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Introduction

Since 2004, the US pharmaceutical industry has been undergoing a drastic transition from the
asset-based resell model, buy-and-hold (BNH), to inventory management agreements (IMAs) and
fee-for-service (FFS) models, and recently to non-asset based direct models such as third party
logistics (3PLs) and direct-to-pharmacy (DTP). These models were initiated by drug manufacturers
or wholesalers acting in their best interests. New players, such as 3PLs, are entering this industry and making the future more
uncertain.

Here is the issue: The once dominating equilibrium (BNH) is no longer feasible, and the industry fell into a state of chaos
with many possibilities emerging. What is the next equilibrium - the resell model of FES as advocated by wholesalers, or the direct
model of DTP as advocated by manufacturers? What is the future of branded drug distribution in the U.S.? Although the industry
has not yet reached consensus, one thing is certain: it has to be a model acceptable to both manufacturers and wholesalers, and it
needs to be in the best interest of the patients.

Background

Wholesaling is the dominant way to distribute branded drugs in the U.S. The wholesalers provide valuable logistics services
by carrying inventory for 10,000+ SKUs from some 500 manufacturers and delivering mixed-load shipments to nearly 140,000
pharmacies on a daily basis, whereas the manufacturers only have to ship bulk to at most 300 locations.

INSIDE THIS ISSUE The resell model of BNH has led the industry to “a game of arbitrage” (NY Times, Jan. 2005) by
assigning double roles to wholesalers, both as a logistics services provider and a reseller. Although

The Future of manufacturers save money by compensating wholesalers indirectly through investment buy, they lose

Branded Drug the profit that they could have made from price inflation and generated chaotic price-hedging activities
Distribution in the which led to significant excessive inventory in the channel and the risk of counterfeit drugs.

U.S.: Resell vs. Direct

Models

Transition and Debate

2 é:;?nkl\:tege‘:riscl:zz::y The industry was thrown out of balance in 2004 when the SEC accused Bristol-Myers Squibb

“The Doorway to (BMS) of “manipulating its inventory of drugs to inflate earnings and meet Wall Street targets” In the
Your Future” settlement, BMS agreed to limit sales to wholesalers based on demand, which is the origin of the IMAs
rolled out by manufacturers to continue compensating wholesalers by inventory appreciation, but at
a more controllable level. After suffering losses, wholesalers made a counter-offer in 2005, the FFS
contracts, to demand a fee from the manufacturers to cover their lost profit previously generated by
investment buy.

3 Strategic Sourcing
Challenges
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_ Resell (BNH, IMAs) Direct (DTP, 3PL) Unwilling to pay a fee for a previously free service,

many manufacturers started to bypass wholesalers by

Inventory Wholesaler Manufacturer hiring 3PLs. As of August 2011, 6 of the top 10 global
Ownership pharmaceutical manufacturers have outsourced at least
e Wholesaler Manufacturer part of their US distributif)n operations to 3PL_s. Pfizer
. went as far as implementing the DTP model in 2007
HEmTs in the UK. by hiring a former wholesaler as a logistics
Logistics services Wholesaler Wholesaler intermediary and controlling pricing and owning
inventory throughout the channel until products reach

Payment structure Pharmacy pays Pharmacy pays the pharmacy.

wholesaler who pays manufacturer who

manufacturer pays wholesaler The resell and direct models were heavily debated

among industry observers, mostly on behalf of different
players in the supply chain. To shed light on the future of this industry, we provide an objective comparison of these models based
on real data.

Our Study and Insights

Using data from a leading U.S. pharmaceutical company and its wholesalers, we compare the resell FFS model to the direct
DTP model to identify a win-win strategy for this industry. Our case study presents 24 months of data for 3 branded drugs, including
wholesalers’ shipments, manufacturer’s shipments and forecasts, drug pricing, and production/inventory cost data for both players.

Our study reveals non-trivial and eye-opening insights:

o Under FFS, wholesalers have a strong incentive to investment buy. The data shows that they are buying 2-weeks to
1-month of inventory for investment purposes.

o Under FFS, wholesalers captured the profits of price inflation by investment buy, but at a much higher inventory carrying

cost. DTP eliminates the incentive of investment buy and minimizes channel inventory. As such, it improves the efficiency
of the pharmaceutical supply chain.

o DTP can increase the profit for both manufacturers and wholesalers simultaneously relative to FFS. In fact, wholesalers

can make more profit by obtaining a higher fee (than FFS); manufacturers can make more profit by retaining the profit
from price inflation despite the higher fee paid to the wholesalers.

Implementation

Pfizer’s successful implementation of the DTP model in the UK. sheds lights on its potential and feasibility in the U.S. Prior
to the switch, Pfizer faced issues such as counterfeit drugs, profit-losing damages, and stock-outs from cross-border parallel trade.
By partnering with a former wholesaler but in a direct model, Pfizer was able to maintain the same services to pharmacists while
ensuring genuine and up-to-date drugs to the patients. Pfizer can even detect illegal market activities at the pharmacy level to
prevent profit losses, ensure drug integrity and reduce stock-outs.

Implementing the direct model in the U.S. with former wholesalers is not more challenging than doing the same with the new
entrants - 3PLs. It is unwise for manufacturers to bypass wholesalers, as they are the most experienced and capable players in drug
distribution. Pfizer’s experiment shows that the same services can be provided to pharmacies by working with former wholesalers
in the direct model. One note of caution: it requires wisdom from manufacturers to legitimately continue the current differentiated
price practice in the U.S. under a direct model.

Summary

In summary, we believe that the future of the U.S. branded drug distribution lies in the new equilibrium that manufacturers and
wholesalers work together but in a direct model. This model creates a win-win situation for all stakeholders, and rewards wholesalers
on their core competence - logistics services. Ultimately, the equilibrium better ensures genuine and up-to-date products to the
patients. The emergence of 3PLs serves as a catalyst to the transition — wholesalers need to decide between being replaced by 3PLs
or becoming a 3PL themselves.
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2014 Rutgers Supply Chain Meet & Greet:

“The Doorway to Your Future”
Steven ]. Pan, Supply Chain Management & Finance, Class of 2015
Rutgers 2014 Supply Chain Project Manager

The 2014 Rutgers Supply Chain Meet & Greet, held on Wednesday, September 17,
2014, at the Livingston Recreation Center in Piscataway, was the largest in the three year
history of the event. Hosted by the Supply Chain Management and Marketing Sciences
Department at Rutgers Business School, the event attracted over 80 companies, 200
corporate attendees, and 400 students. The corporations that attended ranged from a
variety of industries such as pharmaceutical, consumer, retail, energy, fashion, banking, and
more. This year’s Meet & Greet drew several first time attendees, including BNY Mellon,
Stryker, GlaxoSmithKline, Lifecell, Siemens, and Schlumberger, along with many returning companies such as Johnson & Johnson,
JPMorgan Chase, Diageo, Verizon, Pfizer, Caterpillar, Colgate, Mars, and more. The Meet & Greet continues to be a major recruiting
event for the Rutgers Supply Chain Management and Marketing Sciences Department, and this year was no exception.

Our purpose this year was to continue the successful tradition of this flagship event. The Meet & Greet was our opportunity
to showcase the talented pool of students at Rutgers to a variety of companies within the Supply Chain industry. Our goal for this
event was not about hitting a targeted number of companies and students to attend. Instead, it was about providing the right fit for
both the employer and employee. The success of this event will not be determined the day of the event; rather, it will be determined
the following year when companies return to the Meet & Greet, satisfied with their Rutgers interns and co-ops, and expecting even
bigger and better results.

As a student, I cannot stress the importance of this event to us. Not only does it build a bridge for corporations and students
to network, but it also offers our talented students with career opportunities otherwise unknown. It is through the Meet & Greet
that Rutgers continues to lead other college institutions within the Supply Chain community.

I would like to specifically highlight a few individuals without whom this event would not have been possible: Dr. Lei Lei, Dr.

Gene Spiegle, Anthony Goralski, Josephine Lee, Rajan Phakey, Kristy Bachman, Andrew Zhang, Sarah Dobson, Rani Chacko, Ben
Ruffle and our student volunteers.

A
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Strategic Sourcing Challenges

Paul Goldsworthy, Instructor, Department of Supply Chain Management
and Marketing Sciences, Rutgers Business School

In order for a strategic sourcing category plan to be properly developed and ultimately
implemented, don't forget to include your internal stakeholders right from the beginning. All too
often, the Purchasing Department develops its category spend strategic plans with little or no input
‘ from internal stakeholders, who will be impacted either directly or indirectly, once implemented.

i Companies that are successful in developing and implementing excellent strategic plans have

| {!”mlmmm well-defined, documented processes that are understood and accepted not only by the Purchasing

Department, but by the stakeholders and upper management. While each company or organization

needs to use a strategic sourcing process that works for them, most always they include use of common tools and methods such as

category spend analysis, positioning matrix (Kraljic), SWOT analysis, market and competitive analysis, risk assessment, forecasts,

etc. The most important strategic spend categories (high impact on the company and high impact from a market perspective)

obviously require the most effort and research, while those in the balanced category (low impact on the company and from a market

perspective) require less data gathering. The various tools and approaches are well published, and many consulting companies are
willing to help in this area, at a cost.

From my personal experience, and in speaking with many other supply chain management executives over the years, a critical
but often missed element is failure to include the internal stakeholders right from the beginning. Two very common reasons why
this happens include:

1. It takes more time to collaborate with multiple people, ask questions and discuss alternatives. Of course, you get a more
robust plan if you do collaborate.

2. Upper management has either not supported the process or not properly communicated its importance to the organization;
therefore, stakeholders might not be willing to spend their time.

Ignoring the stakeholders most likely will limit your chance of success, particularly if you are changing suppliers the
stakeholder believes are currently providing a good product or service. If something goes wrong during implementation of the
strategic sourcing plan (and it will), you want and need the support of the internal stakeholders to quickly fix or modify the plan
and move forward.

. -

n RUTGERS SUPPLY CHAIN MANAGEMENT THOUGHT LEADERS | October 2014 e Volume 1 e Issue 4





<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<

    /BGR <>
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>
    /GRE <>

    /HRV (Za stvaranje Adobe PDF dokumenata najpogodnijih za visokokvalitetni ispis prije tiskanja koristite ove postavke.  Stvoreni PDF dokumenti mogu se otvoriti Acrobat i Adobe Reader 5.0 i kasnijim verzijama.)
    /HUN <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>
    /RUM <>
    /RUS <>
    /SKY <>
    /SLV <>
    /SUO <>
    /SVE <>
    /TUR <>
    /UKR <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


