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Can Lilly Regain Its Bloom?

The pharma giant has had some anxious moments since the Prozac patent expired, but a rich pipeline has some investors feeling cheery When the patent expired on its blockbuster antidepressant Prozac a year ago, Eli Lilly & Co. (LLY ) knew it was in for a rough year. Turns out it's been tougher than the company anticipated, with Lilly stock down 29% since January. It closed on Aug. 29 at $58.

Some might say that the loss of Prozac's $2.5 billion revenue stream was just the beginning of Lilly's troubles. Earlier this year, the U.S. Food & Drug Administration blasted Lilly for manufacturing practices at facilities near the company's Indianapolis headquarters and may withhold final review of several Lilly drugs until the alleged deficiencies are corrected. And Xigris, a new drug for septic shock, has been a disappointment. After posting a 20% profit decline in the second quarter, the company took the unusual step of canceling financial forecasts for all of 2003 in its third profit warning in less than a year.

LONG-TERM PROGNOSIS.  Of course, Lilly isn't alone. Drug stocks in general have fallen out of favor as patent expirations and a series of major setbacks with new products have discouraged investors. The Amex Pharmaceutical Index is off 24% from a one-year high last November. So what sets Lilly apart from its beleaguered brethren: Despite its woes, Lilly could still be a good bet for the patient investor.

Sure, plenty of risk remains in the stock given all the regulatory uncertainties. But Lilly actually has the most robust research-and-development pipeline in the business. Once it fixes its manufacturing problems to the FDA's satisfaction, the drug approvals should start rolling in and bolstering earnings growth, say many company watchers.

"These manufacturing problems have hurt Lilly's stock, but if the company can make [its] new drugs work, they could be hugely successful financially," says Richard Evans, a pharmaceutical analyst for Sanford Bernstein & Co. He believes Lilly can post average earnings growth of 12% annually for the next several years, vs. 6% to 8% for other drugmakers.

FIVE HOT PROSPECTS.  Among the most promising drugs in Lilly's pipeline: Strattera, which would be the first major advance in treatment for attention deficit/hyperactivity disorder; Cialis, a competitor for Pfizer's male-impotence treatment Viagra; and Forteo, a possible breakthrough for treating osteoporosis. Also under review: a faster-acting injectible form of Lilly's antipsychotic pill Zyprexa (at $3 billion a year in revenues, the company's best-selling product), and Cymbalta, a follow-on to Prozac that may treat a wide range of the physical and emotional symptoms associated with depression. Together, these five drugs could ultimately generate more than $3 billion a year in additional revenues -- more than covering the loss of Prozac.

Behind Lilly's R&D machine is a company culture that has more in common with a biotech than a large pharmaceutical maker, says Joseph Zammit-Lucia, head of Britain's Cambridge Pharma Consultancy. While the large pharmaceutical houses concentrate on small-molecule chemicals that can be taken in pill form, biotech companies -- and Lilly -- are increasingly focused on larger-molecule drugs, usually proteins.

This class of drugs -- which are often injected because they can't be swallowed -- represent the most successful new breed of blockbusters. According to Zammit-Lucia, there appears to be less risk in developing protein-based drugs. "Many proteins are modifications of naturally occurring proteins in the body, so there's less likelihood that they'll fail in development," he says.

GOOD ENOUGH FOR GATES.  The success of Immunex's (IMNX ) arthritis drug Enbrel, Amgen's (AMGN ) anemia treatment Aranesp, and Idec Pharmaceutical's (IDPH ) cancer attacker Rituxan would bear this out. All are proteins or antibodies and are among the fastest-growing franchises in the industry. Lilly's ReoPro, Forteo, and Xigris, also large-molecule proteins, could be poised for similar success.

Still not convinced? It's worth noting that Bill Gates, no slouch as a biotech investor, bought 2,589,000 Lilly shares in the second quarter, through the Bill & Melinda Gates Foundation. That purchase raised his stake to 2,775,000 shares, worth around $163 million. The foundation also bought huge stakes in Pfizer (PFE ) and Merck (MRK ), but Lilly is now his largest drug holding.

True, there are some analysts who think Lilly's shares are still too high. Yet even such skeptics have respect for the company's productivity. "Even with the manufacturing concerns, Lilly is trading at a slight premium to the pharmaceutical group, so getting in now is a bit speculative," says Shaojing Tong, research analyst for Mehta Global Partners in New York. "But Lilly has the best pipeline in the business. There are three or four drugs coming out that could each eventually generate more than $700 million in annual sales."

TAKEOVER BAIT?  Tong sees Lilly valued at a forward price-to-earnings ratio of 20, based on 2003 earnings per share of $2.80, or about $3.1 billion in profits on revenues of $12.6 billion. This year, he sees the company earning $2.50 a share, or about $2.8 billion, on revenues of $11.1 billion.

Lately, rumors abound that Lilly could be acquired by a larger drugmaker whose stock still carries enough currency. But Lilly, which declined to make senior executives available for this story, has insisted time and again that it's philosophically opposed to a takeover.

Given its pipeline, that's understandable. But that's exactly what would make it so appealing to a Pfizer, Merck, or GlaxoSmithKline (GSK ), the British pharmaceutical giant. Says Dr. John Hurrell, president of the Indiana Proteomics Consortium: "Around here, everyone still has a lot of confidence in this company. And with so many shares owned locally and with the Lilly Foundation controlling such a huge stake [about 13.7%], it's like having a giant poison pill that would spoil a takeover."

HIGH STAKES, BIG POTENTIAL.  Many investors may think that trying to link stock performance to a drug company's future success is futile. After all, the market has been volatile and investors unforgiving toward setbacks in new-drug development, making the drug sector best left for the most risk-tolerant investors. And with so many products before the FDA, Lilly has more at stake than other drugmakers.

The other way to look at Lilly, however, would be to see all the potential sources of revenue making up for the loss of Prozac. If you believe a pharmaceutical company's R&D pipeline lies at the heart of its potential, then Lilly looks like it could be the strongest choice in this beaten-down sector.

Shook covers the markets for BusinessWeek Online

Edited by Patricia O'Connell

For more go to http://www.businessweek.com

Copyright 2001, by The McGraw-Hill Companies Inc. All rights reserved.

Page 1 of 3

