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Abstract

In the U.S. news, healthcare related headlines frequent the covers of newspapers and
make regular primetime news appearances and the U.S. is not alone. The world is
awakening to a need for more equal access to healthcare for its citizens and
governments believe this equality will be achieved through tighter regulation in huge
healthcare markets such as the pharmaceutical industry. To sustain shareholder value,
as a result of these changing price structures, Novartis sees a need to reassess its
sourcing and procurement strategies, assessing the feasibility of value based
procurement, through staged implementation.

While all procurement organizations tend to focus on maximizing cost savings for a
company, this approach can often alienate suppliers and leave untapped value on the
table. This additional value can be captured through long-term supplier development
and collaborative work to utilize a supplier's knowledge, while maximizing the value
proposition both for the company and the suppliers. For this early research, there was a
focus on packaging equipment at pharmaceutical production facilities. The goal has
been to understand the types of savings which could be achieved by purchasing
extending its measure of success beyond price reduction to include value, such as
through enabling increased quality or flexibility.

As a company formed from many individual companies with a myriad procurement
maturity, Novartis has an extended geographic and physical footprint which requires
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many disjointed groups to come together to produce products. This project has focused
on developing a new procurement strategy to help optimize and standardize the
procurement of Novartis's packaging lines at the manufacturing facilities, enabling them
to work more cohesively to deliver greater benefit to the company. Additionally,
following a successful pilot of the proposed sourcing practices in the packaging
equipment space could be replicated in other category spaces both in the
Pharmaceutical division and throughout Novartis's other six divisions. Novartis will
continue to develop and produce drugs, as the predecessor companies have excelled in
doing for more than a hundred years but it should also realize what expertise should be
core and where others outside of the company excel.

Thesis Supervisor: Roy Welsch

Title: Professor of Statistics and Management Science, MIT Sloan School of

Management

Thesis Supervisor: Daniel Whitney

Title: Senior Lecturer, Engineering Systems Division

4



Acknowledgements

I wish to extend my sincere appreciation to Novartis AG and everyone in the various
sourcing groups as well as in the Engineering and the Strategy functions, and the many
teams I worked with at the production facilities who were all very welcoming and eager
to share knowledge. I would like to especially thank Chris Game and Dean Bennett who
helped to fully incorporate me into the Pharmaceutical Sourcing organization and offer
both freedom and guidance as each were needed. I would also like to thank many of
the LGO alumni and current students who greatly aided in my learning, especially
Donovan Collins, David Hilliard, Leonora Lanza, and Natida Wongthipkongka.

I would like to thank my thesis advisors, Roy Welsch and Daniel Whitney who were both
instructive and supportive in shaping the direction of this research. It was great getting a
chance to extend the classroom experience, both in application and theory, through our
collaboration on this work.

I also would like to acknowledge the Leaders for Global Operations Program for its
support of this work.

Finally, I would like to thank my family and friends for their encouragement and support
throughout this work. Having had many friends go through this similar process or at least
vicariously support my own graduate experience, I have been fortunate in being
surrounded by a wonderful and ever encouraging group. My mother and father's
willingness to review and discuss ideas proved endless, while my siblings were ever
able to provide the needed lifts in morale, for all of which I am profoundly grateful.

5



This page has been intentionally left blank.

6



Table of Contents

Abstract ................................................................................................................................... 3

Acknow ledgem ents ................................................................................................................. 5

Table of Contents.....................................................................................................................7

Table of Figures........................................................................................................................9

1. Introduction ....................................................................................................................... 11

Problem Statement ......................................................................................................................... 12

Key Findings and Proposed Solution ............................................................................................. 14

Challenges in Implementation............................................................................................................16

Industry Overview...........................................................................................................................17

Glo bal Perspective .......................................................................................................................... 19

Significance ..................................................................................................................................... 20

Structure and Content of Thesis ................................................................................................. 21

2. Objectives and M ethodologies ....................................................................................... 23

Detailed history on challenge .......................................................................................................... 24

High-level support ........................................................................................................................... 27

Approach ........................................................................................................................................ 27

3. Current State w ithin Novartis.......................................................................................... 31

A time for Change ........................................................................................................................... 31

Findings at Novartis.........................................................................................................................32

R e late d In itiative s ............................................................................................................................... 38

4. Current State across Industries........................................................................................41

Industry Review .............................................................................................................................. 41

H e a lth care .......................................................................................................................................... 4 1

Consumer Product Goods (CPG) .................................................................................................... 43

A e ro sp a ce ........................................................................................................................................... 4 4

7



Literature Review............................................................................................................................46

Overview of Value-Based Procurement ......................................................................................... 46

High-level Support and Investment................................................................................................ 47

Importance of Supplier Relationship Management ....................................................................... 49

Operational Excellence ....................................................................................................................... 51

Case studies from Industry.................................................................................................................53

5. Gap analysis and Discussion ........................................................................................... 57

Leading the way .............................................................................................................................. 57

Areas for Improvement ................................................................................................................... 57

Key differences ............................................................................................................................... 60

6. Recom m endations ............................................................................................................. 63

Better Planning ............................................................................................................................... 63

Sharing Successes............................................................................................................................64

Fostering Collaboration ................................................................................................................... 65

7. Conclusion and Next Steps .............................................................................................. 67

Future W ork....................................................................................................................................68

References.............................................................................................................................71

8



Table of Figures

Figure 1: Visual breakdown of costs for the global pharmaceuticals and medicine

m anufacturing ind ustry ....................................................................................... . 11

Figure 2: Novartis Pharmaceutical Sourcing Value Levers ........................................ 12

Figure 3: Summary table of results from Gartner Healthcare Supply Chain Top 25 2010,

N ova rtis ra nked 5th .......................................................................................... . . 25

Figure 4: Summary table of results from Gartner Healthcare Supply Chain Top 25 2011,

N ova rtis ra n ke d 9 th ................................................................................................. 2 5

Figure 5: Illustrative depiction of TechOps organizational structure........................... 28

Figure 6: Visual depiction of the value network integrator role that procurement plays .46

Figure 7: High-level process flow in transitioning to value based procurement.......... 47

Figure 8: Survey results from a 2004 CEO poll comparing change in importance of cost

savings versus delivery on value........................................................................ 48

Figure 9: Visual on necessary inputs and support for expected results of successful

V a lue C re atio n .................................................................................................. . . 4 8

Figure 10: This table summarizes the failed and won bid attempts of firms in Utah's

DFCM VBS contracts from 2000-2003. ............................................................... 55

9



This page has been intentionally left blank.

10



1. Introduction

This chapter provides an introduction to the research completed for this thesis, as

well as the key findings and challenges related to implementation of

recommended changes. An overview of the industry and global relevance of this

research for application across industries are also discussed.

As the healthcare regulatory environment evolves and costs are more tightly regulated,

a new approach to cost allocation and spending is needed within pharmaceutical

companies, such as Novartis, to remain competitive. According to IBISWorld, a leading

research firm, "industry participants will adopt new business models as they seek to

adapt and survive." With purchases accounting for the largest portion of Pharmaceutical

and Medicine Manufacturing costs, at 32%, procurement plays a critical role in the path

forward for major industry players such as Novartis (see Figure 1).1

Induu"y Cos (I)

M Purchases 32.0%

M Marketing, Admin & General expenses 3L0%

M R&D 7.0%

M Wages 6.0%

M Depreciation 5.o%

Utilities 1.0%

m Other 10.0%

m Profit 8.0%

Figure 1: Visual breakdown of costs for the global pharmaceuticals and medicine manufacturing industry 2

1 "Global Pharmaceuticals & Medicine Manufacturing." IBISWorld Industry Report C1933-GL.
IBISWorld, October 2011.
2 ibid

11



The good news is that with more than $2.5Bn in spend being managed by the

procurement organization within Novartis Pharmaceuticals ("Sourcing"), there remain

opportunities to improve processes and maximize value. In conversations with the

Sourcing team it is clear they recognize the importance of increasing value rather than

simply driving savings and the schematic shown in Figure 2 below shows the various

value levers around which to focus its efforts.

Figure 2: Novartis Pharmaceutical Sourcing Value Levers

Problem Statement

This research effort focused primarily on the upper left quadrant, centering on Value

Management with regard to suppliers.
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The Sourcing team sees a path forward in moving from a traditional cost-

savings focused model to a model based on value-based procurement. A

value-based approach focuses on buying against long-term value as

opposed to simply today's cost. Value can come in many forms, some

being quality, flexibility, and collaborative development all of which may

initially require more resources but ultimately result in greater, value-based

savings over the lifetime of a product or asset. Is Novartis ready to rethink

how purchases are done and place a higher price tag on high-value rather

than low-cost? What changes would need to occur within Novartis for a

successful shift toward value-based procurement?

While the Sourcing group has been able to deliver on savings targets of upward of 5%

for the past few years, it has been resolved by management that these sorts of savings

targets are increasingly difficult to sustain against the typical 'sourcing' value lever and a

wider approach is needed. The challenge is:

How does one convince upper management that by spending more in the

short-term that this can actually correlate with savings over the long-term?

In an attempt to provide guidance on that question, this work centered on researching

value based procurement and its application within Novartis. To narrow the scope, the

project focused primarily on the procurement of equipment for manufacturing facilities,

especially that which is used for packaging of the products. A thorough review of the

overall manufacturing required in bringing a drug to market was also completed. The

research approach used entailed completing both internal and external benchmarking to

understand the current state as well as opportunities for the future. Novartis is in the

business of creating life-saving treatments (medications) for patients who need on time,

high-quality products without fail, a key requirement by which to assess any potential

value-based procurement applications.
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Key Findings and Proposed Solution

Results from multi-site surveys, site visits, cross-industry benchmarking, and interviews

with industry experts highlight opportunities through which Novartis Pharmaceuticals can

capture additional value. A major opportunity exists in the manufacturing footprint:

packaging machines at many of the major production facilities are utilized at rates of

typically below 50%, either due to maintenance issues or lack of regular demand. When

compared to other divisions, suppliers, or other industries, it is apparent that Novartis

can better utilize its costly capital investments. Novartis's cost issues are not centered

on an inability to deliver product to the customer but rather excess unutilized capacity. In

addition to closing underperforming or no longer strategically advantageous sites,

headcount reductions have also been applied at many of the industry's "manufacturing

operations as they sought to reduce over capacity." Novartis is in good company on that

front, with the other top three producers by market share (Pfizer, Merck, and

GlaxoSmithKline) shedding assets. With a public awareness of "just half of its 83 plants

currently operating at full capacity, it is expected that further manufacturing plants are

soon to be closed" at Novartis. 3

Rather than just focus on closures, what could have been done to avoid this excess to

begin with? To address this question, it is important to recognize some of the key

drivers for inefficiencies of the packaging lines which include:

- [Past] high profit margins

- Misaligned incentive structures

- Lack of urgency

- Overly complex technology

- Underutilized supplier expertise

- Non-standard purchasing processes

- Over-purchasing on capacity needs

3 ibid
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- Changes in product mix (high volume low mix to more niche, low volume

products)

- Clinical approval cycles, and

- Regulatory changes.

These many factors leading to cost inefficiency are reliant upon one another. As

regulations change in both the healthcare cost and approval processes, companies will

need to consolidate costs or plan to experience record-low margins. With a need for

costs being managed, supplier relationships will become paramount and, as an

example, more standardization will be required to better utilize human resources. It is

not sustainable for sites to continue rolling out each individual purchasing request on a

one-off basis with a lack of standard processes. Finally, by advising on the best-suited

technologies to meet their customers' needs, suppliers can greatly help companies such

as Novartis to achieve that difficult balance between shortages and over-capacity.

Suppliers can be encouraged to help to ensure production operations that are flexible

and responsive to the changes in demand and patient needs. Major areas highlighted in

visits and discussions across facilities which lead to line underperformance were:

1. clinical approval cycles
2. underutilized supplier knowledge
3. non-standard purchasing processes
4. over-purchasing of capacity.

The Sourcing team bridges many groups and is involved at the self proclaimed deal

making level (facilitating discussions around cost, quality, and on-going efforts), not at

the executing level (deciding and implementing the results of those discussions). With

an expertise across many products and services, Sourcing lacks authority to implement

recommendations. To move toward buying against value, the global Sourcing group

must provide clear recommendations and gain consensus with the other pertinent

executing teams, such as engineering and site purchasing. However, there needs to be

a clear value proposition showing better quality, less scrap, and more effective supplier

relationship management which will all result in increased efficiency and efficacy so that

Novartis can continue to excel on developing and delivering new treatments.

15



Challenges in Implementation

Novartis's history is evident when one visits many different sites throughout the world.

Some sites are newer and have been created since Novartis's inception in 1996 while

others came through various acquisitions and have continued to change hands between

the different Novartis divisions. These dynamics make any global initiative challenging;

thoughtful planning and implementation is needed for such an effort to succeed. This

move toward buying on value has been initiated well though, with the idea of first

focusing on one commodity, in this case packaging equipment. Based on this research,

if a value-based path forward is chosen, a limited pilot should be launched which can

then be rolled out in other commodities within the Pharmaceutical division and finally

shared globally across all divisions. Such a staged and thorough approach increases

the likelihood of a global implementation greatly, building traction and supporters over

time and across geographies.

As in all companies, individual groups and sites discussed their wariness of taking on

another global initiative but the Pharmaceutical sites generally responded in surveys that

they would prefer to participate in a pilot program rather than wait to see the results.

Sites are always looking for improvement opportunities and ways to differentiate

themselves since the sites are typically competing against one another to get the new

product, equipment, and resources.

In proposing a more value centered approach to purchasing of packaging equipment,

guidelines for implementation must be developed and shared with sites, while also

allowing for autonomy to build their customized solution. A pilot program across a few

sites in various geographical locations, with different product mixes and equipment, will

help generate best practices across the sites which can then be shared globally. It will

also be key to remember that while certain things may work in the pilot phase, there will

need to be adjustments made at each individual site on an ongoing basis, which, though
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it may break the standard process mold, may actually foster additional continuous

improvements.

Industry Overview

The pharmaceutical industry is divided between the big players (Bristol-Myers Squibb,

GlaxoSmithKline, Johnson & Johnson, Merck, Novartis, Pfizer, Roche, etc.) and the

more niche companies (Amgen, Biogen, Genentech, Genzyme, etc.), some of whom are

being acquired by the former. The larger companies have a very diverse manufacturing

footprint with production, fill and finish, and research and development (R&D) facilities

throughout the world, as well as equally global and complex supply chains. This

dispersed approach offers risk mitigation through geographical diversity but adds

complexity and risk through a multi-layered supply base.

At a high-level, aside from R&D, drug production facilities generally fall into two

categories: chemical facilities (similar in layout to oil production or any big chemical

operation where large batches of a chemical are produced) and fill-finish facilities

(similar to consumer good factories where products are finished and packaged in

preparation for shipment to customers).

At the chemical facilities, the various chemicals are purified and mixed over the course

of many steps and vessels to create a drug substance. The resulting substance is a

concentrated formula of what will eventually go into the final dosage a patient will

receive. It is critical to have uniformity in the raw materials and equipment used to

create this drug substance in order to guarantee the consistency and quality required by

the healthcare regulatory bodies, such as the Food and Drug Administration (FDA) in the

United States. There are quality assurance (QA) steps built into this process to

guarantee quality throughout each phase of production. Once the drug substance is

created it can either be stored or immediately sent to the fill-finish site to be made into

the final dosage.
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At the fill-finish facility, the concentrated drug substance or active pharmaceutical

ingredient (API) is mixed with other necessary excipients (such as fillers, flavors, and

colors) preparing it for the final delivery medium. The resultant drug product is then

directed to a finishing dosage line such as liquid syringes, lyopholization (freeze-dried

powder), capsules, and tablets and final doses are created. The necessary finishing

steps are then completed to package these various dosage types, be it in vials, blister

packs, or tubes (for example), and the treatments are labeled and stored, awaiting final

QA before shipment. Again, there are many QA checks throughout the process to

guarantee quality.

While governmental boards regulate many industries, the United States FDA has begun

to step up its regulatory efforts in the last decade. The FDA is truly striving to demand

the highest standard of quality, after recalls like that of Merck's Vioxx drug (for the

treatment of acute pain) caught consumers' attention in the early 2000s.4 Although

every market is regulated by local agencies, the FDA serves as a gold standard of sorts

for pharmaceutical facilities and is leveraged to the advantage of suppliers who have

had successful FDA audits and attained FDA approval; such status is especially

important in the developing markets such as China and India. But like all regulations,

standards continue to change and to stay on top of every change and be certain all the

mandated paperwork is up-to-date remains one of the many challenges sites and

companies continue to have to address.

With the ongoing efforts of many governments to contain healthcare spending,

regulation and cost-pressure are expected to mount in the coming years. The signs of

such pressure have been seen through divestment of facilities, general consolidation in

the industry (such as Roche's acquisition of Genentech and Sanofi's of Genzyme), and

4 "List of withdrawn drugs." Wikipedia, updated 18 Nov 2011, accessed 14 Mar 2012,
http://en.wikipedia.orq/wiki/List of withdrawn druqs
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frequent FDA warning letters (averaging more than 100 annually in the last few years).5

To combat these pressures, it is key for a company to:

Have production processes under control
- Manage costs without making these the sole focus, and

Have management constantly balance and reevaluate the challenges presented
in today's healthcare market.

Procurement teams will continue to gain importance by supporting practical and value-

based purchases, in less of a build-for-what-may-come approach as has been common

in the past and instead scaling smartly, balancing potential growth with known demand.

Global Perspective

Many of the challenges currently facing the pharmaceutical industry (some of which

focus on quality, cost, approvals, and demand fluctuation) are not unique to the industry.

In terms of quality, the aerospace industry must address equally stringent and highly

regulated quality standards. On the lower end of healthcare, manufacturers of generic

products (the non-name brand products) and over-the-counter medicines (OTC, such as

ibuprofen) cannot demand the same price premium and so, similar to generic products

in other fields, must drive cost out of their production processes. And similar to retail

and consumer goods, in the vaccines arena seasonality and availability are key factors

to plan for when building capacity and planning for manufacturing.

While healthcare typically requires higher-grade raw materials, the acquisition

processes, and even some times the machinery, can be shared across industries. In the

packaging equipment space, the suppliers who provide for large pharmaceutical

companies such as Novartis also build equipment for the packaging of consumer goods.

5 "Warning Letters and Notice of Violation Letters to Pharmaceutical Companies." FDA, update
25 Jan 2012, accessed 18 Mar 2012,
http://www.fda.qgov/Druqs/GuidanceComplianceReqgulatoryinformation/EnforcementActivitiesbvF
DA/Warning Lettersand NoticeofViolationLetterstoPharmaceuticalCompanies/default. htm
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A key difference is that the consumer goods companies do not have comparable cost of

goods sold (COGS) and cannot simply hide added packaging costs in an already high

margin, as can occur in pharmaceuticals. So how do these companies manage to buy

similar equipment and maintain profit margins? The typical solution can come in many

forms, according to a shared supplier: consumer goods companies buy more general

machines (easier to build, resulting in lower cost), keep the machines longer, utilize the

machines at high rates, or a combination of these factors. So although the healthcare

industry has some unique regulatory and market challenges, there are still the same

supply chain and procurement issues being dealt with across many industries, as well as

potential knowledge sharing and idea generation.

Significance

The pharmaceutical industry is at a turning point where some companies may continue

to be at the top in a few years and some may become relics of the past. But the

criticality has not yet set in and cost management via value-based procurement is still a

nice-to-have rather than a must-have. Although that approach may have worked the

last couple of years, this is the period that will differentiate companies. Value-based

procurement and cutting edge supply chain management could be what helps some

companies pull ahead while others lag. It is challenging, if not impossible, to redirect

some of these large companies, such as Novartis with its nearly 120,000 employees, so

for now it is key to implement small changes which can be easily reproduced and show

an immediate return on investment (ROI). Once these small improvements pick up

momentum, such as evolving the procurement of packaging equipment, people will

continue to look for new opportunities and a sense of internal competition will help to

bring forth and develop revolutionary production facilities throughout the Novartis

network. This improved and optimized network will serve as a differentiator for both

employees and shareholders to stand behind.
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Structure and Content of Thesis

This thesis is designed to both provide insight into some of the challenges facing the

healthcare industry and how those can be addressed with a move toward value-based

procurement. An abstract, acknowledgement, and tables of content and figures are

provided at the beginning of this thesis. Chapter one focuses on an introductory review

of the problem statement, industry overview, global perspective, and significance. The

second chapter includes a review of the research objectives, history on the challenge

and high-level support, as well as the research methodologies used in this thesis.

Chapter three includes a current state evaluation of Novartis, focusing on this time of

change and preliminary findings. The fourth chapter then goes on to evaluate the

current state within and across industries for comparison, as well as including a literature

on other related work in industry. Chapter five focuses on a gap analysis and discussion

to highlight Novartis's current strengths and possible gaps to fill. In chapter six

recommendations are provided as well as a discussion on key findings and

recommendations. Finally, chapter seven provides an overall conclusion of this

research and thesis, as well as proposed future research. References and pertinent

appendices follow the conclusion.

Note: Throughout this thesis when Pharmaceutical is capitalized, this will refer to the

Pharmaceutical division of Novartis (one of Novartis's seven divisions) rather than the

general pharmaceutical industry. Similarly the use of capitalized Sourcing refers to the

Sourcing team within the Novartis Pharmaceutical Technical Operations group, rather

than general sourcing efforts. Although this research has been primarily conducted on

behalf of the Novartis Pharmaceutical Technical Operations Sourcing team (has

responsibility for sourcing materials for the production facilities within the Pharmaceutical

organization), these are similar challenges many in the industry, as well as across

industries, must overcome.
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While this chapter focused on introducing the research and findings, the following

chapter will focus on the objective and methodologies used.
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2. Objectives and Methodologies

This chapter will provide a more detailed history on the challenge being

addressed, as well as a discussion of the high-level support for this project to

better understand the objectives of this research. A review of the research

approach used follows that discussion.

The research effort, initiated by the Pharmaceutical Technical Operations (TechOps,

production facilities) Sourcing team, seeks to provide insight into current procurement

best practices across companies and industries and to evaluate a new potential path

forward, via value based procurement. Various activities suggested to assess this path

included:

- Profiling the current level of TechOps Sourcing's maturity
e Piloting a supplier portal for knowledge sharing
- Introducing incentivized contracting
- Managing knowledge throughout the team
- Integrating Sourcing into the development and commercialization lifecycles

earlier, and
- Facilitating innovation workshops.

Of these suggestions, this work primarily focused on completing a current assessment

and examining knowledge sharing across various groups, locations, and suppliers.

Assisting with the development of a supplier portal, which would incorporate incentivized

contracting, was also a small portion of the work. Completing a baseline assessment of

current practices within the Sourcing team provided inputs for extending the research

into the supply chain, given suppliers' critical role in the value chain of drug

manufacturing. In addition to looking into the supply chain, examining other companies

in similar and different industries was key to generating best practices around buying on

value.

The Sourcing team has kicked-off many great efforts, especially around building a

supplier portal and hosting an annual supplier conference, both intended to engage and
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align suppliers. Creative incentive structures such as allowing suppliers to potentially

garner higher prices if targets are met or surpassed show how Novartis is willing to

employ innovative supplier management techniques to be more competitive. Challenges

arise when Novartis tries to align suppliers to fit its needs, as compared to working with

suppliers to understand both parties' needs and how each can be met through

collaborative working relationships. With the portal and conferences there are

opportunities to close this gap but as it stands, a history of limited collaboration presents

a situation which must be remediated to unlock additional value.

Detailed history on challenge

"As consumers we want the cheapest drugs that the global supply chains can

offer, but as citizens we want and need government to oversee and regulate that

supply chain, even if it means preserving or adding friction. Sort that out."

Thomas Friedman, from The World is Flat 6

Mr. Friedman sums up the key quandary facing the pharmaceutical industry: meeting

the regulatory and cost demands of customers (both consumers and governments) while

managing ever more complex supply chains and demanding stockholders. It is

becoming widely acknowledged that "[supply] chain leadership and best practices can

play a major role in helping to transform the industry and in guiding U.S. healthcare

towards its ultimate goal of delivering high quality patient care at [an] optimal economic

cost. "

Taking a look at the Gartner (formerly AMR) Healthcare Supply Chain Top 25 ratings

over the last few years, Novartis has moved from a rating of eighth in 2009, to fifth in

6 Friedman, Thomas L. The World is Flat. Picador, NY, NY, 2007.
7 "AMR Research Ranks Healthcare Companies on Supply Chain Innovation in 2009 Healthcare
Top 25." PRNewswire, 11 Nov 2009, Accessed March 1, 2012 <
http://www.prnewswire.com/news-releases/amr-research-ranks-healthcare-companies-on-
supply-chain-innovation-in-2009-healthcare-top-25-69760737.html>
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2010, and ninth most recently in 2011.8 Detailed rankings are shown below for 2010

and 2011, highlighting a more than 2% decrease year-over-year (yoy) in Return on

Assets (ROA) as another big pharmaceutical competitor, Johnson and Johnson, has

maintained a nearly 3-5% higher ROA in that same period.

I Ow a &Minor 5.5% 10.5 770 171 7.37
2 Johnson & Johnson 13.7% 3.6 782 175 6.77

3 Sisters of Mercy 8.4 492 253 6.40
""W syste

4 Carinl Hesfh 5.6% 13.2 401 121 6.18
6 Novrtis 10.8% 2.1 333 302 5.92

Figure 3: Summary table of results from Gartner Healthcare Supply Chain Top 25 2010, Novartis ranked 5th9
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9 McDonnel, Wayne, Eric O'Daffer, Carla Elvy, Barry Blake, Hussain Mooraj, and Debra Hofman
"The Healthcare Supply Chain Top 25 for 2010." Gartner Inc., G00209188, 17 Nov. 2010.
10 Blake, Berry, Eric O'Daffer, Carla Elvy, Debra Hofman, Todd Applebaum, and Dawn O'Brien.
"The Healthcare Supply Chain Top 25 for 2011." Gartner Inc., G00227253, 30 Nov. 2011.
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While Novartis's ROA has fallen recently, inventory turns have been improving slightly

(frequency with which inventory is turned over throughout the year), with Gartner giving

recognition for industry leadership in Novartis's Drive for 5 initiative, aimed at reducing

on-hand inventory to five months." A portion of the reduced ROA could be attributed to

facilities or equipment ("assets"), such as packaging equipment, going unutilized. This

situation can occur for any number of reasons ranging from non-approval of a new

treatment where production equipment was purchased in expectation of future demand,
machine downtime, or suboptimal production planning (determining when and how

assets will be used). The good news is that Novartis does not necessarily have to look

far for help on this front. Alcon, the eye care division of Novartis (which was fully

integrated in 2011), held the first and second place positions for ROA in 2010 and 2011,
respectively, achieving an ROA upward of 23-24% both years.

Improving the ROA is just one facet for the Sourcing team to examine as it seeks a more

value-based approach to purchases over the next few years, after achieving annual

savings rates of 5% in recent years. A challenge accompanying such savings comes in

the form of somewhat disgruntled suppliers. With constant pressure to regularly deliver

on savings targets, suppliers have begun to either pad initial prices so that savings could

be achieved annually or to simply seek business elsewhere. Novartis often buys

commodity products (aside from buying various drug products and other patented

products) and these products can be sold to other customers who adopt a more

collaborative approach to supply chain management. Wal-Mart has in the past attained

a bully-like reputation, especially during the recession when they would "squeeze costs

out of suppliers ever more dependent on" the company's business.12 To avoid a longer

game of catch-up, Novartis must now work to restore or establish fruitful and strategic

supplier relationships focused around value. And where better to start this value-based

effort than in equipment purchasing, with capital expenditures amounting to $100M for

TechOps EMS and need to improve upon ROA.

1 ibid
12 Bustillo, Miguel and Ann Zimmerman. "Wal-mart Flourishes as Economy turns Sour." Wall
Street Journal, November 14, 2008.
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High-level support

In an industry accustomed to high margins which is now being asked to manage costs

and decrease the price of products, it is not an easy pitch to make, moving from cost-

savings to value-based sourcing (which may add to short-term costs). Bringing in

industry outsiders who have spent time in other, more margin-focused industries such as

automotive, consumer good, food and beverage, public utilities, or even the generics

portion of healthcare has helped to foster a new way of thinking within the Sourcing

team. In addition to support at the team level from the various leaders within Sourcing,
value creation is highlighted as one of the five key pillars in building Novartis's vision for

2015. This vision is regularly showcased by the senior leadership of the Technical

Operations group (TechOps, again focused on all drug production in the Pharmaceutical

division), with attention paid to the value generation segment. Continuing up the

management chain from the team-level, to TechOps, to overall senior management, the

annual Supplier Link event further goes to show the support of senior management with

their presence throughout the event. At this conference, senior management engages

in on-going discussions with suppliers around opportunities for Novartis to unlock

additional value. While history may have shown TechOps as a bottom-line, savings

focused organization, an increasing awareness of the importance of value will help to

drive a future of top-line focused growth opportunities in improving supplier development

and sourcing overall.

Approach

Figure 5 below shows a simplified organizational chart of Novartis. This chart displays

the organizations that manufacture product (BioPharmOps, ChemOps, and PharmOps),
as well as the procurement organizations (Sourcing and the External Supply

Organization [ESO]). While Sourcing focuses on purchasing all materials and

equipment needed at Novartis's internal production sites, ESO purchases either drug

substance from external suppliers for finishing within Novartis (for example, if a drug

product is in-licensed into Novartis, but the intellectual property [IP] is held elsewhere) or

fully finished drug products which were manufactured externally on behalf of Novartis.
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Figure 5: Illustrative depiction of TechOps organizational structure

To understand the current sourcing approach within the TechOps organization many

discussions with the Sourcing team leadership and team members took place early on in

the research. Discussions with both Sourcing and ESO helped to identify some common

practices shared across the neighboring sourcing teams as well as to identify gaps and

potential improvements.

In addition to the parallel work being done between Sourcing and ESO, the Sourcing

team partners with other groups as well. Sourcing typically sits between Engineering

who decides on equipment and budget for projects at the sites and the site sourcing

teams which go through the Request for Quote (RFQ) process with suppliers and make

final purchasing decisions. Aside from the Sourcing and Engineering teams, there is a
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Supply Chain group which focuses on addressing demand and supply challenges that

arise.

Meetings with TechOps leaders in the Engineering, Strategy, and Group organizations

provided insight into the future vision and various strategic initiatives. This information

served as guidance to help seek recommendations on value-based procurement which

would both fit within the group's vision and also highlight potential future issues to

consider. Outside of the more global-focused roles, discussions also occurred with site

leadership, sourcing, and production-focused teams across many sites throughout the

European, Asian, American, and Latin American production facilities, both in the

Pharmaceutical division as well as Sandoz, the generic division.

Having completed an initial internal assessment regarding sourcing practices within

Novartis, meetings were arranged with both current and potential suppliers of the drug

substance or drug product (finished product), providing product much like Novartis's own

production facilities. As quality reigns paramount in this industry, site visits to supplier

production facilities took place to further assess capability, capacity, and standard

operating procedures (SOPs). Comparing how suppliers approach similar efforts as

Novartis in the sourcing of production facilities again offered the chance to identify

improvement opportunities and potential supply related risks to mitigate.

Suppliers of equipment were also incorporated into the supplier assessment to

understand their value stream and production processes. This review helped to see

how Novartis's actions and requirements impact the suppliers' production planning.

Visiting equipment supplier sites both in Europe and North America offered additional

insight into other companies' standardization efforts to compare against Novartis's own

practices.
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Also having the opportunity to visit other competing companies' sites throughout Europe

and North America and discussing standard practices with their employees further

identified some industry norms and best practices. Being able to visit competitors' sites

which have been either acquired from other pharmaceutical companies or built new

helped to draw further comparison with Novartis, given its history of acquisitions and

mergers. In addition to benchmarking across the healthcare industry, attendance at a

cross-industry conference as well as meetings and visits to aerospace, consumer good,

food and beverage, and heavy industry companies offered more inputs for comparison

around supplier management and sourcing in general.

To quantify and compare practices within Novartis, a cross-site survey was launched to

all of the Pharmaceutical Operations (PharmOps) sites and selected Sandoz sites where

products are finished and packaged for the end patient. Additionally, a cross-site value

stream mapping effort was undertaken to draw comparisons and distinctions on the

production of a similar product at two unique sites, with different equipment and staffing

resources.

While this chapter focused on providing a more detailed review of the research

and approach used, the following chapter will focus on the on-going work at

Novartis to provide context on the company's readiness for change.
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3. Current State within Novartis

This chapter is focused on providing context around the current state at Novartis,

with regard to how sourcing is done today and what improvements could be made

to better prepare the company for the future. In addition to observations on

trends seen throughout the organization, a review of related initiatives is also

provided, showing a support for and willingness to change.

A time for Change

Following on the objectives and methodologies, the research completed over the last 10

months provided insights into efforts within Novartis, between Novartis and its suppliers,

throughout the industry, and across industries in the area of value based procurement.

While Novartis continues to struggle in a move toward a new approach to sourcing, it is

not alone and there exist basic frameworks to ease in this transition.

Novartis is perched at an inflection point: will it evolve and innovate its business

processes to remain at the top of its industry or will the coming changes cause Novartis

to falter and fall behind? Looking into history some striking examples of other such

inflections come to mind.

From the early 1900s through the 1960s the big three American automobile

manufactures (Chrysler, Ford, GM) held a captive audience in the U.S. consumers.

Once foreign competition in the form of Japanese automotive makers, who had been

present in the U.S. and building momentum in the decades leading up to the 1980s,

began surpassing the big three, the ground was already lost with prominent evidence of

Japan's continued dominance thirty years later. Henry Ford's invention of the assembly

line alone did not guarantee the U.S. automobile makers' position indefinitely.
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Similarly, while Dell's customizable, made-to-order approach to the affordable Personal

Computer (PC) market acquired great acclaim moving from the 1990s to the 2000s,

Apple took a different approach that has proven to dominate of late. Rather than

focusing solely on affordability and customizability (a high cost venture for a lean-minded

company), Apple sought to differentiate its products and have succeeded in making

products such as the iPhone, iPad, and MacBook near status symbols, garnering high

price points and loyal customer - "it's part of a well-thought-out plan to deliver strong

products and to create an Apple culture."1 3 Dell has begun playing catch-up, offering

slicker, more appealing products but with a dinosaur-like reputation and a collection of

dying facilities, the market may have already moved on without Dell. Thus, this research

focused in part on creating a sustainable path forward, via strategic value-based

sourcing, to help Novartis continue to lead the industry rather than become an industry

laggard.

Findings at Novartis

With a review of current processes and potential support for a needed facelift, Novartis

can strive to avoid similar fates to those companies referenced above. To get to a point

where there can be a new course forward, however, there must first be alignment

among the various internal and external stakeholders. Indicative of this need, during the

early stage of this research two parties who regularly work together and share common

strategic initiatives voiced their opinions of talking to and requesting data from the

Pharmaceutical sites:

- One stated that sites should not be bothered, as they are regularly asked for
requests without seeing the results of such requests so they would prefer to focus
on their primary responsibilities

- The other stated that sites would be eager to participate, given the sites are
generally looking for things to do.

13 "11 Effective Strategies Apples Uses to Create Loyal Customers." InsideCRM, accessed 14
Mar 2012, <http://www.insidecrm.com/features/strate-qies-apple-Ioval-customers/>
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How can two leaders sitting on many of the same committees have such diverging

impressions of the relationship between global functions and the manufacturing sites

and who is right? These two questions represent a key challenge which will need to be

overcome to effectively roll-out value based procurement. There may not be a single

right or wrong answer and people will have their own ideas and opinions but the critical

stakeholders must share a vision behind which they can all stand.

Some factors keeping Novartis employees excited and optimistic are the following:

- The drug pipeline
- Work the company does in drug treatments to abolish certain diseases
- Strategic acquisitions
- The company's presence in Switzerland
- A site's culture
- Bringing lean initiatives (IQP, as termed at Novartis) into the pharmaceutical

industry
- The stock price
- Good accounting, and
- The senior leadership's vision.

These are common motivators for employees throughout any large organization but the

difference between another large organization and an industry-leading innovator is a

purpose everyone can stand behind. Value-based procurement is no different in

needing to provide a clear value proposition for all stakeholders.

Starting at the highest left, what is Novartis's current purpose? According to 2011

financial reports, the mission, aside from shareholder return, is:

"We want to discover, develop and successfully market innovative products to

prevent and cure diseases, to ease suffering and to enhance the quality of life."14

14 "Novartis Group Annual Report 2011." Novartis International AG, Basel, Switzerland. 2012.
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Novartis's research efforts and pipeline are promising, helping to fulfill a portion of that

mission but no use of the word customer or patient is worrisome for a company in the

business of serving customers. While Novartis touts a customer-centric approach,

speaking to peers in the industry, the customer is generally mentioned in every

discussion, a stark contrast to Novartis where customer exposure is typically limited to

product posters or occasional patient talks. Something to note, however, is that the

TechOps organization has a vision for 2015 of "Aspiring to be a world-class patient-

driven supply network of high quality medicine." Perhaps such a mission should be

adopted and executed to by Novartis at large.

Today, people throughout the production facilities do not always know what

illnesses and ailments the treatments they produce are used to treat.

Maximizing value to a known customer is the foundation of any successful

value-based approach.

That, however, is not to say every site or group is unaware of the end-user. In meetings

at the sites with strong collaborative environments discussions did involve specific drugs

and treatments more frequently than others. These sites were also the ones pushing

the envelope for new innovations in many forms, whether in production processes, order

fulfillment, or sourcing. As in every large organization there will be the groups that are

constantly pushing the company forward and those that follow the lead of others. What

will differentiate a company is when that gap between those disparate groups becomes

smaller and is ever-changing with groups sometimes leading and sometimes following,
driving an on-going sense of innovation and improvement. Additionally, again in an

industry so focused on quality and availability, the customer should remain as the key

driver to value-based decisions - what will maximize value for the customer?

With an expanding External Supply Organization (ESO) focused on purchasing drug

substances or finished products externally (similar to the contract manufacturing model
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common in consumer electronics) and internal sites being closed, Novartis clearly plans

for a more outsourced future. But while this approach has proven popular and typically

more affordable for other industries, does it make sense for pharmaceuticals? In

discussions with employees from Novartis's generic division, Sandoz, it was shared that

it is usually more economical for the company to produce its products internally, given its

history of best practices, purchasing power, and existing footprint. While Sandoz

continues to expand internationally, the operations in central Europe lead the way with

industry-wide record capacity and utilization making it hard for external manufacturers to

compete. Techniques that Sandoz has used to excel include:

- Categorizing suppliers (categories include critical, strategic, leverage, and
move [as in move to strategic by improving supplier capabilities])

- Performing intelligent preventative maintenance (rather than performing
excessive maintenance which can lead to decreased efficiency, on-going
monitoring allows early prediction of failure to avoid unplanned downtime)

- Outsourcing specific technologies (if certain medications have specific
technological needs which are not widely used in the organization, outsource that
technological capability).

One Sandoz employee summed up the company's approach nicely, "equipment design,

process design, and [accounting for a] lack of flexibility - we design [these] in from the

beginning."

With internal divisions excelling in production (Sandoz) and ROA (Alcon),

Novartis must determine a way to leverage these shared resources and

knowledge for improvement across all divisions. Not only do purchased

goods have value, but also knowledge sharing which can avoid redundant

work and facilitate a more collaborative workplace.

Planning within the pharmaceutical industry is largely dependent on hypothetical

scenarios - will clinical trials succeed, will a drug be approved, will demand align with

expectations, will regulations used to make a business decision drastically change?

There remains no guaranteed prediction tool to help businesses plan for future needs
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but through historical analysis, within the company and externally, and quantification of

risk and its likelihood, some of the unknowns can be minimized and mitigated. With the

high margins and blockbuster drugs of the past, there was some room for less

conservative planning; buying machines to make a new drug had a minimal Return on

investment (ROI) if the drug was approved and had the maximum time available on the

market during its patent-protected period (equipment costs can easily be recouped in the

first months on the market for blockbuster drugs, not withstanding heavy early

investment in R&D). But as regulation evolves and cost restructuring occurs throughout

the global healthcare market, a new approach is needed.

A multi-million dollar quarterly purchase of equipment which becomes

obsolete if approval is not received simply does not scale. Similarly

approaching each purchase as a one-time process not only wastes time

and resources but also reduces the benefits of economies of scale. These

are the sorts of scenarios begging for the development and implementation

of standard best practices around value-based procurement of equipment.

Major issues apparent in the current Pharmaceutical system impacting production

equipment are as follows:

e Non-centralized or standardized supplier relationship management (SRM)
o Unknown development plans for suppliers
o Non-standard performance metrics, if any

- Little supplier ranking, or preferential bucketing
o Varying levels of knowledge sharing of suppliers shared across divisions

- No follow-up assessment on expected versus realized performance on
purchased machines

o Focus on historical spend rather than results
e Limited to no exposure of sites to resale tools, such as EquipNet for the

purchasing and sale of used equipment
o Minimal resale of unused assets

- Little knowledge sharing between sites on common equipment for best practice
generation.

While tools such as the Supplier Portal and EquipNet will help to address some of the

above issues, adoption is critical to any large-scale change within Novartis. Every
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project has some supporters but what projects have the attention of the majority?

Typically to gain attention and support, the adage money talks applies. As with the soon

to be introduced incentivized supplier contracts, allowing for payments above the 100%

mark if results exceed expectations (to drive innovation), employees need similar

motivation. To drive change within the Sourcing function a thorough analysis of

compensation must be undertaken.

The Sourcing team must drive quality and results into the supply base so

how better to do that than tying employees' compensation to supplier

performance. If a supplier is underperforming and not delivering the

expected value, through a standard SRM system, that supplier should be

either put into a probationary development status or replaced by a supplier

which can deliver results.

Given the Sourcing team's deal making role, it can bridge the gap between the

supplier's specialists and the internal engineering and production teams which will be

implementing the supplier's solutions. In doing so, both Novartis and its suppliers can

enjoy an increased value proposition going into a period of uncertainty for the healthcare

industry.

With improved definition around roles and responsibilities throughout the

Pharmaceutical division, as well as a review of core competencies versus

more context roles, value can be increased and better products can be

delivered to the customers more consistently.

Another key attribute of successful SRM in companies as large as Novartis is having

global groups who support standardization of processes and knowledge sharing, while

allowing local, site-based teams to focus on issues critical to their site and deliverables.
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The development of a complete SRM model, while requiring heavy upfront investments

of time, saves both the global and local teams' resources (capital, human, and time),
minimizes redundant efforts, and builds stronger, more fruitful relationships with

suppliers (supporting ongoing innovation and improvement opportunities, again saving

time and money).

While SRM remains a topic Novartis must address holistically across all
suppliers and operations, with regard to production equipment purchasing
some key areas to focus on are:

- Utilizing supplier knowledge
- Understanding production needs and requirements before initiating a

Request for Information (RFI, prior to RFQ)
- Developing strategic suppliers
- Assessing results of purchases after put into operations
* Defining escalation and problem resolution processes, and
- Sharing pertinent knowledge of suppliers and the entire supply base

across all sites.

Related Initiatives

As highlighted by A.T. Kearney, a globally recognized consultancy with specialization in

operations, value based procurement impacts "both the strategic sourcing and the

supplier management processes."1 5 That being said, there are other initiatives within

Novartis, some mentioned previously, which work in conjunction with the goals of value-

based sourcing and SRM. Globally, Novartis is trying to reach out to suppliers and

develop forums for knowledge sharing and idea generation via the annual Supplier Link

events. All of the Novartis divisions are represented, with their strategic or high-spend

suppliers invited to participate in a two-day conference at the Novartis campus in Basel.

As an outcome of Link in 2010, the Sourcing team has developed and launched the

1 "Value Based Sourcing - Systematically leveraging supplier capabilities." A.T. Kearney,
Munich, DE.
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Supplier Portal to provide an online community for communications, visual metrics, and

general demand planning. This product is being developed to help ease the burden

placed on suppliers who struggle to navigate through the complex structure of Novartis.

The Portal is currently in pilot phases within the Pharmaceutical TechOps organization

but has plans to be expanded globally thereafter.

Other initiatives intended to engage and facilitate collaboration with suppliers include

RX360, Drive for 5, and /QP at suppliers. RX360 is an industry-wide initiative with the

goal to increase and maintain a quality standard throughout the industry. This initiative

enables such things as supplier audit information being shared between companies, to

avoid heavy rework on behalf of the suppliers, as well as driving quality standardization

across suppliers. As mentioned earlier in Gartner's ranking of Novartis, the Drive for 5

initiative has an objective of reducing inventories to five months. Such an effort cannot

succeed without the buy-in and support of suppliers who will need to plan their

production and materials management accordingly. Finally, Novartis's lean

methodology, /QP, has found success throughout various internal production sites and

as capacity issues arise at some strategic suppliers, /QP can serve as a means to free

up capacity. Through supplier engagements, knowledge sharing, incentivized

contracting, and project support resources, Novartis has been able to begin developing

suppliers to mitigate supply risks and foster more collaborative relationships.

Additionally, Sourcing is also rolling out a category management structure where

individuals will serve as a focal point for a particular commodity space (for example

flexible packaging, APIs, excipients, etc.) to assist both suppliers in navigating work with

Novartis as well as Novartis employees needing assistance with suppliers.

While this chapter focused on providing a current state review of Novartis, the

next chapter will focus on norms throughout the pharmaceutical industry and

across industries.
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4. Current State across Industries

This chapter provides insight into typical sourcing practices used across

industries. In addition to findings from specific companies in many industries, a

literature review is completed to provide a more academic assessment of current

sourcing practices. To conclude the chapter, more detailed case studies from

industry are included to highlight other organizations' successful campaigns for

change in sourcing practices.

With the recent economic recession impacting many of the world's markets, all

companies have had to re-focus on managing costs and for many of these companies,

solutions based in sourcing on value have proven useful. Meetings and site visits to

many companies both within the industry and across industries occurred to provide

insight around other company's best practices in sourcing and setting up manufacturing

facilities.

Industry Review

Through discussions and site visits with companies throughout the world, findings were

gathered with regards to these companies' sourcing practices. Names have been

removed to maintain confidentiality.

Healthcare

Like Novartis, many other companies in the industry are merging or acquiring companies

and buying or selling sites regularly. One company (the "new company") in the industry

recently purchased a site from another pharmaceutical company (the "former

company"), with a mind for expanding capacity and dispersing risk. The purchased site

was already fully outfitted and continued to produce its former company's products for

months following the sale. Not only did this provide a challenge for converting
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employees from their previous employer to their new employer (much of the workforce

remained unchanged, though the companies' cultures were starkly different) but this

also provided a challenge in planning for the future - what equipment should the new

company keep and what new equipment would need to be purchased in order to bring

up the newly planned production lines?

One thing that worked in the new company's favor was that their new employees were

ingratiated to them; the company provided them a hope for the future when their site had

previously been ignored and de-prioritized with the former company. The employees

were eager for change and had a lot of knowledge to share so the new company started

with that, by keeping on the former site head and learning from the current employee

base. Together the team (both new and old) assessed the site's current production

capabilities and created a plan for the future. The new company also brought in its own

subject matter experts (SMEs) who had helped with previous expansion projects and

who could both contribute the company culture and knowledge. By combining both

companies' experience and knowledge, and bringing the teams together to play an

active role in future planning, the new company was able to maximize employee and

equipment value.

Another approach observed in the industry came from visiting potential new suppliers in

China. While production sites in the U.S. and Europe have high labor costs helping to

keep other costs in check, this is a lesser factor in China where labor is still relatively

cheap and government subsidies can be great. Since the Chinese suppliers want to

compete with the more traditional western companies, they tend to make large

investments in western-built or western-branded machines and buy for future expansion

rather than current needs. It is believed that the capacity in China already surpasses the

global need for certain drug forms, such as a capsules. But in addition to over-

purchasing capacity for future growth, these companies typically buy the more basic and

proven machines for the following reasons:

- More widely applicable across products (especially when future product mixes
and volumes are undefined)
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- Easier to find knowledgeable local mechanics for maintenance, and
- Surplus of workers to assist in more manual-steps when automation is excessive.

Seeing a team of German engineers spending a week performing maintenance on a

complex line at Novartis's production facility in Beijing, suggests that a more basic and

easily maintained machine may be more practical.

Consumer Product Goods (CPG)

Meetings with a global tobacco company with facilities in Switzerland and throughout

Europe highlighted an interesting similarity between the company and the healthcare

industry - profit margins and COGs across these apparently conflicting industries are

surprisingly comparable. That being the case, the tobacco company has money to

invest and seems to do so around operational improvements. Rather than trying to

make former investment work, the company sees these as sunk costs and will replace

working lines to achieve higher efficiency. The company also has very little temporary

workforce (5-8% compared to Novartis's sometimes 20%+) and has a history as a good

employer in the area, resulting in generations of families working at the facility. But

while the company excels on many fronts the following are some of the challenges it is

working to address:

- Regulatory issues (being forced to use standard white boxes with no distinction
in some markets, making product differentiation a challenge)

- Changing tax structure (recently moved from 30 to 75% tax burden on cigarette
products in some markets)

- Seasonal fluctuation (smoking increases during the summer so production and
inventories must be flexible)

e Access to certain markets for delivery (Ramadan causes ports to be shut down
throughout the Middle East so deliveries must be planned accordingly), and

- Competing companies entering local employment market (where the company
has previously enjoyed being the primary regional employer).

A single solution cannot address all of these issues but improvement in operational

excellence (OpEx) can help to better situate the company for future success. This

company recently completed an OpEx project, in conjunction with a Bologna, IT based
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equipment provider, focused on standardizing machines and packaging. All packaging

printing is done on site, a practice some Novartis sites have begun to consider or

implement, and through the introduction of standard packaging templates, the company

has achieved greater efficiency and less scrap. Purchasing raw materials, which had

previously been done at the regional level, is now being done by the global teams,

freeing up resources at the site level to focus on site improvements and performance.

The site has also brought inventory levels down from six to nine months for some raw

materials to two weeks, freeing up cash flow. Additionally, a spare parts finder tool has

been implemented to streamline the maintenance process and decrease equipment

downtime for a factory in a regional network producing more than 140B cigarettes

annually. Two key factors helping to make the company's recent OpEx project a

success were the willingness to move on from past purchases to make better decisions

for the future and piloting the project at one plant to gain momentum for the now on-

going global roll-out. This project served to engage employees at a time when

competitors were moving into the area and seeking to take skilled employees. The

company's thoughtful approach showed the employees and suppliers how much they

were valued, increasing the overall value both parties will provide going forward.

Aerospace

Given the quality demanded of the aerospace industry, a comparison with the stringent

healthcare industry would seem appropriate. One American based supplier to the

aerospace industry, which was formerly an internal supplier to a large plane producer,

was spun-out in the last decade and has been forced to define its own path forward. In

doing so, the company could live on the legacy of its past successes or create a new

approach for the future. Based on discussions with this company it seems that its

nascent years were spent looking backward while the more recent years have been

spent expanding its customer base, increasing its physical footprint, and better aligning

with today's aerospace market needs.
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On the customer front, this company has chosen to co-locate with major customers as

well as suggest solutions to its customers which, as a supplier, only it had insight into.

Such solutions would increase the company's overall value as a supplier for multiple

customers, by suggesting shared transportation costs on similar routes and increased

utilization of underutilized assets. Additionally this company has realized that to offer

the best solution to their customers, it is sometimes best to co-develop solutions with its

competitors. Rather than each competitor offering a partial solution, both companies

can differentiate themselves from the other competitors by offering a more complete and

higher-value solution. The aerospace industry has been around for a while and is not

generally very fast-paced in its evolutions but this company has separated itself in

innovating creative solutions for its customers and increasing the overall value

proposition provided.

Another example of innovation in the aerospace industry is seen in a larger

conglomerate firm, which has subsidiary companies serving many different segments of

the industry. While each of these subsidiaries operates as its own company, the

knowledge sharing across the subsidiaries appears unmatched in any industry. The

global company has a standard lean manufacturing program deployed across all

subsidiaries which both fosters internal competition (sites are ranked against one

another and can achieve bronze, silver, or gold statuses) and opportunities for best

practice sharing. It is easy for larger conglomerates to let subsidiaries run independently

but that can leave large amounts of untapped value and through such a globally

developed lean program, this value can be maximized. A comparable ranking-based

program across all of the Novartis divisions would not only engage employees, it would

also create a spirit of innovation and improvement to drive knowledge sharing.
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Literature Review

Overview of Value-Based Procurement

According to A.T. Kearney "the new role of the purchasing function [is] as [a] value chain

integrator"', fulfilling the many roles depicted in figure 4 below. In some of the company's

client engagements on Value Based Sourcing (VBS), clients have attained:

*

*S

*

Increases in margins of up to 7%
Exclusive access to new technologies to differentiate products
Time-to-market reductions of 30%, and
Incremental cost reductions in selected purchasing areas of 10-15%.16

Figure 6: Visual depiction of the value network integrator role that procurement plays1

Key to the value based approach is understanding what the customer sees as value so
that efforts can be focused around driving that value. A general approach to how a
company transitions towards value based procurement is shown in the process diagram
below, in figure 7. Generally, it is "a sharp understanding of key business issues and
value drivers, as well as the ability to discuss and challenge internal capability areas
[which] are critical to the success of value based sourcing." Thus, it is reasoned for
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effective deployment of a value-based approach, a thoughtful analysis of value drivers

must be paired with an assessment of internal and external capabilities to model an

optimal approach to sourcing. And key to any successful global deployment will be

"strong cross-functional executive sponsorship" to keep the project on track and at the

forefront of the company's initiatives.18

Value to be value

Figure 7: High-level process flow in transitioning to value based procurement

High-level Support and Investment

Novartis is not alone in its move toward value based procurement, as shown in A.T.

Kearney's 2004 CEO survey which highlights added focus on value beyond cost (an

expected 94% increase in importance), compared to cost reduction efforts (an expected

42% increase); results shown in the summary plots in figure 6. Having the attention and

support of executives will be key to any successful initiative, especially one requiring

additional resources. A variety of resources and support infrastructure must be put into

place for the success of value based procurement such as IT tools, process

development, management, and human resources. These inputs will help to drive

improvements around innovation and growth, risk management, supply continuity,

advanced cost management, and value chain optimization, as depicted in Figure 7.

18 ibid
19 ibid
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Figure 8: Survey results from a 2004 CEO poll comparing change in importance of cost savings versus

delivery on value2o

Figure 9: Visual on necessary inputs and support for expected results of successful Value Creation21

20 A.T. Kearney 2004 and 1999 AEP Studies
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Importance of Supplier Relationship Management

A recent study published by Ardent Partners, a Boston-based research and advisory firm

focused on supply chain management, highlights that when it comes to "managing

supplier relationships, sourcing professionals are on the front lines and how well they

perform their duties can have a huge and lasting impact on the overall success of the

business." While process and tool development are key, there were some more basic

solutions Ardent found to be successful such as simple spend reviews which, if done "on

a regular basis see the average savings from their sourcing projects nearly double." To

successfully launch value based procurement, there needs to be a mix of easily

deployed and routine tasks as well as more complex process improvements. One area

for improvement currently impacting many companies comes in the form of the RFQ

process. Although a more targeted and streamlined approach to RFQs seems valuable

in saving time and getting closer to the answer earlier, "the inclusion of more qualified

suppliers to a bidding process has a direct correlation to better results"22

The Ardent study on Unlocking Value found the following key prerequisites for a

successful move toward value based procurement:

- Visibility into spend, process, and performance
e Analytical Capabilities to assess, identify, prioritize, and then execute the best

opportunities, and
e Processes that are holistic, standardized, and automated.

With Novartis's new approach to category management, there will be increased visibility

into the current state as well as ongoing work in developing standard practices. A gap

that remains is around the analytics - how is supplier performance measured? How

does one quantify value? How can more decisions be numbers driven? Having

21 ibid
22 Bartolini, Andrew. "Collaborative Sourcing: The Keys to Unlocking Value." Ardent Partners,
July 2011.
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management support in deploying resources and time to addressing some of these

current unknowns can reap benefits in terms of streamlining processes, avoiding rework,

and engaging employees in a fruitful and productive way. To further build on these

prerequisites, other improvements can focus around imbedding the sourcing staff with

other key business functions, such as finance, operations, and supply chain. It is also

important to define an expectation for supplier collaboration and then execute to that,

developing trusting and open relationships with strategic suppliers. As thoughtfully

summarized by Govind Jaju, a Vice President in sourcing at a healthcare company, "it is

very important that when you do a step-change, you take your sourcing partners along

with you."23

Novartis is making strides in the right direction, with both hiring sourcing professionals

with diverse backgrounds and taking a new approach to procurement, through both the

supplier portal and category management. The Ardent study on unlocking value

determined the following,

"Collaborative sourcing, which blends traditional sourcing approaches with

more robust category strategies, more penetrating views of supply markets,

and deeper collaborative ties with suppliers is how the next generation of

sourcing professionals will keep the business charging forward today while

preparing to meet tomorrow's top challenges."24

For Novartis to continue to build and accelerate a new procurement strategy, managing

and developing the supplier relationships will be a key differentiator. The tools and

people are starting to come into place so now it will come down to process development

and execution. And by taking time to develop the process and relationships now, this

"increased access and superior interaction [with suppliers] provides greater lead times to

23 ibid
24 ibid
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react to business needs."25 This added benefit addresses some of the challenges in the

pharmaceutical industry where time (product availability) and quality are everything.

Additionally, these improvements can further facilitate "process efficiencies that can

allow teams to reallocate or invest more resources in strategic activities and enable

visibility." Not only will the sourcing team be able to focus on sourcing new materials or

reviewing and improving existing contracts, the manufacturing sites will have more time

to focus on producing the highest quality product for the customer. This increased

efficiency and efficacy are high value items, though difficult to quantify.

Operational Excellence

While having executive support, resources, and strategic supplier relationships all play

pivotal roles in a successful move to value-based procurement, a focus on operations

provides additional improvement opportunities for buying on value. Given this

research's focus on packaging equipment, operational excellence (OpEx) is a topic in

need of review. As discussed previously, Novartis's OpEx and lean efforts are typically

included in IQP. IQP has been rolled out at various production facilities and has also

begun to be launched into the supply chain. To provide an additional perspective,

Accenture recently published a white paper titled "Achieving Operational Excellence:

Five elements of Success in the Global Chemical Industry." While chemicals are used

widely across many industries, chemical production both replicates and provides key

inputs into the pharmaceutical manufacturing processes.

As a major supplier to Novartis, it is interesting to know BASF's chairman's thoughts on

operational excellence:

"Profitable growth in a competitive global market can only be achieved

through operational excellence. Only a long-term view creates sustainable

value."

25 ibid
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- Dr. Jurgen Hambrecht, Chairman, BASF26

With sustainability in mind, the OpEx initiatives within Novartis could serve as one

differentiator. It is Accenture's belief that the companies who excel in operations will

blend capabilities, processes, and skills to advance while balancing "structural and

[execution-based] changes to drive operational excellence." But these changes cannot

be undertaken without a thoughtful plan; "it is imperative, therefore, to select the

appropriate change journey with care, and to embark on it with wholehearted

commitment and full preparation." Novartis has the capabilities and skills needed to

produce high-quality product and with improved sourcing processes across both the

global and site-level functions, the company could be well positioned for future success.

This thesis is focused on assessing and providing recommendations on value-based

procurement which, like operational excellence, will require a well supported and

thoughtful approach.

"A razor-sharp focus on operations will, perhaps more than ever before,

help to separate the winners from the losers.... These companies achieve

superior capital efficiency, operating margins and growth through a laser

focus on leading industry [key performance indicators]."

If Novartis can achieve greater capital efficiency, operating margins will be improved,

creating a buffer for the upcoming industry-wide changes in the cost-structure of

pharmaceutical products. Early awareness and preparation for upcoming changes will

likely predict Novartis's near-term performance. Preparation requires maximizing

knowledge and with an aging population and shortage of chemists and chemical

engineers (open need of 15,000 more annually), knowledge management becomes

critical. The chemical industry at large is "hard-pressed to capture and transfer the

wisdom of outgoing employees, while attracting, training, and retaining employees who

26 "Achieving Operational Excellence: Five elements of Success in the Global Chemical
Industry." Accenture, 2010.
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possess the new skills needed to compete in the new global economy." Employee

engagement and retention are key to retaining knowledge and operational excellence

provides many opportunities for employees to share ideas and play a role in the

company's success.

Where Novartis's recent and continued focus on operational excellence remains

promising is that

"in the chemicals industry, companies that consistently outperform

industry averages in both revenue growth and operating margins have also

shown increased activities related to operational excellence."

While Novartis has launched IQP and continues to expand the operational excellence

efforts, a key area for improvement which remains is asset utilization. Rather than

simply adding assets and, therefore, capacity, "optimizing asset utilization [is] often a

better option for increasing output (or reducing waste)" and generating additional

revenues. Some means by which to optimize assets include:

- Maintenance excellence
- Integrated planning
- Total Cost of Ownership modeling, and
- Strongly emphasizing quality.27

Once assets are more fully utilized and standard processes around non-production

activities like sourcing are defined, Novartis should be well on its way to leading its

industry in operational excellence.

Case studies from Industry

The following provide some examples of how companies and organizations (DuPont,

BASF, and the State of Utah) sought to maximize value via various change initiatives.

27 ibid
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During the recession, in 2009, DuPont (a large chemical company) took a proactive

approach to maintain its financial strength by increasing its focus on cash generation. A

reorganization of the company, consolidating roles and removing layers of management

by "moving decision-making closer to its customers" drove huge changes; this

restructuring "helped the company to generate $3.4 billion in free cash flow and achieve

$1.1 billion in fixed cost productivity." But while the reorganization was underway, rather

than focusing solely on savings and short-term cash generation, the company continued

to innovate, introducing more than 1,400 products that year, 60% more than the

previous year. DuPont also filed 2,000 U.S. patent applications, a new company record.

While change in the healthcare industry is imminent, DuPont's case provides an

example of the importance of not losing sight of the company's future success, which,

like Novartis, relies completely on product innovation.

When some companies chose to focus on reorganization during the recent recession,

others, like BASF, turned to operational excellence as a way to free up resources.

BASF launched the NEXT efficiency program in 2008 with anticipated improved

earnings of nearly $1 B. Such an opportunity was feasible because of BASF's

management of "global complexity through an integrated portfolio from feedstock to

specialty chemicals". To improve the management of this network, NEXT achieved

"global harmonization of BASF's cross-functional, end-to-end processes across the 75

business units worldwide". This effort was spearheaded by Dr. Robert Blackburn, BASF

Senior Vice President and Head of Global Supply Chain Management, and highlights

the key role that supplier management and purchasing can have in driving change and

contributing value to the organization.2 9

28 ibid
29 ibid
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During the late 1990s and early 2000s the State of Utah's Division of Facilities

Construction and Management (DFCM) setout to improve the department's procurement

practices. The DFCM initially moved to performance based evaluation, paying based on

quality and moving away from the model of selecting the lowest bidder who typically

ended up costing more due to change orders or a need for rework. It was difficult to

assess quality through the bidding process (which required a lot of upfront work for

potential contractors and those reviewing the bids) and eventually the DFCM moved

toward value based procurement, continuing with the goal to "hire a qualified contractor

at a fair price." Two issues this new value based system (VBS) had to contend with

were the following perceptions:

-0

-0

The Value Based System is biased toward only a few firms; and
The state is losing money by not awarding contracts to the lowest bidder.

To assess these claims, a review of 83 construction projects the DFCM completed from

2000 to 2003 using VBS was completed and findings published. A summary of the

failed and won bids is shown here in Figure 10.

Figure 10: This table summarizes the failed and won bid attempts of firms in Utah's DFCM VBS contracts from

2000-2003.30

30 Walthers, Kevin. "Values Based Procurement at DFCM." Prepared by The office of the
Legislative Fiscal Analyst for the Executive Appropriations Committee of the Utah State
Legislature, June 17, 2003.
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Failed Bids Firms Firm Won Other Bid(s)
1 66 9
2 16 1
3 15 7
4 10 9
5 6 3
6 6 4
7 0
8 2 2
9 0
10 1 1

122 36



This summary highlights that the companies which only submitted one or two bids

tended to have less success winning bids (less than 15%) compared to those who

submitted three or more bids (typically more than 50% success). "Of the 86 that

submitted bids without winning one award, 71 submitted proposals for two projects or

less (-83%) [which] seems to indicate that part of the process involves a learning curve

for firms to attain success with the program." While a move to value based procurement

may put suppliers at a disadvantage initially while they learn the ropes, over time the

end product represents higher value to the customer. One way to insure this is by using

an approach similar to the DFCM which was to not employ VBS on low-value projects. If

Novartis is buying large pieces of complex equipment, VBS makes sense; if the

company is buying paper for the printer, basic bidding will suffice - the value upside

must be there to make VBS practical. And interestingly, in the case of DFCM, of the 83

projects with multiple bidders, 34 of these projects still went to the lowest bidder (41%)

so value does not always equate to added cost.31

While this chapter has provided a context for sourcing best practices both from

industry and research, the next chapter will serve as a gap analysis to further

review where Novartis leads the way and supplies improvement opportunities for

the future.

1 ibid
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5. Gap analysis and Discussion

This chapter is focused on providing guidance around where Novartis excels in

industry-leading best practices and where there remain opportunities to improve.

As a leader in the pharmaceutical industry it is imperative for Novartis to always be

looking for ways to innovate, to avoid being overtaken by the competition. Novartis

continues to have one of the leading pipelines for new products in an industry facing

many patent expirations and acquisitions and in-licensing to remain on top. But the

pipeline alone will not situate the company for guaranteed success so improvements

around supplier management and operational efficiency, in conjunction with launching

value-based procurement, are needed to create a more competitive foundation.

Leading the way

Novartis has created a diversified and complete portfolio for itself in the healthcare

industry blending both pharmaceutical and generic product offerings (maximizing patent-

protected time as well as post-patent), over the counter (OTC) products, vaccines and

diagnostics, cutting-edge research, vision products, as well as animal products. This

wide-spanning and geographically disperse approach helps shield the company from

potential fall-out in a certain sector or from a particular product or event. Having so

many specialties covered in one organization also provides potential to share a lot of

knowledge around previous challenges and successes, especially around standard

processes and suppliers who are shared across divisions. Additionally, with the work of

the Novartis Institutes of BioMedical Research (NIBR) in seeking out novel treatments,

paired with the existing strong pipeline, Novartis is well positioned for the time being.

Areas for Improvement

Renewed focus on the customer will be key to Novartis holding on to a strong market

position. With recent product recalls and general wariness of the industry, customers
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need to clearly hold the highest priority for Novartis. A re-branding of sorts, with the

inclusion of customers or patients in the mission statement (much like TechOps Vision

for 2015) and a removal of the shareholder return, would be appropriate for a company

focused on "caring and curing. "32 When customers are on the mind of every employee

everyday, the highest value will be delivered to the patients, showing the best return for

the company. Every employee should know the significance of what they are working

on so that the customer is behind every decision made.

Supplier relationship management (SRM) remains an important development

opportunity for the Pharmaceuticals group, even with the advent of supplier engagement

efforts such as the annual conferences and an online portal. Most companies

interviewed ranked and regularly reviewed their suppliers. There are standards by

which to assess and grade the suppliers, which the Pharmaceutical division lacks at

present. To remain competitive and cutting-edge, Novartis must have a better handle on

its suppliers, plans for the future, and collaborative working relationships built-up over

time.

Standard practices for purchasing will not only save individuals and teams time in

recreating documents, specifications, and the overall process, but will also help to foster

better relationships with suppliers. If suppliers know what they can expect, they will be

more open to collaboration and when teams can fully define their needs and

expectations for a purchase they are more likely to get what they want upon delivery.

The key to a value-based approach is having efforts work in parallel toward a common

cause - SRM and standardization of at least purchasing processes (if not the actual

goods purchased) seek a shared goal of better relationships and increased value. While

Novartis has standards around the RFQ process, a standard User Requirements

Specification (URS) is lacking for such purchases as equipment for the factories.

32 "Novartis Group Annual Report 2011." Novartis International AG, Basel, Switzerland. 2012.
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Because of this, teams spend hours creating such a document, during which excessive

requirements are specified and then, once turned over to the supplier, require wasteful

work to decipher the needs. Suppliers know their products and are better at

understanding a customer's needs and identifying a product than building a machine to

certain specifications, many of which will typically never be utilized and simply add cost

and complexity.

Knowledge management is another area upon which Novartis at large can improve.

There is little cross-functional interaction at the execution levels of teams - managers

talking to one another does not guarantee the sharing of information across groups.

There is an apparent matrix organization already existing within Sourcing and yet people

tend to focus their efforts on one team and one manager and typically only on occasion

talk to their cross-functional counterparts. People are busy doing their day jobs and are

not likely to find time to take on what appears to be extra work. There need to be

projects, which employees are reviewed on during their annual reviews, which require

work across different functions. Not only will this provide insight into other teams' work

but it will also help to facilitate relationship building to foster future collaboration.

Sourcing's former washing machine approach to employee development (where

employees would rotate between positions after a year or two), though occasionally

viewed as pushing people into new roles too rapidly, forced knowledge management

and sharing, shown by studies in communications to encourage future partnering.

In addition to knowledge sharing throughout and across teams, improvement in cross-

divisional communications and best practice sharing could minimize the need to hire

external consultants to share knowledge already held within Novartis. Organizational

design studies support that Internally created solutions have much higher rates of

success as well as providing increased employee engagement, when compared to the

favored Novartis approach of hiring external experts to provide solutions.
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Reflection and evaluation of past purchases and projects will help to further knowledge

management. It is easy to move on to the next effort without reflecting but it is through

reflection that opportunities can be realized. One case was found looking back upon an

attempt to standardize equipment in the factories but rather than discussing what could

be improved for future cases, the reflection primarily focused on what was broken.

Capital equipment involves large investments so there should be established

expectations and metrics in advance of the implementation of such assets followed by

continuous evaluation once put into use. If these metrics can be agreed upon with a

supplier, customer support and warranty maintenance should be easier to ascertain.

And with built in measurement of performance, suppliers can be assessed across sites

and divisions, the results of which can filter into the Portal so that all parties can be

aware of past performance when considering future projects and purchases.

Key differences

Novartis is a big company which has been very successful to date but needs to prepare

for the future. The seven divisions comprising the company must truly comprise the

company and work towards a common goal of improving Novartis as a whole. In the

past some of these divisions may have operated as smaller businesses or on a more

individual site level but Novartis is a 120,000+ person company. There need to be

standard practices around SRM, purchasing, knowledge management, and assessment

of performance (whether suppliers, employees, or projects). Sourcing provides an

opportunity to address all of these gaps and share knowledge across all of the other

sourcing teams, especially with regards to implementing value-based sourcing.

As a future vision for Novartis, "a leading procurement organization doesn't look for

ways to reduce spend, since this is the result of overspending, which a good
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procurement organization that does a should-cost analysis on all purchases and makes

proper total value awards would not do, but for ways to avoid spend in the first place".33

"Strategic sourcing solutions can provide the right platform for collaboration

between the sourcing teams and internal stakeholders while also serving to

help unify and focus the two teams on the most pressing enterprise

objectives." For future success, adoption of the following guidelines is

recommended:

- Work to embed the sourcing and procurement staff within line of
business operations.

- Define (or redefine) "Supplier Collaboration" for your team and to your
suppliers.

- Develop an environment of trust and open communication with key
suppliers.34

While this chapter reviewed a gap analysis of Novartis, highlighting successes

and future opportunities, the next chapter will provide examples of cases for

change to further support future improvements.

33 "5 Ways to Take Your Sourcing Strategy to the Next Level: Design for Sourcing." lasta E-
Sourcing Forum, 23 Aug. 2007, accessed 1 Mar 2012,
<http://www.esourcinqforum.com/archives/2007/08/23/5-ways-to-take-your-sourcinq-to-the-next-
level/>
34 Bartolini, Andrew. "Collaborative Sourcing: The Keys to Unlocking Value." Ardent Partners,
July 2011.
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6. Recommendations

This chapter provides cases for change from the manufacturing sites, focused

around the opportunities highlighted in the gap analysis. These cases will include

both current best practices which can be replicated throughout Novartis as well

as scenarios where change is imperative for future success.

These cases are from meetings at sites throughout the Novartis network and will

address the following factors from the previous chapter:

- Renewed focus on the customer
e Supplier relationship management (SRM)
- Standard practices for purchasing
- Knowledge management, and
- Reflection and evaluation.

Better Planning

The Singapore site is one of the newest facilities within Novartis and was brought on

board to primarily focus on one drug but also serve as a smaller producer for a variety of

drugs. Because of the site's dual purposes, the primary product line has high overall

asset efficiency (OAE) while other equipment, valued at millions of dollars, have never

been brought online. Some of this underutilization is due to changing market conditions

or demand changes. For the lines focused on producing many treatments, time is lost

on changeovers and idle time. There are also machines which, once placed into

operation, were found to create sub-optimal chemical reactions for the materials

processed and had to be manually altered on-site to become operational.

To address these issues of under- or unutilized assets, as well as ineffective assets, two

approaches can be deployed for future plant launches and expansion: early

engagement with the suppliers and knowledge management. Suppliers readily agree

that the Pharmaceutical group asks for highly complex equipment which takes longer to
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plan and build, adding greatly to the cost and time. By better defining the needs of the

site upfront, especially around potential unknowns (such as if this is the next blockbuster

or will only a few batches a year be needed), strong SRM will allow the sites to engage

suppliers in more fruitful discussions around facility planning. If more basic machines

can serve the needs of the sites, these can be ordered and brought online in a staged

approach so that if needs change, Novartis is not left with unused, overly specified

machines which have little resale potential. Testing must be completed during the

purchasing phase to highlight potential interactions of the materials, whether in the RFQ

phase or even during factory acceptance testing (FAT); finding out about such issues

once equipment is brought online cannot be tolerated. To avoid such issues arising in

the future, standard purchasing practices must be defined to layout clear testing and

acceptance protocol. Additionally, by talking to other Novartis sites, such as Sandoz

sites where a high mix of products is common, knowledge around which machines are

best for overall cost and fast changeover times can be shared. Talking to sites which

have experience with various machines and can provide clear, experience-based

recommendations will directly help to minimize both the cost of idle time and

changeovers.

Sharing Successes

The site outside of Cork, Ireland serves as a strategic site for Novartis, through which

most chemicals pass. This facility has succeeded in launching many fruitful supplier

initiatives, as well as generating and sharing best practices with other sites, though

some challenges still remain. With regard to supplier efforts, the site team has

successfully addressed both business continuity and cost through a recent dual sourcing

effort. In addition to the longtime incumbent supplier of a strategic material, the team

sought to add on a more competitive supplier as well. The incumbent supplier, a larger

European company, was unwilling to participate in a consignment stock model where

Novartis would pay for the material once used, rather than paying upon delivery. Quotes

were received from other suppliers and a smaller U.S. company looking to grow its

customer base was found who would be willing to participate in the consignment model.

Not only was the site able to reduce costs but competition was also introduced for the
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incumbent supplier to provide higher value service to remain competitive and not be

replaced. Such dual sourcing can take time but with standard purchasing practices, the

process can be streamlined and effective.

Another example of the site team's diligence in sourcing is found in facility planning

where the purchasing decision for a tank field (an investment of over $5M) proved to

have a minimal ROI (less than two years). Not only did this purchase prove fruitful for

the local site but it was also shared with the facility in Brazil which then went on to

implement a comparable system. The challenge that persists though is that such

knowledge sharing came out of the Ireland site team's being highly informed and having

an opportunity to meet with some of the Brazil site leadership. There is no structure to

guarantee such knowledge sharing but when it occurs, it can save Novartis millions;

developing such a structure for regular knowledge sharing will be advantageous.

But while the Ireland site drives innovation into its sourcing practices, the site struggles

with the lack of standardization in the launch of new products. Typically products are

launched out of Switzerland, close to headquarters and the research groups. Ireland,

however, participates actively in the launches of some new products and the site has

challenges overcoming the one-off, non-standard practices employed for these

launches. As a large-scale production site, the local team excels at developing

processes to follow and improve and the site could benefit from structured knowledge

sharing of launch excellence from the more experienced Swiss sites. Whether this

approach entails sending launch experts to Ireland for some launches or holding

meetings to share best practices, value is lost in having a site which is eager to excel

stagnating amidst a lack of standardization.

Fostering Collaboration

Continuing to focus on the importance of a successful launch, which can have a great

impact on customer perception and satisfaction, another example of good SRM is found
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in the U.S. While many of the packaging equipment suppliers on the sites around the

world are based in Europe, in either Germany or Italy, looking at the local support teams

can be key to plant efficiency. In Singapore, suppliers were chosen which could provide

spare parts to the site within a day. When it comes to launching a new product or piece

of equipment, machinery tooling is critical and can greatly impact on-time delivery of

products.

In the case of a launch at a U.S. site where an eight to ten week turnaround time on

tooling is typical, the site was able to work with the local supplier team to get tooling

made in the U.S. within four weeks; these weeks determine if a launch occurs and with

what success. This rapid turnaround time was a result of strategic supplier selection

and development. The supplier was made aware of upcoming product launches, site's

needs, and expansion plans for the next five years, allowing the supplier to offer well-

suited products and services to meet those needs. But this supplier, who provides

equipment to sites throughout the Novartis network readily admits that this is not a

standard practice and that such relationships vary team by team. With the development

of improved SRM, value to the customers will be greater in allowing Novartis to

introduce products to market in a timely and high-quality manner.

This chapter has focused on providing examples showing a need for changes and

improvements which can be implemented globally across of sites. The

proceeding chapter will conclude this thesis, providing a summary of its findings

as well as future work which could be completed.
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7. Conclusion and Next Steps

This chapter will provide a summary of the work included in this thesis, with a

focus on actionable changes which, if implemented, can have a lasting effect on

Novartis and its preparedness for the future. Suggestions for future work are also

included.

Novartis and the healthcare industry at large are preparing for a period of transition

amidst on-going regulatory changes and industry consolidation. To maintain a strong

position for the future, Novartis must look at improving current shortcomings focused

around:

e Renewed focus on the customer
- Supplier relationship management (SRM)
- Standard practices for purchasing
- Knowledge management, and
- Reflection and evaluation.

The inability of the Chief Procurement Officers (CPOs) of Novartis's many divisions to

answer how they manage knowledge sharing and best practice generation among their

own leadership team at a supplier collaboration event highlights lost opportunity and

unrealized value. If a team of leaders in similar roles cannot share knowledge and drive

towards a standard for procurement within Novartis, how will individual teams be able to

maximize value for the company? When talking to suppliers about generating ideas for

improved collaboration and value, the company's suggestion of extending payment

terms (from 90 to 120 days) to suppliers unsurprisingly fell short. Suppliers see Novartis

as a bank and being asked to extend longer loans to that bank while a supplier is

struggling in the midst of a global downturn makes for general wariness.

Novartis needs to define clear priorities and come up with a strategy to attain the most

value for those priorities. Value-based procurement helps make progress in that
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direction but adequate buy-in from management and individuals, as well as a supportive

infrastructure, are needed for success. Customer safety and satisfaction must remain

paramount to Novartis and better purchasing and production practices can more readily

guarantee good products being shipped in a timely and high-quality fashion everyday.

Employees are also pivotal for long-term success and will need to be readily engaged in

value-driving activities, whether that involves defining standard practices or engaging

with suppliers. Pilot programs need to be initiated to engage small groups of employees

so that they can go on to become the advocates for new initiatives. Where there are

sites asking for standardization around things like the User Requirements Specification

(URS), give those sites the opportunity to define a future strategy for the organization.

Once sites begin focusing on strategic initiatives, Novartis should build a network within

which sites can communicate to share the generated ideas, rather than filtering

knowledge sharing through the global teams.

Finally, while customers and employers are most visible within a company, suppliers are

the backbone which allow high-quality products to be delivered. Much like any

relationship, supplier relationships must be built over time on collaboration, trust, and

recognition. Simple supplier requests for knowing about an upcoming URS before the

RFQ is received would not only add value for Novartis in identifying its needs upfront, it

would also allow suppliers to provide a better solution. In moving from more

transactional relationships to long-term SRM-based relationships, further value will be

realized by Novartis.

Future Work

Moving forward the Sourcing team will need to work with the sites to standardize a

process for purchasing all commodities. These standards should be designed both

based on current best practices at the sites and across the divisions. The

implementation and expansion of the category strategy should facilitate more knowledge
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sharing across divisions and increase value by optimizing processes and purchasing

decisions. A product catalogue should be created which can be used across sites

(offering globally purchased commodity products), as well as basic User Requirement

Specifications for various product types which remain largely unchanged with only small

specifications. These standard tools will both save employees from duplicating efforts

and expedite the suppliers' process in evaluating product needs.

In addition to standardizing purchasing processes, a complete SRM model must be

designed and rolled-out, creating criteria by which to review suppliers and implementing

on-going assessments. By sharing criteria and assessment results with suppliers, these

organizations will be able to understand what Novartis views as valuable and how to

deliver equally valuable solutions and products. Given the prevalence of SRM models

both in the industry and within different Novartis organizations, creating a working model

for SRM should require minimal investment with potentially great benefits.

With standard purchasing practices and full scale SRM, Novartis will be able to more

rapidly complete purchasing decisions and save resources while maximizing the value of

purchases completed. A successful implementation of value-based procurement

requires these foundations upon which to achieve long-term returns for short-term

investment around process design.
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