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Key takeaways
Despite favourable
conditions driving underlying
demand, overall industry
performance continues to be
challenged by ongoing PBS
regulatory reform.
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Shift in power

Credit squeeze

The balance of power has shifted following
consolidation of what was once a highly
fragmented industry, where the Pharmacy Guild
represented the majority of independents within
the industry. Discount pharmacies are already
showing signs they will be seeking a seat at the
table at the upcoming Community Pharmacy
Agreement negotiations. The misalignment of
the strategic objectives of the Pharmacy Guild,
Discount pharmacies and other key participants
may result in a struggle for power.

The pharmacy industry has not been immune to a
tightening in credit. Financiers have held concerns
about the industry for some time, however the
issue has become more acute in recent times.
Traditional financiers have tightened lending
requirements and some valuers appear to have
adopted a more conservative approach.
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Smooth sailing?

Ownership

Despite favourable conditions driving underlying
demand (particularly an ageing population and
rising health consciousness), overall industry
performance continues to be challenged by
ongoing PBS regulatory reform. However, the
performance of individual operators within the
industry has not been uniform. Larger operators
with a clear strategy for mitigating (or even taking
advantage of) PBS reforms have outperformed in
comparison to more traditional pharmacies.

Irrespective of the current laws governing
pharmacy ownership, anecdotal evidence
indicates major players have been able to build
large networks of retail pharmacies despite such
regulations. As major players grow organically
and through acquisition, the current restrictions
on ownership and location appear increasingly
antiquated.
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Introduction

The pharmacy industry has experienced a dramatic shift in the last decade, moving from a community based
pharmaceutical dispenser to a landscape dominated by discount pharmaceutical and healthcare retailers.
The King Review of Pharmacy Remuneration and Regulation (‘the King Review’) recognised parts of the
community pharmacy sector are at risk.
The industry has also seen a fundamental shift away from independent ownership towards a franchised
and discount model, with major players now holding 73% of notional market share1 . This shift has seen
major players requesting an increased presence for major industry milestones including the upcoming 7th
Community Pharmacy Agreement (‘7CPA’).
Major players shifting landscape

The struggle for power
between the traditional
negotiators (Pharmacy
Guild) and the prominent
discounters indicates
the industry will be at a
crossroads when the 7CPA
negotiations commence in
July 2019.
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2011

12.0%

2018

11.6%

API

6.5%

81.5%

11.8%

Terry White

20.1%

Sigma

29.7%

My Chemist

26.8%

Other

Source: IBISWorld Industry Reports – Pharmacies in Australia (2011 and 2018)

The struggle for power between the traditional negotiators (Pharmacy Guild) and the prominent discounters
indicates the industry will be at a crossroads when the 7CPA negotiations commence in July 2019. The
resulting agreement that will come into effect in June 2020, will define the industry for the next five years.
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Remuneration structure

Current state of play
Recent surveys suggest that community pharmacists remain neutral towards the 6th Community Pharmacy
Agreement (‘6CPA’) reforms due to uncertainty surrounding future pharmacy values, citing declining income, margins
and sustained pressure from discount pharmacies2.
KordaMentha analysis suggests that while discount pharmacists continue to compete on price (placing pressure on
community pharmacists), pharmacies in general are better off under the 6CPA remuneration structure due to the
uncoupling of the pharmacy mark-up from medicine costs and setting a fixed-fee floor. This is demonstrated in the case
study below:

Atenolol case study*
5CPA

6CPA

Manufacturer price

A

$18.28

$18.28

Wholesale mark-up

B

7.52%

7.52%

Price to pharmacy

C = A*(1+B)

$19.65

$19.65

Pharmacists mark-up

While discount pharmacists
continue to compete on
price, pharmacies in general
are better off under the 6CPA
remuneration structure.
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D

Pharmacy mark-up

$2.95

AHI

$3.62

E

Dispensing fee

$6.42

Dispensing fee

$7.15

Pharmacists mark-up total

F = (D+E)

$9.37

$10.77

Commonwealth fee

G = C+F

$29.02

$30.42

Gross margin ($)

H = G–C

$9.37

$10.77

Gross margin (%)

I = H/G

32%

35%

*Assumed constant manufacturer price and wholesale mark-up to highlight pharmacy mark-up reform

Analysis of the Top 50 PBS pharmaceuticals subsidised by script numbers in FY173 indicates that gross margins
have increased by 6% on average under the 6CPA. While this represents a small uplift, it is significantly lower than
the average margins enjoyed prior to the introduction of the price-disclosure regime in the 4th Community Pharmacy
Agreement.
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Discretionary fees
In our 2014 report into the industry we posed the question as to whether the Chemist
Warehouse Group was a gamechanger. Given its continued growth and the adoption
of similar models by other participants, we can now firmly answer the question in the
affirmative.
Despite favourable conditions driving underlying demand (particularly an ageing
population and rising health consciousness), overall industry performance continues
to be challenged by ongoing PBS regulatory reform. However, the performance of
individual operators within the industry has not been uniform. Larger operators
with a clear strategy for mitigating (or even taking advantage of) PBS reforms have
outperformed in comparison to more traditional pharmacies.
Successful Discount pharmacies have enhanced their competitive advantage by
waiving the opportunity to charge discretionary fees (or apply optional discounting)
and relying on promotional pricing. Anecdotal evidence indicates that only the largest
discount pharmacy group passes these discounts (notably the $1 discount) on to
consumers 4. This is further supported by Australian Government research which
indicates that only 29% of all eligible scripts (in FY17) were discounted by $15.
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Examples of discretionary fees and discounts
Fee

Discount

Name

Allowable additional patient fee6

$1 discount6

Nature

Mark-up

Discount

Amount

$4.45

$1.00

Description

Discretionary charge if a pharmaceutical
item has a dispensed price less than the
general patient co‑payment.

Discretionary discount pharmacists
can apply to the dispense price.

Source: Allowable additional patient fee and $1 discount Department of Health fact sheets

The King Review recently recommended the $1 discount be abolished. While this
recommendation has not been publicly supported by the Australian Government, should
it occur, it will undermine the competitive tension between industry participants5.
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Pharmacy in numbers
KPI comparison

Differentiation – a key to success

There are many defining differences that categorise the type of pharmacy. While, as in
any pool of data, there are individual outliers, by and large pharmacies fall within one of
three categories:

Differentiation and provision of additional health service offerings is critical to the
ongoing viability of Community pharmacies. Service offerings such as administering
vaccines, issuing scripts for certain classes of medicine and integration suitable
third- party services from other health professionals such as nurses, dieticians and
diabetes educators are expected by consumers and now necessary to provide growth to
revenue streams, enhance marketability and expand their customer base. This shift is
in line with Federal Government initiatives designed at reducing the strain of an ageing
population on the health care network.

1. Discount pharmacies
2. Other pharmacy chains
3. Community pharmacies.
Certain comparable key performance indicators are demonstrated as follows:
KPI

Discount pharmacies

Other pharmacy chains

Community pharmacies

Floor space (sq.m)

500

235

245

Gross profit

24%

33%

36%

Overheads/sales

16%

24%

27%

Advertising/sales

<1%

1.6%

1.4%

Net profit (EBIT)/sales

8%

9%

9%

The volume-driven, low-margin business model employed by discount pharmacies has
placed greater emphasis on front-of-store retail sales, which currently comprise 60%
of sales, with the remaining 40% through the dispensary1 . The comparison to other
industry participants is demonstrated below:
Retail v dispensary comparison
Discount
pharmacies

60%

40%

Source: Australian Journal of Pharmacy – Soft discounters…stuck in the middle? (July 2017)
Other pharmacy
chains

Community
pharmacies

50%

20%

Retail

50%

80%

Dispensary

Competitive wholesale agreements will be critical for independents to remain
competitive with discount pharmacies who have apparent economies-of-scale
achieved through corporate negotiated franchise-wide wholesale purchase agreements.
However, economies-of-scale are not out of reach for Community pharmacies with the
opportunity to create ‘purchasing groups’ with other Community pharmacies providing
greater purchasing power which may enhance their competitive advantage.
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Rent

Valuations and financing

The ability to negotiate commercial leases remains a critical factor in the success of any
pharmacy with rent being one of the highest costs a pharmacy must manage. As a rule
of thumb, rent for pharmacies should equate to no more than approximately 10% of total
turnover, (along with wages costs) represents the most significant outflow after stock
purchases.

Of approximately 5,700 pharmacies Australia wide 4, it is estimated that between 150 to
250 pharmacies are sold in Australia each year12.

The location coupled with the type of pharmacy also plays a key role. For example:
•

•
•

Other pharmacy chains located in a shopping centre should ideally be located
in an area of high foot-traffic near a major entry/exit to take advantage of
incidental shoppers.
Community pharmacies should ideally be located in close proximity to medical
services such as a doctors practice (usually connected).
Discount pharmacies are rarely located in shopping centres as rental costs are
generally too high to make the business viable.

Compared to Discount pharmacies, Community pharmacies rely on a smaller, prime
convenience foot print, higher quality fit out, less clutter and higher service quality
level. However, a higher relative cost base and much smaller range makes it difficult to
compete with Discount pharmacies on price and basket size20.
Pharmacy owners who fail to negotiate realistic and acceptable terms with landlords will
continue to erode their already minimal profit margins.
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While cost of debt remains low, traditional financiers appear to be reducing the limit for
acceptable loan-to-value ratios on new lends. Historically, lenders have been prepared
to lend up to 80% of the value of a pharmacy however, we have seen that decrease to
50% in recent times. The flow on effect is that financing for most operators looking to
purchase existing pharmacies require substantially higher levels of equity.
This issue is further compounded by valuers taking a more conservative approach in the
underlying assumptions utilised for valuations – particularly in the event of a distressed
business.
We note that recent evidence in the industry indicates that capitalisation rates have
remained steady over the last three years. Average capitalisation rates in metro areas
are ranging from 14-16% and rural pharmacy’s continuing to be perceived as riskier with
average capitalisation rates ranging from 16.5-20% 12. These figures exclude pharmacies
which were unprofitable and sold on an asset break-up basis.
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Ownership and location
law reforms
Although outside the scope of Community Pharmacy
Agreements, Federal and State Departments of Health
have been responding to industry representative
groups and individuals pushing for pharmacy ownership
legislative reform.
Currently, pharmacy ownership legislation falls within
the purview of each states’ and territories’ governments.
The consistent theme across each legislation is that
only pharmacists or corporate entities controlled by
pharmacists may own pharmacies.
In each state (but not in the two territories) there are
restrictions on the number of pharmacies an individual
pharmacist may own. For example, in Queensland, a
pharmacist must not have a beneficial interest in more
than five pharmacy businesses at the same time8.
By virtue of the pharmacy ownership laws, major
industry participants are prohibited from owning
pharmacies in their own right. These restrictions have
given rise to the current franchise model prevalent in the
industry today.

Ownership
Pharmacy regulation has created a highly concentrated
environment, with the top four operators holding
approximately, 73% market share1 . The term ‘market
share’ in the pharmacy industry has different
connotations to the traditional interpretation (as the
major operators do not own all pharmacies, rather they
have effective franchise agreements with differing
levels of control over the franchisee), but the applicable
principles remain the same. Many view the current
pharmacy laws as anti-competitive for the following
reasons:
•

Regulation costs associated with the industry
disadvantage small players.

•

They restrain competition between operators.

•

The major industry participants make higher profits
than natural monopolies, scale of economy sectors
and industries with low barriers of entry. This enables
certain operators to make ‘super-normal profit’ (also
known as economic profit) which implies a profit that
exceeds the cost of equity 9.

•

They prevent innovation and undermine the value of
industry-wide investment.

•

Ultimately resulting in increased costs to
consumers 4.

The current pharmacy ownership and location laws are
also seen to violate of the National Medicine Policy as
they limit both the consumers ability to choose where
to obtain pharmacy products and the providers ability to
meet consumers preferences11 .
Irrespective of the current laws governing pharmacy
ownership, anecdotal evidence indicates major
players have been able to build large networks of retail
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pharmacies despite such regulations. As the major
players grow organically and through acquisition, the
current restrictions on ownership appear increasingly
outdated.

Location
There are also strict covenants around where a new
pharmacy may open or an existing pharmacy may
relocate to. While less restrictive than the ownership
laws, the current location rules are considered by many
to limit competition by further increasing barriers to
entry.
There are already signs of change within the landscape.
Amendments to the location laws came into effect on
3 October 2018 which includes, but is not limited to:
•

Preventing the establishment of a new additional
pharmacy in large shopping centres where replacing
a previous pharmacy that exited the shopping centre
within the previous 12 months.

•

Increased flexibility for pharmacies to relocate out of
shopping centres by reducing straight line distance
(500 m to 300 m) that new pharmacies must be from
existing pharmacies not located in the same large
shopping centre.

•

An increase from two to five years for pharmacists to
remain in one location prior to relocating 10.

These changes may provide pharmacists with greater
leverage when re-negotiating leases.
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The positives – where future success lies
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Primary Health Networks (‘PHNs’)

PHNs were established by the Australian Federal Government in 2015 to
establish linkages between primary health care providers (such as GPs),
secondary health care providers, hospitals, and the broader community with a
view of increasing the efficiency of medical services and to improve coordination
of care for patients13.
Despite being operational since 2015, PHNs remain an untapped opportunity for
pharmacies with reports stating 83% of pharmacies are not or only moderately
involved with programs14.
With the support of PHNs, pharmacies are being provided the opportunity to
develop and deploy profitable health programs aligned to their differentiation
strategy. The low adoption rate indicates that further Government incentives are
required to entice greater participation in these networks.
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Ageing population and growth in retirement villages

The increase in Australian life expectancies coupled with declining birth rates,
will continue to see over 65’s make up a larger percentage of the Australian
population, presently forecast to be 20% by 2037 15.
With ageing comes an ever-increasing demand for treatment of chronic health
conditions requiring ongoing medical care and access to various medications.
Nearly 200,000 Australian’s reside in over 2,250 retirement villages as they
become an increasingly popular choice for older Australians16. In efforts to
differentiate, retirement village operators are partnering with service providers
to offer home care to residents with 40% of operators reporting the provisions
of home care programs17. Entering into exclusive supply arrangements with
retirement and aged care operators represents a significant and potentially
lucrative growth opportunity for industry participants.
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Online presence and new technology

Presently only 52% of pharmacists are analysing data to better understand
their customers14. Integration with the Federal Government’s My Health Record
will provide pharmacists with more sophisticated patient data allowing them to
provide a tailored service offering.
With only 14% of pharmacies selling products online14, there remains opportunity
to develop online sales channels and offer a more sophisticated online customer
experience including patient interaction, booking services and product
promotional opportunities.
A number of participants have begun to employ the use of artificial intelligence
systems in their businesses. Artificial intelligence systems such as dispensing
and packing robots, is freeing up more time for pharmacy assistants to engage
in human interactions and build client relationships, increasing the likelihood of
repeat business. Additionally, the rise of dispensing robots has the potential to be
transitioned inhouse at retirement and aged care facilities for ease of access to
residents.
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Attracting and retaining key staff

Attracting and retaining pharmacy talent remains a critical area for success
in the pharmacy industry. There is a limited pool of opportunities for graduate
pharmacists to acquire their own pharmacy which significantly impacts demand
relative to supply. Current owners are able to retain their pharmacies and/or
manage ownership without the need to sell by installing competent pharmacists
who are unable to enter ownership market 12.
Fostering key talent will facilitate not only better patient outcomes but will also
continue to drive innovation in the industry and create future sustainability for
the community pharmacies.

Retaining
key talent

The Chemist Warehouse Group has been piloting a proprietary voice technology
which assists in the unpacking of stock orders and has reportedly resulted
in 30% efficiency gains over more traditional, manual processes allowing for
reduced labour costs, increased customer interactions, reduced stock control
issues and saved time18.
Recent reports indicate EBOS Group Limited (NZE: EBO) is looking to acquire
Device Technologies (the largest independent provider of medical technology
in Australia and New Zealand) which highlights the intention of major players
seeking to expand their offerings beyond traditional pharmaceutical supply to
modern technological health offerings19.
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Listening and adopting
ideas put forward by young
pharmacists

Expanding traditionally
utilised business models
to include non‑equity
partnerships.

Introducing or increasing
the prevalence of training,
mentoring and personal
development programs
to allow key talent to gain
experience at an expedited
pace and identify key
strengths and weaknesses2.
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We are an advisory and
investment firm that helps
clients to grow, protect and
recover value.
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Tel: +61 3 8623 3333

Tel: +61 2 8257 3000
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We have a team of almost 400 specialists
across Asia-Pacific with diverse backgrounds –
in finance and real estate through to agriculture,
law enforcement and the c-suite. Specialists who
work together to solve the complex challenges
facing corporations, financiers, lawyers, private
investors and government.
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with a bold, impactful solution that delivered the
best possible result for all stakeholders.
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This publication, and the information contained therein, is prepared by KordaMentha Partners and staff. It is of a general
nature and is not intended to address the circumstances of any particular individual or entity. It does not constitute advice,
legal or otherwise, and should not be relied on as such. Professional advice should be sought prior to actions being taken
on any of the information. The authors note that much of the material presented was originally prepared by others and this
publication provides a summary of that material and the personal opinions of the authors.
Limited liability under a scheme approved under Professional Standards Legislation.

