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* Immediate Effects
— Price / Volume Tradeoffs
— Managed Care Gains Negotiating Power

 Eventual Effects
— Government Transitions from Price Taker to Price Maker

— Generic Biologics
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* U.S. Seniors’ relative drug consumption spans a very broad range

* ‘06 narrows this range by both increasing consumption of un-insured, and lowering the
consumption of those presently insured

% of US Seniors with Drug  Total Annual Spending Effective Price Relative Volume Relative Spending Relative
Coverage From a According to to Those With X to Those With to Those With
Particular Source* Source of Cov'g** No Drug Coverage No Drug Coverage No Drug Coverage

Medicaid 2,864 0.8 2.6
Employer-Sponsored 2,775 0.9 2.2
Other Public 2,513 0.8 2.3
Medigap *** 2,091 0.9 1.7
Medicare HMO *** 2,091 0.9 1.7
No Coverage 1,356 1.0 1.0
Witd. Avg. 2,089

*  Laschober et al., Health Affairs, Feb 2002
**  Kaiser Family Foundation Medicare and Prescription Drug Spending Chartpack, June 2003
*** The Kaiser study lumps these two together for purposes of reporting avg. annual spending

Source: Bernstein Analysis
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Worst-case, seniors’ consumption equalizes, total $ sales to seniors
fall 12%, even though unit consumption rises

% of US Seniors with Drug Total Annual Spending Effective Price Relative Volume Relative Spending Relative
Coverage From a According to to Those With X to Those With to Those With

(Y

Particular Source* Source of Cov'g No Drug Coverage No Drug Coverage No Drug Coverage

formerly Medicaid 1,838
" Employer-Sponsored 1,838

Other Public 1,838

Medigap *** 1,838

Medicare HMO *** 1,838

No Coverage 1,844

Witd. Avg. 1,840

1.
1.
1.
1.
1.
1.

*  Laschober et al., Health Affairs, Feb 2002
**  Kaiser Family Foundation Medicare and Prescription Drug Spending Chartpack, June 2003
*** The Kaiser study lumps these two together for purposes of reporting avg. annual spending

Source: Bernstein Analysis
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* Critical to the price / volume question are employers’ actions with
respect to retirees

* Even with subsidies, it’s cheaper for employers to cancel generous
coverage

 Subsidies can’t offset employers’ financial motive -- $1480 / senior savings to
employers is greater than government’s per-senior expense

Annual Annual
Expense Savings

current annual drug cost per retiree $ 1,900

after 28% subsidy for costs between $250 and $5000 1,438 $ 462

cost of putting retiree into Medicare and paying his/her premiums 420 1,480

Source: Bernstein Analysis
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If 1/2 of retirees go to Medicare, industry breaks even; more than 1/2, industry
loses $’s

Per-Senior $ Change in Per-Senior Change in US Retail Change in US Retail Change in US Retail
Consumption Consumption $ Market Volume Gross Profit
all retirees stay 2,274 9% 3.4% 6.1% 2%
half retirees go to Medicare plan 2,130 2% 0.7% 4.2% 0%
3/4ths retirees go to Medicare plan 2,071 1% -0.3% 3.4% -1%
all retirees go to Medicare plan 2,014 4% -1.4% 2.7% -2%

all seniors consume at the estimated Medicare amount 1,840 -12% -4.5% 0% -4%

memo:

current situation 2,089

*  Laschober et al., Health Affairs, Feb 2002

** Kaiser Family Foundation Medicare and Prescription Drug Spending Chartpack, June 2003
*** The Kaiser study lumps these two together for purposes of reporting avg. annual spending

Source: Bernstein Analysis
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e Industry may have as much to fear from themselves as from government
» States by law get 15.1% off of list, or best price, whichever is lower

» States today are 16% of U.S. retail purchases; the largest non-gov’t
buyer is 4%

* Individual non-gov’t buyers have difficulty getting manufacturers to
break best price; profit gained by ‘saving’ an account is lost to increased
rebates owed the states



Immediate Effects - Managed Care
Gains Negotiating Power

The history of drug rebates post-Obra 90 illustrates the inflationary effect
of Medicare best price provisions on drug pricing to non-gov’t buyers

Wtd. Avg. Medicaid
Rebate
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Witd. Avg. Discount
Off of List Price to Non-
Government Accounts

Source: Anna Cook, PhD, Mathematica Policy Research; Secondarily from CBO and HHS



Immediate Effects - Managed Care
Gains Negotiating Power

When the drug benefit goes live in ‘06, seniors drug coverage moves from
Medicaid to Medicare, reducing states’ purchase share to 6-8% ... much

closer to the level of non-gov’t buyers

Total Membership

(millions)
BCBS System

United Health Group
WellPoint

Aetna

Anthem

CIGNA

Kaiser

Humana

HealthNet
WellChoice
PacifiCare

Coventry
Mid-Atlantic Medical
Oxford

Sierra Health

United American Health
Other

Total

58

18.3

14
13

11.8
11.8

8.4
6.6
5.3
4.8
2.9
2.4

2
1.6
1.2
0.2

Share of
Total Membership
30%
9%
7%
7%
6%
6%
4%
3%
3%
2%
1%
1%
1%
1%
1%
0%
16%

100%

Source: Company Reports, EBRI, CMS, US Census Bureau, Bernstein Estimates and Analysis

Implied Share of

US Retail
13%
4%
3%
3%
3%
3%
2%
2%
1%
1%
1%
1%
0%
0%
0%
0%
7%
45%




Immediate Effects - Managed Care
Gains Negotiating Power

As states’ purchases shrink, so does the cost of breaking best price ---
meaning the average non-gov’t buyer can demand a bigger discount

States = 6% of US Retail

S

States = 8% of US Retail

States = 16% of US Retail
(current situation)

A

S
]
3
)
o
o
c
£
©
S
o
=]
@
=z
]
I
c
]
£
]
S
7]
£

0.25% 0.50% 0.75% 1% 1.25% 1.50% 1.75% 2% 2.25% 2.50% 2.75% 3.00% 3.25% 3.50% 3.75% 4.00%

Account Size as a % of US Retail

Source: Company Reports, EBRI, CMS, US Census Bureau, Bernstein Estimates and Analysis
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Government becomes a dominant buyer in ‘06, moving from 16% purchase share
to roughly 45% --- and from price taker to price maker

Gov't Purchase Share
of US Retail $ Market

16%
add uninsured seniors 14%

add Medicare HMO, Medigap, and Other Public 9%
add Retirees 11%

present situation

11

Source: Kaiser Family Foundation, Bernstein Estimates and Analysis
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* Why do we care? Innovation is 1/2 of industry’s growth -- selling new tech at a
premium to outdated tech

* Dominant buyers (e.g. Western Europeans, Japan) classically have exerted buyer
power by limiting re-imbursement for new tech, thus lowering the innovation premium

Change in # Persons: <4— US Census Middle Series Projections

Change in # Pills / Person:
Aging Effect: <4— Milliman USA, Bernstein Analysis
Innovation Effect: | historic average sum
Elasticity Effect: <+ for these two is 1.8%

Change in $'s / Pill
List Price Change: <4— 20 yr. Average
Innovation: <4— 20 yr. Average
Patent Expirations: <4— 20 yr. Average

Total Growth:

12
Source: IMS Health, Milliman USA, BLS, US Census, Bernstein Estimates and Analysis



Eventual Effects - Generic Biologics Bernstein Research -

* Today government buys 16% of US retail; the fact that biologics have perpetual
exclusivity is a nuisance, but not a legislative priority

e In ‘06, gov’t buys 45% (and rising) of US retail; the fact that an increasing
proportion of these products are biologics, and that they commoditize slowly,

if ever, is a legislative priority

* Obvious and complex technical challenges, but the economic motive to tackle
those challenges is enormous
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Disclosures

Bernstein analysts are compensated based on aggregate contributions to the research franchise as measured by
account penetration, productivity, and proactivity of investment ideas. No analysts are compensated based on
performance in, or contributions to, generating investment banking revenues.

Bernstein rates stocks based on forecasts of relative performance for the next 6-12 months versus the S&P 500 for
US listed stocks and versus the MSCI Pan Europe Index for stocks listed on the European exchanges--unless
otherwise specified. We have three categories of ratings:

— Outperform: Stock will outpace the market index by more than 15p.p. in the year ahead
— Market perform: Stock will perform in-line with the market index to within +/- 15p.p. in the year ahead
— Underperform: Stock will trail the performance of the market index by more than 15p.p. in the year ahead

Bernstein currently makes, or plans to make, a market in securities covered in this report. A complete list of stocks
in which Bernstein makes markets can be found on our public website at: www.bernsteinresearch.com.

Sanford C. Bernstein & Co., LLC, Sanford C. Bernstein Limited, or one or more of its or their officers, directors,
members, affiliates or employees, or accounts over which they have discretion, may at any time hold, increase or
decrease positions in securities of any company mentioned herein. Sanford C. Bernstein & Co., LLC, Sanford C.
Bernstein Limited, or its or their affiliates may provide investment management or other services for such
companies or employees of such companies or their pension or profit sharing plans, and may give advice to others
as to investments in such companies. These entities may effect transactions that are similar to or different from
those mentioned herein.

The comments herein are part of a larger body of investment analysis. For full supporting details of our
recommendations and appropriate disclosures, please our web site: www.bernsteinresearch.com."
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