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Where to from here?

The Australian retail pharmacy industry is facing a challenging outlook.
Efforts by the government to slow down the rapid growth in the cost of
delivering the PBS have begun to have an impact on pharmaceutical
dispensing revenue. At the same time retail pharmacy’s approach to
market is also being questioned and disrupted by rapid growth in big
pharmacy discounters. As the window of ‘windfall’ profits from generic
medicine closes, retail pharmacies must adopt new strategies to
position themselves in a changing future.

The remuneration structure is largely fixed through five year
Community Pharmacy Agreements with the government. Whilst this
provides some certainty over revenue streams in the short term, it does
make revenue structures more susceptible to government policy in the
longer term.

The cost of maintaining the PBS continues to rise, although reforms
introduced to increase price transparency and reduce the overall cost
of generic medicines has begun to have an impact.

The startling recent growth of the Chemist Warehouse, and the
discount sub-category generally, has and will continue to have a
fundamental impact on the industry. The impact potentially goes
beyond just approaches to retail and comes at a challenging time given
the continuing pressure for PBS reforms.

The generics windfall profit window is closing, and relying on generics
as a single profit maintenance strategy will not be sustainable.
Pharmacies need to invest and restructure, moving away from
transacting and reacting to a ‘customer-centric’ model that focuses on
customer experience and skilled and specialist staff as differentiators
to the volume driven approach of discounters.
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Introduction

The Australian retail pharmacy industry is facing
a challenging outlook. Efforts by the government
to slow down the rapid growth in the cost of
delivering the Pharmaceutical Benefits Scheme
(PBS) have begun to have an impact on
pharmaceutical dispensing revenue. At the same
time retail pharmacy’s approach to market is also
being questioned and disrupted by rapid growth in
big pharmacy discounters. As the window of
‘windfall’ profits from generic medicine closes,
retail pharmacies must adopt new strategies to
position themselves in a changing future.

The Australian retail pharmacy industry is a $12.2 billion
industry comprising around 5,250 retail pharmacies.
The industry has grown at a rate of 1.6% pa over
the past five years. However, whilst long-term
underlying demographics and social trends are
positive, the rate of growth is expected to slow to
1.2% pa over the next five years due to the
dampening effect of reforms introduced by the
government to reduce the growing cost of
delivering the Pharmaceutical Benefits Scheme
(PBS).

$12.2 billion
Revenue

$854 million
Profit

1.6%

“Pharmacies are expected to contend
with declining margins over the next
five years. Regulatory changes, price
wars initiated by the continued rise of
discount pharmacies and rising input
costs will exert downward pressure
on industry margins.”

Annual growth (FY10-14)

1.2%

Annual growth (FY15-19)

18%

Market share of My Chemist
Retail Group

IBIS Research

Source: IBIS Research

Revenue sources
Non-prescription
medicines
13%

General
retail
25%

Source: IBIS Research

Prescription
medicines
62%

62% of revenue is derived from the sale of
prescription medicines. The bulk of this is federal
government dollars through the PBS. As such,
the industry is heavily dependent upon
government support and government policy
effectively establishes a floor and ceiling around
growth and profitability.
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Evolution of pharmacy
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Over the past 50 years, the community pharmacy landscape has
evolved from small, independent pharmacies located on street
corners and in small suburban shopping centres, to sophisticated
franchise and banner groups. More recently, the dramatic rise of
big box discount pharmacies has driven further change.

Independent
community
pharmacy

1960’s
•

Located in small suburban shopping
centres, street corners and shopping strips

•

Owner was normally the primary
pharmacist

•

Limited range of complementary products
and health products

•

High level of service

Franchises
•

Large privately owned pharmacies
operating under banner groups

•

Improved distribution channels and
sophisticated retail strategies

•

Increased competition in local areas

1980’s
Discount
pharmacy

2000’s

•

Dramatic growth in recent years

•

Offer a wide product range, including
complementary medicines and health and
beauty products

•

Discounting non-PBS products is having a
significant impact on the industry

Regulatory environment
Legislation dating back to the 1880’s restricted the dispensing of
pharmaceutical medicines to pharmacies and hospitals. Since
that time pharmacies have continued to enjoy an effective
monopoly over the sale of restricted medicines.
Products and services
Prescription only
medicine

Only available from a pharmacist on prescription.

Pharmacist only
medicine

Requires professional advice. Available to the public from a pharmacist
without prescription.

Pharmacy medicine

May require advice from a pharmacist and is only available from a
pharmacy.

Health management
services

A growing program of community health services.

Over the counter
medicines

Increasing competition from supermarkets although overall market
expanding with growing emphasis on lifestyle and alternative therapies.

Front of store retail

Increasing penetration of health and beauty product markets by
community pharmacies.

Pharmacy-in-Supermarket
State based regulations restrict supermarkets from owning pharmacies. In 2011, Woolworths allowed two
pharmacy related trademarks to lapse, citing the very low prospects of restrictions easing in the short
term. Whilst Woolworths have recently lodged a new application with IP Australia to register the
trademark “Pharmacy-in-Supermarket”, and are expected to step up lobbying efforts before the Fifth
Community Pharmacy Agreement expires in June 2015, most industry commentators do not expect the
current restrictions to ease any time soon.
However, there are no restrictions on supermarkets (and specialised health and beauty chains)
competing in the lucrative non-pharmacy and complementary medicines sectors and they continue to be
a major competitor to ‘over-the-counter’ pharmacy sales.
If regulations were relaxed to allow Supermarkets to operate pharmacies, but there was no increase in
the cap on pharmacy numbers, the market value of pharmacy licences would likely increase, in the short
term at least. Supermarkets looking to take advantage of the new opportunity would be required to
‘acquire’ existing pharmacies. For those pharmacies that were under performing and struggling to adjust
to a more competitive environment, this would represent a good opportunity to exit the market.
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Remuneration structure

The remuneration structure is largely fixed
through five year Community Pharmacy
Agreements with the government. Whilst this
provides some certainty over revenue streams in
the short term, it does make revenue structures
more susceptible to government policy in the
longer term.

Pharmacy remuneration
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The remuneration structure for the dispensing of drugs and
health services is largely fixed by five year Community Pharmacy
Agreement negotiated between the government and the
Pharmacy Guild of Australia.
PBS Dispensed Price

Manufacturer
price
The PBS effectively caps the maximum price that
can be charged for certain pharmaceuticals
(‘Approved Price to Pharmacist’). PBS reforms
aimed at reducing the cost of delivering the PBS,
together with the expiration of patent protection of
some key drugs between 2011 and 2015, is resulting
in downward pressure on manufacturer pricing.

Wholesaler
markup
Wholesaler margins for Community Service
Obligation distributors are set at 7% of the
Approved Price to Pharmacist as part of the Fifth
Community Pharmacy Agreement.

Pharmacy
markup
Pharmacy margins are set at a sliding scale of
between 4% and 15% of the Approved Price to
Pharmacist.
In addition, pharmacies are paid a dispensing fee
and have access to Professional Services and
Patient Service Program funds that amount to $663
million in the current five year period of the Fifth
Community Pharmacy Agreement.

“Australians pay more than $1 billion
a year too much for prescription
drugs. The problem is how the
government sets prices. Vested
interests are involved in price
negotiations, there is no cap on
expenditure, and the price cuts when
a drug goes off patent are far smaller
than in many other countries.”
Grattan Institute, December 2013

Trading terms - how pricing works in practice
Whilst the Approved Price to Pharmacist establishes the price
the government reimburses to pharmacies, the pharmacies are
able to negotiate with manufacturers for lower prices and take
the difference as profit.
Discounting by manufacturers is most common
when there are multiple generic versions of
medicines in the market after a medicine comes
off patent. With multiple suppliers of the same
drug, pharmacists are able to leverage
competitive pressure to obtain price discounts.
However, the PBS Dispensed Price does not
change. Pharmacists are remunerated by the
government at the PBS Dispensed Price, despite
the actual price to the pharmacist being, in many
cases, substantially less. This results in a windfall
which the industry calls ‘trading terms’ income.

Australia’s pharmaceutical prices
relative to selected countries
(2007 - 2011)
Prices relative to Australia (Australia = 100%)
Germany

Ireland

Sweden

Austria

France

United Kingdom

Belgium

140%
120%
100%
80%
60%

2007

2008

2009

2010

2011

Source: Australia’s bad drug deal, Grattan Institute, March 2013

"England uses a price disclosure
system where prices decline every
three months and they also cap the
discounts that pharmacies can
receive. This means that generic
drug prices are much cheaper. The
industry appears to be viable as the
number of licences in England has
increased by around 1,000 over the
last five years."
Professor Phillip Clarke, University of Melbourne

Theory
Price to consumer
Cost to pharmacy
Trading term

$31.82

Reality
$31.82

($31.82) ($17.52)
NIL

$14.30

Pharmacy mark-up (7% of
Approved Price to Pharmacist)

$2.23

$2.23

Dispensing fee

$6.42

$6.42

Gross profit

$8.65
27%

$22.95
72%

Note: Example is for illustrative purposes only and based upon a
standard box dose of Simvastatin prior to April 2012.

Since a Productivity Commission Report in
2001, Australia’s relative pricing has
deteriorated sharply. While other countries
have contained growth in prices – and in
some cases cut prices dramatically –
Australia has not. A recent report from the
London-based Office of Health Economics
showed that we used to rank among the
countries with the lowest prices, but our
prices are now among the highest.
For most drugs on the PBS, patients pay up
to $36.10 ($5.90 for concession card-holders,
who are generally prescribed more drugs
than the rest of the population). The
government pays the rest. If someone
spends more than a certain amount in one
year, their payment (or ‘co-payment’) is
reduced. As a result, the government pays
more than 80% of the cost of PBS drugs.
To tackle the escalating cost of delivering the
PBS, the government has introduced a series
of PBS reforms.
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The price disclosure regime
2007

2008

First price disclosure regime
In 2007, the then health minister Tony Abbott brought in a “price disclosure” regime
to apply to cheaper generic versions sold after a medicine comes off patent. The
new regime meant that pharmaceutical companies making new brands listed after
August 1, 2007 had to provide data to the Department of Health about the volume
and price of certain medicines sold to wholesalers and pharmacists. The government
could then use this data to determine whether the PBS dispensed price should be
reduced.

2009

This form of price disclosure collected data over cycles of 23 or 27 months in
length (depending on the start date), which meant that price reductions could take
over two years to flow through. The government had to give six months notice to
the industry of any price reductions.

2010

Expanded disclosure regime
In 2010, the Labor government made changes to the price disclosure regime to widen
the coverage to all medicines and reduce the data collection cycles to 18 months.

2011

2012

Accelerated disclosure regime
On August 2, 2013, treasurer Chris Bowen and finance minister Penny Wong
released an economic statement that signalled a further change to the price
disclosure regime.

2013

The next information collection cycle will be shortened from 18 to 12 months, with
subsequent cycles being reduced to six months - although price changes only
apply after another six months of ‘processing’.
The price reduction that was due to be implemented on April 1, 2015 will instead
occur on October 1, 2014.

Fact or fiction – your local pharmacy is under threat
The accelerated disclosure regime announcement in August 2013 prompted the Pharmacy Guild of
Australia to launch the ‘save your local pharmacy’ campaign and stated that the ‘change may force some
pharmacies to close their door… with the risk particularly high for the more than 1,000 pharmacies in
rural and regional areas, and for the 410 Australian towns which have just one pharmacy.’
An investigation undertaken by the Australian Broadcasting Corporation found these claims to be
exaggerated. Whilst it acknowledged ‘marginal pharmacies may be pushed over the edge by the
reduction in revenue six months earlier than expected’ it concluded ‘there is little evidence to suggest the
impact will be severe across the industry.’
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PBS reforms

The cost of maintaining the PBS continues to rise,
although reforms introduced to increase price
transparency and reduce the overall cost of
generic medicines has begun to have an impact.

Drivers of PBS expenditure
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The volume of pharmaceutical consumption continues to
increase, driven by demographic changes and increasing
healthcare expectations.
Volume drivers
Disease
prevalence

• Disease prevalence has a profound effect on both the type and quantity of
medicines consumed by patients. Depending on the type of illness – chronic or
acute, the type and volume of medicines consumed could vary. This variation in
turn affects the expenditure on medicines in a particular time period.
• The results of the 2007-08 National Health Survey indicate a high prevalence of
chronic diseases among Australians.
• The ageing of the Australian population has played a key role in the rise in the
prevalence of chronic disease.

Ageing
population

• Most aspects of health status vary with age, with health issues usually increasing
over the life stages.
• As the population ages, more people are likely to develop health conditions that
require some medication to control and treat them.
• In the 2007-08 National Health Survey nearly all people aged 65 years and over
reported having at least one long-term condition, and more than 80% of people in
this age group reported having three or more long-term conditions (co-morbidity).
• Whilst people aged 65 and over currently only represent 14% of the total
population, they currently account for 80% of pharmaceutical consumption.
• By 2036, almost one quarter of the population will be over 65.

New listings

• Every year a number of new medicines are listed on the PBS. These medicines
affect both the average price paid by the government and the volume of medicines
dispensed/consumed impacting overall PBS expenditure.
• Driven by ongoing product development and innovation, health consumers are
increasingly aware of, and demand access to, the latest pharmaceuticals and are
spending an increasing share of wallet on alternative and complimentary
medicines.

Source: Trends in and drivers of PBS expenditure, Department of Health and Ageing - Medicines Australia, May 2013

Percentage of population

Percentage of pharmaceutical
consumption

Aged over
65 years
14%

Aged under
65 years
86%

Source: IBIS Research

Aged over
65 years
80%

Aged under
65 years
20%

Whilst the volume of pharmaceuticals provided under the PBS
continues to grow unabated, the government has had some
success in reducing the rate of growth in the overall cost of the
scheme by introducing pricing reforms aimed at reducing the
unit cost of pharmaceuticals.
Price drivers
Co-payment
levels

• In any given year, a percentage of patients access medicines on the PBS using
their concession cards.
• This mix is influenced by the percentage of the Australian population covered by
concession cards. The percentage of population covered by concession cards
may be influenced by their age, income and/or their health status.
• The co-payment is the amount paid by the patients towards the cost of their PBS
medicines. From 1 January 2012, general patients pay up to $35.40 for most PBS
medicines or $5.80 if they have a concession card. The government pays the
remaining cost.
• The amount of co-payment is adjusted on 1 January each year in line with the
Consumer Price Index (CPI). Every year, as the co-payment amount is adjusted,
a number of medicines fall below the general co-payment. This means that the
government expenditure on those medicines for general patients is reduced. However,
the government continues to pay for concessional patients, as the cost paid by the
government for almost all PBS medicines is above the concessional co-payment.

PBS pricing
reforms

• Changes to the price paid by the government for medicines on the PBS has a
direct effect on medicines expenditure. A number of pricing policies have been
introduced over the past ten years to reduce the average price paid for affected
medicines by the government and patients. However, overall the average price
paid per script by government has continued to increase.
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PBS expenditure continues to grow...
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The public cost of maintaining the PBS and community pharmacy
network continues to rise. In the year ending June 2012 it was
$9.2 billion, representing a 30% increase over the previous five
years.
PBS expenditure

($ billion)
10.0
8.0
6.0
4.0
2.0
0

FY05

FY06

FY07

FY08

FY09

FY10

FY11

FY12

Source: DoHA Expenditure and Prescriptions reports between June 2005 and June 2011

PBS expenditure by category (FY11)
($ billion)

Concessional

General

Highly specialised drugs

Other

10.0
8.0
6.0
4.0
2.0
0
FY08

FY09

FY10

FY11

Source: DoHA Expenditure and Prescriptions reports between
June 2005 and June 2011

Contribution to PBS growth (FY11)
($ billion)

Concessional

General

Highly specialised drugs

Other

100%
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60%
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Source: DoHA Expenditure and Prescriptions reports between
June 2005 and June 2011

Concessional spending represents the largest
portion of PBS costs (66%), although the cost of
Highly Specialised Drugs (HSD) are increasing
rapidly. Whilst HSD costs only accounted for 11%
of total PBS costs in FY11, they accounted for
33% of overall growth.

...although PBS reforms are biting and limiting
the rate of growth
PBS reforms are delivering savings that exceed original estimates,
although there are divided opinions as to whether the reforms
have gone far enough.
Cumulative savings from PBS reforms
Impact of 2007 PBS reforms – mandatory price custs (25% F2T, 2% F2A)
Impact of 2007 PBS reforms – price disclosure price cuts
Impact of 2010 Further PBS reforms – EAPD
Impact of 2010 Further PBS reforms – change from 12.5% to 16% policy
Impact of 2010 Further PBS reforms – price change cuts in February 2011
$526
million

$1,359
million

$2,672
million

$4,629
million

$7,221
million

$10,299
million

$13,826
million

$17,853
million

2010-11

2011-12

2012-13

2013-14

2014-15

2015-16

2016-17

2017-18

Source: The impact of further PBS reforms, Victoria University, May 2013

Estimates of the savings from 2007
PBS reforms
($ billion)
Pharmacy Guild - Illuminate Consulting (2009)

$7.4 billion
Medicines Australia - CSES (2009)

$5.9 billion
DoHA - PwC (2010)

$5.8 billion
Government (2006)

$3.0 billion
Source: The impact of further PBS reforms, Victoria University, May 2013

A May 2013 report by Victoria University
estimates the 2007 PBS Reform package is likely
to deliver $14.5 billion in savings in the seven
year period to 2018. In addition, a further $3.4
billion is anticipated to flow form the 2010 Reform
package in the same period.
The anticipated savings exceed earlier
estimates. In 2006 the government estimated
$3 billion of savings over 10 years from the 2007
PBS Reforms. More recent modelling suggests
savings of around $6 million to $7 million.
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The rise of the discounters

The startling recent growth of the Chemist
Warehouse, and the discount sub-category
generally, has and will continue to have a
fundamental impact on the industry. The impact
potentially goes beyond just approaches to retail
and comes at a challenging time given the
continuing pressure for PBS reforms.

Consumer spending trends
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Consumer spending patterns are responding to and, in turn,
driving the growth of big box discounters.
Share of consumer spend
Pure play
online 5%
Health
9%
Beauty
11%

Traditional
community
pharmacy
40%

Analysis of the spending habits of 3.5 million
consumers over a two year period to September
2013 reveals that, out of a total health and beauty
spend of $2 billion, traditional community
pharmacies captured 40% and big box
pharmacies captured 35%. The balance was
spent at beauty and health retailers and pure
play online retailers.

Big box
35%
Source: Health and beauty spending presentation, CBA, Nov 2013

Growth in consumer spend
20%

19%

15%
10%
5%

6%

4%

2%

0
(5%)

Interestingly, pure play online retailers actually
experienced negative growth, with spending
decreasing by 3% over the two year period.

1%
(3%)

Big box

Beauty

Health Community
pharmacy

Pure
play
online

Over the two year period, overall spending on
health and beauty increased by 6%. The majority
of the additional consumer spend was captured
by big box pharmacies, whose share of spending
increased by 19%. This compares with only 1%
growth for traditional community pharmacies.

Overall

Source: Health and beauty spending presentation, CBA, Nov 2013

Key drivers of growth
The key drivers of growth in consumer spending
were an increase in the number of new
customers and growth in volume per customer.
Both big box pharmacies and community
pharmacies experienced a decline in average
transaction
value
Key drivers
of(reflecting
growth the increasingly

competitive nature of the industry and the
success of government initiatives to reduce the
cost of PBS medicines). However, big box
pharmacies were able to more than offset this
decline through an 8% increase in new customers
and a 12% increase in volume per customer.
+19%

+12%

+8%

Big box
-2%
Customer

Community
pharmacy

X

Volume
Customer

X

Average
transaction value

+5%

-3%

Source: Health and beauty spending presentation, CBA, Nov 2013

=

Total spend

+1%
-1%

Chemist Warehouse...an industry gamechanger?
Whilst the rise of the discount pharmacy sub sector has been
significant, the explosive growth of Chemist Warehouse has been
startling. With almost 20% market share and no signs of slowing
growth, Chemist Warehouse is a disruptive entrant that is forcing
other pharmacies to re-evaluate their strategic direction.
Growth in revenue

Growth in stores
$2 billion

228 stores

$1 billion
5 stores
2011

2013

2005

2013

Source: Industry estimate

From modest beginnings around 2000, Chemist
Warehouse has grown to become a $2 billion
behemoth with 228 stores nationally. Half of that
revenue was achieved in the last two years
alone. But it is not just its size that is significant.
Its discount approach to a relatively traditional
retail sector has caused reverberations
throughout the industry. Chemist Warehouse has
become a category killer.
In a tightly regulated industry that has (for now)
successfully fought off the threat of Coles and
Woolworths opening up pharmacies within
supermarkets, Chemist Warehouse has
effectively achieved the same thing, albeit
‘supermarkets within pharmacies’ rather than
‘pharmacies within supermarkets’.

Priceline is also a growing presence in the
discount sub sector. Effectively owned by API
(one of three CSO distributors), Priceline has
experienced significant growth recently,
increasing its footprint from 175 stores in 2005 to
currently over 360 stores. Roughly half of these
stores contain pharmacies, and API are looking
to continue to invest in this retail base, with an
eventual target of 50:50 split between its
traditional pharmacy wholesale business and its
growing retail pharmacy presence.

The ownership structure of Chemist Warehouse is not clear. Restrictive ownership regulations require
pharmacies to be owned by qualified pharmacists, not companies, and each individual pharmacist can
own no more than five or six stores (depending on the state). Large brands such as Terry White and
Amcal are, in actual fact, franchises.
The ownership structure of Chemist Warehouse is different. It would appear two families (Gance and
Verrocchi) control the group and run it as a web of partnerships that interconnect around members of
these families.
My Chemist
Retail Group
Vitamin
Warehouse

My Beauty Spot

Chemist
Warehouse

My Chemist

Large scale pharmacy,
deep discounter

Strong focus on
health and beauty

ePharmacy
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Guild relations...increasing tension
The Pharmacy Guild of Australia represents the interests of
Australia’s 5,000+ retail pharmacies. Generally regarded as a
highly effective lobbying body, the Guild works proactively to
manage the tightly regulated environment in which retail
pharmacies operate.
As a strong supporter of existing location rules
that restrict the number and location of new
pharmacies, the Guild has fought (with success
to date) to prevent supermarkets such as Coles
and Woolworths from moving into the pharmacy
industry. The Guild also actively negotiates the
five-year Community Pharmacy Agreements with
the government, which regulate the remuneration
framework for all retail pharmacies.
To date, the Guild has largely managed to lead
the pharmacy community and effectively
represent its interests. However, the growth of
Chemist Warehouse has created a growing
tension. In a number of key areas the strategic
direction of Chemist Warehouse (and other big
box discounters) is opposed to the interests of
traditional retail pharmacies. As the discount
sub-category continues to grow and exerts a
greater influence on the industry as a whole, the
Guild is increasingly faced with the task of how to
represent different, and often divergent, views
from its members.
In 2011 Chemist Warehouse launched a media
campaign claiming location rule restrictions (and
the Guild’s strong support of the status quo) was
restricting its ability to open new stores in
regional and outer-suburban areas. According to
some industry commentators, relations between
the Guild and its largest member were soured
and one observer even described it as ‘toxic’.
Strained relations were not helped a year later
when the Guild supported two Terry White
franchisees who initiated legal action against
Chemist Warehouse in relation to a ‘give away’
retail offer for a generic version of Lipitor (the
world’s biggest selling drug that had recently
come off patent).

‘A corporate predator that sucks the
life out of every pharmacy in the
suburb’
Undisclosed Guild employee

‘As Guild president I have to be
cordial with all pharmacies, including
the big groups’
Kos Sclavos, former Guild President

With reported annual growth around 20%, the
need to raise expansion funding and secure new
sites will likely further increase tension as
Chemist Warehouse seeks to loosen the
regulatory restrictions that protect incumbent
traditional retail pharmacies but hamper the
growth of rising discounters. If the Guild is not
able to manage these competing interests and
continue to present a unified front, there is the
potential for the Guild to lose much of its existing
power and legitimacy as the voice of all retail
pharmacists.
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Wholesale bypass
A Community Service Obligation (CSO) was
established in 2006 to ensure that all pharmacies
obtain timely supply of the full range of PBS
medicines, irrespective of the size or location of
the pharmacy and the cost of supply.

The most significant recent development was
Pfizer’s decision in February 2011 to institute
exclusive distribution arrangements with all retail
pharmacies, thereby bypassing the three CSO
distributors entirely.

Under the arrangements, three CSO distributors
(API, Sigma and Symbion) provide PBS
medicines to any pharmacy within 24 hours
of request at or below the approved price to
pharmacy.

At the time it was feared that other manufacturers
would follow, thereby undermining the viability of
the CSO distributors arrangements. To date this
has not occurred.

Wholesale margins for CSO distributors are set
at 7% of the approved price of PBS medicines
as part of the Fifth Community Pharmacy
Agreement. The 7% margin acts as a cap on
the cost of distribution, with CSO distributors
committed to price at or below this level.
Notwithstanding the CSO distribution
arrangements, wholesale bypass (whereby
manufacturers seek to bypass the wholesaler in
favour of direct distribution channels) has been a
feature of the pharmacy industry for a number of
years. Over-the-counter (OTC) pharmaceutical
manufacturers such as Glaxo-Smith Kline,
Sanofi, Merck and Roche all engage in limited
direct distribution to retail pharmacies.

CSO distributors
(3)

Retail

Community pharmacies
(approx. 5,250)

Direct distribution
channels

Distribution

Exclusive
distribution
channel

Pharmaceutical
manufacturers
(approx. 150)

Manufacture

Pfizer

However, the rise of big box discounters,
and Chemist Warehouse in particular, may
further challenge the existing CSO distribution
arrangements. Self-warehousing retailers such
as Chemist Warehouse, which dispense a high
proportion of generic products, potentially have
the capacity to bypass wholesalers and deal
directly with manufacturers. Industry sources
suggest Chemist Warehouse currently enjoys
trading terms of around 100 days with Sigma.
But it would likely be a ‘game changer’ for the
industry if it ever decided to adopt a different
business model and bypass the wholesalers
entirely.
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Where to from here?

The generics windfall profit window is closing,
and relying on generics as a single profit
maintenance strategy will not be sustainable.
Pharmacies need to invest and restructure,
moving away from transacting and reacting to a
‘customer-centric’ model that focuses on
customer experience and skilled and specialist
staff as differentiators to the volume driven
approach of discounters.

Generics will continue to underpin retail pharmacy profit in the
short term, but the ‘windfall’ window is closing as PBS reforms
expand and pharmacies must re-invest those profits in new
strategic directions.
As reported in JR Pharmacy Proficies (March 2013), despite recent PBS reforms, Pharmacy Only
continues to be one of the most profitable pharmacy categories, both in terms of Gross Margin return per
square foot of space ($2,407) and overall gross margin dollars (average $92,230 per pharmacy). No
other category comes close in terms of the latter.

Category profitability
Disease state management
Pharmacy only

Health categories

Analgesics
Cough and cold

more profitable per
square foot of
space than

Stomach and bowel
Footwear
Photographics

General categories

Perfumes
Confectionary
Cosmetics
0

500

1,000

1,500

2,000

Gross margin return per square foot ($)
Source: JR Pharmacy Proficies, March 2013, JR Pharmacy Services and Pitcher Partners

Revenue and gross profit by category
Revenue

Gross profit

Disease state mgmt

2,500

3,000

Whilst PBS dispensing profitability is at an all
time high. However, the window is closing and
gross margin will reduce as PBS reforms gain
further traction.

Pharmacy only
Analgesics

“PBS dispensing profitability (GP
dollars per script) is at an all time high
including fees, mark-up and supplier
discounts. The last ingredient now
comprises on average 64% of
pharmacy EBIT”.

Cough and cold
Stomach and bowel
Footwear
Photographics
Perfumes
Confectionary
Cosmetics
0

$50,000

$100,000

$150,000

$200,000

$250,000

Source: JR Pharmacy Proficies, March 2013, JR Pharmacy Services
and Pitcher Partners

Average goss profit per prescription
$15.50

$15.25
$14.52

$14.50

$13.50

$12.50

$13.48
$13.20

FY12

FY13

Nov 2013

Source: Bruce Annabel, Consultant, JR Pharmacy Services

FY15
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Based on an average annual prescription volume
of 56,000 scripts, the projected reduction in
average gross profit per script in the 18 months
to June 2015 will equate to an overall gross profit
loss of around $110,000 per pharmacy per year.
Given the government’s current approach to PBS
reforms, further gross profit reductions should be
expected beyond June 2015.
Pharmacies must therefore look to farm the
remaining “largesse” profit and build alternative
income sources based around delivering health
solutions.
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Value improvement
Given the twin forces of PBS reform and discounters, it is becoming
increasingly critical for pharmacies to analyse, manage and
maximise their operational and strategic performance.
Initial
performance
analysis

Benchmark overall pharmacy performance metrics – Provide assessment of
sales patterns and trends and opportunities as well as ensure all data for legal
purposes is consistent and robust:
1. Assess key Point of Sale data and reports – introduce reporting requirements for
the period of engagement and provide assessment and analysis.
2. Isolate areas for improvement (short, medium and long term) – Set instore
targets and timelines for key areas of improvement.
3. Assess Point of Sale data accuracy – In order to ensure all reporting is accurate
and reflects the true business position.

Professional/
dispensary

Assessment of dispensary workflow and key metrics - Recommendations of
improved systems to improve efficiency and reduce costs
1. Benchmark generic and labour performance – Generic conversion to sit with
benchmarking standards (80% or higher). Staff training and forward dispensing
model to be implemented as required.
2. Assess funded professional service opportunity – Guild Care opportunities and
industry benchmarking.
3. Initial assessment of Pharmacy Board compliance – review checklist of
government requirements across all areas of the pharmacy.
4. Evaluate business opportunities within HIC/ACPA/Pharmacy Board Guidelines –
Ensure all possible sources of income are being gathered by the pharmacy.

Place/
competition

Review current business trends and demographic implications – Analysis of
current business model assessing systems, logistics, suppliers, and opportunities.
Assess immediate competitive environment – Analysis in relation to proximity of
competitive set (discounter, high service model, supermarkets etc.) and other
retailers.
Review of current marketing strategy - Review of local area marketing and
in-store opportunities. Assessment of cost effective options and budget management.

Value/pricing

Assessment of Net into store pricing – Daily analysis to ensure buying and Gross
Profit margins are maintained
Known Value Item (KVI) review and benchmarking – Review of current pricing
and implementing pricing strategy to reflect demographic and competitive set.
GP% analysis by category – Reviewed as required to ensure optimum profit
growth.

Layout

Sales space alignment and benchmarking – Aligning stock and shelf space
according to sales, industry and profit opportunities.
Ensure layout is aligned to business strategy including foot traffic assessment,
design elements (directional signage, lifestyle graphics, colour scheme) and product
placement (bins, discs, display ends, windows, and shelf) in order to maximise sales.
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Ranging – Assessment of current ranges and comparison to industry top sellers –
Undertaking a review of categories and product assortments (velocity, competitive,
convenience, power, opportunistic and differentiated) allows immediate cashflow
improvement.

Merchandise
management

Ordering and management process – Daily, weekly, monthly order budgets and
cycles (in order to maximize stock turn and discounts).
Deal structures – Assessment of deals and bonus structures with implementation of
improved supplier deals to increase GP margin and buying opportunities.
Key supplier relationships and opportunities – Access to a wide network of
industry contacts to secure products and services swiftly and reliably.
Stock performance analysis – Review of current stock turns and inventory
management (stock takes, negative SOH, fast movers, slow movers, department
sales and analysis).

Assessment of pharmacy workflow – Recommendations of improved systems to
improve efficiency and reduce costs.

Human resources

Analysis of key staffing metrics – Review of key store management personnel
(recommendations for management structure or restructure) as well as staff
wages:sales ratios.
Basic staff skills analysis – Staff interview and performance review to ensure staff
have the basic skills and training to meet statutory requirements and establish a team
which will provide an excellent customer service standard to achieve business success.
Source: Instigo

Value improvement plan
Better before cheap

Revenue before cost

“offer value-adding health
benefits in lieu of price
discounting to enhance value”

“prioritise increasing revenue
over reducing costs”

•
•
•
•

•

•
•

location convenience
customer experience
seamless offer
high percentage of skilled and specialist
staff
services, advice, health outcomes first
rebalance merchandise

•
•
•

selective discounting only (by customer,
not by product)
increase margin percentage in return for
benefits
build health initiative benefits
market the differentiators and benefits to
customer

Source: Time to challenge tradition, The Australian Journal of Pharmacy Vol 94 July 2013, Bruce Annabel

In-pharmacy health services expanding
HBF (WA’s largest health insurer) has recently acquired the Friendlies Chemist franchise in Perth. Billed
as a key part of HBF’s “transition from a health insurer to health partner”, the acquisition will enable HBF
members to manage some of their existing health conditions, and access preventative health services,
from within the pharmacy network rather than through the traditional GP network. The range of services
is still under consideration, but the approach highlights the potential for Australia’s pharmacy network to
expand its service offerings and differentiate on factors other than price.
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Contacts
Melbourne

Sydney

Perth

Level 24
333 Collins Street
Melbourne Vic 3000

Level 5 Chifley Tower
2 Chifley Square
Sydney NSW 2000

Level 11
37 St Georges Terrace
Perth WA 6000

Tel:
Fax:

Tel:
Fax:

Tel:
Fax:

+61 3 8623 3333
+61 3 8623 3399

+61 2 8257 3000
+61 2 8257 3099

+61 8 9220 9333
+61 8 9220 9399

info@kordamentha.com

info@kordamentha.com

info@kordamentha.com

Brisbane

Townsville

Singapore

Level 14
12 Creek Street
Brisbane Qld 4000

Level 6
75 Denham Street
Townsville Qld 4810

16 Collyer Quay
#30-01
Singapore 049318

Tel:
Fax:

Tel:
Fax:

Tel:
Fax:

+61 7 3338 0222
+61 7 3338 0298

+61 7 4724 5455
+61 7 4724 5405

info@kordamentha.com

info@kordamentha.com

Adelaide

New Zealand

Level 4
70 Pirie Street
Adelaide SA 5000

Level 16 Tower Centre
45 Queen Street
Auckland 1010, New Zealand

Tel:
Fax:

Tel:
Fax:

+61 8 8212 6322
+61 8 8212 2215

info@kordamentha.com

+65 6593 9333
+65 6593 9399

sing.info@kordamentha.com

+64 9 307 7865
+64 9 377 7794

nz@kordamentha.com

kordamentha.com
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.

