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The drive for discovery and
innovation is shifting how
location decisions are made

As life science companies determine which aspects of the business
are vital to drug discovery and innovation, they are bifurcating their
location strategies to optimize the cost versus output equation.

Established clusters within the United States and Europe remain
destinations of choice for core aspects of drug discovery. Companies
are able to offset the high costs of operating in established clusters
with the increased odds of innovation due to deep, rich talent pools and
infrastructure. Emerging global clusters, however, offer cost-advantageous
manufacturing sites that provide both revenue and margin opportunities.
Additionally, emerging clusters are becoming more competitive in high-
tech aspects of the value chain, due to significant capital investments
and improved political policies.
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The drug and pharmaceuticals
global direct investment landscape

A focus on key areas with the greatest growth potential.

The location footprint for drug and pharmaceutical companies Focus of the discussion
has been under ongoing transformation for an extended
period. In response to seismic shifts within the industry,
companies have been on a journey to realign the enterprise
operating footprint with the new realities for @) how revenue
will be generated, and b) margin preserved. Combined with

a heightened focus on improved asset efficiency and more
effective research and development, these factors have led to a
shift in how enterprises configure operations around the world.
This structural shift is closely tied to expectations about how
the industry will create shareholder value and reflects the need
to rebalance the portfolio of assets among regions of the world.

The life sciences industry is commonly characterized as
containing four major segments, including, @) agricultural
feedstock and chemicals, ) drugs and pharmaceuticals,

¢) medical devices and equipment, and d) research, testing
and laboratories. Within each segment, there are discrete
sub-segments that span 27 industry classification codes.
For purposes of this discussion, we will focus primarily on
the drug and pharmaceuticals industry segment because of
its size, its position with investor and the significant changes
that companies have faced in recent years.

Some countries have emerged during the last decade as major  Drivers of operating footprint transformation
recipients of foreign direct investment (FDI), while in others, the
industry talks of rationalization or consolidation. For investors,
it is important to understand trends that affect the industry and
how they transform facility planning and foreign direct investment
in the drug and pharmaceutical sector.

Like all systemic changes in business, the core driver for a new
location footprint for drug and pharmaceuticals is the ongoing
search for ways to create increased shareholder value. The
network of locations have been reconfigured to place greater
emphasis on locations with the best potential for revenue growth,
improved operating margins, improved return on installed

assets, changes in technology and production lines, and investor
expectations. This has led to a shift in facility configuration and
adaptations leading to improved competitiveness.
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Figure 1

Revenue model impact on the location footprint
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Revenue growth
To increase revenue, the industry has shifted its focus to
regions and countries with the greatest growth potential.

Less emphasis will be placed on sales in North America and
Europe —which today represent about 70 percent of industry
revenue —and more emphasis will be placed on areas likely
to experience double-digit
revenue growth, such as Asia,
Africa and Latin America.
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Growth in all three areas will
result from increased health-
care spending, demographic
trends and shifting disease
patterns. As a consequence,
drug and pharmaceutical
companies have rebalanced
manufacturing, distribution,
sales, and to some extent
R&D operations among
regions. Investments in Asia,
in particular, have been
significant. (Reference, figure 1)
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Operating margin

Drug and pharmaceutical facility locations and configurations
have been altered as companies seek to improve or maintain
operating margins (and net after tax profit) during a period
characterized by patent expirations and an onslaught of generic
drug alternatives. Notably, companies have invested in a
number of low-cost platforms in efforts to preserve operating
margins. An illustration of such a shift is the 80 percent share
of global active pharmaceutical ingredient (API) now
manufactured in India and China.

Companies in the sector are also reevaluating their businesses
to identify core processes that must remain under their direct
control, and non-core processes that can be performed by
others. As a consequence, there is new emphasis on the use
of third parties to reduce costs and improve margins across
functional areas of the business in R&D, manufacturing,

distribution and general and administrative processes. For
functions that remain under direct control, companies seek
alternative operating platforms to lower structural costs
attributable to location. Many companies have migrated non-
core activities and/or low margin products away from legacy
Western European and North American locations to lower-cost
destinations around the world (in particular India and China).
Others have shifted to lower cost regions with shared

services in support of the finance, tax, HR, IT, procurement
and customer service organizations. While some companies

in the industry have been slow to adopt shared service models,
many companies now use low-cost locations to help support
the business in high-cost countries.

Another approach has been to seek locations with a favorable
tax structure. More companies seek locations in the attractive
tax environments of Ireland
and Singapore, for example,
and there has been a
corresponding move to divest
assets in areas with poor or
declining tax advantages.

One example is Puerto Rico
where there has been a
significant decline in inward
investment since 2007 as the
tax benefits sunset for pioneer
investors. It is fair to say that
tax incentives were a powerful
tool to develop the sector in
countries where, a decade ago,
the industry was embryonic.
(Reference, figure 2)

Figure 2
Operating margin impact on the location footprint
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Asset efficiency

A turbulent decade has also led to more focus on asset efficiency,
in particular for manufacturing and research and development
operations. Whereas in a period of economic growth the industry
was highly incented to install excess capacity to ensure there
were no constraints to revenue growth, the economic downturn
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