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Abstract: Increases in the cost of research, specialization and reductions in public expenditure in
health are changing the economic environment for the pharmaceutical industry. Gains in productivity
and efficiency are increasingly important in order for firms to succeed in this environment. We analyze
empirically the performance of efficiency in the pharmaceutical industry over the period 2010-2018.
We work with microdata from a large sample of European firms of different characteristics regarding
size, main activity, country of origin and other idiosyncratic features. We compute efficiency scores for
the firms in the sample on a yearly basis by means of non-parametric data envelopment analysis (DEA)
techniques. Basic results show a moderate average level of efficiency for the firms which encompass
the sample. Efficiency is higher for companies which engage in manufacturing and distribution than
for firms focusing on research and development (R&D) activities. Large firms display higher levels of
efficiency than medium-size and small firms. Our estimates point to a decreasing pattern of average
efficiency over the years 2010-2018. Furthermore, we explore the potential correlation of efficiency
with particular aspects of the firms’ performance. Profit margins and financial solvency are positively
correlated with efficiency, whereas employee costs display a negative correlation. Institutional aspects
of the countries of origin also influence efficiency levels.

Keywords: pharmaceutical industry; scale economies; profitability; biotechnological firms;
non-parametric efficiency; productivity; DEA

JEL Classification: 115; O32; L6

1. Introduction

Pharmaceutical companies contribute crucially to the health and welfare of individuals. This issue
is particularly relevant nowadays: as the Covid-19 pandemic has shown, no country is immune to
the emergence of new diseases. Furthermore, the population in many countries is experiencing deep
demographic transformations which increase life expectancy and raise new challenges for policymakers.
Not surprisingly, the performance of the industry directly affects some of the Sustainable Development
Goals of the 2030 Agenda for Sustainable Development.

The economic importance of the industry is also paramount. The pharmaceutical sector employs
highly skilled labor and exhibits one of the largest figures of research and development (R&D)
intensity (defined as expenditure in R&D as a share of sales). As recent contributions in the field of
macroeconomics have shown, human capital and R&D are key drivers of economic growth, productivity
and prosperity [1-3].

The pharmaceutical industry is facing new challenges because of several factors. New diseases
as the Covid-19 demand quick, pathbreaking solutions. R&D costs grow because conditions become
chronic and more complicated. Paradoxically, the progress in molecular biology which increases the
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range of potential innovations also raises the complexity of decisions related to the R&D strategy.
New investments seek increasingly high risk/high premium drugs [4]. Official agencies accumulate
requirements for drug approvals. Firms must cope with the expiration of patents and with reductions
in public expenditure in healthcare due to stability measures and fiscal adjustments.

Meanwhile the business model in the industry has experienced deep transformations over the
last decades. Some firms have specialized in particular steps of the value chain, as R&D in the
biotechnological sphere or clinical research, this last in the case of contract research organizations
(CROs). Reductions in R&D productivity have brought about mergers and acquisitions, partly to profit
from the expertise in research and the pipeline of other companies. Reference [5] argue that Japanese
firms engaged in mergers and acquisitions over 1980-1997 to handle the declining productivity of R&D.
Other firms outsource activities or engage in technological alliances [6,7]. In this context, firms must
strive to increase their levels of productivity and efficiency, which may become a strategic asset [8].

In parallel, empirical research on productivity and efficiency (defined as output per unit of
inputs) has grown over the last decades. Mathematical techniques such as data envelopment analysis
(DEA) have facilitated the empirical assessment of efficiency at the country, entity or firm level.
The literature has explored the levels and trends of efficiency in many activities and areas such as
banking [9], farming [10], food [11], universities [12], airlines [13], shipping [14], oil [15], electricity
distribution [16,17] and energy consumption [18,19], to quote just a few examples.

Recent meta-analyses and compilations of DEA exercises can be found in [20] for the public
sector, [21] for energy and the environment, [22] for seaports, [23] for microfinance institutions and [24]
for rail transport. [25] provide a thorough list of the main journal articles on DEA methodology and
applications published between 1978 and 2016.

Researchers have also dealt with more theoretical aspects of the DEA model. Examples are [26],
which describes a dynamic version of DEA that allows intertemporal links between inputs and outputs
to be considered, and [27] which provides an alternative to the inverse DEA model. Furthermore, [28]
explore the features of the model when the data are imprecise and [29] devise a DEA algorithm suitable
to deal with Big Data.

The analysis of efficiency in the pharmaceutical industry has also been addressed in the recent
past [8,30] although the number of contributions in this regard is comparatively sparse. Most of the
studies in this area perform their analyses at the country level and/or focus on a (usually small) sample
of companies. Examples are [31] for China; [32,33] for Japan; [6] for US; [34] for Jordan and [35]
for India.

We intend to complement this literature with a two-stages analysis of efficiency within a relatively
large sample of European firms. In the first stage we compute efficiency levels for the firms in our
sample. In the second stage we explore by statistical modelling the connection between the efficiency
scores obtained in the first stage and a set of variables potentially correlated with efficiency.

We are especially interested in the assessment of efficiency by type of activity and firm size. More
specifically, we want to explore whether large firms exhibit higher levels of efficiency, which would be
consistent with the potential presence of scale economies in the industry. Furthermore, it is feasible
that firms which primarily operate in the R&D niche enjoy a different level of efficiency, on average,
than companies with activities along the entire value chain. Finally, we want to explore the data to find
common patterns and detect possible features of the economic and institutional framework and firm
management strategy which can be correlated with efficiency.

In parallel, our empirical exercise may prove useful to illustrate how to apply modern mathematical,
non-parametric techniques in order to get insights about the performance of firms in a particular
industry, and how these tools are related to more traditional, parametric approaches.

Our paper is closely related to three DEA explorations of the pharmaceutical industry: [6,8,35].

Reference [8] analyze efficiency in a sample of 37 large firms from different countries over
2008-2013. They report an average level of efficiency in their sample of 0.9345 and find that firms with
higher level of efficiency carry out more financial transactions with other companies.
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We complement this exploration in several dimensions. First, our sample is different, broader
and more heterogeneous, since it encompasses a large group of European firms, of different sizes and
profiles. Second, we report an average efficiency score of 0.34. We think that this figure is a more
accurate reflection of the mean efficiency for the whole industry, at least for the European case.

Third, we carry out a two-stage exploration of efficiency whereby in the second stage we look at
variables potentially correlated with the efficiency levels obtained in the first stage. Reference [8] omit
the second stage because it is somehow controversial. It is true that the literature has not reached a
consensus yet on the right specification for the second stage; nonetheless, we think that this analysis
can still provide some valid insights about efficiency.

Fourth, we work with a more recent time horizon, 2010-2018, and examine the dynamic
performance of efficiency over time; they look at data from 2008-2013 but perform their analysis on
average terms, so they do not uncover the pattern of efficiency over time.

Another related investigation is [6]. They employ proprietary data from a sample encompassed
by 700 US pharmaceutical firms over the period 2001-2016. They assess the connection between open
innovation methods and efficiency.

Reference [35] utilize data from a financial database to examine the performance of a group of
Indian firms over the years 1991-2005. They perform a two-stage analysis. In the second stage they
examine the determinants of efficiency in their sample by regression tools.

In contrast to [6,35], we work with a sample made up of European firms and explore the potential
impact of alternative aspects of firm management and country characteristics. While [35] employ only
a Tobit specification in the second stage of their analysis, we utilize also a pure random-effects and a
Simar-Wilson procedure, and perform a comparison of the three methods.

We contribute to the literature in several ways. To the best of our knowledge, we are the first to
perform a DEA analysis for a relatively large sample of European pharmaceutical firms, of different
sizes and main activities, fully exploiting the time dimension of the data.

The inclusion of biotechnological companies in our sample and the exploration of their specific
performance are also novel features of our investigation.

We introduce in the second stage of our empirical work a set of variables potentially correlated
with efficiency, capturing different aspects of firm management and the macroeconomic environment
where companies operate. Employing these variables is original as well in these kinds of analysis.

Finally, we compare the results for the second stage of three different estimation procedures
(Tobit, pure random-effects, Simar-Wilson [36]). While the estimates yielded by the Tobit and the
pure random-effects specifications are rather close, the Simar-Wilson tool provides larger point
estimates. Nonetheless, the quantification of the marginal effects of the main covariates are more
similar, and therefore the Simar-Wilson method may also be useful in applied research.

Our investigation suggests that the level of efficiency in the European pharmaceutical industry
is moderate and has displayed a decreasing trend over the period 2010-2018. We find a connection
between size and efficiency for the firms in our sample, where larger and very small firms tend
to perform better as far as efficiency is concerned. Instead, efficiency is smaller for medium and
small firms.

In terms of activity, companies operating over the complete value chain register higher levels of
efficiency than firms that specialize in the R&D area. Moreover, the geographical market where firms
operate seems to matter for their efficiency. Higher margins, sound financial management and lower
levels of employee cost are also positively correlated with efficiency according to our results.

The structure of this paper is the following: Section 2 describes the theoretical background of our
investigation. Section 3 describes the data and empirical strategy pursued. Sections 4 and 5 discuss the
main results of our analysis and Section 6 concludes.
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2. Theoretical Background

Conventional microeconomic theory assumes that firms optimize by producing the maximum
possible quantity of output for a given input endowment or, equivalently, by producing a given amount
of output with the minimum feasible inputs; this is tantamount to presupposing that they are efficient.

Empirical evidence and casual observation suggest that this is not necessarily the case. Inefficiencies
exist and may arise due to managerial practices [37] or cultural beliefs [38]. Moreover, some features of
the macroeconomic environment where companies operate, as information asymmetries or market
rigidities, may also be detrimental for firms’ productivity, as some important breakthroughs in
macroeconomics in the last decades have pointed out.

Modern applied research pursues productivity analyses through two main avenues: stochastic
frontier analysis (SFA) and DEA. While the intuition of both approaches is similar, the procedures
are different.

In both cases the starting point is the idea of an efficient combination of inputs and outputs which
encompasses a production function or frontier. The units of analysis are the so-called decision-making units
or DMUs, i.e., the firms, organizations, institutions etc. whose efficiency is explored. The main difference
between SFA and DEA lies in their methodology. SFA estimates the (continuous) production function by
statistical techniques; DEA fits a piecewise hull enveloping the data which is assumed to approximate
the true frontier, without making any statistical assumption about the data-generating process.

SFA originated with the pathbreaking contributions of [39,40]. In this setting, deviations from
the estimated production function can be decomposed in statistical noise and inefficiency. Therefore,
the error term in these models is usually composite [41].

An SFA model may be described by Equation (1)

yi = m(x;; B) + €
€ = 0;j— Ui
v ~ N(0, 02)
u; ~ 7:

)

where y; is (log) output for the ith decision-making unit or DMU, x; is a vector of inputs for the ith
DMU, ¢; the vector of parameters to be estimated, u; captures the (one sided) inefficiency of the ith
DMU and v; represents stochastic shocks. m(.) is the production function, usually assumed to be
Cobb Douglas or Translog. The estimation is ordinarily implemented by maximum likelihood or other
appropriate methodologies.

The stochastic shock is usually considered normal with zero mean and known variance,
whereas different distributions have been advocated and estimated in the literature for the term
capturing inefficiency (for a thorough review, see [41]).

The assumption about the error term may be too restrictive. Sometimes it may be preferable to
work with a more flexible specification which involves fewer hypotheses. This is why non-parametric
techniques, and in particular DEA, have been developed and used increasingly in recent years.

In the applied work, nonetheless, parametric and non-parametric tools sometimes intertwine: the
non-parametric approach may be complemented by some statistical analyses, usually by regression
procedures, which explore the output of DEA and employ inference to generalize its results to a
non-deterministic setting.

Data Envelopment Analysis

The seminal paper for DEA is [42]. This technique computes efficiency by linear programming.
The technique operates in two steps: first, it constructs the frontier from the data; second, it computes
the distance of each unit to the frontier. It is assumed that the DMUs with the greatest efficiency
determine the frontier and have efficiency of 1.
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Not all efficient DMUs, however, need to be real: they can be fictitious, i.e., linear combinations
of other units. This assumes, in turn, that inputs can be used continuously, i.e., they are divisible.
Moreover, it presupposes that the efficiency frontier is a convex set, and hence the linear combination
of two points belonging to the feasible set are also feasible. The efficient DMUs which generate a
fictitious unit are called referees.

The ideas of frontier and distance encompass an intuitively appealing way to address the study
of efficiency. Consider a simple example, firms from an industry which produce a single output
y by means of an input x (Figure 1) (this example can be immediately generalized to the case of a
vector of outputs and a vector of inputs). There are several firms or DMUs dubbed A, B, C, D, and
E. The coordinates for each point in the X, y, space symbolize the input employed and the output
produced by each firm. The frontier (solid line) represents optimal combinations of inputs and outputs.
It is immediate to notice that B provides more output than A, yg > ya, while using the same amount of
input since x4 = xg. Alternatively, D and E produce the same output, yp = yg, but firm D consumes a
smaller amount of input than E, xp < Xg.

The intuitions behind the ideas of efficiency and frontier

Yo = Ve

output

Y

0 Xa = X8 Xc _ Xo Xe
input

Figure 1. The intuitions behind the ideas of efficiency and frontier. Note: The figure portrays the ideas
of efficiency and frontier. x is input and y is output. The concave solid line represents the technology
or frontier of possibilities of production, the maximum attainable amount of output for each value
of the input endowment. The dots A, B, C, D and E represent decision-making units or DMUss, i.e.,
firms, organizations, institutions, etc., whose efficiency is considered. Intuitively, B is more efficient
than A because it produces more output than A (yg > Y ) with the same amount of input (xg = xa).
Similarly, D is more efficient than E since D uses a smaller amount of input (xp < Xg) to produce the
same amount of output (Yp = Yg). The closer a DMU is to the frontier, the larger its level of efficiency.
Source: own elaboration.

We say than B is more efficient than A and that D is more efficient than E. The closer a firm to
the frontier, the larger its efficiency. Conversely, the deviations from the frontier can be understood
as inefficiencies.

It is clear from Figure 1 that optimality can be defined in two alternative ways, maximum output
per unit of input or minimal consumption of resources to attain a certain level of output. The first
approach is named output oriented while the second is called input oriented.
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Suppose there are N DMUs with a technology characterized by constant returns to scale. For the
ith firm we can define the following ratio of outputs to inputs:

’

a2y
ratioi = i

pxi
i=1 ..., N

where y; is a vector of M outputs and x; a vector of K inputs.
The maximization of efficiency implies the following problem:

’

max =2
af p'xi
subject to the following constraints:
%31, s=1,..., N @)
oy >0 m=1,..., M 3)
Br=0, k=1,..., K 4)

The restriction given by Equation (2) implies that the efficiencies of all firms have to be less or
equal that 1. Restrictions given by (3) and (4) rule out negative weights of outputs and inputs.
Intuitively, the problem seeks the optimal weights such that the efficiency of the firm i is maximized,
while operating within the feasible set implied by the constraints.
Imposing the restriction p’x; = 1, this fractional programming problem can be linearized ([43])
and transformed into the following;:
/ .
n;%xa Vi
subject to:
,B’xl- =1
a@'ys —B'xs <0, s=1,...,N
az0
=0
which can be written in the envelopment form as:

min6;
0,A

subject to:

N
s=1

N
0;x; — Z AsXs =0
s=1

As =20

where 0; is the input oriented efficiency score for the ith firm.
A stands for the set of multipliers in the linear combinations of the DMUs’ inputs and outputs, i.e.,
the weight of each DMU within the peer group of DMUs.
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This set up can also be applied to a technology exhibiting variable returns to scale by adding the
convexity condition:

This is an optimization problem, with linear objective function and constraints, solvable by
linear programming.

The value of 0;, the input-oriented technical efficiency score for the ith firm, indicates to what
extent the inputs can be reduced in percent while keeping the output constant. For example, if DMU i
has an efficiency score of 90%, it can reduce all inputs by 10% while offering the same amount of output.

Notice the difference between this set up and the statistical approach of SFA as presented in
Equation (1) above.

The empirical exercise described in this paper employs the non-parametric, DEA formulation of
the optimization problem as the baseline for analysis.

3. Material and Method: Data and Empirical Strategy

Data have been gathered primarily from Amadeus [44] a rich database comprising disaggregated
economic and financial information from a large number of European companies. [8,35] employ also
financial information from similar databases for their analyses.

Within the pharmaceutical industry, we have selected two main categories of firms in Amadeus
according to their main activity:

(i) Manufacture of basic pharmaceutical products and pharmaceutical preparations;
(ii) Research and experimental development on biotechnology.

They will be labelled henceforth manufacturers and R&D firms, respectively. The two subgroups
correspond to NACE (Nomenclature statistique des Activités Economiques dans la Communauté
Européenne) codes 2110, 2120 (for manufacturers) and 7211 (for R&D firms). This is equivalent to
NAICS (North American Industry Classification System) codes 541714 and 541715.

We work with yearly observations over the time horizon 2010-2018.

Following part of the literature on DEA, our research design has two stages (see Appendix A for
an explanatory diagram of the design of our empirical exercise). The stages are detailed in Sections 4
and 5, respectively. In the first stage we compute the efficiency scores of the firms in our sample
by DEA. In the second stage we design and estimate several statistical models to explore potential
variables correlated with the efficiency scores; these models provide information regarding the sign of
the correlation between the efficiency score and each variable, its statistical significance and its size.

Ordinarily, non-parametric techniques cannot be applied to data structured in panels because
of tractability considerations, as is common, instead, with other methodologies which allow for an
explicit time dimension and have been successfully employed with panels. We circumvent this problem
computing measures of efficiency year by year. This feature may be regarded as a drawback on a
priori grounds; nonetheless, the estimation of efficiency measures performed on a yearly basis has
been useful to uncover interesting patterns in their evolution over time.

We have started to work with a sample encompassed by more than 4000 observations from 482 firms
over the nine years in the period 2010-2018, evenly split among manufacturers and R&D firms.

For the computation of efficiency for a particular year, however, we have dismissed those
observations corresponding to firms which do not report data of turnover, employees and/or assets for
that same year. After discarding the firms with missing values, we end up with samples comprising
around 200 companies for each year, of different sizes, geographical origins and performances over
time. The samples, therefore, are quite representative of the industry.

In the case of multinationals, firms correspond to headquarters. In our selection of companies we
have discarded local affiliates because internal accounting procedures of multinationals may reduce
their degree of comparability.
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Nominal variables have been deflated using the Harmonized European Index from Eurostat [45].

Our measure of output is turnover in real terms (in constant euros of 2015). The inputs labor and
capital are proxied by the number of employees and total assets in real terms, respectively. Total assets
in real terms are also measured in constant euros of 2015. The choice of these variables has been made
in accordance with other contributions performing similar analyses, as [6,8,32].

Economic and financial conditions have been captured by cash flow over turnover, profit margin
and average cost of employees, among others (see Appendix B).

We have constructed dummies for size, country of origin, main activity and years. The specific
details will be provided in Sections 4 and 5 below.

Figure 2 conveys some information for selected variables, disaggregated in manufacturers and
R&D firms. Real turnover is expressed in constant euros of 2015. It is apparent from the Figure that the
firms encompassing the first category are considerably larger than those in the second, as shown by
the average real turnover and average number of employees.

Average turnover Average turnover
2 manufacturers o R&D firms
5 8
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S g
o
3 °
=3 (=]
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3
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o
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IsB 8
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year year

Figure 2. Average real turnover (in constant euros of 2015) and average number of employees over time
by main activity. Notes: The figure displays the time pattern for average real turnover and average
number of employees over 20102018, disaggregated by main activity of firms. Averages have been
computed from the data year by year. Two main categories are considered: firms whose main activity is
the manufacture of basic pharmaceutical products (manufacturers), and companies focused on research
and experimental development on biotechnology (research and development (R&D) firms). Average
turnover exhibits a decreasing trend over the period, with a big drop in 2012 for manufacturers, and an
increasing trend for R&D firms since 2013. Average number of employees decreases over the period for
the first category of firms and increases since 2016 for the second. Source: own elaboration with data
from the Amadeus data basis).

Itisalso clear that both variables have experienced a decreasing pattern over time for manufacturers,
with a very pronounced drop in 2012 in the case of real turnover. This is consistent with the increasingly
difficult environment in which they operate. For R&D firms, the pattern is less straightforward.
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Average real turnover has also plummeted in 2012 but has increased thereafter. Average number of
employees falls until 2016 and rises in the last years of the period.

These trends may be associated to the progressive outsourcing of some stages of the value chain,
which were traditionally performed by manufacturers and now are increasingly implemented by CROs
and other biotechnological firms.

Two more considerations about our empirical strategy are in order. First, and as stated above,
the DEA analysis can be implemented in an output oriented or input oriented setting. We have
followed this second approach since it seems intuitively more appealing and conforming with firms’
experience: their plans to increase efficiency are usually linked to reduction in costs, rather than to
expansions in output.

Secondly, the relevant role played by R&D in this industry suggests that scale economies might
be prevalent, but this is a controversial issue which the literature has not been able to settle yet.
Reference [46] found evidence in favor of this hypothesis; Reference [47], however, did not, although
they did suggest that economies of scope and accumulated knowhow were important for the firms in
the sector. Reference [48] encountered knowledge spillovers among firms in Phase I of clinical research
and diseconomies of scope in later phases. Reference [32] find that 60% of the firms in their sample of
Japanese chemical and pharmaceutical companies operate with either increasing or decreasing returns
to scale.

There is no consensus yet, therefore, on the degree of homogeneity of the production function in
the industry. Anyhow, since the existence of increasing returns to scale cannot be ruled out, we have
chosen to employ a variable returns to scale model as our theoretical framework, rather than a constant
returns to scale. Reference [8] follow a similar approach.

4. Stage 1: Computation of Efficiency Scores

Pharmaceutical and biotechnological firms share some activities and hence compete with each
other in certain stages of the value chain. We are interested in assessing whether the companies
specialized in R&D activities are more or less efficient, being thus better or more poorly positioned to
succeed and survive, than companies which are mainly producers and sellers. Hence, we analyze the
firms in the industry jointly, i.e., with respect to an efficient frontier common for all of them (nonetheless,
we have performed the analysis separately in each of the subgroups and basic results carry over).

Tables 1-5 and Figures 3 and 4 summarize some summary statistics about the efficiency of the
firms that encompass our sample, as obtained employing DEA in our sample on a yearly basis.

Table 1. Efficiency in the pharma and biotechnological European industry by activity, 2010-2018.

Efficiency Mean Standard Deviation Coefficient of Variation

Whole sample 0.341 0.265 0.777
Manufacturers 0.381 0.266 0.698
R&D firms 0.281 0.251 0.893

Note: the table summarizes selected statistics for efficiency levels, computed as described in the main text. We classify
firms in two groups, manufacturers and R&D firms, according to their main activity. Source: Own elaboration.

The mean efficiency for the entire sample and over the period 2010-2018 is 0.341. Thus, firms in
our sample could increase their efficiency on average in 0.659 points or 65.9%. It seems a reasonable
figure. Reference [6] report values of efficiency between 0.42 and 0.58. Their sample is made up by US
firms; it seems sensible to think that US firms are, by and large, more efficient than their European
counterparts because the general level of efficiency of the US economy is larger and its regulatory
burden is smaller. Furthermore, US pharmaceutical firms are larger, on average, than European firms
and, as we shall argue below, our results suggest that larger firms are more efficient. The standard
deviation is 0.265, which suggests a noticeable degree of dispersion in the sample.
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The results are not very different from those obtained by [33]; they find that the average efficiency
for a sample of Japanese firms is 0.68 for 1983-1987 and 0.47 for 1988-1993.

If we classify the firms according to their main activity, we find that the mean efficiency for the
manufacturers is 0.381 whereas for the R&D firms the figure is smaller, 0.281. This is a somewhat
surprising result: the common practice in the industry whereby manufacturers outsource some
activities to R&D and biotechnological specialized companies like CROs would suggest on a priori
grounds that the former be more efficient that the latter. Otherwise, the outsourcing could be questioned
on economic grounds. This is not what we find, however.

One possible explanation for our results is that many manufacturers have been in the market
longer, and their historical performance have endowed them with expertise, knowhow and managerial
practices which have increased their productivity. This is related to the phenomenon called learning
curve in engineering or learning by doing in economics. A classical example is provided by [49],
who noticed that the number of hours necessary to produce an airframe was a decreasing function of
the number of airframes already produced. Instead, many R&D firms are still relatively young; it is
feasible, therefore, that there is still room for them to optimize their processes and value chains and
improve their productivity and efficiency.

In addition, the R&D activity in order to develop new drugs is very risky. Success rates are low.
Only a modest percentage of molecules are able to complete clinical phases successfully and enter the
final market. Reference [50] report that only 10.4% of the drugs entering the clinical stage gain approval
by the US Food and Drug Administration (FDA). Biotechnological firms displaying small sizes and
relatively reduced pipelines may thus be very affected by failures in the R&D stage. These episodes, in
turn, will entail lower levels of productivity.

Notice also that the standard deviation for R&D firms is comparatively high, 0.251. In fact the
coefficient of variation, as measured by the ratio standard deviation to mean, is higher for this category.
This implies that heterogeneity is more pronounced for this kind of firm.

In order to assess the connection between relative efficiency and size, we have created six categories
of firms. Five of these categories (from very big to very small) are linked to the intervals delimited by
the 95, 75, 50 and 25 percentiles of real turnover over the period. In particular, the classification is as
follows:

e  Huge: if the average real turnover over the period exceeds 2000 million euros.

e Very big: if the average real turnover is less or equal than 2000 million euros and higher than
426.92 million euros.

e  Quite big: if the average real turnover is less or equal than 426.92 million euros and higher than
38.86 million euros.

e  Medium: if the average real turnover is less or equal than 38.86 million euros and higher than
8.10 million euros.

e Small: if the average real turnover is less or equal than 8.10 million euros and higher than
2.10 million euros.

e  Very small: if the average real turnover is less or equal than 2.10 million euros.

Table 2 displays summary statistics for relative efficiency classified according to these categories.
The largest companies in the sample, those with turnover larger than 2000 million euros, have the
highest level of efficiency in the sample, 0.98. In other words, most of them encompass the efficient
frontier or are very close to it. There is very little dispersion within this category and the coefficient of
variation is almost negligible.

For very big companies, with turnover roughly between 500 and 2000 million euros, efficiency is
also remarkably high, 0.765 in average terms. The potential gains in efficiency for this category are only
around 25% on average. Firms in the next turnover interval have a smaller record, 0.425. Medium-size
firms register lower levels of efficiency on average, 0.312; this is slightly below the figure for the whole
sample and period, 0.341.
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Small firms, with turnover between 2.10 and 8.10 million euros, register the smallest value of
average efficiency, only 0.267. Interestingly, their record is worse than that of the very small firms,
with turnover below 2.10 million euros: this last category attains an indicator of 0.318, slightly above
medium size firms. This result is consistent with [35], which find that small pharmaceutical firms
display smaller levels of efficiency for the case of India.

Higher degrees of flexibility and capacity to adapt to the environment, more agile management
and lower levels of conflicts among partners which characterize very small firms may be behind this
result. The comparatives advantages provided by specialization may also play a role.

The performance within those categories, as reported by the coefficient of variation, is not uniform.
Dispersion is maximum for the very small firms (0.9), whereas more limited for very big firms (0.267).
Dispersion in the other categories is similar and quite high: between 0.6 and 0.71.

The implications of these results are interesting. There is not a monotonic, clear cut relationship
between size, as captured by turnover, and relative efficiency. Our findings suggest that larger
firms are more efficient but only beyond a certain threshold of income, located around 500 million
euros. Companies above this figure are considerably more efficient, suggesting the possibility of scale
economies for high levels of turnover. Firms with turnover between 38 and 500 thousand million euros
also perform better than the whole sample, although their particular advantage amounts just to less
than 10 points.

Intermediate and small firms do not profit from scale economies neither from the flexibility and
specialization associated to very small firms, and therefore register the poorest results as far as efficiency
is concerned.

Table 2. Relative efficiency in the pharma and biotechnological European industry by size, 2010-2018.

Mean Standard Deviation Coefficient of Variation

Huge 0.98 0.039 0.039
Very big 0.765 0.205 0.267
Quite big ~ 0.425 0.266 0.625
Medium  0.312 0.218 0.698
Small 0.267 0.19 0.71
Very Small  0.318 0.288 0.9

Note: the table summarizes selected statistics for efficiency levels, disaggregated by size of the firms (proxied by
real turnover). The thresholds are described in the main text. Source: Own elaboration.

Table 3 and Figure 3 provide the dynamic context to these results by detailing the performance
over the years 2010-2018. Average efficiency plummets from the beginning of the period until 2015,
to recover thereafter. In year 2017, efficiency falls again, to increase in 2018, but it does not recover
to the levels attained before 2010. Between 2010 and 2018 efficiency diminishes by almost 10 points.
The decrease is especially acute for manufacturers, whereas R&D firms only lose 4 points on average.

These results are consistent with [6], who also document a decrease in efficiency for most of the
firms in their sample for 2010-2015.

Table 3. Efficiency in the pharma and biotechnological European industry by activity, yearly
results, 2010-2018.

2010 2011 2012 2013 2014 2015 2016 2017 2018

Whole sample 0.428 0.392 0.348 0.308 0.304 0.292 0.383 0.311 0.334
Manufacturers 0.481 0.449 0.391 0351 0.334 0.335 0409 034 0.367
R&D firms 0338 0.277 0263 0243 0267 0231 0345 0272 0.29%

Note: the table details average levels of efficiency by year and main activity of firms. Efficiency is computed as
described in the main text. Source: Own elaboration.
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Figure 3. Efficiency in the pharma and biotechnological European industry by main activity, 2010-2018.
Note: the figure summarizes the yearly trend of average efficiency, for the whole sample and
disaggregated by categories corresponding to the main activity of firms. Efficiency decreases over the
period, with a partial recovery in 2015-2016. Source: own elaboration.

Figure 4 portrays the behavior of firms over time classified according to their size. The largest
companies exhibit a fairly consistent performance over time. Instead, for quite big companies the fall
of efficiency between the beginning and end of the period is almost 20 points.

At the beginning of the period, in 2010, the efficiency of quite large firms was well above that of
the entire sample, while this is not the case anymore in 2018. This category has been affected the most
by the drop of efficiency over time.

Medium-sized and small firms exhibit a reduction of 10 points over time, whereas very small
firms register a rather stable performance.

1.2
1 0—.\‘\./.——0—0-——0-\.
0.8
0.6
0.4
0.2 Wﬁ
0

2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019

whole sample —@— huge very big
quite big —@— medium — @— small
—— very small

Figure 4. Average efficiency, pharma and biotechnological industry by size, 2010-2018. Note: the figure
summarizes the yearly trend of average efficiency of the firms in our sample, disaggregated by size of
firms. Size is proxied by real turnover. Efficiency decreases over the period for all categories except for
the huge and very big firms. The thresholds are detailed in the main text. Source: own elaboration.
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5. Stage 2: Variables Correlated with Efficiency

5.1. Overview

In the second stage of this research we have performed a regression analysis in order to explore
several aspects of the firms’ economic setting and management which may be correlated with efficiency.
Efficiency is proxied by the efficiency scores obtained in the first stage, as detailed in Section 4.

The basic framework is a statistical model described in very general terms by Equation (5):

0= f(x;v) (5)

where 0 is a vector containing the efficiency scores, x is a matrix of covariates and v is the error term.

There are several statistical issues to be considered here.

First, the literature has not reached a consensus about the data generation process underlying
Equation (5). Researchers have widely used the Tobit model and ordinary least squares (OLS) (see,
for example, [35,51]).

Since the efficiency scores are censored at a maximum of 1 by construction, the Tobit specification
seems especially appropriate for this analysis. In addition, References [52,53] argue that OLS provide
consistent estimates which are quite similar to those obtained with Tobit and are, therefore, a convenient
procedure. Reference [54] show, by means of Monte Carlo simulations, that OLS and Tobit outperform
other procedures when employed in the second stage of DEA analyses.

Reference [36], however, have argued that the true data generation process for the efficiency
scores is not a censored but a truncated distribution; they discard the analysis of the efficiency scores
performed according to Tobit or ordinary least squares because this assessment would not rely on
the true distribution of the data. With censored data, the true value of the variable is not known
because of the measurement scale; in this particular case, since efficiency has an upper bound of
1. With truncated data, instead, the true value of the variable is unknown because of the sample
limitations. The difference in practice between a censored and a truncation distribution may be unclear.

Furthermore, they claim that the efficiency scores are affected by serial correlation. Since the Tobit
procedure does not correct for this problem, the estimates obtained from the Tobit model are, in their
view, biased. This issue is also controversial, since [54] have argued that OLS and Tobit procedures are
valid even if the X variables are correlated.

Reference [36] propose an alternative estimation technique which employs a truncated model,
computes new standard errors by bootstrapping the data and corrects the biases in the estimates.
There are downsides for this procedure. Reference [53] argues that the Simar—Wilson estimates lack
robustness. Furthermore, the Simar—Wilson technique is convoluted and intensive in computing time.
Furthermore, as we shall show below, the point estimates computed by the Simar-Wilson method are
bigger than those obtained by Tobit or ordinary least squares, although the difference may not be very
relevant in applied research.

The debate is still open. According to [53], the controversy about the correct statistical model
underlying the data is ultimately methodological and exceeds the scope of our research. By and large,
we agree with [53] and think that Tobit and ordinary least squares have helped obtain valid insights
about the efficiency in numerous industries or activities, and thus can be employed in applied research.

Meanwhile, since the controversy has not been settled yet, we have decided to adopt a conservative
strategy, employ the three methods and compare their results.

Second, the data we are going to use to estimate Equation (5) encompass a panel and hence
comprises observations from firms at different points in time.

As is well known, panel data can be assessed by fixed effects or random effects models. [55]
shows that Tobit models with fixed effects produce coefficients which are overestimated and
asymptotic variances which are biased downwards. Moreover, our specification includes as regressors
time-invariant characteristics of firms (such as country of origin, for example); these characteristics
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would be perfectly collinear with the terms capturing the idiosyncratic features of firms in a fixed
effects model. In this case we cannot employ a Hausman test to compare the fixed effects and random
effects models because our model cannot be specified within a fixed effects setting.

These considerations advise the utilization of random-effects models. This is the approach
followed, for example, by [35].

Finally, at this point we are searching for correlations among efficiency and different aspects of
firm idiosyncrasies and management. Looking for causality relationships exceeds the scope of this
paper and is left for future research.

We shall start by discussing the main qualitative implications of this exercise, for reasons which
will be apparent below.

5.2. Qualitative Implications

5.2.1. Tobit Estimation

Typically, a Tobit model distinguishes between the latent or unobservable dependent variable and
the observable dependent variable, where the observed variable is a censored version of the unobserved.
Equation (6) represents a random-effects Tobit specification for the second stage of our analysis:

04 = xuf +ui + &t (6)

1

0y =1 if0,>1

Oir = 0

y if0<0;<1

0y =0 if 0, <0
i=1,2, ..., n
t = 2010, 2011, ..., 2018

wre 0 is the latent or unobservable efficiency, 9 is the observable efficiency, x;; is a matrix of
covariates, 8 is a vector of coefficients, u; is the time invariant component of the error term, ¢;; is the
time-varying component of the error term, i indexes firms and ¢ time.

In the estimation of Equation (6) we have included several indicators as covariates in order to
capture different dimensions of firms, such as main activity, size, margins, financial management and
personnel costs. We have also included time dummies to capture the impact of the business cycle
and country dummies to allow for idiosyncratic aspects related to the markets where firms operate.
The data are structured in a panel over the period 2010-2018 in order to exploit both the cross section
and time variations.

Table 4 shows a first set of results obtained from the estimation by maximum likelihood of the
model described by Equation (6). In order to avoid multicollinearity among the regressors, we have
not included all covariates simultaneously; instead, we have added them sequentially, conforming
different specifications of the baseline Equation (6). In other words, Equation (6) describes Models 14,
the differences among them being the variables considered in x; in each case.

To correct for heteroskedasticity, estimations have been performed with the observed information
matrix (OIM) corrected standard errors. In this particular case, the variance-covariance matrix of
the estimators is the matrix of second derivatives of the likelihood function. This correction for
heteroskedasticity is robust to the violation of normality if distribution is symmetrical.

The last lines of Table 4 include the results from a Lagrange multiplier Breusch-Pagan likelihood
ratio test of whether the variance of the time invariant component of the error term is equal to zero.
This test is can be regarded as an indirect text of the appropriateness of the random effect model.
The null hypothesis of equality to 0 of the variance of the u; component of the error term is rejected at the
99% significance level for the four models, hence supporting the utilization of the random-effects model.
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Dummies for countries capture different aspects: on the one hand, cultural and institutional aspects
and managerial practices ([38]). On the other, regulatory and microeconomic and macroeconomics
conditions of the particular markets where the firms operate. Regulatory aspects and institutional
and macroeconomic conditions in the host country have been shown to impact the performance of
multinational firms ([56,57]).

Dummies for the United Kingdom (UK), Italy and Sweden are positive and highly significant
in all specifications, implying that the institutional framework in these countries, the size of their
markets and/or their macroeconomic and institutional conditions affect the efficiency of firms positively.
The dummy for Germany is also positive and significant in two specifications (models 2 and 4),
although in one of them at a smaller significance level (90% in model 4).

Instead, the dummies for Spain and France display positive and negative signs and are not significant.

UK pharmaceutical firms feature a swift decision-making process which facilitates a successful
and fast adjustment to changing market conditions ([58]). Moreover, the level of distortions in the UK
economy is low and factor markets are relatively flexible. In addition, the dynamic biotechnological
landscape of the country has allowed the surge of alliances and collaborations. These facts may explain
the positive sign of the UK dummy:.

German firms typically work in less-flexible environments than their British counterparts; their
access to bank funding, though, is comparatively easy. Since sound finance is one important determinant
of firms’ success, as will be detailed below, the availability of funding seems quite relevant for the
performance of companies in the sector and help explain the positive sign of the dummy.

The Italian industry is populated by highly skilled, agile firms, with a large component of exports
and close ties to US companies. These companies encompass an important hub for foreign investment
in the industry, which in turn enhances the productivity of local firms through technology diffusion
and learning by watching.

Swedish pharmaceutical and biotechnological firms benefit from a market with limited regulation
where bureaucracy is kept at a minimum, government support and a highly skilled workforce.
These aspects would explain the successful performance of the Swedish pharmaceutical industry.

The positive signs of the country dummies, therefore, are in accordance with particular features of
their institutional frameworks and/or industries.

These features, however, are not present in the French and Spanish cases. The French
pharmaceutical market has historically been very protected by an outdated industrial policy. Spanish
companies have been damaged by a rigid labor market and a low level of interaction between
universities, research centers and firms.

We have also captured the main activity of the firms by means of dummies variables. The dummy
manufacturers is equal to 1 for those firms whose main activity corresponds to NACE codes 2110 and
2120, and 0 otherwise. Conversely, the dummy biotech is 1 for firms included under the 7211 NACE
code and 0 otherwise.

The dummy manufacturers are positively and significantly correlated with efficiency (columns 1
and 3), while biotech displays a negative and significant correlation in one model (column 2) and is
not significant in the other (column 4). Overall, these findings are in accordance with those reported
in Section 4 above, which suggest consistently higher levels of efficiency for firms engaged in the
production and commercialization of pharmaceutical articles.

Dummies for size have been assigned according to the thresholds detailed in Section 4 above.
Again, the results for the estimations agree with the trends reported in the previous Section. Firms
characterized by large sizes, as conveyed by their levels of turnover, are more efficient than their
counterparts, since the dummies huge and very big are positively and significantly correlated with
efficiency (Models 1 and 4). The dummy that is quite big is positive but not significant.

The positive correlation between size and efficiency, however, holds only for the first two categories
we defined, i.e., for sales larger than 426.92 million euros or the 95 percentile in the distribution.
For companies with real turnover between 38.86 and 426.92 million euros results are inconclusive.
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Those companies whose level of sales is less or equal than 38.86 million and more than 2.10 million
euros register smaller efficiency figures ceteris paribus, since the dummies medium and small are
negative and significant (column 2). Finally, we do not find a significant correlation between the
dummy capturing the very small level of sales and efficiency (column 2). This is not surprising since
firms with sales lower than the 25% percentile register poor levels of efficiency in some years but are
capable of surpassing the figure attained by medium and small others.

The results for the dummy variables reflecting size and activity are thus consistent with those
reported in the previous section. They are also in accord with [35], who disclose a negative correlation
between size and efficiency for a sample of Indian pharmaceutical firms.

Let us turn to the discussion of the variables capturing other aspects of firms in the industry.

As portrayed by column 1 of Table 4, the profit margin is positively and significantly correlated,
at the 99% significance level, with efficiency. This means that more efficient firms operate with higher
margins. This result makes sense because the industry we are scrutinizing provides goods and services
characterized by high added value which can be reflected in large margins. In fact, Reference [59]
argues that deviations from trend in profit margins are highly correlated with expenditure in R&D for
pharmaceutical companies, thus confirming the links between efficiency, margins and Ré&D.

Interestingly, this finding suggests that successful firm strategies in this sector are featured by
both high margins and high intensity of resource utilizations, at the same time. It is common to see
that companies tend to choose to focus either on the achievement of high profits per unit or in the
optimization of the installed capacity. This dichotomy, however, is not present in the companies in the
pharmaceutical industry, according to our results.

Table 4. Variables correlated with efficiency, Tobit estimations. Dependent variable is efficiency.

Model 1 Model 2 Model 3 Model 4
profit_margin 0.1539 ***
(7.00)
Germany 0.0799 0.1178 ** 0.0818 0.1045 *
(1.38) (2.02) (1.49) (1.89)
Spain —0.0232 -0.0614 0.0305 0.0435
(0.44) (1.10) (0.54) (0.87)
France 0.0100 0.0544 -0.0117 0.0167
(0.17) (0.94) (0.21) (0.31)
Sweden 0.2977 *** 0.2615 *** 0.2389 *** 0.3008 ***
(3.93) (3.44) (3.45) (4.13)
Italy 0.1421 *** 0.1549 *** 0.1587 *** 0.1374 ***
(2.62) (2.85) (2.85) (2.79)
UK 0.1389 *** 0.1637 *** 0.1128 *** 0.1356 ***
(3.62) (4.16) (2.88) (3.64)
Manufacturers 0.0660 ** 0.1599 ***
(2.00) (4.96)
Huge 0.2054 ** 0.2393 ***
(2.49) (3.02)
Verybig 0.1276 *** 0.1163 ***
(3.61) (3.24)
Quitebig 0.0215 0.0179
(1.39) (1.09)
year2014 —0.0795 *** —0.0744 *** —0.0633 *** —0.0738 ***
(6.90) (6.37) (5.88) (6.16)
year2015 —0.1733 *** —0.0758 *** —0.0556 *** —0.1537 ***
(4.97) (4.69) (5.31) (4.35)
year2016 0.0373 *** 0.0465 *** 0.0439 *** 0.0441 ***

(3.32) 4.12) (4.34) (3.79)
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Table 4. Cont.

Model 1 Model 2 Model 3 Model 4
cash_flow 0.1650 ***
(6.86)
Biotech —0.1384 *** —0.0494
(4.21) (1.59)
Medium —0.0300 *
(1.81)
Small —0.0614 ***
(3.22)
Verysmall —-0.0069
(0.29)
collection_period —0.0226 ***
(4.44)
employee_cost —0.3739 ***
(10.22)
_cons 0.2808 *** 0.3788 *** 0.2245 *** 0.4390 ***
(7.95) (12.50) (6.37) (15.49)
Likelihood Ratio test of . . . .
o2, = 0: X2(1) 928.17 980.9 1505.81 771.79
L1kel12hood Ratio test of 0 0 0 0
0%y = 0: p value
Number observations 1547 1344 1850 1353

Notes: The table summarizes the results from the Tobit estimation of Equation (6). Dependent variable is efficiency
computed in Stage 1. Cons stands for the intercept. For the rest of variables, see main text. Data are organized in a
panel varying across firms and time over 2010-2018. In order to circumvent heteroskedasticity, estimations have
been performed with corrected standard errors; the variance-covariance matrix of the estimators is the matrix of
second derivatives of the likelihood function. LR test of 6% = 0 distributed as X?(1). * p < 0.1; ** p < 0.05; *** p < 0.01.

The literature has documented that cash flow influences R&D expenditure in the case of the
industry we are considering ([60]). Reference [61] provide some additional evidence since they find
that, for the Spanish firms, the proportion of expenditure in R&D financed with internal resources is
75% for pharmaceuticals and 40% for the rest of the industries. Again, we are confronted with another
differential feature of this industry. Whereas it is commonly accepted that firms should heavily rely on
external funding and increase their profitability through financial leverage, the empirical evidence
for this industry suggests that successful companies enjoy comparatively low ratios of indebtedness.
This prudent financial structure is consistent with the high risk and long maturing period associated
with the R&D activity.

To test this idea in our sample, we have included in the analysis some variables which capture
particular elements of financial management. Column 2 shows that cashflow (as a percentage of sales) is
indeed positively and significantly correlated with efficiency. The level of significance is very high, 99%.

Column 3, in turn, displays the estimation results when the variable collection period is included
as a regressor in the baseline specification. The point estimate is negative and significant at the 99%
level. Higher collection periods increase the amount of working capital necessary to run the daily
activity of the firm, while shorter spans imply a sounder financial management. Our findings, therefore,
are consistent with the literature, and stress the importance of exhibiting solid, well-financed balance
sheets in order to register high levels of productivity. In more detail, Reference [35] argue that the
low efficiency scores achieved by some firms in their sample is associated to their inability to access
financial resources.

Column 4 includes a variable capturing the cost of labor, average cost per employee, as a percentage
of sales. It is highly significant and negatively correlated with efficiency.

In terms of the validations of Models 14, and as stated above, the literature has shown that the
Tobit model provides consistent estimates ([52-54,62]).
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Moreover, it has been argued that the severity of the problem implied by the presence of
heteroskedasticity in Tobit models is a function of the degree of censoring. In our case, censoring is
limited, and affects only to 6-7% of the data.

Since the estimations have been performed with OIM corrected standard errors, they are robust to
the presence of heteroskedasticity. These standard errors are also robust to the violation of normality if
the distribution is symmetric.

Finally, and as detailed below, results from Tobit are quite similar to those obtained by
random-effects models. All these considerations lend countenance to the models described in
this subsection.

5.2.2. Classical Estimation

In order to assess the robustness of these findings we have performed two complementary analyses.
First, we have considered a pure random-effects model, as described by Equation (7).

Oit = xif +u; + € (7)

where 0;; is efficiency, x;; is a matrix of covariates, 8 is a vector of coefficients, u; is the time invariant
component of the error term, ¢; is the time-varying component of the error term, i indexes firms and
t time.

The estimation has been carried out with robust standard errors, in the spirit of [63—65], clustered at
the firm level. This procedure is widely recommended in the literature in these types of estimations ([66]).

Table 5 summarizes the specification and results for Models 5-8, estimated according to (7).
We see that the main conclusions obtained from the Tobit specification regarding the correlation of
efficiency with selected variables carry over to the classical, pure random effects specification. The only
remarkable differences are related to the dummy for Spain, which is now negative and significant at
the 95% level (Model 6), and the dummy quite big, now significant at the 90% level.

Furthermore, the point estimates of the coefficients are very similar in the censored and the
non-censored model. These results are reassuring and consistent with [52,53], who document this kind
of similarity when Tobit and ordinary least squares are employed in the second stage analysis.

The last two lines of Table 5 display the results from the Lagrange multiplier Breusch-Pagan
test for the presence of random effects. The null hypothesis of no random effects is rejected at
conventional levels.

In terms of the validation of Models 5-8, we can invoke the result according to which OLS
produces unbiased and consistent estimates because of the central limit theorem for large enough
samples. In addition, the literature has also shown the consistency of OLS second-stage estimators for
the particular case of DEA analyses. Moreover, cluster robust standard errors yield estimates that are
robust to the presence of heteroskedasticity and correlation in the error term.

Table 5. Variables correlated with efficiency, random effects estimations. Dependent variable
is efficiency.

Model 5 Model 6 Model 7 Model 8
profit_margin 0.1531 ***
(5.33)
Germany 0.0702 0.1064 * 0.0740 0.0908 *
(1.23) (1.85) (1.41) (1.70)
Spain —-0.0210 —0.0598 ** 0.0304 0.0427
(0.55) (2.04) (0.66) (0.87)
France 0.0093 0.0504 —-0.0150 0.0128
(0.19) (1.08) (0.32) (0.28)
Sweden 0.2779 *** 0.2420 *** 0.2280 *** 0.2922 ***

(3.07) (3.23) (3.32) (3.78)
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Model 5 Model 6 Model 7 Model 8
Ttaly 0.1375 ** 0.1488 *** 0.1529 *** 0.1336 ***
(2.52) (2.74) (2.86) (2.78)
UK 0.1340 *** 0.1538 *** 0.1041 ** 0.1295 ***
(3.44) (3.91) (2.51) (3.70)
Manufacturers 0.0619 * 0.1534 ***
(1.93) (4.81)
Huge 0.1189 *** 0.1649 ***
(2.63) (3.72)
Verybig 0.1277 *** 0.1247 ***
(4.28) (4.06)
Quitebig 0.0233 * 0.0218
(1.71) (1.56)
year2014 —0.0778 *** —0.0736 *** —0.0625 *** —0.0728 ***
(8.64) (7.67) (7.14) (7.90)
year2015 —0.1712 *** —0.0792 *** —0.0558 *** —0.1596 ***
(6.11) (6.84) (7.03) (5.51)
year2016 0.0366 *** 0.0450 *** 0.0430 *** 0.0430 ***
(4.09) (4.52) (4.78) (4.46)
cash_flow 0.1661 ***
(5.83)
Biotech —0.1298 *** —0.0421
(442) (1.44)
Medium —0.0349 **
(2.48)
Small —0.0648 ***
(3.62)
Verysmall —-0.0092
(0.33)
collection_period —0.0226 ***
(3.97)
employee_cost —0.3701 ***
(7.83)
_cons 0.2786 *** 0.3767 *** 0.2257 *** 0.4312 ***
(7.92) (15.55) (6.51) (19.16)
LR test of 02, = 0: X2(1) 1306.01 *** 1656.88 *** 2561.80 *** 1156.37 ***
LR test of 0%, = 0: p value 0 0 0 0
Number of observations 1547 1344 1850 1353

Notes: The table summarizes the results from a pure Random-effects estimation of Equation (5). Dependent variable
is efficiency computed in Stage 1. Cons stands for the intercept. For the rest of variables, see main text. Data are
organized in a panel varying across firms and time over 2010-2018. Robust standard errors clustered at the firm

level. LR test of 02, = 0 distributed as X?(1). * p < 0.1;** p < 0.05; *** p < 0.01.

5.2.3. Simar-Wilson Estimation

We have employed the [36] methodology as a further robustness test. Accordingly, we have
replicated the estimations described above, this time employing their technique. These are Models
9-12, whose detailed specifications and results are displayed in Table 6.

Once again, we see that the basic findings obtained by the Tobit and classical random effects
estimations regarding the sign and significance of covariates carry over when the [36] procedure, based
upon a truncated distribution for the data and bootstrapping, is employed.

As reported above, this tool aims to remove the alleged bias in the estimation due to correlation
among residuals. It computes new standard errors and corrected parameters. In contrast to the
Tobit and classical frameworks, the literature has not provided enough evidence yet to illustrate the

properties of this estimator.
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Table 6. Variables correlated with efficiency, Simar-Wilson estimations. Dependent variable is efficiency.

Model 9 Model 10 Model 11 Model 12
profit_margin 0.3089 ***
(9.31)
Germany 0.1287 *** 0.1562 *** 0.1405 *** 0.1204 ***
(4.43) (4.93) (3.64) (4.09)
Spain —0.0356 —0.0971 *** —0.0098 0.0053
(1.36) (3.25) (0.24) (0.20)
France 0.0342 0.0684 * —0.1606 *** —-0.0364
(0.92) (1.72) (3.06) (0.97)
Sweden 0.2958 *** 0.2602 *** 0.3352 *** 0.3539 ***
(8.04) (6.04) (7.06) (8.41)
Italy 0.1548 *** 0.1539 *** 0.2307 *** 0.1506 ***
(6.13) (5.67) (6.41) (5.99)
UK 0.1439 *** 0.1596 *** 0.1370 *** 0.1396 ***
(6.89) (7.33) (4.97) (6.81)
Manufacturers 0.0859 *** 0.3157 ***
(4.54) (10.51)
Huge 0.7812 ** 0.8741 **
(2.06) (2.45)
Verybig 0.4284 *** 0.3849 ***
(9.48) (8.47)
Quitebig 0.0552 *** 0.0678 ***
(2.98) (3.63)
year2014 —0.0994 *** —0.1072 *** —0.0982 *** —0.0977 ***
(4.20) (4.16) (2.80) (3.77)
year2015 —0.4586 *** —0.1540 *** —0.1161 *** —0.4179 ***
(9.43) (5.15) (3.40) (8.48)
year2016 0.0652 *** 0.0651 *** 0.0902 *** 0.0785 ***
(3.04) (2.76) (3.07) (3.66)
cash_flow 0.3351 ***
(8.31)
Biotech —0.1790 *** -0.0229
(8.07) (1.15)
Medium —0.1294 ***
(6.36)
Small —0.1091 ***
(4.63)
Verysmall 0.0192
(0.60)
collection_period —0.0568 ***
(4.11)
employee_cost —0.6340 ***
(10.95)
_cons 0.1328 *** 0.3237 *** —-0.0524 0.3822 ***
(6.01) (15.50) (1.24) (20.23)
Number of observations 1446 1257 1741 1264

Notes: The table summarizes the results from the Simar-Wilson estimation of Equation (5). Dependent variable in
the estimations is efficiency. Data are set in a panel varying across firms and time. * p < 0.1; ** p < 0.05; ** p < 0.01.

5.3. Quantitative Implications

From the comparisons of Tables 4-6 we observe that Tobit and pure random-effects models yield
point estimates which are rather similar. Instead, estimates obtained by the Simar-Wilson methodology

are larger.

In contrast to what happens in the classical regression model, the marginal effect or impact of the

individual regressor Xj on the dependent variable, defined as:

90
83(]'
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is not directly measured by the point estimates of regressions estimated by Tobit or Simar—Wilson
methodologies, since they are non-linear models.

In order to extract more quantitative implications of the different estimations described in
Section 5.2 above, we have computed the marginal effects of selected variables on efficiency implied by
these two methods.

Basic results are displayed in Table 7. In order to facilitate comparisons, we have added the point
estimates obtained by the pure random-effects estimation.

The variable exerting the highest impact on efficiency is employee cost. According to our results,
an increase of one unit in the employee cost reduces efficiency in an amount which is comprised in the
interval (0.368, 0.42).

If the profit margin rises in one unit, the correspondent increase in efficiency is around 0.15-0.2.
The improvement of the financial position (as captured by cash flow/income) in one unit brings about
a positive change in efficiency of 0.162-0.218. Finally, the increase of the collection period in one unit
reduces efficiency around 0.02.

In our view, these findings have some interesting economic implications and may be useful for
managers, owners and other stakeholders of firms in the industry. The efforts to contain personnel
costs and increase margins translate directly into higher levels of productivity. Firms in the industry
should also strive to achieve an adequate combination of external and internal finance, aligned with
the risky and slow-paced nature of R&D activities.

There are implications for policymakers and policy analysts as well. Efficiency in the
pharmaceutical sector, according to the empirical evidence presented here, hinges on the sound
functioning of labor markets and financial markets. Measures to improve their behavior may have a
noticeable impact on the performance of the firms in the industry.

It is apparent from Table 7 that the marginal effects obtained by the Tobit and the classical
specifications are remarkably close, whereas those yielded by the Simar-Wilson procedure are slightly
larger. It is important to notice that the difference among the Tobit/pure random effects results, on the
one hand, and the Simar-Wilson, on the other, is smaller regarding the marginal effects (Table 7) that if
we compare the point estimates (Tables 4-6).

This fact has several interesting implications:

- As far the particular goal of this subsection is concerned, the Simar—Wilson tool implies marginal
effects slightly larger (about 15-35%) but of the same order of magnitude than those obtained
from Tobit/pure random-effects model.

- In general terms, more research at the theoretical level and probably Monte Carlo simulations are
necessary to know in more detail the properties of the Simar-Wilson estimator. This exceeds the
scope of this paper.

- The Simar-Wilson procedure may be useful for applied research, especially in conjunction with
other methodologies, although it has a higher cost in computing time if compared with Tobit or
classical models.

Table 7. Comparison of marginal effects, Tobit, Simar-Wilson and random effects estimations.

Variable Tobit Simar-Wilson Random Effects
Profit margin 0.1511 0.2053 0.1531
Cash flow/income  0.1628 0.2189 0.1661
Collection period ~ —0.0223 -0.026 -0.0226
Employee cost —-0.3683 —-0.4215 -0.3701

Notes: The table details the marginal effects on efficiency levels of each one of the variables displayed in the first
column. These marginal effects have been recovered from the Tobit (Models 1-4) and the Simar-Wilson (Models
9-12) estimations. The last column displays the marginal effects obtained in the pure random-effects models (Models
5-8) to facilitate the comparison; since this framework is linear, the marginal effects coincide with the point estimates
of the variables as reported in Table 5.
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6. Concluding Remarks

The pharmaceutical industry has experienced deep changes in the last few decades. The cost of
R&D has soared while market conditions have become tougher. Companies have confronted these
challenges by different strategies such as mergers, acquisitions, outsourcing and alliances. It remains
an open question whether these transformations have brought about an increase in the efficiency of the
firms that make up the industry.

We examine this issue employing disaggregated microdata from a large sample of European
medium and large firms belonging to the pharmaceutical and biotechnological industry. In the
first stage of our research, we perform a non-parametric DEA analysis of efficiency over the period
2010-2018. In the second stage we analyze which potential features of the environmental framework
and management are correlated with efficiency by regression techniques.

The consideration of a large sample of European firms, disaggregating by main activity and
isolating the performance of biotechnological firms is a novel feature of this paper. The comparison of
the results provided by the Tobit, classical and Simar-Wilson frameworks for the second stage is also a
contribution of the investigation presented here.

The main insights from our analysis are the following:

- The average level of efficiency in the industry is moderate, 0.341. This figure is not far from results
obtained by other studies for alternative samples. Efficiency exhibits a decreasing trend over the
years 2010-2018.

- Efficiency levels display a large level of heterogeneity when particular dimensions of companies
are considered. Efficiency is higher for those companies whose main activity is manufacturing of
pharmaceutical products than for firms focused on R&D activities. This result may be traced to the
relative youth of R&D firms, which cannot fully exploit the learning curve yet. The specialization
of this kind of firms in a few projects, characterized by low rates of success, may also be a relevant
factor in this respect.

- We find a complex relationship between size and efficiency. By and large, bigger firms are
more efficient, but only beyond the threshold of 426.92 million euros of turnover per year.
Medium-size and small firms register the poorest levels of efficiency, whereas very small firms
perform slightly better. This suggests that firms may benefit from either scale economies or high
levels of specialization, while the middle ground does not yield good results.

- Our findings suggest that sound financial structures, lower employee costs and higher margins
are correlated with higher levels of efficiency. Moreover, the idiosyncratic aspects of the country
of origin of the firms may foster or jeopardize productivity.

Our results convey some messages for policymakers. The survival and buoyancy of companies in
the pharmaceutical industry seems closely linked to the sound functioning of the labor and capital
markets. The experience of selected countries, in particular the UK, suggests as well that the existence
of agile, dynamic biotechnological firms is beneficial for the whole sector.

Finally, the higher levels of efficiency obtained for larger firms suggest that mergers and acquisitions
may enhance the performance of pharmaceutical companies due to the influence of scale economies.
These financial transactions should not be discouraged or jeopardized by policymakers on the basis of
an allegedly anti-competitive strategy. It is important to keep in mind that the pharmaceutical and
biotechnological industry relies heavily on R&D, and that R&D is only feasible for firms if their size is
big enough.

We have also found that very small firms display a sounder behavior than medium size companies.
The link between size and performance for the sector is thus nuanced. This suggests that industrial
policies intending to enhance the sector should be horizontal rather than vertical: instead of featuring
active interventions in favor of a particular firm size, it is better to adopt a less activist stance since it is
hard to determine on an a priori basis which is the efficient scale of operations.
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Our investigation has several limits. The time horizon is relatively short; it would be convenient
to increase it whenever new data are available. We have computed efficiency scores in Stage 1 only by
a non-parametric technique, DEA; another computation by means of parametric SFA would be useful
to check whether efficiency scores are very sensible to the tool employed.

In stage 2 we have investigated the correlations among efficiency scores and other variables,
but we have not explored the direction of causality among them. This last issue could be addressed by
introducing lags and leads of the variables and/or employing other econometric techniques, such as
general methods of moment or instrumental variables.

One of the techniques we have employed in Stage 2 is the Simar-Wilson estimation. It seems to
be useful in applied work, especially in combination with other techniques. More evidence about its
performance would be convenient, nonetheless.

Finally, and although country dummies have provided useful information about the potential
impact of institutional and economic aspects on efficiency, they are ultimately dummies or the measure
of our ignorance; it would be interesting to go one step further and characterize the specific features
of the various countries which enhance or jeopardize efficiency. This could be done by introducing
macroeconomic and institutional variables in the Stage 2 models.

These limitations suggest promising directions for new research.
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Appendix B
Table A1l. Variables definition and sources.
Variable Description Source
. Total Operating Revenues (Net Sales +
OPRE—Operating Revenue Other Operating Revenues + Stock Amadeus
(Turnover) °
Variations)

Total Assets (Fixed Assets + Current

TOAS—Total Assets Amadeus
Assets)

PRMA—Profit Margin (%) (Profit Before Ta);/%%eratmg Revenue) Amadeus

EMPL—Number of Employees Total Number of Employees included Amadeus

in the Company’s payroll

CFOP—Cash Flow/Operating

1 *
Revenue (%) (Cash Flow/Operating Revenue) * 100 ~ Amadeus

SCT—Cost of Employees/Operating (Cost of Employees/Operating

Revenue (%) Revenue) * 100 Amadeus
COLL—Collection Period (days) (Debtors/Operating Revenue) * 360 Amadeus
Yearly deflator Computed from the Harmonized Furostat

European Index
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