdts:

‘Direct, costs carn be'linked conceptually to individual products in.a
firm’s line of output;any well-run firm keeps récords of its production
costs, product by:product. - While problems do’ arise in the allocation
of indirect plant costs, such costs are relatively minor.’ The important
fact is'that the costs of materials, labor, supplies, containers, and simi-
Jar items involved, in producing a given amount of & particular prod-
uct ean largely be determined directly from therécords of expenditires
and without requiring arbitrary allocation!"* In a ‘multiple-product
company, however, other costs generally arise from ‘the funttions of
the entire organization and can'bé assigried to specifi¢ prodiicts only
by allocation. . General administrative: expense, -for example, relates
to the activities of the.company as a;wholé and.can be divided ainong
a_company’s. various preducts only by soime meéthod. -of; allocation.
The same: is ‘true of :selling: expense which: is generated by the: effort
to dispoge: of the.company’s: entire producét line,-and’of research and
development-expense:to- gnd new-or-improved products.which is also
the cost of:an:organizational- function. . This:is:not'to.say. that dis-
tributions of overhead costs made through:allocation ars. without
meaping; they can and.do serve useful purposes for the guidance- of
management. . But,. they- can vary in response to the: method of alio-
cation used in a way that is not true of direct costs. .
. Direct costs are in & sense, the inesecapable costs of manufacturing

a given amount of some product, apart from the possibilities inherent
in variations in operating efficienty or alternative techniological meth-
4 Some ltems run below 50 cBl,ltsrple,r\ l,d()D,‘otxv#hIc]_nfa tow are Usted below: ] :

. Ammonium chloride, 5 grain. . iciiempann-a
Ampbetamine sulfate; §. milligram... : ;
.Aspioin, 1-grain flavored and. toned. ] o e
: -'Dmx%ﬂphedrme-ﬂﬂl,,,ﬁ._mi!llgram,:white-or-yellow it

.| Phemobarbital, 4§ graini s, .iil.kieais: Bty

|- 88lt 7 grains and dextrose 8 grafns. : .. uclino
Sodlum biearbonate, 6 grain, white and pink.
Stilbestrol, 0.5 milligram. ..
Thyroid, ¥4 grain

]

Nore,—Thess quotations are not merely tableting charges; they are the seliing prices of .t.hé drugs
n dosage form. _

| B1327 Q=62 -2



10  ADMINISTERED, PRICES—DRUGS

ods. . Once a -company has decided to manufacture s preduct the
magnitude of the direct costs is largely beyond the policy determina-~
tion of management, except of course that some companies may utilize
their resources with greater or less efficiency than others. Obviously,
there are eertain minimum levels of administrative expense, selling,
and research costs which must be met if the. firm is to continue m
business at all. Nevertheless, 28 a practical matter the aciual amounts
spent in these areas by various compsanies depend largely upon the
gross margin earned by each company in its overall operations, i.e.,
by the difference between inescapable production costs and the com-
pany’s total sales revenue. The amounts which a company devotes
to researck, to advertising, and to selling expense are determined by
managerial decisions as to that allocation of the gross margin which,
in management’s judgment, best serves the interest of the company.
If the costs which are to be compared with price are to be something
more than what management decides they should be, the comparison
must be made with direct costs® . e
The nature of the problem. can best be filustrated by the method
of allocating indirect costs employed by the American Home Products
Corp. . This .large: conglomerate. corporation operates subsidiaries
producing n variety of goods ranging from ethical drugs to spaghetti
dinners, shoe polish, dn(% floor wax. . In submitting the breakdown of
its sales dollar for its drug operations, American Home Products
showed its 1958 sdministrative costs for the drug divisions, including
both division administrative costs and the allocated costs of the
parent corporation. In a footnote the company describes its pro-
cedure for allocating these latter costs: =~~~ .. = . :

- Bubsidiariesand- divisions -of *American Home Products
< Corp. are billed monthly: by it for administrative services.:
" The amounts’charged to each are based on-a formula, the use -
of which results in ‘an ‘allocation of amounts of: certain ex- .-
+ penses-of - American Home Products Corp. [the parent]-to.- -
- each subsidiary and:division generally in the proportion that -
o the estimated annual gross profit of each bearsto the total esti~ -
cmated gross-profit of all.T o U v Do T

~ Thus, American Home Products Corp. made a managerial decision;,
the result of ‘which is that its pharmaceutical products shall have
high administrative expenses because the price of its drugs relative
to their cost of production is higher than is the case of its other
products.” That is to say, on drugs indirect costs will be high becsuse
the margin above direct costs (or “gross profit,” as the company calls.
it) is high.® This illustrates a-way in which, even in an industry
with inelastic demand, total unit ¢osts (or at least what management

¢ For 5 discusslon of this polnt ses Hearlngs, pt. 24, p. 14178,
© .1 Company reply to suhcommitioe c{uestionnatre, form I (exophasis added). s .

# The aligeation of indirect expense In direct proportion to gross margins may explain in large part why
Amierfean Home Produets’ drug. divisions with 46 gerco.nt of the company’s 1958 sales reported adminis.
trative expenses which amounted. to 62 percent of the total administrative costs shown.In the company’s
consolidated finazncial report covering its entire business, " Insofar as the parent company 1S congerned, the
question of whether or not it costs more to administer its ethicsl drug business than, say, its Chef Boy-ar-dee
spaghett], Griffin shoe polish.or Plastie Wood fs.immaterial. From an accounting standpoint the com-
gany’s drug ggducts will carty higher administrative expense per dollar of sales than ather products slmply

ecanse the drug business i3 the more profitable, o ey HN
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regards them to' be) are influenced by price,” and how indirect costs
tend to be what the company wants them tobe. -~ 7 7 7 7

Other-factors:-being ‘equal, direct or production costs’in -the drug
industry would beexpected. for.economic ‘and:social reasons to be
rel&tivgy«.sma.ller than 'in industry generally. "In:most industries
advertising can be employed for two purposes—to expand the total
demand: for a produet; and to secure:for a given firm: s’ greater share
of that demand. -In the ethicsl drug: industry there: is a limitation
on the extent fo:which advertising can be effectively used for the
former purpose. The demand for drugs stems from ‘a ‘largel
unvarying reality—the real presence of illness and suffering.” While
those. ministeririg:-to . this. reality,: the medical: profession,:can be
induced to'make greater.use:-of drugs,.the underlying reality .itself
cannot be . significantly .expanded. by advertising and promotional
activities," no. matter how great. . Similarly the drug: industry is not
faced; as are many industries, with the ability of consumers to prolong
their use of an existing product and-the consequent. need of persuading -
consumers to furn it in on anew model.. ;s - . . voeinl e so

Profits might also be. expected. .to be relatively smaller, since if
corporate management does in fact recognize its social Tesponsibilities
to the consuming. publie,. this: awareness should be uniquely: feit in
the drug industry. In drugs the consequences of -excessive. prices
are simply on .a different plane- than-in induvstry ‘generally, The
_ inability to. purchase .a-new. car.or household. appliance may occasion
distressing consequences; however, they are not. compzrable to the
consequence of. human. suffering: resulting .from::the .inability: to pur-
chase a needed drug or, alternatively, some other nécessity; such as
food, which is foregone that the drug. may:be purcliased. The
existence. of & larger margin hetween direct-costs and price.in drugs
than in other industries is significant in itself; against the background
of these considerations if, assumes a special force and meaning, .

| THE TRUATMENT OF RESEARCH EXPENDITURES

A matter ‘given particilar attention; during ~the ~hearings ‘is the
question of W%]‘ethe'r unit direct costs’conipiﬂgg-'from bulk sales con-
tracts include research expenses. It appears that few'if' any of the
majoxr drug companies keep records of their. research expenditures on a
product-by-produet basis. - Industry accounting practice seems to be
such:that research costs. of a given: product can be computed only by
allocating a firm’s total research expenditure: among its various prod-
ucts on some arbitrary basis,.e.g., sales. ::Jf this-is the case; the sales
price of a drug.in bulk form would presumably includeits proportionate
share of the company’s total research expenditures. .. Testimony, dur-

? The influénes of priee on: costs-1s of course even more direct in indistries whose demsand is elastio.
In i1t5 report. on the automobile Industry the subeommittes noted: . .- .. S :

“Thus, it 18 éorrect t0'say, as Industry spokesmen have said for many years, that “standard costs” deter-
mine prices in any ghven model year, .: 0o e 7 e L T o T

“*On the other hand, it may also be sald that prices help to determine realized, or aetusl, unit costs (which
may be éither above or below stardard costs). - As will be shawn in the next chapter, consumer demand for
new automobiles i3 elastic; Le,, any glven percentaga change in price will create a greater geljoentage change
in the physical volume of sales. “This means, simply, that the pricing policies followed by the Industry
are a potent force In establishing the level of automobile sales, The number of cars sold In any gar, a8
distinet from the industry’s standard volume, will determine the actust overhead cost per unit.  In.brief,
when overhead cost is slgnificant and demand is elast!c.cprice. by virtue of 1ts influence on sales volume,
will also have an important effect on unit costs.” (17,8, Cong., Bubeommittes on Antlt-ust and Monopoly
“Btady ol Administered Prices in the Automobile Industry,'” 86tk Cong., 2d seéss;, 19568} - R
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ing the hearmgs suggests that resea.rch expendltures arein fact handled‘
in"this manper:” ‘,

st -MroDixon. You had -research: expend1t.ures on the
- :product that you sold to:Schering, did. you not?: e

i1 Dr. UrsorN?® Well W6 had research-éxpense on the rod-
uct, yes, gir.. oioonp SRR BTt chopnie

;Senator KuFAUVE t
-« : mamifactaring icost, your resedrch:¢ost and proﬁt and what-

=i+ not, would: be: mciuded in:the i$2.37 figure,: Whlch is- Iower‘ ‘
now.n

aDroB Tt [the: osts]‘? is" certa,lnl
i+ texchigive jof sellmg :and- d1stnbut1011 oost-:and of ‘profit:
<o includes, though, whatever résarchicosts and admmmtratwess ‘
i costSiare mcorpora.ted in'the ‘bulk:price of theproduct itself. - -
2 Dri Uryonn. Perhaps T:should’ interrupt’ ‘there to say that'
ordinarily the manufacturing:cost is: stmply the bare ingredi-:i "
ents and labor and factory overheads «o =it i
Rt - DriBrAig, “This is packaged in ottlesread‘
to thedriggists: 0 o7 nanuT :
o DecUJpyorn: But: does ol mcludef' ese ‘ch costs;
L am: ta‘ym%(to say. : : '
Senator KEFAGVER. N 0j8ir; 1t ‘would- only 1nclude th
i part of the research cost th&t had gone mto the productmn‘
‘ of Bu]k mai;enal

3 t; thmk that that, 18 the v;féy the
".Ohr I ste lwhat you me --

Actuaﬂy, ‘this i§ more & chmcahty tha,n 8 ‘matt
insofar as interindustry comparisons of margms are concerned.” Even
under the liberal iriterpretation’of “research” allowed by the Internal
Revenue Service, .research, costs of the..20. major. drug companies
represent; only-6.4 percent of the total sales dollar. As was brought

. out in the hearings:. . ...

. Dr; Braz. Jn; the annual statement of- Schermg, to: Whlch
- Mr. Brown ** bag: just maade reference, there is set- forth-the
" * " amount which Schering ‘spends:on research- expenses ‘and the
i gnnount which it obtains: from: net sales.  'Its  research ex~
~“penses-in thé ~year: 1958 totaled  $6,403,000; : Tts" total-net

sales were '$75,180,000.: That isia’ relatmns]:up, Senator of
research:eXpenses’ fo: sales of 8.5 percent. - :

o - Now:if Schering’s . price, in, this partmular product to the
drugg15t were reduced by 8.5 percent; that:is1f there were in
the price to ‘the druggist no resea.rch expense, calculating the
', . Amount’ ‘of that résearch’ expense;on “the basis of the Telatiof- =
: ' ’research expens “your? ‘total sales foriyour: "

K Upjohn,
j'; Hearings. ‘pz 14. p 8287
: SarlHgs, p .

b Fraucis ﬁrown, presldent, Schering Sorp,’.
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B corporatlon as’'a’ Whole, the’ effect , ul‘ )
cents per tablet by 8.5 percent, which Would g
16.4 cents, and the effect on the. price to the consumer would
be to reduce the list price from 29.8.cents to 27.3 cents.
Hence, even after, allowing for ‘research in-this manter, we -
would ha.ve 8 compa,nson of from 1.6 to.16:4, and'then to 27.31

F “GROSE PROFIT’ AN ‘3"‘MARGIN‘”

Throughout its mqulry.mto the drug mdustry the term “ma.rgln”

‘wiig used by thé subcommittee*and its staff to- ‘denote’ the difference
‘between: unit’ prodiiction” costs”and the- manufecturer s price. ‘- ‘Jron-
ically, the term customarily smployed for this purpose by the mdustry,
itself, happenis' to" be “gross profit.”- - The following extract from a
hcensmg a,greement in-which - the-licetises “dgreed’ to pay’ royalties
based upon “gross profit’” is. typical: .

As used herein; the term “gross rqﬁt” shall mean the profit
remaining after deductmg from the agoregate net sales value
the factory cost of production’ ‘applicabls ‘to such sales, deter-
mined in accordance withigenerally accepted accountmg prac-
tices, Such factory:costiof production: shall include the cost
of labor, materials, supplies, factory- overhead, and deprecia- .

_ tion (a.t reasonable rates) of plant mvestment but shall not, .,

< -includésuch items'as sales,’ advert;smg, resea,rch -and 'general ©
v gnd ‘administrative expenses,’ and “taxes: (other: than direet
property) taxes a,lloca,ble to productmn f,the product i

, ionthe, industry, Wlll omit the qua.hfymg term

a8 in. adverti ments in which, manufacturers urge retsa,ﬂers
dlex theu' .product, because of jits profitability. A typical case
: Merck &.Co. for its reducm aid,

Your cost per dozen ... .o ____ $9
Your selling pnce (a.t $1 35

SlTER0 (39%)

A Yourproﬁt

) s ‘the Schermg Corp was pa.rtmul&rly concerned
‘_over_ the possﬂnhty at the-difference between direct costs. and price
' 1t be 1nterpreted as constituting: ‘only profits.  Yet in, promotmg
”'a ¢ of its product to_druggists, Schering makes the very. use of
‘the term whlch it felt lmght be nusta,kenly inferred from the subcom-
1 Hearings, pt. 14 7860 e
1 From-the agreement of Bept. 2

miques Rhone-Poulenc;*hearings;
.1 American Drugglst, Sept.. 19,

5, 1956, between, Amerjcan Gmami Co. nnd Boclgb
ot 26, DD talics added)”
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mittee’s presentatlon For exa.mple, an advartlsement for Coricidin
contams the followmg box 1nsert . ,

Floor d.lspia.y No 9960 e v
25 Your profitiiciin ISR
. Your. cost-...‘.f___-__..-__-j._._" ,

. Rotail value ... 183.06.(46%) |.

_ Snmla,rly, CIBA in a.dvermsmg 8 speclal “Fa]l deal” for 1ts na,sa.l
spray, Privine,. tells. the druggist that “you.receive 72 units” but
“you pay for 66 units,” makm “your profit $30.96.” . .

~TIn selling Liomotil, “a now t erapeutic ent1t¥ for dla.rrhea. » G D.

Sea,rle 3, advertmement contams the followmg

S

ERF{’I‘: TR YR

B RN B NN R [ B
.} Youreost | Minimum {. . Your. 1.
’ pl‘ica | Vr‘n‘bﬂrti‘ } .
i:"$4.zd':-.~ N R R

This use of the term “proﬁt k& hen t.hey are. attemptmg to mterest
retailers in handling their: product.s i# commonplace among the drug
companies. Indéed, ail of the examples except the first, were t.aken
from just one issue of the American Druggist. :

The drug companies would undoubted%y hasten to deny a,ny 111fer-
eiice that the ‘figures shown in’the advertisements labeled “your
profit,” are intéended to represent the retailer’s nef profit; that is,

rofits after all expehises and taxes.  However, it was to avoid mis-
Eeadmg infarences of this very type that the subcommittee and its
staff deliberately abstained from using in this context the term ‘“gross
profit,” to say nothing of “profit’”’.  The use of the industry’s own
termmologv instead of the more innocuous and objective term

“margin,” zan only lead to confusion and unwa.rranted atta;cks upon
the 1ndustry itself. ... o _ s

“PERGENTAGE MA_RGIN” VERSUS “PERGENTAGE MA.RKUP”

The difference between price and direct costs can-be meaningfully
measured in terms of either costs or price. If the base or denominator
of the'division ig' the' price, what is being determined is the relative
meorta,nce of costs as a component of ‘price, and the appropriate
term is ‘“‘percentage margin.” ~ But if the base or denominator is the
cost, ﬁgure, what 13 being determined is the relative extént to which
price exceeds costs in termis of costs and ‘the appropnate term is
“‘percentage markup above costs.”

“Béth ‘types of measurements have their’ legltama.te uses.. From a
public relations point of view the former has the ¢om pelling advantage
to industry that the percentage figure can never exce%i 100, An
ansalogous case in point is the long-time effort of proponents of so-

W American Druggist, Nov. 14, 1080



called falr—trade resale pnce mamtena,nce to have all measurements
between costs and price expressed on this basis; for example, if a
retailer purchases goods for $60 and sells them for $10G, the figure
invariably used by the trade to denote the difference is 10 percent,
And there is mherently nothing wrong with such a figura as long as
its meaning is understood, which is that, of the price pald by the
consumer, the retailer’s share is 40 peroent i

But it is égually proper to express. the dlﬁ'erence in ‘terms of the
retailer’s cost, which in the above example is $60, yielding a per-
centage ma,rkup above costs of 66 percent. What this Jxeans ig that
the retailer has priced the merchandise two-thirds above its cost to
him. What is most iraproper is to divide the. margin by the, selhng'
price and then to state or imply that What has been ‘measured is the
percentage markup. over costs...... .

While placing primary. reliance on the former measure, the industry
itself also uses the percentage markup above costs ss an operating
tool, This is evident from-certain subpenaed material in the sub-
‘committee’s. files which: was not-introduced: into. the record beesuse
"of objections that the actua.l ﬁgures conta.med therem constltuted
ftra.de secrets, .

' COMPUTED UNIT PRODUCTION COSTS CORTICOSTEROIDS

The first of the cortlcostermd eomput.a,txons “exhibit No 1 in the
hearings record, related to prednisolone sold by Schering ‘under ‘the
brand name “Metlcortelone"’ The computed direct: or:production
cost, which was in the nature of & maximum estimate, comes to $1.57
for g, bottle of 100 tablets, sold by Schering to the retaﬂ drugglsts for
$17.90 a.nd by the druggist to the consuiner for $29.83,%

. TABLE L —Predmsolone—b’-mﬁllzgmm tablet,
[Oomputed pruductlon eost bnsed on bulk pries tronsaction and oontmct proc.essing charges]

1. Bylk _price at which Upjohn sold fo Scherlng m 1958 at $2 37 per ﬂwwuﬂd

-gram, material for 1,000 tablets; 53¢82.87 oo oi.ix $11. 85

Allowance for wasta.cre (5. percent)

3 ‘Tableting. cha.rge-.._,;., o
4 Botthng harge (10.h

Computeci producl:lon
Actoal priees: 2 H

. ‘To wholesalers.
' To drugeists ..

To consumer (llst)

1As re]gmrted to the subcommittes by Upjohn and bg Schering.

1 Upjohn (Delta»corter) from catalog; Merck (Hydeltra Pﬂzar {Sterane), Schering (Meticortelone),
Parks, Davls (Paracortol) from 1960-60 edition American Drupgist Blue Boo. (Parke. Davis consumer
prices 1 cent higher per bottle than others.)

18 Hearings, pt. 14, p. 7856



The same product is sold under a. -variety of other brand names by
Up]ohn (Delta-Cortef), Merck (Hydeltra) Pfizer (Sterane) and Parks,
Dayis (Paracortol), all at the same ‘wholesale and suggested retail
prices shown above, except that Parke, Davis's "Paracortol cdrries &
suggested refail price 1 cent above the $29.83 of its competitors.™

The pattern exhibited in the case of predmsone is almost identical

~ to that for predmsolone, even to selling prices. - For’ predmsone, how-

ever, computed unit production cost was caleulated for bottles con-
taining 1,000 tablets and on the assumption of a larger production
run (1 m]lhon rather than 100,000 tablets); thus tabletmg and bottling
charges per thousand t.ablets are lower than in the prednisolone
example. The bulk powder, pnce is that at thch sales were made by
Syntex Oorp_l_m' ate 1959 . .

-material for.1,000 tablets, 53¢ $2 36
Allowanee for’ Wast.age (3 percent)._.._ :
Tableting charge_ . . o e e e e ——————
Bottlmg cha.rge (1 00(} tablets per bottle),- ______ —

Total

Bulk:pnee at whmh Syntexr sold 3d qua:ter 1959 :

ﬁk_c.o_w“ ¥

Oomp‘uted productlon: cost; 6x se]lmg and dlstnbutmn costs
Actual prices: 3., :
To whc:lesai
T drugglsta..,_
To consumer {list) =L
1 Hearings, us, 14, p. 8042, . i .
2 As reported to ti:le subtominfties by Syntex C e Do sl
3 Upjohn (Deltasone) from catalog; Merck (Deltra}. fchering (Meticorten); Parke, Davis (Paracort)
{fgﬁe 131?9—60 t%g;tic)m, sAmnerican Druggist blue booki: :(Parke, Davis; consumenprioeml cent-higher per
an o 8,

The 1 (}OO—ta.blet bottle oﬂered to drug ts- by Mer ~Upjohn,
Schenng, and Parke, Davis-at a price-of $170; s ¢onsurer wh "bought
in ‘this quantity would pay, s suggested Tetail price;of $2 Bl

ig.clear that the drug can %e produced, tableted, bottlad, and p cked

for: shipment . to- the  druggist for no..more. than $13. 61 ledving a

margin of 90 percent.of price. to wholesalers. for the manufacturer for
his selhng, ‘administrative, and other nonproduction costs and profit.

The. estimate: of productlon costs of around 1.5 cents per tablet
was sup]iorted by information indicating. that the same products were
being sold to retailers under their genenc names for 1.7 cents for

"® The prics : of bﬂlk predmso!one hag hesn falllng sinm the ‘date o! 1958 ‘Upjohn S rm,g sa]e used
in the exampla above. ~ According to Dr, E, Gifford Upjohn, his company was sefltng in bulk at $2.22 per
me by the end 0f 1056. On this basis the eomputed productlon cost for a, bott]a of 100 tablets woul be

than $1. 50. (HB&I"BES; pi. 15, p. 8878.) :
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prednlsone a.nd 1.9 tents for predmsolone."‘"‘_1 Here is & price to: the
druggist per thousand tabléts which is’ niot far  above the price per
hundred for the msajor brands ®

On a per tablet bagis, the consumer usmg either ' prednisone or
prednisolone bearing ‘the, brand’ name: of one of:the major pharms-
ceutical firms will pay approximately 30 cents for a pill which is sold
to the druggist, for some 18 cents and which can be produced for 1.5
cents or less. An arthritic patient will frequently remain for long
periods-on a. dosage of about 100 of the 5-milligram tablets a month;
thus 'he pays $30 a month for his medicine, for which his drugglst
pald a.round $18 but Whlch cost a.round $1 50 to produce ,

COMPUTED 'UNIT PRODUC‘TION;_ _os'rs

The relatlonsh_lp between pnces and :productlo
m&]or ‘brands of- tra,nthzers appears to bear many of the charac-
teristics exhibited 'in ~corticosteroids,  Compiuted unit production
costs for meprobamate, one of the most Wldely used “mlld” tran-
quilizérs, may ba taken as an example.’

e patent rights to meprobamate were assigned to Carter Products '
Inc Wblch sells the drug in finished form under the trademark “Mll—
town.” Carter has licensed one other firm, American Home Products
Corp., to sell finished meprobamate -in “the United. ‘States, and only
two companies, American Home Products end Arierican Cyanamid;
have been:licensed to sell throughout the world, ~Arherican Home
Products ‘offers meprobamate- through its. Wyeth division uiider-the
trademark “Equanik’ ~Wyeth’s production role is-confined to-finish-
ing and packaging, since the Carter, lieense. does not, erm1t‘;Amer1can
Home Products to manufaciure. meprobamate 113361? + Wyeth’s bulk
meprobamate must be purchased from Carter to ‘the extent that Carter
is:willing’ to supply. it; with any a.ddltmns.l a.mounts to be purchased
from sources: approved by:Carter, .+ . .

: Interestingly -enough;, Carter: does not. ma.nuf&cture mepro amate
elther.. Bulk production: is subcontracted to:a-number-of:qther. firms
(seven:iin’ 1958);: ‘none: of W]nch i hcensed t isell meprobamatefm
finighed form:~": - :
it productmn costs were. computed both for: Carters Mﬁtown
and for‘Wyeth’s Equanil tablets containing 400.milligrams of meprob-
a.ma.t As m the case; of ot.her sumlar computa.tlons, p10duct1on

B

CDART Dlsmmsnm\'ra Cog
Was inge 2ar
Senator EsrEg KEFAUVER, '
Ghalrman Subeomimiltice on Am‘ftruaf cmd Mmapaw. Wit caf ol :
Office Building, Washington, D.C. -

Dmn BENATOR KEPAUVER: “You ma  bo Interested in knowing that while you were holding hearlngs
early in° December. 1959 on:the starold hormone mdustry, quotations were being gublishad for pred.nisone
and prednisolone at considerably lower prices than those you brought out fu the hearin

~ Therewasoffered to ns, prednisone, E-mﬂligram tablets at $1.76 per 100, and $17 pex:1; 000 and: prednisolone,
G-milligram tablets-at $1.95 per 100-and $19 per, 1,000, .

The company offering these WO items at the above- rloes hag always begr’ s firstline eompany,'-

merch:g?isa oftt.he best:quality. :'We have orderad both ltems in1,000-tab slzes, and areawaltin; _eelp‘t.
pment., . -
! urs ery truI : Y

(Ft 17, p. oe22)
4 'The example given i3 not exeeptional, The 1961 Drug TFopics Red Book lists 10 ﬁ.rms wh[ch

,lgsohna t{) the drugeist at prices of $3 or less por bottlo of 100, and ne wwer than 20 ﬁrms offering prednisone
this price range.
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. Materisl, 400 grams;
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costs include all of the costs of: bulk powder, finishing; bottling, and
packagmg for shipment, :but. exclude sellmg a,nd dlstnbu’smn ‘costs.

TABLE 3. —M eprobamatew",wo-mzlhgmm tablzts 1 :

[Computed produetmn cost based on bulk price transactions-and-contract prouessing charges (exclusive of
N o se]lmg and distributmn oosts) (1{)0 D()D-tablet order) )

} Por 1,500 tablofs-

|:/Po Carter |- To Wyeth
“Mlltown” | “Equantl’!

At average st to Carter in December 1058 of si 36 per pound L -
At price Wysth pays Oarter of $10 per pound?_________.__..
Wastage, at T Daroent. il s i oLl
Tablating charge. .
Boltling charge (20 ‘Bottles of b0 tablota each)___
Royalty 1;0 Oarter at 5 pereent af sellmg prim -

Total wmputed production cost per tho“nﬂﬁ - _"_--.'.'; :

000 f:'P:er' tallet .

Cents

th .

Actua] prices; both ‘brands; - i5

;- To wholesalar.at $2.60 for 60 . _
CTo'druggist at $3.25 for 50, 5

To oonsumer at $5 42.for. 50____ ol

lHeaﬂngs, pt 16, 5157

‘3 As raported to sul comm:tfée h 4 a-art‘éf'lt’mdﬁcts;'-lne.

The ta.bre above clea.rly ﬂlust;ra,tes Wyeth’s cost dlsadvantage with
respect to Carter. Carter, buying from its subcontractors. who are
barred from entering the finished product maiket, -secured its meproba-
imate at-an-average cost in December 1958 of $4. 35 per pound. Wyeth;
which: Liad to:secure-bulk- meprobamate: from its only ‘domestic:com-
petitor in the finished product market, had to pay Carters price of
$10:per pound.: ‘As-a résult, Carter: could: manufacture and package
its' Miltown tablets :at:&- cost of 0.7. cent per’ tablet, while. Wyeth’s
coste ‘were twice as great; 1.5! cents per tablet.- :In cither -case,-how-
ever, there appear to be substa.ntxa,l marging between total productlon
costs-and the: selling prices of 5.2 cents to wholesaler, 6.5 cents to
retailers, and nearly 11 cents o the ultimate buyer.

Tt should be noted that the subcommittee’s estimates of- productlon
costs were fully confirmed by Mr. Henry H. Hoyt, president of Carter
Products, and by Mr. Alvin G‘r Brush chairman of the bo&rd of A.mer—
iean Home Pro uets. . - :

Mz, Hoyt,. appearing before the subcommlttee oftered in 'wdence
(exhlblt No. 157)-a bre&kdown of Miltown price ‘and-costs. per tablet
based upon his company’s records.? His price was 5.1.cents; Tather
tha.n the subcommittee figure of 5.2 cents which made no a.llowa,nce

” Eaarings ph lﬁ, 9.9161
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for trade discounts, “His actual manufacturmg cost of 0.7 cent per
ta,blet was identical to the estimate, of the subcommittee staff:

" Mr. Dixon. M. Hoyt from the table that you have sent
to us, exhibit 157, yeu-say that your ma.nufaeturmg costs are::
_ geven-tenths of a-cent. per- tablet: ‘ _

Mr. Hovz. Practlcally what you ha,ve on yot

Mr Brush, app earmg for American Homé Products ) also a.greed that'
the subcom.m1ttee 8 estimates were acourate: |

. Senator KEFAUVER. We: have been- t.alkmg a:ftxeular]y“ e
.. about Miltown, Equanil, and Sparine. , Can you %rea]; down
- your cost of producing either one of those? .
BRI & X BRUSH I think" yOu have done a.n excellent job on""‘ .
- Bquanil, =~ o
d.r enator KEFAUVER As taken apart from the rest of your
Mr Brusw. I think, that the ﬁgures Dr Bla.u' Worked out- oo
on Equaml a.re approxmately correct.® #

One of- the most dra,ma.tle pharmaceutlea.l advances of recent ears
has been the development of several oral antidiabetic drugs;: ‘which
relieve certain types of diabetic patients from the necessity of daily
intravenous insuhn m]ectlons The largest selling antidiabetic-drug:
is tolbutamide, developed in Germany by Farbwerke Hoechst; A.G.,
and produced and marketed in the United States by the Up]ohn Co.
under. the trade name. “OImese For ‘part:of .its' supply Upjohn
secures the’active drug in bulk from & U.S. subsidiary of Hoechst;
on which 1t performs only the t&bletmg, paekagmg, end merketmg
functions, . : '

- Production: costs for the- prmclpal dosage form are: presented in:
the. followmg table.::Again, it must®be-emphasized that:the sub-
committee’s estimate, based upon the costs of purchased bulk tol-
butamide and the tabletmg, bottling, and Iiufkmg charges of areliable
contractor, is conservative: and that Up]o 's a.etua.l costs Would bei
if anythmg, somewhat less : . 3

3 Haarf.ngs, Pt 16. p 91
ll Hearings, pt 16 p 930
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[Oomputed productiun cost based on bnlk pﬂce trsnsacﬂons and contraob esslng charges (exclusive ol
selllng a.nd distribution oosts) (1,000 ,000 tablat ordar)]

DRSS L I

Ma.tenal 50[) gra.ms at average pnce UpJoh
Corp. in 1258 of $3.08 per pound [ PP
Wastage, at 2; percent
Tableting chiaTga: 7l
Botiling. charge (20 bottle 5

: Tota.:ll;lproductmn cost per 1,000 4ablets. .. “'6.°88
Royalty‘ o Oeehst at 7}5 percent of selhng pnce 3

.+, per-thouss!

© tablets (ca:l;lts)

Gomputed prodnction cogt,’ exclusive of royalt‘y, selllng and d!strlhut.ion

053 - - 28, 0.7

Ogtmgiuggii produetion cost, including royalty mieimecommEiLLLLLI 13 1.3
To wholesaler and to druggist ‘bu)’ing dimct ﬁ'om 'Upjohn at $4 17 for 50 it s

tablets 4. R 88040 8.3

T ¢consumer, paylng list prlee at $ﬂ 95 for 50. 138, 60 13.9

T A Torda i D
A ear[ngs,pt.QOpnM S E T AT
+¥Asreported to the subnommittseb  Upjotin G '
- 3:8et forth in Hoenseagreement dated Ang, §,1956; betw'ean tha Upjolm Co and Farbwerke Hoeehst, Al G .
U Diréet buying retallers who agree t0 pumhase $100 worth of g per year arp granted the anme discou.nt
a3 wholesalers by Upjohn Co.:

' 119 Uplohu 0. mtalog. oeearn

The toté productlon cost for 1 000 tablets bottles -of 50, s
estlma.ted ‘at $13.11; it should be noted: that. near. lly half of this amount
(or $6:25) is accounted: for by:the royalty ;paid-to Hoechst rather than
the actual manufaeturing costs of Upjohn, A retail druggist Who
dges o Jargs -enough wvolume .of business:to:buy, direct: from . Upjohn
can secure: the 1,000 tablets. for $83 40 Whﬂe Kls customers W pay
$139 for.thamu i~ 1 &

. Dri .. Gifford: t p}ohn dld not deny the vahdlty of thls estu:na.te,’
a.lthough ha: did ‘insist that:the price ‘of Orinase to consumers is-a
reasonsble one: “After all it is a reasonable .price. . It is- just: &
matter of pennies a day.”* As the chairman of the subcommittee
pointed out, even pennies a day are important to patients on:limited
incomes, especla]ly singe Orinase is not used to treat an occasional
short illness but must be taken by the patient every day of his life.
According to Upjohn spokesmen, more than half a million diabetic
patients are on daily maintenance dosages of Orinase, with an average
dosage of three tablets (1.5 grams) per day.® At 90 tablets a mon
therefore, the typical patient must pay, month after month, about
$12.50 for medication which costs Upjohn no more than $1.18 to
produce, incuding the company’s substantial royalty to Hoechst.
On an annual basis, “pennies a day” comes to $150 a year for an
gmount of the drug which is manufactured at a total cost of about

14

? .. 11078.
» bed pp. 11036, 11050.
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* Amornig the broad spectrum a.ntlblotxcs, VAit- productlo t4 were
computed for fetracycline’ capsules* ‘mantfactured by Bristol “and
'Up]ohn As‘in other’ est.lma.tes, the =costs were derlved by the addi-
: “encap! : ‘to: the'’price-paid: for the

{ produced in h Umted States by ‘three ﬁrms,
‘Bristol; American - Cyanamid:(Ledsile }Dmswn) ‘Chigg. Phzér; in
addltlon ‘two - othler: ﬁrms, Squibb-and, Upjohit; liave been Yicensed by
Bristol to sell finished: tetra,cyclme-p‘ oducts’ made from bulk - powder
.purcha.sed fiom the latter company. 'Although Bristol Liaboratories ™
- .Is*the smallest of the firms in- ‘the’ group, it; is-thie largest producer of
‘bulk: tetracyeling,. The" oompanys ‘1958 product.lon of*47;500 kilo-
‘piams amoéunted to’ 36 percent ‘of ‘the industry’s tot jro'ductlon
‘comparéd - to American - ya,na.lmd W1th 33! percent of the -
=Pﬁzer swith 31 percent:® : ‘

- I the absence of dlrect. mforma.tlon o bulk tetracyc o productmn
-costs, it was poss1ble to drrive at-an absolute maximim figure’ “per
pram by using ‘(a) Bristol's  1958- production of tetracycline a
ported to the subcomrmttee a,nd (b) co atafor antol Iabora.tones
roperatxons as'é whole; , i
" A-summary of Brlstol’s producﬁlon costs for. the compnny 's entu-e
fbllsmess in 1958 is" reproduced bel aken ‘fromi Form «I‘"o_f the

Fihlshed goods open;ng'invento.y-_
-Purchasea for resalesl. .-

o Tota! goods ‘available.
Less finished goods closmg mvant

: Oost of goods sold

. A meximum unit productlon cost; ﬁgure can'be denved by a,ssummg
‘that all of Bristol’s cost of- goods sold was apphed only to: the produc-
tion ‘of bulk tetiacycline—that is, that the company paid nothing. for
its substantial purchases of other bulk drugs such as dihydrostrepto-
mycin, that: it cost nothing. to- manufacture Bristol's own output of
penicillin, and that the’company’s drug finjshing and packagmg oper-
ations were: somehow performed ‘on’a free basis, -

‘Under such sssumptions, all of Bristol’s productlon costs dlwded
by the output of tétracycline alone would .come:to only: 9.4 cents-a
gram in 1958." This figure wasused, to: represent the cost of bulk
tetra,cyohne in” finished products ma,nufa,ctured by. BI‘IS@OI But it
cannof. be emphasazed too strongly tha,t thls isa ma.mmum 1n the

3t References to Butstol in the !ollowlng materlal arfuly onlg to the operations of Brist.ul Lahoratoﬂes. Inc
aiwholly owned ethical drug subsidiary of: Bristol-Myers i-Bristo]l Laberatories” 1938 sales amou.nted
to $19.2 milllon, while the consolidated sales reporied by the pm‘ent company:-were. $1149 million: (lamgely
1.n the proprietary drug and cosmetio Aelds),

¥ Hearings, pt. 25, p. 16301,
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sense that it could not possibly have cost. Bristol as.much as 9.4 cents
8 gram to produce tetracyclinein 1958.% © - T ‘
. The cost of finishing and packaging tetracycline in its most widely
sold -dosage form in 1958, tetracyeline phosphate.complex capsules
(in bottles of 100, each. capsule-containing tetracycline phosphate
.complex equivalent to 250 mgm. of tetracycline hydrochloride) ‘was
taken from Upjohn documents made public in the Federal Trade
Commissien’s cage against American Cyanamid et.al:® The estimates
show the breakdown of all expenses which must be added to the bulk
-powder cost in .order to arrive at a finished goods production cost—
that is, capsules and other excipient :ma;teriai;,‘production labor and
-overhead, cost of; assays by the company.and the Food and, Drug
:Administration, packaging materials (bottles, labels, shipping cartons,
et cetera), and packaging labor and overhead. Upjohn’s estimated
cost. for..converting. bulk .tetracycline phosphate into bottled - and
packaged 250 mgm. capsules was 40.1 cents per.bottle of 100 eapsules.®
Estimated unit production costs for tetracycline phosphate capsules
.and_the relationship. of :costs. to prices are shown in tables 5 and 6.
For purposes of comparison, costs are presented. both-for Bristol,
_the . Nation’s largest %ulk, tetraeycline producer,. and for Upjohn,
- which buys its bulk.tetracycline from Bristol. = . . ...
- In the case of Upjohn, the total cost per bottle of 100 capsules
($9.30, including the royalty of -51 cents) was-taken from Upjohn’s
own cost analysis of May 1,1958.3% . The cost of tetracycline phosphate
per bottle was derived by subtracting the royalty and.finishing and
packaging costs from the known total cost figure. Bristol’s tetra-
cyecline cost is biised upon'the 9.4 cents per gram maximum estimate
.above. It has been assumed that Bristol’s finishing and packaging
‘costs are mo greater than  those of Upjohn. - Bristol’s royalties,
‘however, are more than four times the average per bottle-paid by
‘Upjohn and serve to offset a significant portion of Bristol’s production
.cost advantage over the latter company® - - it
L ‘While the degree to which this figure overstates the actnual cost of producing tetracycline is unknown,
:the approtimate proportion of tetracycline sales (in both bulk and finigshed forms) to Bristol’s tofal sales
s¥g'ests that the overstaternent is substantizl, ' In response toa question as tc_)_t.he percent.a‘gq of tetraqyc][n?
sales to total sales in 1058, Dr. Philip Bowman, prestdent of Bristo! Laboratories, replled, I will say in gen:
eral it is between 50 and 75 percent.” (Hearinps, pt. 24, p, 13864.) In short, material and production eosts
-for something between one-fourth and onehalf oip Bristol’s entire sales volume and the costs of converting
bulk tefracycline into Bristol’s own finished products have been ineluded in the cost of producing bulk
tetracycline to arrive at the figure 0f9.4 cents a gram. . C e . . o
CBEPTOdockes 72LL. . 0 o Bl e O Ty R S SRR ST
s Hearln%s,-pt..%. D. 15202, In spplying '(_Jpjohn’a_ figure to other companfes, it must beé eoneeded thsp:
.thers may be diferences in wage rates and:overhead from company to company. 26 ceats of Upjohn's

‘total estimate of 40.1 cents, however, are accounted for by the cost of 1purc]as:sed capsiles (16.9 cents), FDA
assay (2 conts) and exeipient and gickaging materials (6.1 cents), while only 15.1 cents arises from labor and

overhead costs generated within company, ‘Thus, even sizable differences from company to ¢ompany
in internal wage rates and overhead would have a _relatively minor effect on total Anishing and packaging

~eosts, . s . - Do gt G . .

1 FTC doeket 7211, oxhibit CX-438,  This document does not show the detalleg breakdown of bulk
gowder. production, and assay costs found in the original “new product estimate’’ of Tanuary 29, 1857, Tt

for this reason that cost details from the new product estimate were shiracted from the actual total eost
ag of i\lay 1, 1058, In order to arrive ‘st an estimate of Upjohn’s tetracycline phosphate cost per bottls of -
capsules. . L B P s i y E

% Tetracycline product royalty obligations of Bristol, Squibb, aud Upjohn to Pfizer amount to 3.6 per-
‘cent of the net sales value of finished products. - In return for contracts to serve ag exclusive bnlk supplier
to 8quibb and Unjohn, however, Bristol agreed to pay one-haif of the royalties due from these companies
to Pizer, Bristol itself, of course, pays the full 3.5 percent on its own Fmducts. In addition, Bristo. pszgs
a § poreent royalty to American Cyanamid under s Heense to utflize a formentation process covered by the
latter company's Aureoinyein process patent. . ] - CE




TETRAGYCLINE CAPSULES
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S IOO capsules, 250 mgm
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"Tabre 5.—Tetracycline phosphate complex capsules—250 mgm
[Computed production eost {exciusive of selling and distribution costs) per bottle of 106 capsules, 1958]

FPer botile of 100 capsiles

To Upjohn To Bristol,
‘Panm; eln = gtrax
phosp e ¥

Materlal:
Totraayciin
Parchased by Upjohn
Produced by Bristol
Oapsules and other materinl 2 .
Production labor and ovechead (Anishing ogamtion only) ..
Packaging costs {materials, iabor, and ovorhead) 3.

Total production cost.l::
Royalties
Total productlon eost and royalty per bottle of 100....-.

e

1 Tatracyeling phosphate oomplex with actlvity equ.lvalan to 50 mgm tetraeycuue hydrochloride,
with 5 percent wastage allowance. 3 .
3 From Upjohn new produet estimate (F'TC docket Na; 7211, ;0X—450) ;
# From Upjohn cogt analysis.of May 1, 1058 (FT'C docket No. 7211, 0X—438)
¢ ¥lguce provided by: BrlstoI-Laboratorias, !hq (hear ings, ph 0 3884)

Oom uted produaction cost, excllmi\?e of myalty, se]llns and! d.istrlbuﬂon e

To Bristol Y
To Upjohn
Gomputed production cost and royalty, exclusiva of sel]jng and dlstribuﬂon

To Bristol
To Upjchn
Averﬁa.ge tgrice recelved by: manufactumr froim. a]] custométs

op
wo

o

88 a8

IR
T
iy o

0 wholesalar;

rist.ol. .-
Upjohn

To retaﬂer. Doth brands.

°T'o consuies:. .

gour MR on
2238
288 BE op
—J-7-7 1]

1 Upjohn Co. sells to wholesalers a.nd to direct-dealing retailers at tha same pri

Sources of priees: List prices, 1958—59 ‘Ambpricin DruggiSt Blue 'Book and Uplo Catalog, edition 59,

Upjohn average realized price computed from royalty cost per boktle’ (FTO ocket No, ‘7211, CX~438).

aﬂswlta;:mgei reallz.ed price, ol cn ,stomers. and ‘price to W ssalers,; Provl M, B Weeden, hear+
g%, P y B

The price of both bmnds of ca,psules b Sdruggl 958
was $30.60 per- bottle of 100 before any. trade- dasc, unts. The econ-
( 1es ;- which:channels much
ble: business with
zed ‘an: average price of

- ' 11¢ Jpjohn, which con-
centrates-on sales directly to’ reta,ﬂers and had s minor business with
hospitals and governmental units; appears to have realized $29.37 in
1958.% It should be noted that much of t 'e apparent, difference
between the Upjohn and the Bristol average pricearises simply from
Upjohn’s willingness to carry out the wholesaling function itself.

¥ Testimony of Mr, Morrls Weeden, treasurer, Bristol Laboratories, hearings, pt, 24, p. 13883,
¥ The Upjohn average realized price was computed from Upjohn's royalty cost per boftle (from oos‘:

ana!ysia ot {a; 1958). The company was offered an opportunity to comment on the subeommities
analysis, by letter of Bept. 27, 1960; no reply has been recelved by r.ha subcormmitiee,




- In:apy case;; 1t is, clear; that-the capsule for. which:the . customer
pa1d 51 .cents and-the-.. retail 215t 31 cents cost: Up ohn:only 9.3
cents to produce, 1ncludmg roya%tdes but, excluding . se]]hnv and . dis-
tribution costs, :while. the.same. capsule ;produeed.. by,B_nstol cost, o,
more.than:s cents, with more then 40 percent.of this cost; representmg
royalties paid by Bristol to Pfizer an Amerlca,n Cyanamid.. -

While these royalties are properly included in an &nalyms .of &
costs;.of .8 single company which imakes the: payments,. nonetheless
they should not be included in any. estimate of production, costs.on
an _industry. basis, since: they represent. payments by one tetracyeling
producer: to other producers.of tetracycline. .. Thus,it. may. be conx
cluded that the:cost, of production.of the c&psules descrllbed,; ]:fl he
ess than 10

industry,: comes: 0., less than 3 cents;per: -capsule,
percen of the Hist price to. ret_ drugglst_ in:1958

How do percenta.ge ela.tzon‘hlps of tha margln__ (over dmect “costs)
to.prices in the drug industry compare with, the relationships in other
industries? 'Taking from the above examples the data, apphcable to
the actu&l producer. of the bulk drug, (1nclud1ng Carter), and using
- where it. is available £he, meanufacturer’s average realized price, an

where it 13 not, the price to wholesalers,®, 'the margin varies. from 80,1
percent in the case: of Bristol’s Tefrex (tetracycline) to 8 ébcent
in_the case of Schering’s, Meticortelons (prédnisolone). . Idéally
best, method of maling . mtermdustry comparisons would be
trast the percentage margins for specifi¢. dru product ith,
able data for s ec1ﬁc ‘products ‘of other industries. ; As, was I’ _cently
observed by.a leading spokesman for the drug trade, Dr. Wﬂl' S,
'Appl _;secret.a.ry -of: he}Amenca.u ha.rma.ceutacal As

' Viewed t.hrough ‘the eyes: _'of ‘thie-economist ‘orianaly
-miarketing terms;the:drugs-utilized in:prescriptions: are 1o
unlike  other: commedities:! “Fhe . production, distribution
and pricing policies: of the pharmaceutical industry;are: aub=
ject to-comparison with other industries dealing in.consumef
goods, < To: be’sure, there.are'some distribution réstrictions
impossd by Federal and: State laws and regulations:and cors’
tain’selfimposed advertising: conventlons but basma.]ly the

* comniodity: concept-prevails:tl: wicnrouiny g

The ability to make such comparisons, however is severel restncted
by the‘pavcity of unit cost t{J pg* th dustii sofar as
recent years-are. concerned b pfl'lbhcly
available for only two' other industsd obiles (1957) " and
bread (1958); in both cases the figures were compiled by this subcom-
mittee. As part of the inquiry into the bread irdustry, the subcom-
mittes sent out to the largest bakery companies special questionnaires,

#The price to wholesalers 1s nsually 16-20 percent below the priee to retailers, reflecting & usual trade
discount. It happens that there 13 very little difference between the average realized priceand the price to
wholesalers. Inasmuech as the realization figures include sales to Federal procurement agencies, State and
private hospitals, and other large buyers, at prices usually below, and never above, the price to the whole-
saler, the similarity betwean these two types of pricss suggests that a major portion of the ales to the trade
are made dlreetly to retallers,

3 Address by Willlam 8. Apple, secretary of the Amerlcan Pharmaceutical Assoclation to the esstern
reglci)nal ?eegtégg, Pharmacentical Manufactorers Assou!atlon, “Preseription and Interdependence,” De-
eamber 12, 1

Bl327 O =32 -3
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which wera largely ‘based upon forms’ previously 'used for the'same
purpose by:the Department of Agriculture;:the eompleted schedules:
wele Teturned to: t}};‘ “Department of -Agriculture, where they were
edited; processed and totaled into aggregates b{ groups of companies;
For the fourlargest bread-baking companies; the margin betwesh unit
direct cost and the manufscturers’ average realized price was 29.6

“Pgrily-from’ information submitted: by <the’ company‘and partly
from: published data, it ‘was possible to construct.a unit cost:break-
dowr’ for the average car manufactured in-1957-by General Motors
Corp.; this cost breakdown was limited to:Genersl Motors automotive
operations anid -excluded -the: costs’ of -other industries in which it:is
engaged:® The margin between unit direct cost and price représented
39 percent of the company’s average-realized ‘price din’ that’ year.
That this figure is greater than the percentage margin in the bread
industry is due largely to-the practice followed by General Motors of
making annual model changes; as was brought out in the subcommit-
teo’s report, the practice by this industry of ‘eaking sich c¢hanges is
engaged in for the purpose of increasing the product’s sales appesl:
Nonetheless,” Genera' - Motors percentage margin above production
costs'is less than half that of most of the drug products shown, - -

- If instead of individual products the basis of the analysis is com*
panies; a wider range of comparisons c¢an be made. ' Some large firms
publish in their annual reports percentage breakdowns of their sales
dollar; distributed by cost of materials, labor, and thé other principal

' éxpense items.  Information “of this type-is available for 15 large
producers of ethical drugs which are principally engaged in the drug
industry. “An effort has ‘beer made’ to compale the" breakdowns
for  these' companies with ‘comparable distributions of large firms”in
other industries. Whether & company -does choose to publish a
breakdown.of this type s purely:a'matier of random chance. How-
ever,:an effort has been made to.obtain:some degree of representative-

ness by ‘securing such distributioiis for two large comdpanie.s in:each
of thetwo-digit major industry groups,-and this proved to-be possible
in 12-of.::such: industry -groups... Moreover; -where :possible, .com-
panies: -have ~been. selécted. which fall - within  differesit three-digit
groups of: a-given major-industry group. . Also, an effort has been
made to-place, figurés for. the: various ‘companies on a comparable
basis by making appropriate adjustments - for. .depreciation. and
amortization, . . . .. . - .

- 8 For’a fuller deseription ofithis tere
2d sess., report of the Bubgomnmittee on' Antitrust and Monopdly. o
-39 For & fuller deseription:of the nature of this cost breakdown, sée' Administered Prices: :Automiobiles;’
85th Cong:, 2 sess., report of the Subcommittes on Antitrust and Monopaly. e

survey, seo *Administersd Prices: Bread,”8. Rept. 1023, 86th Cong.




il

It is recognized that there will be some variation in-the percentage
margin owing simply to-differences in the nature of the business. By
their very nature, some industries have relatively larger selling and
overhead -expenses than. others.  Hence,-a comparison. of- drug pro-
ducers with companies in other industries would have significance
in. suggesting “excessive selling costs or “profit margins only if the
typical percentage margins of drug producers were substa.ntm.]ly
larger than the margins of firmg in the grest majority of other industry
groups. ‘Such, however, appears to be the case as'is. revealed: by the
contrast between the 1959 percentage margins for 15 drug cornpanies,*
ag-shown in.table 7, and those for leadmg companies in. 50-other
1ndustr1es resented in table 8

ITABLE 7. mO’oat af goods sold cmd gross margin as percentages f.saled for § drug
: e campames 1959 :

. [Percent of sales] . .- :,

Scberln Corp..
‘Bristol-Myers X
The Upjohn Col

:Smith Kline & French Laboratorles_
Cart.er Products; Ine
‘G, D, Searle &
1.8, Vitamin &' "Pharmacetitical Corp____ i
‘Sterling Drug, Ine.: -
‘Watner-Lambert Phatmaeeutmal Co _____ i emmuwaned
FParke, Davis'& Coo ... . :
“Argeriean Home Produets Gorp
Abbott Laboratories ........
‘Merek & Co.; Inoiia . Mt
“Mead T ohnson & f‘n .

W b 10 O G o G 04 00. 1P Y. v €
nonenen ~Fad mfadayay
FEBREBBRRERNABY
DT B e D T =T RO T e G SO

- 1-Flseal year ended Mar. 31 1g80. -
“ EFiscal year éndéd Nov, 3D 1959.

" Bource: Moﬂdy Industrial Manusl,. 1960, and supplements. .

o Several important drig preducers are not tneluded becanse ot‘ the absence of 1958 data eomparable to
that shown for the 15 companies on the table. CIBA Pharmaceutical Products, Ine., and Hoffmann-
La Roche are subsidiarles of Swiss firms which publish no financlal information. Nelther- Chas, Ffizer &
Co, nor Ell Lilly & Co. %/[b“Sh cost-of-goods-sold data.  And in the cases of Amertcan Cyenamid (Lederle
Laboratories) and: Olin Mathieson {(E. R. Squibb & Sons), the:drug'divisions are.too.small & part of the
co.nglomemte operations to permit usable data to.be derlved from eonsoﬂdated returns:
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t'of Goods sold ‘and gross shiarpin:as percéntages of sales for 56
companies;in, §0.1'3-digit! <nduslry groups, 1968 “:5 -
% ‘[Pefdent of saléé] Bk

Cost

£ i% uF
tCoca-Cola Co_.,
Cotgato-Palmolive
383 ] -Bestman Kodak Co
1 R.T. Reynuvlds Tobac -
4 ECI. DuPotit de Nemeurs &. Co..
Lehigh Portland Cement Co.
Natlopal Biscelt Co. ...
Minneapolis-Honeywell Regulator Co...
8567 1 .Burroughs Corp..._ e
351 [ Qutbrard -Marine Corpin X
Hercules Powder Co
Johns-Manville Corp.
Armstrong Cork Co._.
{ . Hershey Chacolate Co..
Curtls Publishing Co.
General Foeds!Corp.
Pittsburgh Plate Glass Co.,
Masonite Corp. .. ._.ovasam,
14" Triférnatlontl Bhoe o 22020

Tennesses Corp--.,
Qlidden Co-.-:_nnm,
Corn:Produets Co..., -
Blmmons Co..icunama e, -
Cluett, Peabody & Oo., Inc..

National Dafry Pradets Oorp....
Bocony Mobil 0il Co... -

Fhntkote Co_..

Goodyeat Tire & Rubber 0. .oron,
Georgla-Paclfic Corp....
Worthington Cor|

o -
Food Mashinery aiid Olaiical Gp ...
1)

ERRRRRRRRRRRRNE R RN R ERE .,
IRERESNAERARREREE,

BoaRREsLIRRRSESSE

Blaw-Knox ... TRy
Internationzl Hafveiter Co. im
| -Amerlean Radlator-& -8tandard Sanitery Oorp..
Bchenley Industries
Bigelow-Sanferd, Ine.... o
QGeneral Motors Corp ’
Radlo Corp. of Armerfea. . . iLiatiaiiovaline iadl o of

SREEREN

Raytheon Cou.
221 > Burlington Indubtries
| Combustine Engmesring, In
American: Sugar- Reflning Qo.:
General Electrie Corp.
Bwrift & Co___
Douglas Alreraft Co., Ine.

I Fiscal year ending Aug. 81, 1959,
1 For the year 1958, Mot avallable for 1959,

Bources: Compiled by the Legislative Reference Service, Library of Congress, from dlrectorf of comn
panies fillng annual reports with the Becuritles & Exchange Commission, 1958: Moody’s Indasirial Manual,
1860; The Fortuna Directory of the 500 largest U.B. industrial companies, August 1980,

The drug companies are a case apart. Fifty different *“3-digit”
industry groups are represented in teble 8 by companies for which the
.percentages of cost of goods sold have been calculated by Moody's
Investors Service. Each of the companies is & leader in its industry
and is among the 500 largest manufacturing firms in the United States
as reported by Fortune. Not one of these companies has a gross
margin above production costs as high as the lowest gross margin
shown among the 15 drug companies, L.e., 59 percent, Among the 50
nondrug industries, in only one case, soft dl;inks, does the margin
of the shown, Coca-Cola Co., approach this figure. In 6 of the



15 drug, compames listed, the gross margin is more than 70 percent. of.
while..in 410 the 50, nondrug: companies. the margin s, beélow
3 percent ol two-thirds: (33) of the nondrug:companies. have,
marging, ‘which. a.rejess than_helf of the lo
ahy of the 15 drug.companies oy
No unique charagteristic . mherent in. the:economics.
industry. suggests. itself “as .. logical explanation . f
difference in the breakdown of the:sales dollar of the, drug oducers
as.constrasted with ] rge. ﬁrms_im other industries.:  It.should.be. .noted,
that the nondrug:list contains a number firms which are ge ly.
considered to.rely very.;hea.v1ly_ advert and.other promotional
and sellin expenses, {0 create_sales. volume _Genera.l Motors )
General Electric; Colgate-Palmolive, R:J. R :
The expectation, it will be recalled, would be t_\at becaus !
demand for. drugs ‘namely ;the nmcxdeu of'illu
nificantly mcreased by ve ising”and; selling xpendifures,
-would: . be: relatively sms.ller ;in drugs than in.other indu
X the.unique mportance. of‘the prodact
g be;_.expec /o, be, cor

The compa,rls n a,bovs betw n the 1959 o7'0
drug firms and leadmg firmis in’ 50 other . mdustrles leaves no  room.
to doubt that few, if ‘any, other industries in the Amel ican ecoromy
spend ss small a proportion of :their sales réceipts’to prodice” the’
goods they sell a8 dees the pharmaceutlcal industry. Equally Im«

ortant to an understandmg of drug prices, however, is some 1ns1ght.'
into what, use is made of these margins’ by the manufacturers The
earlier discussion of the genera.l nature of costs is_pertinent here As
hasg been noted, production costs are the mescspable costs of remaining
in business, Wh1ls the distribution of gross’ margin’ (i.e., the difference
between f{)roducnon costs and ssles) among other ,categonss ‘of costs’
and "profit 13, 0 thi o’sher la ' ' al
discretion, " - ! e

The subcomnnttee rscelved detaﬂed ﬁnancm.l ‘statements from 22;
leading drug companies covering their 1958 sales and othar’ recelpts
(principally royalties) and their expendltures, relating to drug opera-
tions only.*  From these sfatements it has been possible to derive’
the breakdown, of the industry’s receipts between production costs’
and gross margin, and ther,jt_o 'f__ze the,composmon of gross.
margin itself. For convenieiice, itéms other than ‘production”costs
have been placed into four broad categories: research, general and
administrative expense, selling and promotional outlays and taxes.
These reports, expressed ag percentages of sales and other receipts,
are presented n table 9.

This output worth $2.3 billion cost the 22 producers less than one-
third of this amount to manufacture; the industry’s gross margin on

¥ @ L., the problem of the conglomerate nature of several of the companies has heen avolded for 1958,
Olin Mathisson. for example, has segregated all costs (Including allocated costs) for its drug operations
from m other business In such diverse flelds a3 rocket fuels, insecticldes, fashlights, rifles, and shotguns,

~ato. American Home Produets has provided information on its drug business separately from 1% opera-
tlons m the flelda of spaghetti and eataup production, shoe polishes, and so forth.
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drug ‘operations ‘slone éame 6 no less’ tha,n 67.9 percent of sales.
Fully ‘three-quarters of the margin (ormors than half of the'industry’s
receipts) was either used to promote the sales of its products or went
into profits. Irideed, promotion and profits before taxes in’ the drug
operations of the 22 firms exceeded the combined costs of produe‘uon
resea.rch and administration and all other expenses. -

Profits before incomeé taxes and advertlsmg and’ selling expenses
were of gbout equal importance,” thé'former amounting to 25.8 per-
cent-of sales, and the latter 24.8. 'Ohly five firms reported ‘pretax
profit’ ﬁgures bélow 20 percent “of “their sales; while for six ‘otheis
pretax profits ranged between 30 dand 44 percent ¢f sales.  Individual
percentages ‘of receipts spent for sdles promotion ranged from a low
of 18,1 peréent (by Mereﬁ and Llﬂy) to a hlgh of 40 5 percent of sales
by Norwich Pharmacal Co.~

“The sums spent by the’ 1ndustry to seH 1133 products are in ma,rked'
contrast to the’ amounts'spent fot research. " The proportion spent for
research, ‘6.3 percent is  often cited as the pnnc1pa1 justification for
high drug prices: Only 3 ‘of ‘the 22 companies spent as much as'10
percent ‘of sales"on research; while -7 -firms (including such industry,
leaders as'Pfizer‘and Parke, Daws) spent’ less than :5 percent of sales
_for this purpose. Only 1 of the 22 conpaniéy in 1958, Searle, devoted
as much as half the amount to research that it reported for selling
expense, while 11-of them spent from5 to-11-times as much in adver-
tising, promotlonal and selling expense as they did for research, -

In’summary, when spokesmen for this industry speak of high costs,
it is_clear that they do not have in mind production costs, resea.rch

costs, or to any great degree, general and adm1n1strat1ve ‘expense. It
is true that they may refer to the “tax burden” (and i income taxes
absorbed 12.8 percent of sales in 1958), but corporate income ‘taxes
are usually not regarded by spokesmen for industry generally as com-
parable to other types of costs; if they were, it would be clear that
they are not being paid by the companies but rather passed on, as -
costs, to. the consumer, The _remaining itemn of cost, selling expense,
i mdeed high—but ‘this again reflects the de]1berate decisions of a
number of corporate managements that seHm costs will be high,
i.e., that prices will be kept high enough to yield a substantial gross
margm of which a large share W111 be expended for advertlsmg a.nd
promotlon e

‘The cucu]anty here is ebvmus * The heavy expend:tures on sales'
promotion furnishes one of the principal means by which the major
drug companies are able to maintain their high'prices. The high
prices proguce the huge gross margins in this industry Whlch are, used
to ﬁnauce the heavy sales promotlon expendltures ' : o




| Sehering

.- Net profit

;- "Taxes_.
+- Belling.

General and adlmmstmtivn -

. Cost:of goods

© | Boamo

* Total

< | 8| omns |

" Warner

Lambert. F-

E | BenltEs
Pl Btk s

1 Including Toyalties and other incoms, : :
% Includes-expenditures in §witzerland, !
~3:Inchades; e amounts whleh should be carzied as “Cost of goods

+ stiould be here.
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A second standard agamst-whlch; _
prices in’'the major U.S. market (i.e;, s : he retall drug trade)
may be neasuied-consists of prices in‘other markets—in this case the
relation beswéen U.S. price and the ’rlces of 1dentlca1 products in
foreign markets. I

Through the good offices of the Sta,te Bepa,rtment the subcommlttee
was ableltc secur m American cconsulates abroad: the prices of &
number of important drug produots -The priges-were obtained from a
leadmg city of each’ country in identical- dosage foiths to those sold
in the United States and. wére as of the spring of 1959.! Whera the
most popular forelgn %ottle.size (in- -capsules-per-bottle) differs from
that inthe United States, the, foreion price has: been dlrectly adjusted
to the U.S. si if the available forelgn price wis initerms of a

hat of the 1.8, size, the. forelgn price would be
multlphed b 2) “For some products :th & prices reported were" for
drugs made and sold by foreign 1 manufaotu ers in’ their owncouritries.
For others the!prices . represent prices charged by American manu-
facturers Who:i oniduct ‘partial or complete* ma.nufactumng operations
in thecguntries for whloh prices. are: showih:™ And in a pumber of
cases, the foreign prices are quoted for drugs ma.de by American:firms
in the: Utited -States-and-exported ! either 11 :bulk’ (g)r tableting and
packaging ‘a,broad ) n finished a,ckegedi'form In what follows,
the dlfferences in the prices s among countries will-be shown: ﬁrst
as presented in' the hearings, to -be~foll ‘by-arsummary of the
ratrone.hze.trot;s offered“for the dlﬂ' en(;

~ For tho oortmosterords—predmsone a,nd predn

posmble to determme the pr1§es e}larged by Mefrck & Co.
: I’

(through
or T redmsone

e

Priee as
ercent of
S prica

-pilee: Amerlmn Dmgglst Blue ‘Book 1950-60,

reign rIoas Collected by the T.5, De
dcan ombassles in the 8p

ﬁrednlsolone,we: orted for 7 of the ] rorelg'n countries listed (no Merck predntsolone prices
yrere reporied for Italy or Panama); except for Brazll In which predunlsolone was priced 5 cents above pred-
nisone, Merck's prices were 1dentical for the two producta,



.At.one extreme -the-price in:Liondon for:prednisone.is: $7.53, onIy
two-ﬁfths, of ‘the. price. cha,rged U.S.. druggists.. At'-the ot.her, the
Tokyo drugglst pa- .$27.78, or.1 }5 tlmes the U S.. prm

Among the. ‘tranquilizers,.. elgn pnce mforma, lon ‘was’ obtamed
for. chlorproms.zme, prochlorperazme, proma,zme, meprobamate, and
reserpine. As in the cas f he., ortlcostermds ‘ d
from country to country.
‘Chlerpromagzine and prochlorperazme are phenothmzme denvat.lves,
developed by the French .chemical and drug manufacturer, Rhone-
Poulene. ; The American firm, Smith Kline & French, operatmg under
an exclusive U.S. selling. hcense from Rhone-PouIenc is . the onl
domestic source of supply; the. ﬁmshed .products, are. sold by Slmtﬁ
Kline & French under the brand names Thorazine (chlorpromazine)
and. Compazine (prochlorperazine).” The- differences. belween .the
prices charged by Smith Kline & French in the United States and
prices, charged b other sellers (mcludlng Rhone-Pou.lenc, its. subsu:i-
1aries and other. censees) are shown in table_1

T.ABLE "11 —-Trangmlzzer&u(:'omparatwe U S cmd for

i z}rg,"ces 1_95:9.-7

May & Bak 25
R S : JdoC :
Mogaphen. . Bayer. 87 2
Largactil -monnen-|. Formitalia (owned 51. percent by .22 0. 40
e Monteeatind, 48 “percent by :
Rhoue-Poulena)
do Epecla.- 1.31 43
Amplictﬂ _____________ Rhodia - . L6323 s 1oy 5O
“Contomin. CC 10 Yoshitom| Pharoa. . 1.88 '
Wintermin, Bhionogl & Co 191 83
| Sevamlne. . 2,14 |
.| Largatil 37

Oompazine

Germany.- - Nipodal Bayer...
Franee.emeas—-oeoeeeeee Tementtl ... Specia_ - s
Belgium PO P

England. _ May & Ba.ker 1_--
Australia. .do

Canadal oz o luisia Huaidi Rhone—PouIane..--.--

¥ Price reported to subeommittes for 5 mgm. tablets has been doubled.

Sources: U.8. price; “Ameriean Druggist Blue Book, 1956-60." Foreign price: Collected by the U.B.
Departmeont of State throu%mthe American Embassies in spring of 1259. (Pro rata conversion to 50 tablets
per package by subcommitiee stafl where necessary.) .

3 Hearings, pi. 16, p. 8956
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. Liooking first at: chlorpromazine, Smith- Kline: ‘& ‘French’s pride to
the U.8. druggist’ for/Thorazine' ($3.03) ig'exceedéd otily by Rhone-
Poulenc’s Canadian price($3.75). At the other-extiéme;" Rhorie-
Poulenc sells the product in France, through its submdlary, Specia,
at a price of 51 cents a bottls, Grig-sixth’ ‘of Smith Kline & French’s
U.S. price and less than one-seventh the price. which Rhone-Poulenc,-
itself, chargés in"Canada.’ Poulene’s British® 11censee ‘sélls to British
drugglsts at 77 cents a bottle and 'at 94 cents in Australia, one-fourth
and-one-third of what the Anérican druggist hasto pay. " °

There is a similar wide variation in pricés for prochlorper&zme
Here the ‘pricé to the ‘American druggist is higher than jn' any other
country for which data weré obtained. ' Prices range from 80 centd a
bottlé in Fiance to Sthith Kline & French’s price in the Umted States
for its ‘brand of ‘the product (Cormpazine) of $3.93.

‘Promazine is ‘another phenothiazine ‘derivative, also developecl by
Rhone—Pou]enc American Home Products: Corp ‘enjoys an exclu-
sive U.S. license from Poulenc, under which“it offers~ promazine
through 1ts ‘Wyeth ‘Laboratories Division under the brand name
“Sparine.” - A ‘nuniberof Amencan Home Products’’ foreign’ sub-
sidiaries a,lso are licensees. “Thus, it is"possible to compare the prices
charged by a mapufacturer in the United States to the prices charged
by the same company abroad. Wyetb’ Canadian price is only 5
percent above and the Venezuelan price only 10 percent below the
price paid by the U.S. retail druggist;" But the Australian druggist
cafi purchase Wyeth’s Sparine for 94 cents a bottle, less than one-third -
thé price of-$3 charged to.his. American counterpart And in none
of ‘the coutitfies shown, except for Canada and Venezuela, is Wyeth 8
prlce much more than one-half. the U, S price.. o .

TABLE 12 I—Sparme—()'omp "-':e U 3 cmd forezgn pmces, 1959 ’
: E25 ngol. & blets 50 s]

Coilht'ri' Gompany markéting’ “ - - |- Price to | ‘poreent™

druggist | of U.8.

United Statés. . : Sparine_.—.-_-;__‘b

Gér%any_ <! -Protacyl_-.

3 FPromazions
Ttaly___ Tiranol. ...
Holiand Prazine. ...

Mexico Liranoi. .
Veneruela Viproma,
Canada. Sparine

1 JIeamlgs t 16, p. 92 9

] Cnl(,uiate from price-for 30 tablets.-

3 Caleulsted from price for 25 tablets.
i 4 Caleulated from pmc for- 20 tablets.-

“‘Bources: U5 price: Ammerican Drugg:st Blhie Book, 1859-60. L
Forelgn prmcs collected by the U.8, Department of State througll the Amerman umbassies inspring
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With. respect to- meprobamate, . Carter- Produets, Inc:, as stated
earlier, holds U.S. patents under which it has licensed American Home
Products.. (Wyeth - Labomtorles) to. sell, but not..to.manufacture,
meprobamate both:in the United States and abroad. Wyeth sells
the product as Equanil..- Carter itself sells only in_the United States,
under the Miltown label; American Cyanamid (Lederle Laboratories)
hag been licensed. as’ ‘Carter's foreign distributor, with the right to use
the Miltown label in-foreign sales;-but not to- sell under any label in
the U.S. market... Comparative U.S. and foreign. prices for meprobar-
‘mate, secured from the Sta.te Depa,rtment are shown in. ta.ble 13' el

.jTABLE 13'

:

L Priceto | “Priee
| . drugglsss .
[ T o - I

‘United State

B ey o C o L e L e L —g:75 |-
Germandy 1.88-
Englan - ZL 1.48
Austria - - 21 4 156
Ttaly. e 31,77
Maxico, : - 29,00
Brazil.. - . . (2228
Japan.._. - o : - e e T memr-l, A2.50
BRI o i LR e B e i coo 3825
Austl'ﬂ“ﬂ Vil D s i T e TR PR ] 3‘47 .
Holland .. - . 53.56
Canada " L85
Tran oidiatiiaoilk ;44,68
lia. (3470 L
T V544

i Hearings, pt 16; p 9323, 'I'he ‘price of"Mﬂtaun” o Gcrmany hag been changed sitren the earlier pub!j
eation of the tabla; on, the basis of revised data received !rom tha Depa.rtment of Sr,ate s

¥ Caleulated from price for 25,

> Calenlatad from: -prica. for:30.: : N
"t Calculated from’ price for 100 .

¢ Calgulated from priee for 20.

Source: U.8, price, American Druggist Blue Book 1959-60. Foreimn prices; Co]lected by U.8. Depart~
ment of State through Ameriean embassies in spring of 1859, .(Prices converted to dollars at official rates.)

. It is interesting to note that in four well-developed: countries with

relatively high costs andlst,qung demand, Germany, England, Austrla.
and Ttaly, Miltown prices.are. approxunately half-of that: charged in
the United States. On the other hand, in.Iran, India, and Venezeula.,
three relatwely underdeveloped n&tlons, Oyanamld’s Miltown: price
ishalf again.as great as that charged by. Carter for thé.same . product

in.the . United States:: . -
_The last, of the tranquilizers. studled by the subcommmfsee 18, Teser-
me, patented and.seld by the Swiss firm, CIBA, Ltd.. under ‘the
rand name “Serpasil.” CIBA’s Amerlcan subSIdlary OIBA Phar-
- maceutical Products, Inc.,.sells Serpasil.in the United Sta.l:es at $4.50
to the drugeist for 0. 25 milligram tablets in‘bottles of 100; snd at $12
for t,hetl-'mﬂh%ia,m tabletﬁll -The prices a,t_whzch"O BA sells in other

: . tabls 1 :
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o TapLe T4 LéSe'r;;stil;—c‘ompdrativé.aU_:-S; ‘and foreign’ prices, 195 f

1-mflligram tabled -

s

s -| " Prieato-:]| : Pricoag : .
,dmggl_s,t reent of
RETESAEERRY v pr!ce
-United States_: ~§12:00 |
ol 7121 |-
2.78
sl
ey :v;:(_‘)a‘gg‘ i
2 A | } 4. 24 85
SIDY X ) ' U
54 87 41
84,80 41
5.29 44
5.53
5.6
7.88
LB BE

g3, pt ls.p 0433, ...
? Calculated from price for 40.. .
1 Oaloulnted from price Ior &0,
4 Not avaflablé.
1 Qalculated (rom ‘price ror 0.
z l Oaleulated Ir T ] prlee fur 20, .

; : U.8. Pelos: Amerfens Dmgg[st Blua Book 1959—60 Fomign prleas Ooﬂaete ‘D
DMBnt of Btatd. .,hrough t.he ‘Amerlcan embassles in spring of 1060,

The prices paid by U S drugglsts and ‘consumers: for Serpa,sﬂ are
ar higher than those-in any-of the-15- forelgn nations -from : which
reports were received. " In only two countries (Canada and V. n’e-
zuela) was, Serpasil, priced. at as much as, one-half of the U.S. pnce
Indeed, in Frarice, the price “for: the:0.265milligram- tabl: e
one-fifth the U.S. price, while for the 1-m1111gram {ablet: the French
g[ljrlégglst ays only one- tenth the pnce estabhshed by CIBA!in the
marks et

ORAL ANTIDIAB ETICS

pries 1vergences ‘also exist in the’ ‘chse of the’ otal ant;dmbetm
‘. The Targer’ selling ‘of thé: two' priric 89,1 drugs’ of - this type,
fiide; is marketed 111 thls'i country &8’ Orindse by Upjohn Co;;
A.G., -Mannher, “West
Germany U ohn 'S i 24 u'ect—deahng drugglst 8
$4.17 for 0.5° gram tabléts in bottles of 50:#' “THis ig higher than tlie
pnce in any of the 11 fgI‘El’%}l; nzﬂnpﬁls for which the- State Department.
o highést compara

The driggisi who-birys through a whol 78 $4.87: Upjohn encpurages retsil druggists
‘directly with the eompany, rather than throtigh- whole@alers, by-extending fo any ‘retailet* who grees to
an Upjothnﬂp[ri-?ducts i.n a m.i.nimum ‘smount of $100. per- year. tho sgme: discount oﬂered ‘o wholesalers—
percent o
-+43:0n this polnt sed: also "Haarlngs,! pt. 20, p:-11062;; I{Jpgjhn submitiell an exhibit purpotting b0 show b
eotntrles I which the talbutamide price was abave the Orinase price (of these only Indla was inclnded
in the 11 nations for which the State Department secured Information) and 12 conntries with lower prices.
Uplehn's table stz wholesale prices and two sets of prices to drupgists who buy from wholesalers, based,
on alternative Upjobn sssumptions that the wholesaler makes 20 or 30 percent, As stated In the prevlous
footnote, Upiohn’s price of $4.17 for 50 tablets I= ltself a wholesale price; thus It may be properly compared
only to wholesale prices shown in the Upjobn table for 60 tableta elther reported direetly or converted from
the closest comparable quantity, usually 40 tablets per bottle. 'If this Is done It may be Seen that in the
Uplohn Hst of 17 fareign conntries there are not 5 countries, but oniy i (Republic of the Philippines}, in
which the foreign price Is above the U.8, Orinase priee charged by Upjohn.
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Co..of Canada: (owned: jointly. by Farbwerke:Hoechst and: Uj’iéohn).
Yet in West Germany and. .the.Netherlands Hoechst itself seils

tolbutamide .at prices equivalent to $1.85-for.50. tablets, less than

one-half of Upjohn’s U.S. price. |

e Mivrnal

“Taprs 15— Tolbutamide—comparative U.S. and f;?reisfﬂ prices, 1969
‘ ' . [0.5:gram tablets, B8

L | GCompany. markesing | drugglsts”

" Uplols og
Tolbutamid, Sanabo 40
Hoechs 44

VRastinqg.__

doe 44
Boehringer. Pl
Horlicks__.. 45
Endopancrine. - 49
Hoechst.._. 35 66
Boeliringelae ... 2.35 1i%i]

Artosina_. do._. ]

Rastinon. Hoechst 69

“Tolbutamide: L-Duméz_:

Rastinon ~IHoechist: BT

Orinase. do__

1 Hearings, pt. 20, p. 11051
1 Converted from 40°s. ;
-3 Couverted from100'8,:7:" .
4 Large number.of sellers In Italy
‘5'Converted from' 2's, ++i7 5 -

Bource: U.8. prices, American DruggistJBlue Book, 1059-60; forelgn prices, collected by Departmerit:
ftate from-#m@riqan-fl?.mhnssles broad:fof; the.aubcommittes in the ﬂm‘i.,n,g;‘o_i 196001 e .

. Foreign, prices . for. chlorpropamide  (Diabinese). present: a.rather
significant contrast. -.In most countries this product is marketed. only,
by Chas. Pfizer & Co. This fact is: probably not unrelated to:the
agsenc_e of the widespread variations in; price noted in other products.
In.England; the lowest-priced foreign market :(apart. from Ital
Pfizer’s, price is:39, percent below the 1.S. price—-hardly comparable-
to, some of the differences exhibited by other products. - Italy appears
to be the exception, that proves.the:rule. . In Italy the product.is sold.
by several companies, including Farmitalia, which offers this drug at
a price of $1.41 for 50 tablets. -The State Department did not report
an Italign:price for Pfizer’s Djabiness... The president of the company,
informed:the subcommittee, however, that Diabinese is scld in Tialy;
Mr. McKeen was unable to recall Pfizer’s price there; but he presumed
that -his firm would meet the Farmitalia price... If. Mr. McKeen
rasum'ggioxl Js correct, it is:evident that.when faced with eompetitiol
fizer finds, it possible to sell.Diabinese_ at a,pric imatel

one-fourth of that charged the U.S: druggist:¥.

# Hearings, pt. 20, p, 11248, Guie: oo

47 It should be noted that the Dlabiness sold in all of these markets may be In fact produced in bl In
the United States, Mr, MeKeen was not sure of his company’s polley 1n this respect: “I think we do
send some abroad for some markets and we alse produce It here an shi%:. into some markets * * * Iam
not certain of this, bat I belleve it i= in England that we producs it. efher we are st} continuing thai,
My, Dixon, I am not sure.” {Italic suppiied.]
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='I‘ABLE 16.L—C‘hlorpmpa,mzde—00mparatwe US and fore:agn przces, 1959
FRE mi [250 mi!ligram tablef.s, 60's] ST :

' e |/ PHes to'+ | Pricand :-
Coundry Brand name Gompany ma.rketing drizggist elg:eln)tigé

it Hearmt.r.s, f. 20, 11246
1t Several sellérg ia Lialy,

3 Convertedifrom 600 mllhgram tablet,_
{ Converted from 100°s/ - ;

-t Converted frotn 30°s. °

¢ Bource: TH. pr:lca, Amerfean Druggxst Blue Book, 1050-60; Ioreign ces: Collécted by u.s. Departmant
0! Stata through the Amencan embassies; in spri.ug of 1950, . :

ANTIBIOTICS

On antibictics, the subcornmittee was furnished for pTiG .mfor—
bmamon on one form of penicillin and several® broa,d—speetrum dnti-
iotics
As is dlscussed elsewhere the’ older forms of pemeﬂlm are ‘niot
Eatented are produced by. both large and small firms whose number
as varied: cons1derably over the'yvears;and are-sold at highly eompetl- ,
iive prices. * Within the industry, however there have been attempts
to develop fiaw variants stfficiently different from the: older forms to
achieve patentability,” Oné of the principal new variants is penicil-
lin-V; patented by Eli- Lill & Co. and sold under the brand name
V-Oxlhn "The price of Lilly’s product to the U.S. druggist:in 1959
was $9 for 125 milligram ‘tablets ‘iri-bottles of 50, eqmvalent 1o $18_
per “100-tablets - Comparable Lilly prlces per 100 tablets inseven
foreigh- countries ‘are shown in ‘table 17. ~In six of these countries,
Lilly’s prices are far below the U.S. price, ranging from $6. 50 per: 100
in England {(little more than one—thu'd ofthe U: % price) to $15 in Pana-
mia; only in Cenada is the priée higher than'in the United States: “For
each of the countries shown; ‘exce t Brazil snd England, the pemcﬂlm—V
gold is manufietired in Lﬂlv 5 TS plart.® Thus the company ships
the product from Indianapolis to Austtalis; where it is sold to the
Australian’ druggist for $10. 75—40. percent Tess than What a drugglst
has to pay in the city where the'drug is made, " - '

. Hearlngs, pt, 24, p, 14152, .
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Tarte. 17.—=Penteillin-V, . Bli: Lilly.: &, Cg.,—-vC’omp'qm;‘.z've- U.8:-and foreign, prices,
y ! 73

(125 merm, tablets, 100°8) - e b

c_owme woil Price to 49 Price as
{ Brand nome drugglst ercent-of
A e feee L) TR price.

Tnited States : y Liolioo] W-Cillin -3 $18.00
Eugland feia Pendelldn-Voo | L 065008 L 38
Brazil P - V-Cll .. o BEBTL ... 48
Australia. - L v 80
Mexloeo. - —
Venezuols- - eool.cu -
Panama.. [ AR 1E.00. |- ..
Canada .  T1R TS

1 Ibid,, p, 14150, < © :
% Oalenlated from 50's, or e

9 Converted from 250 mg. tablet, 12'a.
~% Qonverted:from 60 myg tablet, 247s.
& Caleulated from 250 mg. tablet, 18s.
¢ Calenlated [fom 12's, i o

17 Qonverted from 250 mg. t;ﬁiéf, : i
. Sourcs: U.S. prices; Ameorlean Drugglst Blue Book, 1050-60; foreign:prie
Biate from American Embassles dbroad in the spring of 1950, .o .o

Price information was obtained for three broad.spectrum anti-
biotics—chloramphenicol (Chloromycetin), chlortetracyeline’ (Aure-
omycin):-and-:tetracycline: ~In: the case-of chloramphenieol:th
in the United States is, with one exception, the:highest repori
The other two.drugs, however, present something. of a.variation from
the usual pattern; as the 1.8, prices: are’ about midwiy betwéen the
highest and lowest reported. ‘That in some countries prices are higher
than in the United States is undoubtedly’ traceable to the relative
absence of competitive producers; thesé producis were originally dis-
covered, developed, and patented,’ by U.S. firms. " That in others
prices are lower than in' the United ‘States probably: reflects the
existence of price controls or. price’ competition, particularly from
Ttalian producers, or both,’ =/~ " oo ey e
~ For. chloramphenicol,” produced and sold by Parke, Davis under
the, brand name Chloromyecetin, the price to the retail druggist in
the United States in 1959 was $5.10 for a bottle of 16 capsulés of 250
mg. ‘esch,” & price identical to’ that charged for every other broad-
spectrum antibiotic. At the ‘same time Parke, Davis shipped ‘the
same product, produced-and ‘packaged:in the: United: States; to:fran
where it sold for $2.19 per 16 capsules; a Detroit druggist must pay
2% times as much ag an Iranian druggist for a product manufactured
in Detroit. In Mexico, India, Brazil, Belgiuym, Venezuels, and Panama
the price to local druggists for chloramphenicol produced in the
United States was below the U.8. price.®

¢ While the Chloromycetin sold in Iran was produced and packaged in final form fn the United States,
in most other cases Parke, Davis exported bulk chloramphenieol for encapsulation and packaging abroad.
Bincothe U,8, cost for encapsulation and packaging In bottles of 16 is at most only about 16 cents (see Upjohn
cost analyses In FI'C docket 7211} International differences in Snishing and packaging ecsts could not even
remotely explain differences 1n selling prices of tha magnitude shown.
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= TABLE*18.14-C’hl&amgcétiﬁhcomp&rfiﬁvei-"U.:S‘.::'&nd-‘ foréign prices, 1858 "

1250 mgm. tablets, 1975

T

Tran

United Btates..

‘Uhited Biates. .

England.______czoz: | de. . __vli | Cdo._____t England_ . I_oC .

Mexico DUniied States.. . |......

s .| _andItlays | .

Hotland .England. ...l ... . 33
United. Btates. . |.

Indfa

Chloromycetyn. ..
Chlopemyestin .
--do

B
‘Chloroniyesting

Chloromycetln..._ |-

| Ootindry of man- | Pricete ™ | Price as pors
ufactura druggist oent?lf 8.
SIREY B bricg

- ﬁ‘#‘:émﬁ@at
A Calculata

by, the U

In.cac

fa.ct.ured and gold in th
the Le_derle Laboratones Division.of .

the foreig

Forelpn: Prices
ubcommittee in t.he sprlng 011859, ¢

amid’

By ‘way, f:contra,st" :
at: prlces hlgh

ly seller.®

‘United States. and abroad a3 Aureomyeciti. by
| erican Cyanamid, Several
. wve, prices well below, the US
g 16 sold ' By ‘Cyanamid in Argentma. at a price t
drucrglst of $1.19 for 16 capsules, less than one-fourth’ of 'the $5 10 p&ld
J.S:: druggist, . whil il Cyan 40;
two—thlrds of ‘the U.S.. _price. .
_ ,Whlch C‘yan mid ‘sells. Aureomy
the U.S. quotation, ranging from $5.12 in Iran up 10 $6.92 in Indla..
n nidiis reported as th

collected. by Dapart-

acycline,
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TABLE 191~ Auréomyeini=—Comparative’ U:S.-and: foréign prices, 1859
(250 mgm. tablsts; 16%]

Manufac- Cou.ntry of msm—‘ Priceto | Price as per-
rsoturer ¢ facture i drapgist < feant olf U.a.
: prico

Unlted BEates__iiim.
‘Argentina.

T e
 BIREREE 28

REE wsASHL

1 Oalcuiated from rics’ for
3 Bulk only.
i Galculated fmm prico.for 8.

Source of data United States “Amerlcan Dmggist Blue Book 1856-60.” Forelgn: Prices col]ected by
D_ trom Ames les ab: for the suboo the m.ngo 959

eérs’in ‘various’ "ountmesponly

yanamld g Achromycm 7as Tepresented in all .16;
Cyanamid's'p hown.in table20, as representative of t.he for-
éign tetracychne picture;®-" The lowest prices gund in’An genting,
Brazil, West Germany, England and apa.n in_each-of, hxch the
prlce_ls bel
"On the othér-hand, *

‘prices’are’ above ‘the U'S level in 1 ’fOI'EIgIl

v

omparatively high' prices'in’ Italy, ‘Austria, Belgium,
and the Nethérlands are especmlly surprisingin view of thé presence of
foreign producers and their generally lower level of prices fot other drug
products. .. The.explanation may lie in:thé existence:for this important
and highly profitable, product.of .a. complex:international network of
patent licensing -and: cross-hcensmg“ greements %

8 Whera two or more of the American sellars offar't tetracyclinein thesa'
with few excoptions, identieal. See hearlngs, pt. 24. P. 13472,

81327 Q - 6% -4
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PaBLE. 20— Tetracycline—Comparaiive U.8. and foreign prices, 1959
[250. mgm. eapstles, 16's]

[ERET RIS EESS T G Price to Price as per-
Braand.name . «-Manufacturer:.. ; -+ druggist ..p.centief U.S,
: : ! - price

United States Achromyein......| Lederle. : iciicomemm-wzoszoiiat . $8.20 {0 20 502100

sArgenting. : Acromicina. _ L1 23

Brazil._.__ Y 1 JOR, 3.40 67

:Germany .- Achromyeln L4381 -85

‘United Kingdo: JRRT T L4 BT

21 o121 + I, 24.58
Trafo .- Achromyein.. L8120,
Venezuela. 6.31
ANAma._. RSN |, S 6,40

Australia Achrom ] . 5. 62

Qanada._ R T E JROUR: 1o TR . 6.66,

‘Mexieo.. Agromic Ametican Cyanamid ..5.82

0711 S St SO E do..... AHar (Oysnamlid Heense). L5846

Austria__. Achromyein: Lederls. ... ... 802 ).

JHolland.__-. | AN STV .. B.44

India_..._. E 36,52,

Belgium. . d 8.87

"1 Hearings, pb.od, p. 137142,
2 Caleulated from price for 10. +.-
., # Calculated from price for:8, ) N R
" Sourcs: United States: Amerlean Druggist Blue Book, 1959-60. Forelgn: Prices collected by the Depart-

ment of State from American Embassies abroad for the subcommittes in the spring of 1959.

RATION

LIZATIONS OF FOREIGN PRICE VARIATION

What is the explanation for these widespread differences in price,
and. particularly for the fact that drug prices. abroad .are generally
lower, nnd somotimes far lower, than in the United States? . Witnesses
for.the various ¢ompanies offered a“variety of rationalizations, none
of which, however, included anything which could be remotely de-
scribed as “duinping’’ below cost. . On the contrary, the witnesses
conceded that foreign sales even at prices. substantially, below U.S,
levels were still profitable. .: ' .. «.. .5 e g

" Chas. Pfizer & Co., for example, conducts more extensive foreign
operations than any:other U.S, manufacturer; approximately. 45 per-
cent of the eompany’s 1950 sales of.$253 million were made in forei%p

the

markets. . Yet -its _foreign. markets, iwere- more profitable :than :

2 RE

o pTd -
g .

domestic market: . > i) A D vonie
Senator ‘Kersvver: How: can: you make more ' money:
i sigbroad ‘onless sales’than-you ecanin:the: United : Stetes?
Mr. McKEeeN.-Sengborjwithyour ‘permission, I would
oo like. b0 keep .that as a irade.secret.” c
Referring to & particular product, Mr."McKeén acknowledged that
Diabinese is sold in Italy to meet Farmitalia’s price of $1.41 per bottle
(against $5.40 in the United States)., Mr. McKeen did not contest
"the chairmsan’s surmise that Pfizer would hardly seek this business
unless some profit were made at the low price, replying simply, “I
don’t know how much we are selling, Senator.” #
Similarly, the chairman of American Home Products Corp. was
asked about the tranquilizer Sparine, priced to the U.S. druggist at

# Hearings, pt. 20, b 11246,
& Ibid., p. 11249, .
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$3 for the same-quantity as-is sold to the Austmhan drugglst for
94 cents

gain; Mr. Eugene Bees t of Eli-Lilly & Co., was . ques-
tioned about V-Cillin_tablets, priced: to the British- d.rugglst at. $6 50
for a quantity which in:1959 cost the American druggist $18:

Senator KEFAUVERV Do you make a profit on your sa,les
111 Great Britain? - (o .
Mr BEESLEY I thmk e do. 55

Lower’ Wage Fates Were the most frequently cited. expla.natlon for
the lower prices abroad. For example, when Mr, Joha T. Connor
of :‘Merck was- asked to oxplain the extra.ordma.ry différence between
the ‘price of Merck’s prednisorie to' the: English druggist (87.53 per
100 tablets) ‘and‘the price to the T.S. drugglst $17., 90), he- stated

‘We are all famlha.r with the fact tha,t foreign materlal P
) la.bor, and other costs of doing business. are frequently. beIOW';‘._;.;:."%

. _ourown * * * Ttis evident that where we have the bene--
. fit of these, lower ‘costs, we can sell our finished harmaceutical. ...
o groducstss at a lower price than would be posszb ein tha U e
Dtates

Accordmg to Mr “John E McKeen of Ch&s Pflzer & Co

7 Any US. ma,nufacturer ‘who Sells drugs or other produc )
" “abroad will tell you'that the lower ‘wagie rates in foreign . -
" countries result ‘in’ much lower. costs 'In_every rhase of
 business operation, in production, in elllng, dlstnbumon

a.dmmmt.ratlon and so forth oo :

- This expla,natlon of course; Would a.pply not a’s all Where the man-
ufacturmg operations -are conducted. entirely: in the: United:States,
and only to & slight extent where. the bulk: powder is. made here and:
‘the tableting and bottling done.abroad. .- But even where; this.is not:
the..case, production costs.are so low: ‘that. differences. therein could’
‘hardly. be sufficient - 0. explain - price. differentials .of -the magnitude:
observed. Where a product such as prednisolone sells in England:for
7.5 cents per tablet and in the United States for 17.9 cents, it is
difficylt to seé how differefices in wage costs (which . constltute only
a small proportion ‘of total ma.nufactunng costs) could possibly
explain a difference in price which is more than six times the total
cost of producing, tabletmg, botthng, and packagmg the product
in the United States. ~77.

Perhaps reslizing the lack of parsuasweness ‘of this. W&ge -cost

argurnent, the next step was to extend it to selling costs. Mr. Alvin
Brush said that his fg'm ‘American Home Products Corp., cuuld
sell- Sparine profitably in Aust.ra.ha, at a-price less than one-third of
the U S pnce because Us. Wages are’ three tlmes as hxgh a3 Austrahan;
Wages, i+ = ; .

"W Hearfgs, pt- 16, p. 0981,
# Hearings, pt. 24, D. 14151

i Hearings, pt. 14, p. 8066.
& Hem-i.ngs, pt. 20. p 11248

! Eugene Beesle g premde
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" Senator: KEFAUVER All this [difference] is:wages? ::
 'Mr. Brusa. Pretty near.
. Senater. Karauves. Our. information . is. in-the, a,ctua.l
makm of the chemlcal e :
RUSH. It is the selling. .. :
Senatur KEeraUvER. Wait ]ust'sf inute, Tinery
- used that' s highly mechanized. : We- have ‘had reports that A
“the use.of labor in' the actual manu’f ctur a cliemical "
gr?duet such as thls ig nots large as ha,s beén: 'brought. oub= i
efore . :

have our deta.ll men. We have the SAme exXpenses 11 Aus-
. tralia, but we do it on & much lowe: The
=t muchlowe & )

low—wage (and, presumably also. low selling-cost)- (]:%unt.rles as . India,
Venezuels,. and. Mexico for. tetracycline;-as. the same countries’ plus
Panama for Aureomyein; 88 Mexico and Pan a, for. chlorpropa,mlde ;
as Venezueld, India, and Tran for, mepro_ mate, and as’ Ja.p&n
Panama, ‘and Ttaly. for prédnisone?: ' _
) er,"where through”a“pate onopoly or othe fa,ctors 8
company ‘has' ‘'substantial control“over price, 1its selhn ts' can
becomeé as-large as 'the company wills them to be. “Under siich cir-
cumstances they are not an independent variable, but reflection of
company -policy..To: cite:higher-selling costs in alcountry-where a
© company:does. ha.ve substantial control of the market as the explana-
f price level higher than in an country:;in which- there
is no‘significant control:of the market is’ onopoly power
among the classical determinants of compétitive. prices.
A final argument advanced by industry  witnesses Telates to the
question of converting foreign prices to U.S, dollar equw&lents at pre-
vailing exchange rates, Severaﬂ witngsges chaHenged the: propmety of
such a'computatioly, but'there is only ongset ofcircuihstanices in which
this obgectlon has'even partial validity,i.e:, where a nation is devalumg
its currercy in‘foreign: excbange markets: twhile intérnal prices; either
because of ‘controls-oriinertis; are rising less’ ra.pldly than the rate of
devaluation. " This 1tuat10n Was described: by Mr J ‘ Cof:lno -of

<% % Normally, any change in " the price’

onsumer of the pharms.ceutlcal product abroad lags'
" “'behind "the cha,nge in the rate of excliange, Obvxously, as’
“the foreéign eurrency Weakens ‘the- forelgn catalog price of
.. the product will deerease in terms of US . dollars, a though
~we don’t sell in terms of U.S doII&rs in those countnes, 80,
that it is a rather diffeult co ison anyway.®

A partlcular instanée.of. this type was: cited by Mr Ernést Hesse,'f
geuera.l manager; 6f- American: Oyanamid’ s Intérnational- Divisioh,: o
explain the low price for his company’s Achromycin reported Any
Argentina.®® According to Mr. Hesse, this reflect het

# Hear{ngs, pt. 16, D. 8282,

® [earlngs, pt. 14, p. 8068,
® Hearings, pt. 24, p. 13745 ff,




‘during: several years-of currency:devaluation,: governmentscontrolled
«drug prices rose less rapidly: than- the dollar:va ue-of: the. peso: fell; in
the year between:the removal of Argentina: price controls.in: August
1959 and the subcommittee’s hearings in September 1960, he stated
that Cyanamid -hiad:raised its: Achromyein: price in: Argentma by 39
percent .
S But didy Cyanamld ma.ke money ‘at’ ‘the low: controlled-price’ for
’Achromycm which Mr:"Hessé" ‘described: as - “unrealictic’? “Wh
first ‘asked thl questlon Mr Hegse flatly stited, “Noj-we did no
ed” er,: a,l' ‘red his p0s1t10n

~.and, th': $1.19, ﬁgUre :
rea.hst fgure. "It

Senator KEFA'UVER =T -3ustwa,nt to: ‘know one thmg
Did You make a profit when you were sellmg at approxi-
mately this price to;thedruggist? . = «

Mr HzssEe. At the peso equivalent of $1 19 as converted

by ‘them; i “we did; it “is'a very small- proﬁt *beesuse you

~‘can’t survive'an era’ ‘that we survived in‘the Argentine,'going:
" through g pefiod of’ controlled p mes, and : pect to have

“ highly profitable’organization,” 75
' Senator KEFAUVER' ];len you thmk you may have made
5 small profik? o f = R
.. Mr, Hessg, We view our mtematlona,l ‘busines on the

" basis of 84 markets. In 84 markets We are makmg 8 satls-
‘ factory profit * * * :
" Senator Kerauver. I was: asklng you a,bout Argentma, an

I thought you said you made a very slight profit.
. . Mr. Hesse. .1 beheve that:is rlght. Ipdon’t h&v ) the
© -exact- figures.®--- ..

If .indeed, the. Argentme price_cited by the subcomimit was &
‘_proﬁtable price, there appears to be no reason not to use 1t in com-
ﬁp__g,rlson to the U.S. price of $5:10. -

.‘The foreign exchange conversion argument is apphcabie only in the
sgtual:mn of anhunst&b]e foreign, currency.  For most of the countries
from which prices'w preaented j{cbange rates ha 'been stable for
some  years, ‘and there ean be o objéction to*conversién: “to "8
dollars at prevalhng ‘exchange’ rated’ " In-discussing: the ‘price of a
product in West Germany, for.example, Mr, Hésse agreed that the
eon ersm];l to U.S. _dol]ars could proper ¥ be tade: " “That; in dollars~—-

' . on t’mak the“ohjection “we ' make

‘el

in th Argentme a,nd B

- % 1)83

i~ Al Hedrings,: pi. 24, 374
N HHearinga, pt. 24, pp ‘137
1.0 Hearlngs; pt. 24, p: 1875
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{"What-appesr to:‘be more reasonable -explanations for the- inter-
national price:differences than the rationalizations offered by the drug
‘companies:are set forth in:part I1T, ‘Patents and Research in Drugs.”

i

CiraptER -3 THE PROFIT 'STANDARD ./

«: Perhaps: the most commonly used. test of the reasonableness of prices
is ‘thie degree:.of profitability. . Stated simply, total profits are the
‘remainder when'-all costs and expenses are subtracted from’receipts.
The subtraction of the additional element, taxes, yields “‘net profits
after taxes’’ which is the measure that will be used in this chapter.

Profit data sre usually available in this country for any large cor-
poration taken as a whole. Through special surveys of ‘the type
conducted by the subcommiittée, they ' can be obtained for a subsidiary
or division,of & corporation, Profit figures relating to an individual
prodiict are not only something of a rarity; businessmen often contend
that they ‘are meaningless since in a ‘multiple-product company they
necessarily reflect arbitrary allocations of ovéfEEad‘,'or':ihdire'ct costs,
among individusl products. ~Not"infréquently, -however; buginess-
men themselves make such allocations in order to get some idea of
the profitability of:their various-products, R

FEE RPN S PRI

PROFITS ON INDIVIDUAL:PRODUCTS

The hearings :contained .two -instances where drug companies did
keep: their -accounting records-in sufficient .detail .and. 'did make the
allocations necessary to arrive af their own estimates of costs and
profits on individual drugs. Mr. Hoyt, president: of Carter Products,
Inc., presented -a:tabulation of costs, expenses, .and profits for his
_company’s most important product, Miltown, computed in terms of
cents:perpilleff v o e arely W : '

ey

Miltown costs and profit per tablet: : o 3
Carter receives from wholesalers:_.______.._____.. ey - 5.1

Manufacturing costs (actual)__Z______ .

Belling expenged-and ‘administration s _

Advertising, promotion, and elinieal samples._
" Research and royalties
“~Incorne taxes_ ...

- 'fo%z‘a.l Eb;b per tablet.. .. "39

- /As. compared. toan ;actual prodiction cost of .7 cents, net profit
after taxes is 1.2 cents per pill or néarly a quarter of the sales dollar.
Selling, advertising, and administration expenses are exactly double
the cost of production. .. ... . . ool S R

. As has been noted, sll of the meprobamate produced in this ¢ountry

isimade by seven:companies under-license from Carter.. Noné is per-
mitted to.sell the product, excépt to Carter.” In"1958 Carter’ pur-
chased meprobamate at an average price of $4.77; it then kep%p_a;rt
for its own needs and sold almost all the rest to American Home
Products, whizh sells meprobamate in the United States and:-gbroad
under the trade name Equanil, and to American Cyanamid which:has

% In making his estimates for the overhead itorns and taxes, Mr. Hoyt used the average for Carter's
ethical drug business, Hearings, pt 18, pp. $161, 0164, '



the exeluswe right to sefl:the product abroad under:the:trade name;,
Miltown: ~ Carter’s purchiases in:1958 amounted to 983;0¢0 pounds of:
meprobamate (nearly: 500: tons). of.which. it sold 614, 000: pounds -in
bulk, ‘reteining-369;000: for its-own Miltown. pills.® A5 400  mgm:
per- tablet Carter's 184:tons of powder would make 400 million: pills
after reasonable allowsnces for- wastage, © At a-xet profit after taxes
of+1.2 cents pertablet; this would represent net:profits of $4.8 million.;
Carter also.made over: $3 million before taxes on the. sale of bulk:
meprobamate and recelved some $3 mllhon more. m roya,ctles mostly
from ‘the same drug; + :

Bristol Lebora,tones also mmnta,med sufﬁmently detaﬂed a,ccount—-
ing records:to provide their management with profit-data on theirmost
important produét;: at:least.on one large Government . purchase ofi
tetracycline.®® -On May-21;.1957, Bristol bid $1.828 per bottle/on a
military  medical: supply. a,gency sohcltatmn for: 454,390 bottles: of
tetracycline for oral suspension.- Two:days later, ‘the. treasurer of:
Bristol Laboratories-sent: a: memorandum to their president: setting:
forth the shipping schedule; and the costs; taxes and profits'applicable.
to this spemﬁe b1d covermg 5 months 1nt0 the future

Ceis

TABLE 21 '——-Brzstol Laboratomes, Incnd;Sl'yracuse, N Y—-—-Govemmcnt order proﬁt
R IR RIS ENE S LA gsg i Lo i TITERREE

i 'Augllst. K.f‘ e Oet.olmr B

ont| Amount, | Porcent|

$342, 202 [ ___o-[$808, 641 [ ____ i $160,782,{._.___.{ $830,625 |, __..

Shipments in units_._.....| 187,200 |..__.o| Tro. 782 || era08: || dsaden )L

Cost of goods sold

;848 | “18.6°1-61,126 1 18.6|. 29,719.| -18.6 154 493
Sales expense 10,268 1 30 . 9,89 30| 473 ‘3ol 2408 3
Staff exponso. 7828 | ol 7,280 | eagig (U g ms o2 | sema [ 2
Royalties .- 29,087 | BG&} 2034 | s85| 1358 85| 70,602, ..8.5:
.."T'otal expenses... 110,620:| . 32,3 | "106,140 [ .+ 32.3 [ 51,608 |- 32._3“5268 286
Net proﬂtbefore taxes 281,673 | 677 (222,482 | .67.7 ] 108,174 | 6777} 662 330 5.
New York State franchise - 12,742 12,287 | .-, 5,950 -t . 30,929
Federal lhcome tax 120, 116,640 Lo lIL Ly 56,2287 i
' Tét'al_'tax | 127,877 || 21T |

Net proﬂt after texes

48,001 |
Per shara (eents) CRURRY

239,135
71496 |

Total:costs a.nd expenses a8 shown by--: the treasu.rer 5 ta.ble wyere;
_$268 i286,-0r. 32.3 percentrof the: prlce, of which the largest: element is
cost of geods sold:(18.6:percent). :: After: the-payment-of:taxes; net:
profits:are shown.to-be $239, 135 equlva,lent to 28 8 percent of: the b1d
prme to-the Government:; - .. _ vt
+On.a sale to;the- Government selhng expenses are;; of. cours, :
Iewer than on equivalent sales; to retail drugstores..; At the-same, time
the price 1s: much lower than;the: commercial price..- The commercial
price listed in the 1957-58 edition of the Amerlca.n Drugglst. Blue

¢ Hearings, pts 16 and 17, pp 9149 and 9658
®# Hearings, pt. 24, p, 13802,
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Book of-$2:54 each is-for the most nearly-comparable. oommerew,l item;
at the. same period, or .71 cents per bottle. above the.bid price to:the
Government: ... The MMSA package and the comimercial - sage form.
differed:: only by the addition: of water; 4 nominal:cost. itern.; —-If the
treasurer’s tabulation is fecalculated; on an.assumed. commeroml aale
at-$2.54, with- the:entire additional-amcunt- allocated, to. selling and.
promotion ‘expensé- and royaltiés, leaving- taxes -and. net-profit after.
. taxes unchianged, selling expenses would: represent approximately 27
percent of saTes whichis not:greatly. different .from. the figure for:
Bristol Laboratories as a whole, 32 percent. Neti. proﬁt after ta.xes%
would be somne 21 percent of the sales dollar: . - -

.- Against: the ‘historical: background of such cost; mformatlon as: hes;
been. collected: over the years:for. manufacturing. industries, ‘it.is safe
to say: that a profit rate oh salés’of an:important ‘product: of around:
20 percent, after taxes; has'few parallels. . 1t-15 on the: basis of profit
showings. such as theso for individual: products thai the drug:-com-
penies -have ‘been .able to -establish . their; enviable- posmon a,mong
American. corporatlons m terms of overa.ll proﬁta.blhty : 5

PROFITS IN DRUGS VERSUS ALL MANUFACTURING

The customary method of determlnmg ‘the proﬁtabrhty of a ngen
corporation-is- by relating its profits after -taxes to its net -worth,
sometimes referred:to as stockholders’ equity oriinvestment in the
company. The percentage, known-as rate-of Teturn, averaged 10,
11, or. 12 percesit- annua.lly for all ma.nufeoturmg durmg most of t.he
decade f the 1950’s. " Profit on investrient is the standard economic
comparison; it is: the rate. which’ may.be contrésted with thé raté of
interest to. show thepremium ‘eatneéd: by -thg' risk ‘bearers.. - Without:
this measure the investor: has no.way. of knowxng ‘which-industries
areé more; attractwe bhen others in terms “of thelr ylelds ona, )
1nveetment A : g
Another measure of more hmlte :usefu]ness roﬁt asa: percentage
of sales. . Profit on sales is'a handy figure with: which to compare two
companies doing the same kind of business. “Faced with conips -
problems of- productlon and-marketing;-a-more ittt 1y
tend-to Liave a higher profit per dollar-of sales than o lass efficient com-
" pany.. . Different industries normilly have differént rates of profit’on
sales and thersfore’ comparison of companies in different industries may.
not be too meaningful. It is, however, the measure:most: frequently
cited in the hearings-by .company. witnesses;: :accordingly; . compari-
sons of profit rates in the drug industry versus all manufacturing will
be-shown:in:terms of ‘this: measure: as well -as:in terms of net worth.
For all'manofacturing, profition-sales:in: the:1950’s averaged-s-little:
under ‘5 ‘percent; or | css ‘than hull ofrthe: profit rate-oninet wortho
" 'Several: compilations of profit data are piblished:annuslly by both:
Government and business sources. Data from three«¢f thése com=
plle,txonq are shown: in«the -threelgrids:of the: accompanying -chart,
ug iCompany: Profits: Compared: with'' Al Other: Me,nufectmng,\
Proﬁt" e.re xpressed)as a,' ercent of net’ Worth and ‘of sales:




PERCENT OF

*NET PROFITS AFTER TAXES:

.FORTUNE
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. The Federa.l Trade Commission-Securities and Exchange Com-
mission series “Quarterly Financial Report for Manufacturing
Corporations” presents financial .data for cdorporations classified by
the Standard Industrial Classification. : Among these is the-‘‘three-
digit” industry group,-“‘Drugs,”. which includes.companies primarily
engaged in manufactunng, fabriea,tmg, or - processing medicinal
chemicals_and .pharmaceutical products, as well as those grading,
grinding, .and milling botanical products: Using the dverage stock-
holders” equity at the beginning and efid of 1959 as the denominator,
and the profits for the year as the:numerator, the rate of return for
the drug industry, as can be seen from the top grid, was 18.1 percent.®
In contrast, the average rate for all ma,nufactunng corporations was
10.5 percent. In terms of profits as percent of‘sales, the drug industry
averagéd 10.3 percent: Wherea,s a,ll manufacturmg eorpora,tmns aver-
aged 4.8 pefeent : :

The First: National C1ty’ Bank of New York-éach- year' pubhshes
in the April issue of their Monthly Letter on Business and Economic
Conditions; a -similar--tabulation of- profits by industry. - For:1959
the bank used data for 27- leading drug corporations. As can be seen
from the middle grid, theidrug companies averaged 21.9 percent on
book net assets.® For total manufacturing as represented by 1,944
0 ng; the return as computed by "the
THe bank’s figures for: “margin on
ollar of sales, showed )the drug companies
'1959 as’ compared to; percent. or all

: manuf&etunng ' ‘ :

The magazirie: Fortune-pubhshes annually the Fortune Directory
listing the 5{)0 largest industrial:corporations in the country, ranked
by sales, and showing assets, profits, invested capital, and number of
employees Profits as percent of invested capital and as percent of
sales are’shown with numerical rankings, from 1 to 500, - Twelve drug
companies included among the 500 had in 1959 profit rates of 18.4
percent on invested capital™ and 12.3 percent on sales. The 500
companies as a group earned 11.0 percent on invested capltal and 6.1

e souirees of ' data thus indicates proﬁts as'a per-
nd as'a percent, of sales are nearly” tvnce as high in

87 The averaging h at the: beginnmg and end of tha year [s to take a nt of the contlnuous
Plowiug back of ee.rnl.ngs ‘over the year:.” -Without averaging, the rate of return wonld tend to-be unduly
arge using the first of the year as a-base, and nnduly small using the end of the year 88 8. ba.se The First
National City BanXx.usesthe Jan. 1 base; Fortune uses Dec. 31 bas
8 Boolr net assets are substantially” equal to stockholdérs’ equ.[ty-—tha diﬂ?erences le in the handling of
certain special acconnting reserves
9 1960 staﬁistics nnbhshei after this regorf, had been sent, to the printer showed o continuation of the profits
trend for-drugs. -FTO-SE G data showed drug corporations making 17percent rate of retlirn, whils:all mat.
facturing corporatic it} averaged 9.3 percent. . As percant of sales, the drag corporations made 9.9 Dercent ;
all manofacturing made 4.4 percent. Flrst National Oity Bank fizure3 showed drurs with 20 percen t
return, against 10, 5 percent for ail mamlf
5.4 parcent for total manufacturing
" Again almost identleal with st

turin,g ’I‘he drug eompanies aar.:ed (1,1 perceat on sales, against
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“RANKING OF' 'DR'UG COMPANIES A.MONG 500 LARGEBT INDUSTRIAL
T COEPORATIONS

In termus. of proﬁtablhty, how' do the 1nd1v1dua1 d.rug compames-
rank among the Nation’s large m&nufacturmg corporations? The
answer can.be’seen from: the accompanying. listmg {table 22) which
is based on. Fortune’s 1958 rankings by net profit as percent of invested
capital and as percent of sales.” The first 50 corporations are shown
on each ranking, together with those drug comparnies. which ranlk
below the- first' 50.: - All. of the 20 major drug companies are shown,
their names being:- 1ta,11clzed 72 Included-in. the-tables ars five drug
companies which were too small to be in the  Fortune. Directory.
For these five, Carter, Mead Johnson, Norwich, Searle; and U.S.
Vitamin-.&: Pha,rmaceutlcal profit Tates were computed rby ‘the same
method. used. by Fortune... These companies were then inserted in
the lists where ‘their profit rates would have ra.nked thém had they
been among the 500 largest. -The fact that they. were not among
the: 500 1sn%10vm by the dashes in' the rank éolumn;. the parentheses
around the. rates a,nd comp&ny na.mes, and. by i
each name; : }

Three drug compa,mes hea.d the list based on mvested capltal
Carter, American Home Products, and Smith Kline & French Ten
others are within‘the first 50, and "4 mote in the next 50 :

The only drug company: below the average for the. ent.n'e 500 was
Olin Mathieson Chemieal: Corp., into which St{ uibb “was  merged
several :years- 8go. - Sinée Squibb accounted- for- less . than' one-fifth
of the corporation’s sa,les in 1958, but over four-fifths of the net profit,
it is likely that Squibb would ha,ve been well above the average. for
the 500 had it not been-buried in this conglomerate company. o

In"the percent of salés ranking; the drug.companies are .again

- conspicuously - distributed in’the-upper:part o the list. - Three of the
first six firms are drug companies, while once again 13 of the 20 drug
com})ames are in the top 50; 19 are well above the average for the
whole 500, and only Olin Mathieson is below the average.

"1 Bearlngs, pt. Bearings, pt. 16, pp. 5245, 5040,
1 OIBA and Hoffmann-Lg, Roche, subsidiaries of foreign eomnpandes, are not included.

‘ ootnotes a.fter
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Tanre 22-A.—Fortune.ranking of.. major

ustrial.. corporatwns by, met . profit
after laxes, a3 perc' ni of in: :

ted capilal, 1968

- ‘Northrop .Ah-craft Ing,
Miinn%sota Minlng & Man
ng - 4
American Motors Co
Geperal:Electrie Co,:
Gerber Produets Co.. .1 .
Mimite Maid' Corp. -
Can;pbell Taggart Assoeiated Bak-,‘

. ariea,

American Home Prod)uctu Corp,:
| Smith Kiine & French. Labomtorfea
Gillette Co.-
: Revlon; Ine,:: :
Ton Pmducts, Inge. :
Lemstradd Corp.’ .o -7
§ Ctampion Bpark -Plag. Qo.
‘Batany MILL
#1:| Brunswick- Ba!ké Collenider C
.1} (Norwich Pharmacal Co) LN
-8 Pepsi-Cola'Co, -+ -:
. 4] Teses: Instrumeuts.
. 2)| (G, D. Searlé & Co) ¥
.8:] Tecumseh Products Go
,Sta'l: -Drug, Int.

- 0T
Gtis Elevator Ou
R J.-Bevnolds: Tobaoeo
. Taigersoll-Rend. Co,
J.ntemat.ional Buslness“ Machinas

... Cor

§ | S et o
3087 u]

Chaa P gerg'c ., Img.m ’

Zenith Radio' Gorp :

Merch & Co., Ine.. .
I P * 0w b

|- Viek Chemiead Co. .

L » L

(Mcad Jobma—a Cb §1

g fAbboa Luborator

| Mcbasntl Aircraft Corp
; -“Sc.’lermg C‘orﬂ) :
4: Amerjcan-Chicle.Co.

vl A e
Chance Vonght A!rcra!t Ine N O
- MéQraw-Hill Publish[ng Co;, I.uc I8
. Brizgs & Strattgn Corp.t :
Warner-Lainber Pl'larmacmti IC’a )
Themas:3: Lipton, Ino i
4. |, Mesta Machine, Co. )
N U:gged Engiueei'ing & Foundry:

o Moody’s Industrials, 1959; data for ﬂscal year onding Mer. 31; 1060,
ource: Moody’s Industrial Mnuua!. 50,
Sobres: Moody's Industrlal Manual, 1939; data for fiscal year endl.ng Nov.30 58.

‘1 Not in Fottune Hs
4 Not:in Fortune st




Tasn 22-B.—Forlune ranking of major industrial corporations by net profit after
tazes, a8 psrcent of sales, 1968
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Company Rank | Rate Company

2L 9 | Amerada Pgtroleum Oorp. 32 11.2 | United Shoe Machinery Oorp.
(21.3)} (&, D. Searle d: Co.)A 11,1 | Polaroid Corp.
18.8.|-1deal Cement. Co,d ... . - 11.0.|. Abbolt Laboraiories.
18.7 { E. 1. du Pont de Nemours & Ca, 11.0 | Harblson- Walker Refrastories Oo.
16.8 | Smith Kline & French Laboratories. 10.9 | Bunray Mid-Condlnent Ofl Co.
16.6 | Schering Corp.
1 8tandard Ofl of California,
168.6 | Champion Spark Plug Qo,
18.3 | Parke, Davls & Co,
16.1 | Lons Star Cement Corp.
15.5 | Ingersoll Rand Co.
15.4 | United States Gypsum Co,
12 15.2'| Kenbecott Co per Corp,”
13 15.1 | Superior O11
— | (4. 4)] (Carter Producta Ine)d
14 14.0 | Permanente Cement Co.
15 18.7 | The Upjohn Co.
11| %5 | Phoins Dodes Gorp.

3 elps Dodge Corp.
i8 18.4 | Merck & Co., Fnc,
19 13.3 | The Toxag Co,
20| 132 | Giliette Co.-
21 13.1 | BN Lilly & Cb,
22 13,1 | American Chicle Co.
<] 12,7 | Cleveland-Ciiffs I.ron Co.
- {U.8. Vitam n

10,9 | Bkelly Ofl Co.
10.8 { Coroing Glass Works.
10.8 | International Bislness Machina

Corp,
103 | Chmite ot & meémmc
amp o,
.8 | Chemstrand Corp. :
10.6' | Psabtiody Coal Co.
10.4 | Material Bervice Corp,
10.4 | Hanna: Q (o]

EBsmanonens |~
-
[~
o

'S CZLENSSLEEES BPNSHRE
=
o

24

25

2 : :

2 1L 9::Guif Ofl Corp
28 11,8 | Ohio OW'Co.:
20 Minnesot

: ueraae. 500 largeal; mdustrlals

—| QL7
an| 1.3 Ein Mg!hle:m C‘hemfcal C'nrjp.

I Moody's Induistrial % n
‘Boures Moody 's Indnstylal Manuul, 1869; data for ﬂsca.l year ending Mar, 31, 1959.
Bot *g Indus : trial Manual; 1 59-d.a aiorﬁscalyaarandingNov 30 1958,

How ‘does: the drug mdustry rapkiin: terms of proﬁtablhty a,ga.mst
other 'individual. industries?. :The Federal Trade:Commission” pub-
lishes -each_year. a:-Teport; ¢ .Identical Companies
in Selected “Manufacturing Industries,” ‘which’ provides consistent
.profit series for. the prewar year of 1940 and.each vear since:1947, for
‘gome 2 dozen industries. ‘Chart 3 ;shows the profit rates a.iter“taxes
‘for those of the 24 which had rates:of return:higher than that for all
'-*manufa.cturmg in. 1957—the last’nonrecession year for which it
series are available.” These range from indust; al chemicals, wi
. &verags rata of return of:16.2 pe::cent in 185 ywi to tires andinner
‘tubes _with 71133 percent. The ‘intervening industries are.wid
diversified| incl 1ding warious types of machingry; vehicles, gliss,:soap,
steel, a.nd"some food: 1tems. In additien; .at-the top the ehart shiows
Industry, with & profit rate of 2 ercent, as computed by
the Federa): Trade Clommission in & speciak. tabulation prepared for
the subcommittes, employing the same methodology as wis used for
the other industries. The sharp break between the 21.4 percent for
drugs and the 16.2 percent for the next highest-ranking industry,
industrisl chemicals, is the most prominent feature of the chart.

" Hearings, pt. 14, p 7878. The compantes incinded in the FTO report are predominantly large- and
medium-siza anterpris }




 GOMPARISON OF RATES OF RETURN AFTER TAXES
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TRENDS OF PROFIT RATES

It should not be thought, however, that drugs have been the only -
highly profitable industry (see chart 4) The motor vehieles industry
was ahead of drugs in the early 1950’s, closely followed by industrial
chemicals. Both peaked in 1950 and in 1955, attaining significantly
higher profit rates than drugs.® Since then, howevel the pharma-
ceutlcal indusiry has been at the top.” Motor vehlcles dell sharply
in proﬁtabﬂlty from 1955 to 1956 and agein from 1957 .to 1958.
Recovery in early 1959 was not maintained in the second:half of the
year: .. Industrial chemicals drifted down from 1955 to 1958..

By contrast drugs appear to be substa,ntm.lly recessionproof. The
rate of return for 11 identical .companies rose steadily from 1953 to
1957; and has held at or'near that level thereafter. This industry sur-
pa,ssed the automobiles and industrial chemma,ls in 1956, a,nd has not
been seriously challenged for top place since that time. -~ - '

A small reduction in the profitability of the phsr,rmaceutma.l mdustry
occurred in the latter half of 1960." %‘or the first time in 10 years a
reduction 15 percent, was made in, the prlces of the major gnti 1otlcs

PROFITS COMPARED WITH NE‘I‘ WORTH

The net worth of the pha,rmaceutlca.l mdustry has g n_rapldly
in recent years.  In 1947 the stockholders™ investment in 11 leading
drug companies was’ $287 mﬂhon By 1959, it hed grown 103896
million—a threefold “increase in’ 12 years: ThlS is eqmvalent to a
compound interest rate.of growth of 10 percent a year.”s . =

The great bulk of this increase of more than-$600 million came from
retained earnings, The users of drugs paid for this expansion of net
worth but, of course; did not receive,stock certificates to’participate
in the cash benefits.’ Only a small part of the expansion came. |
result ‘'of mergers; the only significant merger in this parficilarigroup
was:that of Merck with Sharp -&:Dohme. Pfizer picked up & few
small :companies, but the pr0port10n of the combmed to thv
tributable to these companies is negligible.. " :

Simﬂs.rly, new money from-the calpltal m&rkets contnbuted httle to
the expansion. Preferred stock sold during the period hss:in part
been retired.® Including the $20 million of preferred stock Pfizer.
sold :through the F. Eberstadt bankitig. house, the fotal néw: money
-addition to net worth in the dozen-year perlod probably did noi;
weed. 5 percent-of the total increase. . If this amount were subtracted,
the compound rate of growth. Would Db, reduced only. shghtly,'

10 percent a year to 9. 7 percent a yea.r e.\_
i 7 Hearings, pt. 14, p. 8086, :
<. 18 At'acompound rate of 10 percent, a given principal amount Wﬂ.l double in sbout 7 years, and quadruple
i1t just pver i4 yegrs. .

78 The major sales of drug company common stocls to the génsral publie in this perfod weoe nat. compnny
financing at all, but were what are called secondary offerings. Stock héld in !arge blocks by family groups
or estates when sold bo the publie & usually bandled by Investoient hankers,” Proceeds go to the incli-
yiduals selling and do not beneft the co ﬂpany whose stock is being Sold The large block of Upjohn stock
sold at the end ol 1958 was a secondary offerin:

Borrowed money, whether ralsed through ‘mle of bonds or by bank loans, does not dfrectly increase net
worth. Debts owed to others are subtracted before stockholders' equity is computed. Thus, the §40

moilHon of debentures issued by 2 of the 11 companies presumsably contributed to thefr profitabllity, bui
the capital amount 1s not reflegted in the $600 mikljon growth.
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