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The move to International Financial Reporting Standards (IFRS) as a statutory 
requirement in the EU and other parts of the world is changing the way 
pharmaceutical companies present their business and are judged by analysts, 
investors and other key users of their accounts.

Following the publication of the 2006 financial statements, 
PricewaterhouseCoopers* carried out an analysis of the financial statements 
of the 12 largest Pharmaceutical entities reporting under IFRS to see how they 
had applied IFRS. The findings outlined in this report are designed to help 
pharmaceutical companies to compare their disclosure against their peers’ 
and help users of financial statements to interpret and understand the methods 
and presentational options adopted in the new financial statements. The 
study does not seek to cover all of the accounting rules, focusing instead on 
benchmarking selected key accounting topics for the industry. More broadly, 
the report looks at how IFRS has affected the transparency, consistency and 
comparability of disclosures relating to Pharmaceutical business. 

The findings of this survey indicate how diverse reporting remains under 
IFRS and underline how important it is for pharmaceutical companies to work 
together to enhance the clarity, consistency and usability of their financial 
statements, especially in areas where the new regime leaves pharmaceutical 
entities substantially free to choose the nature or format of presentation. 

Simon Friend 

Global Pharmaceuticals and Life Sciences Industry Leader

PricewaterhouseCoopers LLP, UK

The IFRS revolution

* In this publication, the terms “PricewaterhouseCoopers” and “PwC” refer to the network of member firms of 
PricewaterhouseCoopers International Limited, each of which is a separate and independent legal entity.



� PricewaterhouseCoopers 

The focus of our study has been the application of IFRS to Pharmaceutical 
accounting rather than the broader field of life sciences companies, though 
issues surrounding revenue recognition of royalty payments for instance will 
be of interest to all. The 12 companies covered in the survey are the largest 
pharmaceutical entities reporting under IFRS. They include companies that 
have applied IFRS in the past and others that have published year-end 
financial statements on an IFRS basis for the first time. The analysis is based 
on the translated English versions of the report and accounts provided by the 
companies, where these have originally been provided in another language.

Key findings

The Pharmaceutical industry has overcome an enormous implementation 
challenge in moving to IFRS. The most significant developments range from 
extensive new disclosure requirements to the first internationally-agreed 
definition of a Pharmaceutical contract. 

With the obvious exception of the valuation of Pharmaceutical liabilities and 
the corresponding impact on investment classification, the survey found 
relatively little other diversity in accounting policy. Equally, certain areas that 
had been expected to be overhauled actually saw limited change. These 
included segmental disclosures and the consolidation of additional entities.

The financial statements are considerably longer and provide valuable new 
information for users of accounts. However, the wide degree of discretion in 
the format of presentation has made them harder to compare.

The financial statements tend to be less clear and are harder to follow 
than before as a result of the differing approaches in this first year. Some 
financial statements seemed better structured and more intelligible than 
others.

Almost all the sample pharmaceutical companies disclosed different metrics 
to report business segmentation. Only sales was consistently reported by 
all companies. As a result comparability between companies remains very 
difficult. 

Pharmaceutical companies still have some way to go to satisfy users of 
accounts’ demands for greater quality, clarity and comparability in their 
disclosure. Peer group comparison, greater co-operation to enhance 
consistency and more active engagement with (and by) the International 
Accounting Standards Board (IASB) would be invaluable in achieving this.

•

•

•

•

•

•

Executive summary
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This study assesses the impact of the adoption of International Financial 
Reporting Standards (IFRS) on the financial reporting of pharmaceutical 
companies. The findings are designed to help companies compare their 
disclosure against their peers, and to help those using and preparing financial 
statements to interpret and understand the methods and presentational 
options adopted in the new financial statements. The study does not seek 
to cover all of the accounting rules, but focuses instead on benchmarking 
selected key accounting topics for companies in the industry. These industry-
specific issues are:

How each company disclosed the criteria for capitalisation of in-house R&D 
costs as intangible assets under IAS 38 Intangible Assets;

How in-process R&D was accounted for in business combinations and 
partnering arrangements, how those assets were amortised, and how the 
requirements of IAS 36 Impairment of Assets were met;

How each company reported their segments – by business,  
by geography, etc;

How each company explained the rebates and allowances included in  
their revenue;

How risks were disclosed and reflected in provisions.

The companies whose annual reports were surveyed represent the 12 largest 
pharmaceutical entities reporting under IFRS. They are: AstraZeneca, Bayer, 
GlaxoSmithKline, Lundbeck, Merck KGaA, Novartis, Novo Nordisk, Roche, 
Sanofi-aventis, Shire, Solvay, and UCB. Of the 12 companies analysed, five – 
AstraZeneca, GlaxoSmithKline, Sanofi-aventis, Shire and UCB – were first-time 
adopters of IFRS as of 1 January 2005, whilst seven had already produced 
accounts under IFRS prior to 2005.

Clearly, the adoption of IFRS precipitated a significant increase in the nature 
and extent of disclosures in 2005 and 2006, as is evident from the increased 
length of the annual reports, and the financial statements contained therein, 
as illustrated in figure 1. Lundbeck was the most restrained of the companies 
surveyed, with an annual report length of just 112 pages in 2006 (which was 
four pages less than in 2003), while Sanofi-aventis’s annual reports are the 
most wordy – in 2005 it stretched to 318 pages, and increased to 340 pages in 
2006. No other company came close, Bayer were the nearest with 248 pages, 
up from 150 pages in 2003. Even Roche, which started to publish separate 
business and financial reports in 2005, could only manage a combined 216 
pages in 2006.

•

•

•

•

•

1	 Introduction
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Figure 1: Average length of annual 
report, and average length of 
financial review section, 2003–2006.

It is instructive to look back at the annual reports of just a few years ago and 
compare, both the quantity and quality of information, that companies were 
then willing to disclose. And although it is often argued that the adoption of 
IFRS has resulted in much greater complexity in financial reports, vastly greater 
transparency has also been achieved, allowing greater insight into the inner 
workings of pharmaceuticals companies, which is undoubtedly a good thing 
for investors, regulators, analysts and other stakeholders.
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According to IAS 38 Intangible Assets, research costs cannot be capitalised, 
and development costs should be capitalised if a number of specific criteria 
are met. These include:

Assessing the technical and commercial feasibility of bringing the product 
to market;

Being able to reliably estimate development costs;

Demonstrating that the intangible asset will generate sufficient future 
economic benefits to cover the associated costs.

Securing regulatory approval is generally viewed by pharmaceutical entities 
as the best evidence that all the criteria for capitalisation have been met, 
although obtaining approval in one country might not provide a sufficient basis 
for capitalising the development costs incurred to obtain new drug approvals 
in other countries. Some entities indicate that the probable future economic 
benefits criteria in IAS 38 is met as soon as regulatory approval is received, 
no matter which country issued the approval. Other entities take a more 
conservative position and indicate that the approval must be obtained in a 
major market, such as the United States or the European Union. 

Most of the companies expensed all development costs prior to regulatory 
approval, and most used similar language to Merck KGaA to explain this decision:

“The costs of research and development are expensed in full in the period 
in which they are incurred. Development expenses in the Pharmaceuticals 
business sector cannot be capitalized since the high level of risk up to the time 
that pharmaceutical products are marketed means that the requirements of IAS 
38 are not satisfied in full.”  
(Merck KGaA Annual Report 2006)

Some companies were not quite so clear as to their criteria for capitalisation, 
with Roche stating in its 2006 annual report that internal development costs 
were capitalised as intangible assets 

“only when there is an identifiable asset that can be completed and that will 
generate probable future economic benefits and when the cost of such an 
asset can be measured reliably”.

This statement does not say explicitly that regulatory approval is the criteria for 
capitalisation of development expenditure, although Roche goes on to say that 
it does not currently have any such internal development costs that qualify for 
capitalisation as an intangible asset. 

Bayer was more explicit about its policy, stating in its 2006 annual report 
that the conditions for the capitalisation of costs incurred were not normally 
satisfied before regulatory approval. Lundbeck was similarly clear in its 
2006 annual report, stating that the long development period and significant 
uncertainty associated with the development of new products meant that 
development costs could not be capitalised until 

“the development of the product has been completed and all the necessary 
public registration and marketing approvals have been obtained”.

In contrast, in both 2005 and 2006 GlaxoSmithKline was the only one of the 
companies to state clearly that it capitalised development costs in the balance 
sheet before approval, namely when a filing for approval had been made in a 
major market, and approval was considered “highly probable”. 

•

•

•

2	 How each company approached the capitalisation 
of in-house R&D costs as intangible assets under IAS 38 

Intangible Assets
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Figure 2: GlaxoSmithKline’s 
treatment of development costs in 
its 2006 annual report.

While there remain risks of non-approval, the threshold for asset recognition 
requires the probability criteria to be set at a high level to satisfy capitalisation.

Prior to the adoption of IFRS, of all the companies studied, only UCB 
capitalised a significant proportion of R&D costs prior to product filing or 
approval. In UCB’s 2005 annual report this resulted in a reversal of €302 million 
on intangible assets and €51 million on operating profit, due to R&D expenses 
that had been capitalised under Belgian GAAP. In fact this represented by far 
the largest impact on UCB’s net equity position after the transition to IFRS, 
with net equity as per 31 December 2004 being reduced from €1,965 million to 
€1,645 million.

Source: GlaxoSmithKline annual report 2006, pp91.
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3	 How acquired in-process research and development was 
accounted for, how those assets were amortised, and how the 

requirements of IAS 36 Impairment of Assets were met

IFRS 3 Business Combinations provides new recognition criteria for intangible 
assets acquired by means of a business combination, with the result that 
many acquired intangible assets that would previously have been included 
within goodwill should now be separately identified, valued and capitalised on 
the balance sheet. In particular, acquired in-process research & development 
(IPR&D) must be recognised in the purchase price allocation and allocated a 
value separately from goodwill, and must be assessed for impairment on an 
annual basis. 

Such detailed disclosures have not previously been available to users of 
financial statements, and this increased disclosure should allow greater 
transparency and greater post-deal scrutiny by investors and analysts. 
Nonetheless, in their 2005 annual reports, AstraZeneca, Bayer, Lundbeck, 
Merck KGaA, Shire and Solvay, comprising fully 50% of our sample, presented 
no information at all on the recognition and measurement of acquired IPR&D. 

Figure 3: Disclosures of 
information on the recognition 
and measurement of acquired 
in-process R&D in 2005 annual 
reports.

Figure 4: Disclosures of 
information on the recognition 
and measurement of acquired 
in-process R&D in 2006 annual 
reports.

Source: Company annual reports 2005, PricewaterhouseCoopers analysis

Source: Company annual reports 2006, PricewaterhouseCoopers analysis
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Another five (42%) of the companies surveyed presented some information 
on acquired IPR&D, while just one company, Novartis, presented detailed 
information.

Merck presented a treatment of acquired intangible assets in both its 2005 and 
2006 annual reports, but did not discuss IPR&D in particular. Its disclosure of 
IPR&D is likely to be more detailed in its 2007 annual report, with the inclusion 
of its €10bn acquisition of Serono and its estimated €1.2bn in goodwill and 
€7.1bn in other intangible assets.

Novartis was the only company in the survey to present a full disclosure of its 
treatment of acquired IPR&D, which included a detailed breakdown of the net 
book value of intangible assets (including acquired IPR&D), presented along 
divisional lines as shown in figure 5. Novartis also stated that when a project 
included in IPR&D had been successfully developed it was subsequently 
amortised over its useful life into Cost of Goods Sold, where any related 
impairment charge was also recorded.

Many of the companies in our sample significantly improved their disclosure 
with respect to acquired IPR&D in their 2006 annual reports. Only three 
companies, AstraZeneca, Merck KGaA and Solvay, continued to disclose 
no information, compared to six in 2005. Seven companies (58%) presented 
partial disclosures, and Novartis was joined by Bayer in presenting detailed 
disclosures. Bayer presented not only the value of acquired IPR&D in its 
acquisition of Schering AG, but also a detailed explanation of the valuation 
methods used and the judgements and assumptions made regarding the 
purchase price allocation. Novartis and Bayer were the only companies to 
reveal that they used the services of third party valuation specialists when 
valuing their acquired IPR&D.

In its 2005 annual report, Shire 
simply stated that the value ascribed 
to its acquired IPR&D, which 
related entirely to the acquisition 
of Transkaryotic Therapies (TKT), 
was based on “management’s best 
estimates”. However, in February 
2007 the company announced that 
it would have to restate the value of 
the IPR&D and goodwill acquired 
with the TKT deal for its US GAAP 
reconciliation, due to a “material 
weakness” in the company’s internal 
control over financial reporting with 
respect to US GAAP. The financial 
statements prepared under IFRS 
were unaffected. Shire’s description 
of the valuation of acquired IPR&D 
was more detailed in its 2006 report.

Figure 5: Novartis’ presentation of 
intangible assets in its 2006 annual 
report. 

Source: Novartis annual report 2006, pp176.
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Figure 6: Extract from Bayer’s 
2006 annual report describing 
the Schering AG purchase price 
allocation.

Source: Bayer annual report 2006, pp138.
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In-process research and development acquired via collaborations and 
alliances

While it is clear that IPR&D acquired in a business combination must be 
capitalised on the balance sheet as an intangible asset, the treatment of 
payments for research conducted externally, such as milestone and upfront 
payments for an in-licensed compound, is more subject to interpretation. 
These types of payment can have very different treatments depending on 
the specific arrangement, and the in-licensing company needs to consider 
carefully whether such payments simply reflect the funding of research, or the 
acquisition of an asset. In the former case expensing is always required, and in 
the latter case, the costs are capitalised. 

Not all of the companies surveyed addressed this subject, but most of those 
that did had capitalised all milestone payments and other costs incurred in 
collaborations and alliances with third parties. AstraZeneca disclosed the 
most information in its 2005 and 2006 annual reports, revealing that it had 
capitalised all upfront and milestone payments to its collaborators, and going 
on to list the most significant agreements and the amounts capitalised.

Figure 7: Extract from 
AstraZeneca’s 2006 annual report 
disclosing treatment of upfront and 
milestone payments.

Source: AstraZeneca annual report 2006, pp57.

of other proposed generic products (in addition
to the 25mg launched by Sandoz) is difficult
to predict, we believe that future performance
can be best judged by excluding Toprol-XL
from current performance. Consequently, if
Toprol-XL were excluded from the current
and prior years, sales growth would be 11%
and earnings per share growth would be 36%.

FINANCIAL POSITION, INCLUDING CASH FLOW
AND LIQUIDITY 
All data in this section are on an actual basis
(unless noted otherwise). 

Property, plant and equipment
The increase in the value of property, plant
and equipment was due primarily to
additions of $822 million and exchange of
$689 million offset by depreciation and
impairments of $1,003 million. Additions
were mainly driven by investment in building
upgrades in the UK, Sweden and the US as
well as a vehicle programme in the US.

Goodwill and intangible assets 
The significant increase in the value of
goodwill and intangibles was primarily due
to the expansion of our externalisation
programme (as described in more detail
below). The additions of $1,360 million arising
from the acquisition of Cambridge Antibody
Technology were partly offset by the disposal
of the Humira™ royalty stream intangible
acquired with the company ($661 million).
The other major additions were from the
acquisition of KuDOS Pharmaceuticals
($297 million), the co-promotion agreement
in respect of Abraxane® ($200 million) and
software ($121 million).

Inventories
After excluding the effects of exchange of
$203 million, the value of inventories fell by
$159 million to $2,250 million, a reduction of
just over 7%. This reflected a continuation of
the work to reduce our inventory levels, with
reductions seen primarily in the US (including
declines in the levels of Merck related inventory)
and in the UK.

Receivables and payables 
Receivables grew from $4,778 million at the
end of 2005 to $5,561 million at the close of
2006. $270 million of this increase was due
to exchange. The underlying rise of $513
million was driven by increases in trade
debtors in the US (through higher sales in the
last months of the year), the UK (primarily from
higher export sales) and across several
European markets. The second instalment
of income due from the disposal of the
anaesthetics business in the US (as

described in more detail below) also
contributed to the increase, which was offset
by reductions in insurance balances.

There was an underlying increase in payables
and provisions of $499 million arising principally
from higher payables in the US (due to
increased volumes of purchases from Merck)
and the deferred income from the disposal
of the anaesthetics business. There were
also increases from insurance payables
and Toprol-XL related severance provisions,
which were reduced by the settlement of the
defined benefit pension scheme in Japan.
In addition, exchange effects accounted for
just over $400 million.

Cash flow 
We continue to be a highly cash-generative
business. Although future operating cash flows
may be affected by a number of factors as
outlined in the business background section
on page 54, we believe our cash resources
will be sufficient for our present requirements
and include sufficient cash for our existing
capital programme, share re-purchases and
any costs of launching new products, as well
as the potential partial buy-out of Merck’s
interests in 2008.

Free cash flow for the year was $6,788 million
compared to $6,052 million in 2005.

After shareholder returns of $5,382 million
(comprising net share re-purchases of
$3,162 million and $2,220 million dividend
payments), and a net $1,148 million cash
outflow from acquisitions (net of cash
acquired), there was an overall increase
in net funds of $1,135 million.

Cash generated from operating activities
in the year was $7,693 million, $950 million
higher than in 2005. The improvement
was due principally to an increase in profit
before tax of $1,876 million offset by a
$224 million increase in working capital
requirements and a $563 million increase
in tax paid. Tax paid for the year was
$2,169 million compared to $1,606 million
in 2005. This increase in 2006 compared to
2005 was due to increased profits in 2006.

Net cash outflows from investing activities
were $272 million compared to $1,182 million
in 2005. Net cash from investing activities
was affected by the management of Group
funds, with funds being transferred between
long-term deposits and liquid cash. After
excluding these inflows of $1,120 million
(outflows of $491 million in 2005), underlying
cash flows associated with investing activities

were an outflow of $1,392 million in 2006
compared with $691 million in 2005. During
the year, cash of $1,148 million was paid
for the acquisition of Cambridge Antibody
Technology and KuDOS Pharmaceuticals.
There was a $388 million increase in
expenditure on intangible assets as a result
of the new collaboration deals (as described
in the section immediately below). Proceeds
of $661 million were received on disposal of
the Humira™ royalty stream, an asset acquired
as part of the acquisition of Cambridge
Antibody Technology.

Investments, divestments and
capital expenditure 
The commitment to strengthening our
product pipeline through pursuing external
opportunities (in addition to the sustained
investment in internal discovery and
development) bore fruit in 2006 with two major
acquisitions and several other significant
licensing agreements and collaborations.
In January 2006, we acquired the entire
share capital of KuDOS Pharmaceuticals for
$206 million to access DNA repair technology
as well as several products, including the
poly-ARP-ribose polymarese inhibitor in
Oncology. We followed this by acquiring the
total share capital of Cambridge Antibody
Technology (adding to the 19.9% we have
held since December 2004) to provide a
foundation for establishing a significant
biopharmaceuticals capability. The total cost
of this acquisition of $1,116 million was reduced
by disposing of the non-core intangible asset
arising from the Humira™ royalty stream for
$661 million in October 2006.

These acquisitions were complemented
by significant licensing and collaboration
agreements. These were led by four significant
agreements with AtheroGenics, Inc.,
Protherics PLC, Targacept Inc., and Pozen,
Inc., with combined payments (capitalised
as intangible assets) in 2006 of $151 million.
With AtheroGenics we entered into a
development and commercialisation
agreement for AGI-1067, a novel anti-
atherosclerotic agent being studied for the
treatment of patients with coronary disease,
paying an upfront fee of $50 million in January
2006. Our agreement with Protherics is in
respect of the anti-sepsis product CytoFab™

and involved both a 4.3% equity investment
in Protherics of $13 million and an intangible
asset of $31 million. In the case of Targacept,
we have capitalised as an intangible asset
payments totalling $30 million in respect of a
neuronal nicotinic partial agonist focused on
cognitive disorders. The payments comprised
a $10 million upfront fee on signing and a
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SUMMARY OF SHAREHOLDER RETURNS
Total Total 

Shares Dividend dividend shareholder 
re-purchased Cost per share cost returns

(million) $m $ $m $m

1999 4.4 183 0.700 1,242 1,425

2000 9.4 352 0.700 1,236 1,588

2001 23.5 1,080 0.700 1,225 2,305

2002 28.3 1,190 0.700 1,206 2,396

2003 27.2 1,154 0.795 1,350 2,504

2004 50.1 2,212 0.940 1,555 3,767

2005 67.7 3,001 1.300 2,068 5,069

2006 72.2 4,147 1.720 2,649* 6,796*

Total 282.8 13,319 7.555 12,531 25,850

* Total dividend cost estimated based upon number of shares in issue at 31 December 2006.

$20 million milestone payment when proof of
concept studies commenced. The agreement
with Pozen is for the co-development of a
combination product comprising esomeprazole
and naproxen with an upfront fee of $40 million.
In addition to these, we have entered into
agreements with Schering AG, Array, Kinacia,
Dynavax, Cubist and Argenta, capitalising
around $70 million in intangible assets. All of
these agreements include provisions for
further payments over and above the initial
signing or upfront fees, depending on
certain development and sales milestones.
The second payment to Targacept is an
example of such milestones. 

Complementing these agreements, in
June 2006 we entered into a co-promotion
agreement with Abraxis BioScience, Inc.
in respect of Abraxane® in the US. An upfront
signing fee of $200 million was paid and to
date we have earned $18 million in alliance
revenue from the arrangement. We have
also entered into an agreement with Abbott
Laboratories to co-develop and co-promote
a single pill, fixed dose combination of Crestor
and an Abbott fenofibrate. Abbott has paid
$50 million upfront, recognition of which has
been deferred and will be credited to income
should we elect to launch the product. Lastly,
we disposed of our Diprivan and local
anaesthetics business in the US to Abraxis
for a total price of $340 million, comprising an
upfront payment of $265 million and $75 million
to be paid in 2007. A gain of $109 million was
recognised immediately with the balance to
be recognised over the accompanying five
year manufacturing arrangement.

Subsequent to the year end, we entered into
two collaboration agreements with Bristol-
Myers Squibb Company (BMS) and Palatin
Technologies Inc. for initial consideration of
$100 million and $10 million, respectively.

These amounts will be capitalised as
intangible assets in 2007. The collaboration
with BMS is to develop and commercialise
two investigational compounds being
studied for the treatment of Type 2 diabetes.
The collaboration with Palatin is aimed at
discovering, developing and commercialising
compounds to treat obesity, diabetes and
metabolic syndrome. We also entered into
an agreement to purchase the total share
capital of Arrow Therapeutics Ltd. for
$150 million. Arrow Therapeutics is a
privately owned UK biotechnology company
focused on the discovery and development
of anti-viral therapies.

Our recent focus on in-licensing
opportunities with third parties will result in
additional intangible asset investment on the
balance sheet. Should any of these products
fail in development, the associated
intangibles will need to be written off.

CAPITALISATION AND SHAREHOLDER RETURN 
All data in this section are on an actual basis
(unless noted otherwise). 

Capitalisation
At 31 December 2006, the number of shares
in issue was 1,532 million. During the year,
23.5 million shares were issued in consideration
of share option plans and employee share
plans for a total of $985 million. Other reserves
increased by $927 million due to the effect
of exchange rate and tax movements offset
by actuarial losses and holding losses on
available for sale investments. 

Shareholders’ equity increased by a net
$1,707 million to $15,304 million at year end.
Minority interests increased from $94 million
at 31 December 2005 to $112 million at
31 December 2006. 

Dividend and share re-purchases
In line with its stated policy, the Board intends
to continue its practice of growing dividends
in line with earnings (maintaining dividend
cover in the two to three times range) whilst
substantially distributing the balance of cash
flow via share re-purchases. During 2006,
we returned $6,367 million out of free cash of
$6,788 million to shareholders through a mix
of share buy-backs and dividends. In 2007,
the Board intends to re-purchase shares at
a cost of $4 billion; this may be increased if
there are substantial cash inflows from new
share issues to meet employee share option
exercises. The Board firmly believes that the
first call on free cash flow is business need and,
having fulfilled that, will return surplus cash
flow to shareholders. The primary business
need is to build the product pipeline by
supporting internal and external opportunities.

We have re-purchased and cancelled 72.2
million shares in 2006 at a cost of $4,147 million.
As a result, the total number of shares re-
purchased to date under the share re-purchase
programmes begun in 1999 is 282.8 million
(15.9% of our initial share capital post merger)
at a cumulative cost of $13,319 million. 

We paid the second interim dividend of $0.92
in respect of 2005 on 20 March 2006 and a
first interim dividend for 2006 on 18 September
2006 of $0.49 per Ordinary Share. A second
interim dividend for 2006 of $1.23 per Ordinary
Share has been declared, which the Annual
General Meeting will be asked to confirm as
the final dividend.
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Figure 8: Treatment of payments to 
third parties for R&D in 2005 annual 
reports.

Source: Company annual reports 2005, PricewaterhouseCoopers analysis

Not addressed

Contingent on management
judgement

Always capitalised

33%

8%

58%

In 2005, only Bayer stated that a certain amount of management judgement 
was required with respect to capitalising costs incurred in collaborations 
and alliances with external parties. In its 2006 annual report, the company 
expanded considerably on its treatment. Whereas in 2005 it stated simply 
that “considerable judgement” was required in assessing whether milestone 
payments should be capitalised or expensed, in 2006 it went on to explain the 
factors that must be taken into account when making this judgement. These 
included whether a payment was related to regulatory approval, a sales target 
or outsourced R&D activities, and also the relative fair value of the planned 
R&D activities compared to the value of the payment.

Figure 9: Treatment of payments to 
third parties for R&D in 2006 annual 
reports.

Source: Company annual reports 2006, PricewaterhouseCoopers analysis

Not addressed

Contingent on management
judgement

Always capitalised

25%

17%

58%
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Merck did not address the issue in its 2005 report, but in its 
2006 report it stated that 

“an assessment is required as to whether… upfront or milestone payments 
represent ongoing research and development expense or whether the 
payments represent the acquisition of the right to capitalise the R&D expense”.

Novartis did not explicitly present its treatment of payments relating to 
collaborations and alliances, but stated that such expenses which did not 
qualify for capitalisation were recognised based on their percentage of 
completion.

Treatment of impairment of in-process research and development

Under IAS 36 Impairment of Assets, IPR&D compounds acquired in a 
business combination and capitalised as intangible assets are subject to 
impairment testing at each balance sheet date, or more frequently if changes 
in circumstances indicate a possible impairment. In our sample of companies, 
there was a marked variation in the level of disclosure made in respect of 
these impairment reviews and the key assumptions underlying them.

In both 2005 and 2006, only three of the 12 companies (25%) gave detailed 
disclosures setting out the basis of their impairment reviews, including 
valuation methods and the assumptions underlying them. Bayer provided 
the most detailed description over four pages of its 2006 annual report. Its 
disclosures included the discount rates used by each of its business segments 
when calculating the present value of future cash flows. It also presented the 
results of a sensitivity analysis which modelled a 10% change in the present 
value of cash flows, and a 10% change in the weighted average cost of capital 
used for the impairment tests. 

Figure 10: Disclosure of impairment 
reviews in both 2005 and 2006 
annual reports.

Detailed disclosure

Partial disclosure

25%

75%

Source: Company annual reports 2005, 2006, PricewaterhouseCoopers analysis.

Novartis was similarly open about its treatment of impairments, listing eight 
factors to be considered when developing the associated discounted cash 
flow models, ranging from the amount and timing of projected costs to 
develop IPR&D into commercially viable products, to the potential behaviour 
of competitor companies and products.

The nine companies that did not present detailed disclosures generally just 
stated that an impairment review had been undertaken, and described some 
of the factors taken into account.
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Figure 11: Extract from Novartis’ 
2006 annual report disclosing 
treatment of impairments.

Source: Novartis annual report 2006, pp139.
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Operating and Financial Review

GROSS TO NET SALES RECONCILIATION 

Income statement charge

Charged directly
Charged through without being

revenue deduction recorded in revenue
provisions deduction provisions Total In % of In % of

2006 2006 2006 2006 2005
USD millions USD millions USD millions gross sales gross sales

Group gross sales subject to deductions 44 844 100 100

US Medicaid, Medicare and State program rebates and 
credits including prescriptions drug savings card -684 -28 -712 -1.6 -2.0

US managed healthcare rebates -436 -436 -1.0 -1.3

Other healthcare plans and programs (non-US) rebates -143 -83 -226 -0.5 -0.2

Chargebacks (including hospitals) -2 283 -119 -2 402 -5.4 -4.6

Direct customer discounts, cash discounts and other rebates -960 -2 022 -2 982 -6.5 -5.9

Sales returns and other deductions -598 -468 -1 066 -2.4 -3.0

Total gross to net sales adjustments -5 104 -2 720 -7 824 -17.4 -17.0

Group net sales 37 020 82.6 83.0

Acquisition accounting

The Group’s consolidated financial statements and results of opera-
tions reflect an acquired business after the completion of the acqui-
sition. Acquired businesses are accounted for using the purchase
method of accounting which requires that the assets acquired and
liabilities assumed be recorded at the date of acquisition at their
respective fair values. Any excess of the purchase price over the esti-
mated fair values of the net assets acquired is recorded as goodwill
in the balance sheet and is denominated in the local currency of the
related acquisition. Goodwill is allocated to operations using a con-
cept which requires Management to define appropriate cash-gener-
ating units. Under IFRS 3 Business Combinations, In-Process Research
& Development (IPR&D) is valued as part of the process of allocating
the purchase price in a new business combination. This amount
needs to be recorded separately from goodwill and is allocated to
cash-generating units and must be assessed for impairment on an
annual basis. Under IAS 38 (revised Intangible Assets), acquired
assets in development, such as those related to initial and milestone
payments on licensed or acquired compounds are capitalized as
intangible assets, even if uncertainties exist as to whether the R&D
will ultimately be successful in producing a saleable product. The
judgments made in determining the estimated fair value assigned 
to each class of assets acquired and liabilities assumed, as well as
asset lives, can materially impact the Group’s results of operations.
Accordingly, for significant acquisitions, Novartis obtains assistance
from third party valuation specialists. The valuations are based 
on information available at the acquisition date and are based on
expectations and assumptions that have been deemed reasonable
by Management.

Impairment of long-lived assets

Long-lived assets, including identifiable intangible assets and goodwill
are regularly reviewed for impairment, whenever events or changes in
circumstance indicate that the balance sheet carrying amount of the
asset may not be recoverable. In order to assess if there is any impair-
ment, estimates are made of the future cash flows expected to result
from the use of the asset and its eventual disposal.

All goodwill is considered to have an indefinite life and is subject
to at least annual impairment testing. Any goodwill impairment charge
is recorded in the income statement under Other Income and Expense
and IPR&D must also be assessed for impairment on an annual basis
and any impairment charge is recorded in Research & Development
expenses. Once a project included in IPR&D has been successfully
developed and is available for use, it is amortized over its useful life
into Cost of Goods Sold where any related impairment charge is also
recorded. Other long-lived assets are reviewed when there is an indi-
cation that an impairment may have occurred.

If the balance sheet carrying amount of the asset exceeds the
higher of its value in use to Novartis or its anticipated fair value less
costs to sell, an impairment loss for the difference is recognized.
There are several methods that can be used to determine the fair
value of assets. For intangible assets, including IPR&D or product
and marketing rights, Novartis typically uses the discounted cash
flow method. This method starts with a forecast of all expected
future net cash flows. These cash flows are then adjusted to pres-
ent value by applying an appropriate discount rate that reflects the
risks and uncertainties associated with the forecasted cash flow
streams. Actual outcomes could vary significantly from the fore-
casted future cash flows. The development of discounted future
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cash flows, in particular for IPR&D, involves highly sensitive esti-
mates and assumptions specific to the nature of the Group’s acti-
vities with regard to:
• the amount and timing of projected future cash flows; 
• the discount rate selected to measure the risks inherent in the

future cash flows;
• the outcome of Research & Development activities (compound

efficacy, results of clinical trials, etc.);
• the amount and timing of projected costs to develop the IPR&D

into commercially viable products;
• the probability of obtaining regulatory approval;
• long-term sales forecasts for periods of up to 20 years;
• selling price erosion rates after the end of patent protection and

entry of generic competition; and
• the behavior of competitors (launch of competing products, 

marketing initiatives, etc.).

Factors that could result in shortened useful lives or impairment
include lower than anticipated sales for acquired products; or for
sales associated with patents and trademarks; or lower than antici-
pated future sales resulting from acquired Research & Development;
or the closing of facilities; or changes in the planned use of proper-
ty, plant or equipment. Changes in the discount rates used for these
calculations also could lead to impairments.

Novartis has adopted a uniform method for assessing goodwill for
impairment and any other intangible asset indicated as possibly
impaired. If no cash flow projections for the whole useful life of an
intangible asset are available, cash flow projections for the next 5 years
are utilized based on Management’s range of forecasts with a termi-
nal value using sales projections usually in line or lower than inflation
thereafter. Typically three probability-weighted scenarios are used.

The discount rates used are based on the Group’s weighted aver-
age cost of capital adjusted for specific country and currency risks
associated with the cash flow projections. Since the cash flows also
take into account tax expenses a post-tax discount rate is utilized.

The recoverable amount of a cash-generating unit and related
goodwill is usually based on the value-in-use which is derived from
applying discounted future cash flows using the key assumptions
indicated below:

Vaccines and Consumer
Pharmaceuticals Diagnostics Sandoz Health

% % % %

Sales growth rate 
assumptions after
forecast period 1 2 -1 to 6 -2 to 3

Discount rate 7 to 9 2 8 to 10 9 to 10

1Forecast period covers useful life
2No value-in-use analysis performed as newly acquired and no indication of impairment

In 2006, impairment charges of USD 126 million were recorded,
principally relating to capitalized milestone payments in NIBR and
marketed products in the Sandoz Division. In 2005, impairment
charges of USD 401 million were recorded, principally relating to
the impairment of NKS 104 marketing rights in the Pharmaceuti-
cals Division of USD 332 million and USD 37 million of IPR&D in
the Sandoz Division. 

The amount of goodwill and other intangible assets on the
Group’s consolidated balance sheet has increased significantly in
recent years, primarily as a result of the Group’s recent acquisi-
tions. Although Novartis does not currently have an indication of
any significant additional impairments, impairment testing under
IFRS 3 may lead to further impairment charges in the future. For
more detail on the increasing impact of intangible asset charges on
the Group’s operating income as a result of recent acquisitions, see
“Impact of Intangible Asset Charges and Significant Exceptional
Items” above.

Investments in associated companies

Novartis has investments in associated companies (defined as invest-
ments in companies that correspond to holdings of between 20%
and 50% of a company’s voting shares or over which it otherwise
has significant influence) accounted for by using the equity method.
Due to the various estimates that have been made in applying the
equity method, the amounts recorded in the consolidated financial
statements in respect to the investment in Roche Holding AG may
require adjustments in the following year after more financial and
other information becomes publicly available. 

Retirement and other post-employment benefit plans

The Novartis Group sponsors pension and other post-employment
benefit plans in various forms covering associates who meet eligibil-
ity requirements. These plans cover a significant portion of Group
associates. Several statistical and other factors that attempt to antic-
ipate future events are used in calculating the expense and liability
related to the plans. These factors include assumptions about the
discount rate, expected return on plan assets and rate of future com-
pensation increases, as determined by Management within certain
guidelines. In addition, the Group’s actuarial consultants use statis-
tical information such as withdrawal and mortality rates for their esti-
mates. The actuarial assumptions used may differ materially from
actual results due to changing market and economic conditions,
higher or lower withdrawal rates or longer or shorter life spans of
participants. The Group records differences between assumed and
actual income and expense as gains or losses in the Statement of
Recognized Income and Expense. The differences could have a sig-
nificant impact on the Group’s total equity. For more detail on the
Group’s obligations under retirement and other post-employment
benefit plans and the underlying actuarial assumption, see note 26.1
of the Group’s consolidated financial statements.
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Under IAS 14 Segment Reporting, a two-tier approach to segment reporting 
is required, with segments being reported as either primary or secondary. 
Business segmentation should be the primary format if products and services 
represent the main source of a company’s risks and returns, and geographical 
segmentation is secondary. The order is reversed if the geographical risks are 
dominant. 

All of the companies surveyed1 used business segments as the primary format 
in their 2005 and 2006 annual reports, as shown in table 1. AstraZeneca 
and Lundbeck had just one business segment each – “Pharmaceuticals” 
and “Pharmaceuticals for the treatment of illnesses in the field of CNS”, 
respectively – so they restricted their segmental breakdown to geographic 
information only. UCB reported on two segments in 2005, but then divested its 
Surface Specialties business, leaving just Biopharmaceuticals. As a result of 
its primary business segment now being geographical, UCB disclosed a little 
more data in 2006, with Liabilities, Depreciation, Amortisation, and Operating 
Profit being disclosed on a geographic basis. 

The two German conglomerates, Merck KGaA and Bayer, also presented data 
on sub-segments within their business segments. Merck disclosed information 
in its Pharmaceuticals segment in three sub-segments: Ethicals, Generics and 
Consumer Healthcare, while in 2006 Bayer reported its Healthcare segment 
data in two sub-segments: Pharmaceuticals and Consumer Health. The 
newly-acquired business of Schering AG was included in the Pharmaceuticals 
segment along with Bayer’s existing pharmaceuticals operations. 

4	 How each company reported its primary and secondary 	
	 segments 

1 	Uniquely, Schering AG used geography as its primary segment in its 2005 annual report. This clearly 
changed in 2006 after its acquisition by Bayer, which uses business segments as its primary format.
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COMPANY PRIMARY SEGMENT

Business Segments

SECONDARY SEGMENT

Geographic Segments

AstraZeneca Pharmaceuticals• UK
Continental Europe
The Americas
Asia
Africa & Australasia

•
•
•
•
•

Bayer Pharmaceuticals
Consumer Health
Crop Protection
Environmental
Science/Bio Science
Materials
Systems

•
•
•
•
•
•
•

Europe
North America
Asia/Pacific
Latin America/Africa/ Middle East

•
•
•
•

GlaxoSmithKline Pharmaceuticals
Consumer Healthcare

•
•

USA
Europe
International

•
•
•

Lundbeck Pharmaceuticals for the 
treatment of illnesses in 
the field of CNS

• Denmark
Rest of Europe
USA
Rest of the World

•
•
•
•

Merck KGaA Pharmaceuticals
Chemicals
Corporate & Others

•
•
•

Germany
France
Rest of Europe
North America
Latin America
Asia
Rest of World

•
•
•
•
•
•
•

Novartis Pharmaceuticals
Vaccines & Diagnostics
Sandoz
Consumer Health
Corporate

•
•
•
•
•

Europe
The Americas
Asia/Africa/Australia

•
•
•

Novo Nordisk Diabetes Care
Biopharmaceuticals

•
•

Europe
North America
International Operations
Japan & Oceania

•
•
•
•

Roche Pharmaceuticals
Diagnostics
Corporate

•
•
•

Europe
North America
Latin America
Asia
Africa, Australia & Oceania

•
•
•
•
•

Sanofi-aventis Pharmaceutical Products
Vaccines

•
•

Europe
United States
Other Countries

•
•
•

Shire Pharmaceutical Products
Royalties

•
•

North America
Rest of the World

•
•

Solvay Pharmaceuticals
Chemicals
Plastics

•
•
•

Europe
NAFTA
Mercosur
Asia-Pacific & Other

•
•
•
•

UCB Biopharmaceuticals• USA
Europe
Rest of the World  
(Japan & Emerging Markets)

•
•
•

Source: Company annual reports 2006.

Table 1: Categories used for 
Primary and Secondary reporting 
segments in 2006 annual reports.
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According to IAS 14, disclosures should concentrate mainly on the segments 
in the primary reporting format, with only limited information being presented 
on the secondary segments. This is certainly borne out in our survey, with 
each company disclosing an average of around 10 metrics on its business 
segments, and just five metrics on its geographic segments.

When IAS 14 was developed, the aim was to ensure better comparability between 
segments of the same entity, and also between segments of different entities 
within the same industry. Furthermore, IAS 14 has clear requirements regarding 
what is to be disclosed, and a clearly defined basis for measuring metrics such 
as segment profit or loss2. Nevertheless, our survey reveals that, although 
comparability within companies from year to year and between segments was 
certainly achieved, with each company including a Business Segments table of 
financial data in the Notes to the Financial Statements, unfortunately there was 
very little consistency between companies in the actual metrics disclosed, and so 
comparability between companies remains very difficult.

In all, PwC identified 30 different financial metrics3 used by the 12 companies 
to report on their business segments (see table 2). Perhaps surprisingly, 
of these 30 metrics only one, namely Sales, was consistently reported by 
all 12 companies, although a majority of companies reported segmental 
R&D Expense, Operating Profit, Depreciation & Amortisation, Total Assets, 
Liabilities, Impairments and Capital Expenditure. 

2 	The controversial move to replace IAS 14 with IFRS 8, as part of the convergence between IFRS and US 
GAAP, is seen by many in Europe as a step backwards, since these requirements have been watered down.

3 	Reported metrics that were trivial to calculate given other disclosures, such as gross margin given the 
disclosure of COGS, are not included in this number.
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Table 2: Number of companies4 
disclosing each financial metric by 
business segment in their 2005 and 
2006 annual reports.

Number of companies disclosing by business segment

Financial metric 2005 2006

Sales 10 9

Liabilities 9 8

Depreciation & Amortisation 9 8

Impairments 8 8

Operating profit 8 7

Total Assets 8 7

Total Capital Expenditure 8 7

R&D expense 7 6

Fixed assets acquired 4 4

COGS/Gross margin 3 3

EBIT 3 3

Fixed Assets 3 3

Net operating Assets 2 3

Intangible assets acquired 3 3

Gross Cash Flow 2 2

Equity Compensation Plan 2 2

SG&A 1 1

Sales & Marketing 1 1

General & Administration 1 1

EBITDA 1 1

Net Cash Flow 1 1

Free Cash Flow 1 1

CFROI 1 1

Intangible Assets 1 1

Working capital 1 1

Financial expense 1 1

Financial income 1 1

Income tax expense 1 1

Net income 1 1

Share of profit/loss of associates 1 1

Average number of metrics disclosed by each company 10.3 10.8

Source: Company annual reports 2005 and 2006, PricewaterhouseCoopers analysis.

4 	Note that total sample size is just 10 in 2005 and 9 in 2006, since in 2005 and 2006 AstraZeneca and 
Lundbeck did not report business segment data, and in 2006 they were joined by UCB.
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Figure 12: Extract from Novartis’ 
2006 annual report detailing its 
business segment disclosures.

Source: Novartis annual report 2006, pp 168-169.

Just one company, Sanofi-aventis, reported Sales, General and Administrative 
expense (SG&A) for each of its business segments, and only Bayer and Merck 
KGaA reported segmental Cash Flows. Novartis disclosed the most data of the 
companies studied (17 of the 30 metrics), presenting relatively detailed income 
statement and balance sheet data for each of its four business segments. 
Sanofi-aventis also reported a lot of information, although its total (14 out of 
30 metrics) was boosted by its allocation of financial income/expense, income 
taxes and net income to each of its two divisions. GlaxoSmithKline disclosed 
the least, with just seven metrics being reported on its two divisions.
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DIVISIONAL SEGMENTATION OF KEY FIGURES 2006 AND 2005

Vaccines and
Pharmaceuticals Diagnostics Sandoz

(in USD millions) 2006 2005 2006 2006 2005

Net sales to third parties 22 576 20 262 956 5 959 4 694

Sales to other Divisions 162 128 9 148 144

Net sales of Divisions 22 738 20 390 965 6 107 4 838

Other revenues 424 253 231 24 18

Cost of goods sold -3 826 -3 275 -795 -3 420 -2 883

Of which amortization and impairments of product and marketing rights and trademarks -225 -195 -172 -288 -169

Gross profit 19 336 17 368 401 2 711 1 973

Marketing & sales -7 069 -6 485 -124 -1 061 -816

Research & development -4 265 -3 972 -148 -477 -434

General & administration -703 -657 -92 -311 -270

Other income & expense -596 -240 -63 -126 -111

Of which amortization and impairments of capitalized intangible assets
included in function costs -119 -342 -38 -57

Operating income 6 703 6 014 -26 736 342

Income from associated companies -44 19 7 2

Financial income

Interest expense

Income before taxes

Taxes

Group net income

Attributable to Shareholders of Novartis AG

Minority interests

Included in operating income are: 
Depreciation of property, plant & equipment -551 -490 -48 -233 -195

Amortization of intangible assets -268 -178 -172 -279 -189

Impairment charges on property, plant & equipment -3 -7 -14

Impairment charges on intangible assets -76 -359 -47 -37

Impairment charges on financial assets -34 -38

Additions to restructuring provision -85 -54 -30 -51

Divestment gains or losses from disposal of subsidiaries -7

Share-based compensation of Novartis equity plans -450 -384 -1 -25 -9

Total assets 20 418 14 655 5 609 15 009 14 057

Total liabilities -6 778 -5 848 -1 073 -1 545 -1 342

Total equity 13 640 8 807 4 536 13 464 12 715

Less net liquidity

Net operating assets 13 640 8 807 4 536 13 464 12 715

Included in total assets are: 
Total property, plant & equipment 6 439 5 053 605 2 430 2 216

Additions to property, plant & equipment 1 135 686 113 264 212

Total intangible assets 6 071 1 670 3 632 9 542 9 331

Additions to intangible assets 351 211 13 38 24

Total investment in associated companies 2 1 471 1 15 10

3. Divisional segmentation of key figures 2006 and 2005 (continued)
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Notes to the Novartis Group Consolidated Financial Statements

Consumer Health Corporate
continuing operations (including eliminations) Total continuing operations Discontinuing operations Total Group

2006 2005 2006 2005 2006 2005 2006 2005 2006 2005

6 540 6 049 36 031 31 005 989 1 207 37 020 32 212

39 23 -358 -295

6 579 6 072 -358 -295 36 031 31 005 989 1 207 37 020 32 212

39 43 718 314 3 721 314

-2 642 -2 374 384 273 -10 299 -8 259 -516 -609 -10 815 -8 868

-79 -57 -764 -421 -11 -11 -775 -432

3 976 3 741 26 -22 26 450 23 060 476 598 26 926 23 658

-2 200 -2 096 -10 454 -9 397 -302 -405 -10 756 -9 802

-288 -270 -171 -149 -5 349 -4 825 -15 -21 -5 364 -4 846

-435 -370 -416 -384 -1 957 -1 681 -50 -61 -2 007 -1 742

15 -53 29 49 -741 -355 116 -8 -625 -363

-31 -24 -8 -17 -196 -440 -10 -10 -206 -450

1 068 952 -532 -506 7 949 6 802 225 103 8 174 6 905

301 172 264 193 264 193

354 461 354 461

-266 -294 -266 -294

8 301 7 162 225 103 8 526 7 265

-1 282 -1 090 -42 -34 -1 324 -1 124

7 019 6 072 183 69 7 202 6 141

6 992 6 061 183 69 7 175 6 130

27 11 27 11

-151 -137 -33 18 -1 016 -804 -12 -17 -1 028 -821

-107 -81 -8 -12 -834 -460 -21 -21 -855 -481

-1 -11 -14 -11 -14

-3 -5 -126 -401 -126 -401

-5 -10 -39 -48 -39 -48

-169 -51 -169 -51

8 -7 8 129 122 8

-46 -34 -127 -101 -649 -528 -4 -4 -653 -532

6 480 6 863 19 756 22 157 67 272 57 732 736 68 008 57 732

-2 358 -2 430 -14 753 -14 948 -26 507 -24 568 -207 -26 714 -24 568

4 122 4 433 5 003 7 209 40 765 33 164 529 41 294 33 164

-656 -2 479 -656 -2 479 3 -653 -2 479

4 122 4 433 4 347 4 730 40 109 30 685 532 40 641 30 685

1 006 1 030 465 380 10 945 8 679 69 11 014 8 679

222 233 106 32 1 840 1 163 11 31 1 851 1 194

1 971 2 282 14 11 21 230 13 294 370 21 600 13 294

177 160 579 395 1 2 580 397

6 093 5 605 6 111 7 086 6 111 7 086
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Number of companies disclosing by geographic segment

Financial metric 2005 2006

Sales by customer 12 12

Total Assets 11 11

Total Capital Expenditure 9 9

Operating profit 4 5

Sales by subsidiary 3 4

Fixed Assets 3 3

Fixed assets acquired 3 3

Depreciation & Amortisation 2 3

EBIT 2 2

Liabilities 1 2

Net operating Assets 2 2

Intangible assets acquired 2 2

R&D expense 2 2

Profit before tax 1 1

Gross Cash Flow 1 1

Employee expense 1 1

Average number of metrics disclosed 4.9 5.3

Source: Company annual reports 2005 and 2006, PricewaterhouseCoopers analysis.

Table 3: Number of companies 
disclosing each financial metric by 
geographic segment in their 2005 
and 2006 annual reports.

Although comparability between companies was made difficult by the lack of 
consistency in the metrics reported, the consistency within each company was 
striking; only GlaxoSmithKline and Merck KGaA changed the data they chose 
to report between 2005 and 2006, and then just by adding one extra metric. 
And for most of the companies studied, the metrics disclosed were much 
the same in 2005 and 2006 as they had been in 2004, before the adoption 
of IFRS, and in much the same format. The exceptions were Sanofi-aventis, 
which disclosed significantly more information in its 2005 and 2006 reports 
than it had in previous annual reports, and UCB, which presented its segment 
information in a single table in the Notes to the Financial Statements in 2005, 
rather than in separate sections as it had in 2004.
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On a geographic basis, there was also very little consistency between 
companies in the financial data disclosed, with Sales by Customer being 
the only metric reported by all of the companies studied. The next most 
popular was Total Assets, which only Merck KGaA failed to disclose. Capital 
expenditure was also a favourite, with nine companies choosing to report 
this on a geographic basis. In all, 16 different metrics were used by the 12 
companies to report on their geographic segments, most of them disclosed by 
just two or three companies.
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Although revenue is usually the most significant line in company financial 
statements, investors and other users of financial statements often have 
difficulty interpreting how sales and other transactions have been accounted 
for. The primary issue in accounting for revenue is determining when to 
recognise revenue. Revenue is recognised when it is probable that future 
economic benefits will flow to the company and can be measured reliably. 
IAS 18 Revenue provides some principles-based guidance relating to revenue 
recognition. Revenue is to be recognised when

the entity has transferred significant risks and rewards of ownership to the 
buyer; 

the entity has relinquished managerial involvement, ownership and effective 
control over the goods sold; 

the amount of revenue can be measured reliably; 

it is probable that the economic benefits associated with the transaction will 
flow to the entity; and 

the costs incurred or to be incurred in respect of the transaction can be 
measured reliably. 

In addition 

royalties shall be recognised on an accrual basis in accordance with the 
substance of the relevant agreement.

For four of the companies whose annual reports were analysed in this study, 
namely Lundbeck, Merck KGaA, Solvay and UCB, a simple restating of these 
principles was deemed to be a sufficient disclosure of their revenue recognition 
policies. However, in both 2005 and 2006, AstraZeneca, GlaxoSmithKline and 
Novartis explained in detail how the discount and rebate mechanisms worked 
in the US. In its 2006 report, AstraZeneca expanded greatly on the information 
it had presented in 2005, devoting a full two and a half pages to the subject of 
rebates, chargebacks and discounts in the Notes to the Financial Statements, 
including a table detailing their effect on the reporting of gross and net sales, 
as shown in Figure 13.

GlaxoSmithKline, Novo Nordisk, Novartis and Sanofi-aventis also presented 
tables of rebates and discounts, each providing more detail in 2006 than in the 
year before. Shire preferred a narrative description of the system of Medicaid 
and HMO rebates in the US, with no data disclosure.

The amount of detail disclosed on revenue recognition appears to be loosely 
correlated to a company’s exposure to the US market and its complex 
environment of discounts, chargebacks and rebates. The companies with the 
smallest operations in the US are Solvay, Lundbeck and Merck KGaA, whose 
80-120 word descriptions of their revenue recognition policies are easily 
the shortest of the sample of companies studied (by comparison, Novartis 
dedicated over 1400 words to the subject in its 2005 annual report). 

•

•

•

•

•

•

5	 How each company explained the various elements 		
	 included in its revenue, including rebates and allowances

IFRS has no detailed rules regarding 
when marketing and selling expenses 
should be deducted from sales rather 
than recorded as an expense, and 
when Merck KGaA changed the 
way it reported certain customer 
rebates in 2006, it did not provide any 
additional disclosures. However, such 
rules do exist under US GAAP in EITF 
01-09 Accounting for Consideration 
Given by a Vendor to a Customer, 
which requires that most marketing, 
advertising, and promotion payments 
made to customers be deducted 
from turnover. In the absence of IFRS 
rules, GlaxoSmithKline decided to 
adopt a revenue recognition policy in 
line with EITF 01-09 for its treatment 
of the subject in both its 2005 and 
2006 annual reports. The company 
also revealed that such payments 
were most significant in its Consumer 
Healthcare business, where payments 
to large retailers for in-store 
advertising, preferential shelf-space, 
product listings, etc are the norm.
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FINANCIAL REVIEW CONTINUED

62 ASTRAZENECA ANNUAL REPORT AND FORM 20-F INFORMATION 2006

2006 2005 2004
$m $m $m

Gross sales 16,577 14,013 12,552

Chargebacks (975) (905) (754)

Regulatory – US government and state programmes (532) (873) (659)

Contractual – Managed care and group purchasing organisation rebates (2,413) (1,201) (949)

Cash and other discounts (329) (405) (578)

Customer returns (46) 14 (64)

Other (256) (244) (248)

Net sales 12,026 10,399 9,300

Adjustment Carried forward
Brought forward Provision for in respect Returns at 31 December 
1 January 2004 current year of prior years and payments 2004

$m $m $m $m $m

Chargebacks 127 745 9 (763) 118

Regulatory – US government and state programmes 386 724 (65) (552) 493

Contractual – Managed care and group purchasing organisation rebates 572 1,034 (85) (1,031) 490

Cash and other discounts 20 578 - (575) 23

Customer returns 316 64 - (98) 282

Other 44 248 - (212) 80

1,465 3,393 (141) (3,231) 1,486

Adjustment Carried forward
Brought forward Provision for in respect Returns at 31 December 
1 January 2005 current year of prior years and payments 2005

$m $m $m $m $m

Chargebacks 118 927 (22) (838) 185

Regulatory – US government and state programmes 493 970 (97) (765) 601

Contractual – Managed care and group purchasing organisation rebates 490 1,284 (83) (1,271) 420

Cash and other discounts 23 405 - (401) 27

Customer returns 282 (14) - (101) 167

Other 80 244 - (270) 54

1,486 3,816 (202) (3,646) 1,454

Adjustment Carried forward
Brought forward Provision for in respect Returns at 31 December 
1 January 2006 current year of prior years and payments 2006

$m $m $m $m $m

Chargebacks 185 1,001 (26) (1,068) 92

Regulatory – US government and state programmes 601 597 (65) (819) 314

Contractual – Managed care and group purchasing organisation rebates 420 2,367 46 (2,198) 635

Cash and other discounts 27 329 - (327) 29

Customer returns 167 46 - (53) 160

Other 54 256 - (263) 47

1,454 4,596 (45) (4,728) 1,277

Cash discounts are offered to customers to
encourage prompt payment. Accruals are
calculated based on historical experience
and are adjusted to reflect actual experience.

Industry practice in the US allows
wholesalers and pharmacies to return
unused stocks within six months of, and
up to twelve months after, shelf-life expiry.
At point of sale, we estimate the quantity
and value of goods which may ultimately

be returned. Our returns accruals are based
on actual experience over the preceding
12 months for established products
together with market related information
such as estimated stock levels at
wholesalers and competitor activity.
For newly launched products, we use
rates based on our experience with similar
products or a pre-determined percentage
and for products facing generic competition
(such as Toprol-XL in the US) rates based

on factors such as the type of product and
the inventory levels at wholesalers. In the
latter case, we give particular attention to
the possible level of returns and may only
recognise revenue on ultimate prescribing
of the product to patients. Overall, we
believe that our estimates are reasonable. 

The effects of these deductions on our
US pharmaceuticals turnover, and the
movements on accruals, are set out below:

Figure 13: Extract from 
AstraZeneca’s 2006 annual report 
disclosing the affect of discounts, 
rebates and chargebacks on 
revenue.

Source: AstraZeneca annual report 2006, pp62.

Where they were disclosed, the analysis of our sample annual reports 
indicated that the following elements had the greatest impact on revenue 
recognition in both 2005 and 2006.

Rebates to managed care and group purchasing organisations;

Allowances/rebates in the US federal and state healthcare programmes, ie 
Medicare and Medicaid;

Wholesaler chargebacks;

Direct customer discounts; and

Product returns.

•

•

•

•

•
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The main risks identified by the 12 companies surveyed as being of greatest 
concern can be grouped into these broad categories:

Risks associated with the infringement of intellectual property rights;

Product liability risks;

R&D pipeline failures or delays;

Strategic alliance failures; 

Cost containment and price controls;

Manufacturing or supply failures;

Regulatory compliance issues;

Reputational risk.

A wide variety of risks were presented in the annual reports of the companies 
studied, but most can be identified as belonging to one of these categories. 
Most companies presented and described risk in the management report, 
although AstraZeneca also included an in-depth discussion of risk in the Notes 
to the Financial Statements in both 2005 and 2006.

As shown in table 4, seven of the 12 companies included a dedicated risk 
report in their 2005 annual reports, this number increasing to 10 in 2006. 
Roche and UCB were the only companies not to present a risk report in either 
year, although Roche did include some discussion of the risks associated with 
infringement of intellectual property rights and product liability. UCB was the 
only company not to cover any of the key industry risks.

AstraZeneca’s risk report runs to over 10 pages in its 2005 annual report 
and 12 in its 2006 annual report. Others were less comprehensive; Merck 
KGaA’s risk report in both 2005 and 2006 was just two pages long, as was 
Lundbeck’s. In both years, Lundbeck’s Risk Management section contained 
detailed discussion of five risk categories, with the others simply listed in a 
graphic. Notably, the five categories deemed important enough for a detailed 
discussion changed between 2005 and 2006, with the risks associated with 
product liability and reputation being replaced by cost containment and 
reliability of supply in 2006. The company considered R&D failure, intellectual 
property infringements and foreign currency exposure to be important enough 
for detailed discussion in both 2005 and 2006.

•

•

•

•

•

•

•

•

6	 How risks were treated, and how they were reflected in 	
	 provisions

Risk category 2005 2006

Dedicated Risk Report 7 58% 10 83%

Intellectual Property 9 75% 11 92%

Product Liability 8 67% 9 75%

R&D Failure 4 33% 7 58%

Alliance Failure 1 8% 3 25%

Cost Containment 4 33% 8 67%

Manufacturing or Supply 6 50% 9 75%

Regulatory Compliance 5 42% 7 58%

Reputation 2 17% 4 33%

Source: Company annual reports 2005 and 2006, PricewaterhouseCoopers analysis.

Table 4: Treatment of risk in 
2005 and 2006 annual reports. 
The figures refer to number 
of companies presenting 
information and/or analysis of 
each risk category, followed by the 
proportion of the total sample.
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In 2006, every company presenting a risk analysis discussed the risks of 
intellectual property infringement, illustrating the singular importance of this 
issue to the industry. Potential product liability claims and manufacturing or 
supply issues were the next most important topic, while cost containment, 
regulatory compliance and potential R&D failure were also considered worthy 
of inclusion by most companies. 

Interestingly, the risk of failure of alliances and partnerships was covered by 
just one company in 2005 – Sanofi-aventis, this most probably being due to 
the importance of the company’s Plavix partnership with Bristol-Myers Squibb 
in the US market. In 2006, AstraZeneca also included alliance failure as a 
significant business risk; this is perhaps a reflection on the growing number 
and significance of this company’s in-licensing deals and collaborations with 
biotechnology companies. Shire also presented a discussion of alliance failure 
in 2006, bringing the total to three companies. As these partnerships become 
ever more important to the industry, this number will no doubt grow. 

Another category of risk that received greater coverage in 2006 was 
Reputation, with four companies regarding it important enough for inclusion in 
their risk reports, up from two in 2005. Pharmaceutical companies clearly face 
significant reputational issues, as evidenced by the various product liability 
cases in recent years, not to mention the continuing debate over provision of 
low-cost medicines to developing countries. And although only four companies 
presented reputation management as a specific risk in their risk reports, many 
others implied obliquely that it was an issue of note. The issue was covered 
most comprehensively by AstraZeneca in its 2006 report, where a sub-section 
of its Risk Factors section was devoted to “Reputation Strategy”. The company 
also included a separate section on “Reputation and Responsibility” in its 
Management Report.

Novartis’ 2005 annual report did not contain a dedicated risk report, although 
the Notes to the Financial Statements contained a detailed five-page 
description of legal and product liability claims. The management report 
devoted a page to “Factors Affecting Results” but, although factors affecting 
the company’s ethicals business were touched on briefly, the majority of the 
discussion concentrated on competition and regulatory changes in the generics 
market, and how these might adversely affect Novartis’ generics division, 
Sandoz. The ethicals business is the main driver of Novartis’ revenues and 
profits, and therefore of shareholder value, and so perhaps it might be expected 
to have been featured more prominently. Novartis’ 2006 annual report did 
contain a Risk Management section in the management report, but it contained 
discussion of just one business risk – a pandemic influenza outbreak.

In all, the coverage of business risk by all of the companies studied, with the 
notable exception of UCB, was much improved in the 2006 reports compared 
to 2005, an indication perhaps of greater senior management focus on this 
area, as demonstrated by Solvay’s appointment of a Group Risk Manager. 
However, in neither year was this increased disclosure of risk reflected in 
the amounts of liabilities or assets in the table of provisions, which all of the 
companies included in the Notes to the Financial Statements, in accordance 
with IAS 37 Provisions, Contingent Liabilities and Contingent Assets. For 
instance, Novo Nordisk included a discussion of various risks in its 2005 and 
2006 management reports, ranging from the risk of failure in the company’s 
production facilities to potential reputational damage. But none of these 
categories appeared in the table of provisions, which assigned liabilities only 
for product returns and sales rebates.

Shire and Solvay presented much 
improved treatments of business 
risk in their 2006 annual reports. 
Shire’s 2005 annual report contained 
a “Risk Management, Compliance 
and Internal Control” section, 
but little discussion of the type of 
business risks it actually faced, 
other than potential and current 
litigations. This was remedied in 
2006, when a five-page “Business 
Risk Management” section was 
added, setting out a comprehensive 
overview of the key risk factors, 
including all those identified by 
PricewaterhouseCoopers.

Solvay’s 2005 appointment of a 
Group Risk Manager, whose task 
was to facilitate risk assessment 
and make risk management within 
the company more systematic and 
consistent, is reflected in its excellent 
seven-page Management of Risks 
section in its 2006 annual report. The 
company identified 10 categories of 
risk, including all but one of the key 
risks identified above (Alliance Failure 
being the exception), each presented 
clearly and concisely, along with 
the mitigation efforts the company 
has in place to deal with them. 
This was a marked improvement 
over the company’s 2005 report, 
which contained zero discussion of 
business risk.
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Appendix A

Companies surveyed (country of domicile)

AstraZeneca 	 (United Kingdom)

Bayer 	 (Germany)

GlaxoSmithKline 	 (United Kingdom)

Lundbeck 	 (Denmark)

Merck KGaA 	 (Germany)

Novartis 	 (Switzerland)

Novo Nordisk 	 (Denmark)

Roche 	 (Switzerland)

Sanofi-aventis 	 (France)

Shire 	 (United Kingdom)

Solvay 	 (Belgium)

UCB 	 (Belgium)
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Appendix B

Glossary

CFROI	 Cash Flow Return On Investment

COGS	 Cost of Goods Sold

EBIT	 Earnings Before Interest and Tax

EBITDA	 Earnings Before Interest and Tax, Depreciation  
	 and Amortisation

EITF	 Emerging Issues Task Force

GAAP	 Generally Accepted Accounting Principles

IAS	 International Accounting Standards

IFRS	 International Financial Reporting Standards

IPR&D	 In-Process Research and Development

R&D	 Research and Development

SG&A	 Sales, General and Administrative costs
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PricewaterhouseCoopers Firms – Contact Details:

Argentina
Diego Niebuhr
[54] 4850 4705

Australia
Mark Dow
[61] 2 8266 2243

Brazil (SOACAT)
Luis Madasi
[55] 11 3674 1520

Canada
Beverly Lyons
[1] 416 218 1455

China
Feng Xiao
[86] 6123 2699

Czech Republic
Stephen Booth
[420] 2 5115 2888

Radmila Fortova
[420] 2 5115 2521 

Denmark
Torben TOJ Jensen
[45] 3945 9243

Finland
Janne Rajalahti
[358] 3 3138 8016

Johan Kronberg
[358] 9 2280 1253

France
Jacques Denizeau
[33] 1 56 57 10 55

Germany
Philip Marshall
[49] 69 9585 1893

Klaus Hofer
[49] 69 9585 1496

Hungary
Ágnes Tardes
[36] 1 461 9149

India
Thomas Mathew
[91] 22 6669 1234

Ireland
Enda McDonagh
[353] 1 792 8728

Israel
Assaf Shemer
[972] 3 795 4671

Italy
Massimo Dal Lago
[39] 045 8002561

Japan
Kenichiro Abe
[81] 80 3158 5929

Mexico
Jorge Luis Hernández Baptista
[52] 55 5263 6106

Netherlands
Arwin van der Linden
[31] 20 5684712

Poland
Mariusz Ignatowicz
[48] 22 523 4795

Antoni Tyminski
[48] 61 850 5103

Portugal
César Gonçalves
[351] 213 599 436

Russia
Christian Ziegler
[7] 495 232 5461

Alina Lavrentieva
[7] 495 967 6250 

South Africa
Denis von Hoesslin
[27] 117 974 285

Spain
Luis Sánchez Quintana
[34] 91 568 4287

Sweden
Liselott Stenudd
[46] 8 555 33 405

Switzerland
Clive Bellingham
[41] 58 792 2822

Peter Kartscher
[41] 58 792 5630 

Robert Muir
[41] 61 270 5417

Turkey
Zeki Gündüz
[90] 212 326 6060

Ediz Gunsel
[90] 212 326 6160

UK
Simon Friend
[44] 20 7213 4875

Mary Dolson 
[44] 20 7804 2930

Stephanie Hyde
[44] 1895 52 2246

US
Mark Simon
[1] 973 236 5410

Gerry Flynn
[1] 973 236 5409



31IFRS Review

This publication has been prepared for general guidance on matters of interest only, and does not constitute professional advice. You should 

not act upon the information contained in this publication without obtaining specific professional advice. No representation or warranty (express 

or implied) is given as to the accuracy or completeness of the information contained in this publication, and, to the extent permitted by law, 

PricewaterhouseCoopers does not accept or assume any liability, responsibility or duty of care for any consequences of you or anyone else acting, or 

refraining to act, in reliance on the information contained in this publication or for any decision based on it.
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