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R E G I N A  E .  H E R Z L I N G E R  

Innovating in Health Care—Framework 
 

This note contains three frameworks to enable you to create effective health care innovations: 

I. The Three Distinctly Different Types of Health Care Innovations 

II. Six Factors Alignment: Is the Idea Viable? 

III. Business Model Elements: How To Make It Happen 

Innovation: Five Per Cent Inspiration; Ninety Five Per Cent Perspiration 

The health care sector presents vast opportunities for those with entrepreneurial interests to do 
good and to do well. Those who innovate health care will attain the rarest of accomplishments—they 
will better the lot of humanity and themselves. For example, an entrepreneur who innovated low-cost 
health insurance policies not only helped protect people who would otherwise have been uninsured 
from the threat of financial bankruptcy but also sold his company for more than $300 million.  

Globally, people clamor for better access and quality of health care. Because of the high costs of 
health care, billions lack access to any but the most rudimentary services and products. Even those 
with access, all-too-often find the quality of care uneven, and sometimes, negligent and inhumane.1  
The U.S. experienced 1.5 million adverse drugs events and 98,000 avoidable deaths, despite spending 

of $8,400 per person in 2010.2,3 And, while many promising solutions to medical problems lie 
underdeveloped, the soaring costs of health care threaten the economic future of the governments, 
businesses, and individuals who pay for it. For most years, the rate for growth of health care costs 
outstripped that of the GDP per capita in virtually all developed nations.4  

But despite the magnitude of the opportunity—trillions of dollars—and the intensity of the needs, 
all-too-many solutions have failed to do good or do well, losing billions of their investors’ dollars 
along the way. For example, in 30 years of public existence, the biotechnology industry experienced a 
cumulative net loss of $40 billion, despite investors’ disbursing $100 billion into the sector.5 The fate 
of many hospital vertical integrations and physician consolidations whose purpose was to create 
economies of scale also illustrates the problems. The average health care system that vertically 
integrated to provide one-stop care to patients lost more than $112,000 per owned physician,6 while 
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most physician-practice management firms that sought to horizontally integrate fragmented 
physicians are bankrupt.7  

Why did good ideas like these fail? 

 Misidentification of the type of innovation. 

 Lack of recognition of how the entrepreneurial venture aligns with the Six Factors that shape 
health care. 

 Failure to implement business models that appropriately address these factors. 

A surprisingly large number of failed ventures were of the “you should” variety—as in “you 
should improve the quality of care, or control its cost, or broaden its access with my new 
technological innovation, medical procedures, or integrated organizations.” These ventures clearly 
recognized the problems but did not consider their alignment with the Six Factors or offer viable 
business models for them. We typically do not act as somebody else thinks we should. Doctors, 
governments, insurers, hospitals, firms that commercialize medical technology, consumers—none 
will change unless they are provided with solutions that incorporate alignment with their interests 
and viable business models. 

This note contains the analytic frameworks for those who want to innovate health care sector 
which will enable them to develop viable business models. It first describes the three distinct types of 
innovation.  It then discusses the Six Factors that critically affect the business models of health  care  
innovations—financing, structure, public policy, consumers, technology, and accountability—and 
their impact on innovative health care ventures. It then delineates the essential elements of a 
successful innovative health care venture and how to evaluate them. Separately, (in “Evaluating the 
Commercial Viability of New Health Care Technologies”, HBS Case No. 313-070, Rev. 2014.), I 
discuss how neoplytes can intelligently evaluate health care technology innovations.   

Throughout, I refer to case studies which illustrate the application of these frameworks in 
organizations with different: 

 Stages of entrepreneurship – startup; growth phase; reinvention of mature firm 

 Sectors of health care – delivery; insurance; devices; pharmaceuticals; biotechnology; 
diagnostics; information technology; retail medicine; pharmacies; and supply chain 
intermediaries 

 Geographies – Europe; India; SouthEast Asia; Brazil; Mexico; China, as well as the U.S. 

 Kinds of decisions – financing; serving new markets; distribution strategies; entering new 
locations; vertically or horizontally integrating; replicating the business model 
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I:  Three Distinctly Different Types of Innovations That Can Make Health 
Care both Better and Cheaper—Consumer-Focused, Technology-Based, and 
Integrators 

Three types of innovations can make health care both better and cheaper. It is important to 
distinguish among them because they have different purposes and, thus, they align in different ways 
with the Six factors in the environment and require different business models.  

The first type of innovation involves consumers in new ways so they can better health-care quality 
and control its costs. In the age of the Internet, consumers want and need mastery and control. 
Although this is true of all forms of human endeavor, it is especially true of health care where the 
“care” part is often fragmented and provided by different medical disciplines, who leave it to the 
consumers to integrate their own care, and price and quality data are notable for their absence. The 
second type of innovation is based on commercializing technology to provide new treatments, cures, 
and a better quality of life, which make it easier and cheaper for people to obtain the care they need. 
And the third relies on horizontal and/or vertical integration to achieve health care efficiency and quality 
benefits. 

Consumer-Focused Ventures 

These innovative health care ventures increase productivity in two ways: 

 Consumer-focused innovations involve the consumer in the health care service delivery process and thus 
reduce health care expenditures and enhance quality. 

The Toronto, Canada-based Shouldice Hospital, which performs only hernia surgery, provides an 
excellent example of a consumer-focused venture: the absence of in-room dining and TV forces 
patients to walk to obtain these services and saves the costs of providing them in each room. Yet, this 
ostensibly consumer-unfriendly environment achieves remarkable results. Higher-quality health 
status—because those who walk after surgery heal faster and have a shorter hospital stay—and lower 
costs—because the patients perform some of the work usually done by paid staff. Patients enjoy the 
experience of being actively involved in their recuperation so much that more than 1,500 “alumni” 
throng an annual reunion held in the winter in chilly Toronto.  

Health insurance can be consumer–-focused in this way. For example, the South African health 
insurer Vitality pays members for health promoting and wellness behavior. (“The Vitality Group: 
Paying for Self-Care”, HBS Case No. 310-071, Rev. 2014). Technologies can also be consumer-
centered. For example, Medtronic spent hundreds of millions of dollars to develop implanted sensors 
to empower patients in daily monitoring of their congestive heart failure (“Medtronic: Patient 
Management Initiative (A),” HBS Case No. 302-005, Rev. 2014). Because treatment of the disease 
requires scrupulous, frequent monitoring and self-care, the firm hoped that involving the patient in 
this way will enhance health status and reduce costs. 

Consumer-focused ventures can also increase satisfaction with health care delivery. Among the 
84% of Americans who visited a doctor’s office within the past year, less than half (47%) reported 
being very satisfied with their last medical visit. Satisfaction is lower than that for several other 
industries: very satisfied ratings are behind those for Americans’ last restaurant visit (63%), online 
purchase (62%), and bank visit (59%). Very satisfied ratings are ignominiously ahead only for the 
most recent health insurance company interaction (29%) and last mobile phone store visit (28%).8  
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 Consumer-focused innovations increase national productivity by reducing the time the patient spends 
waiting, coordinating, and traveling—for example, “focused factories” that integrate the health care 
delivery process from the patients’ perspective and are consciously systematic about designing the process 
for the care they offer. 

People all over the world work hard and find the fragmented health care “system” difficult to 

access. Most of the U.S. population works, and they work hard -- 1,787 hours per week.9 But busy 
Americans are hardly alone. In the Netherlands labor-force participation rates have increased by 14% 
during the past three decades.10  All these people waste considerable time, needlessly, on health care:  

In the U.S., 20.5 days’ wait for an appointment and a 21 minute wait on arrival11  What other 
profession has institutionalized a waiting room? Entrepreneurial ventures like the U.S. Health Stop or 
Indian HealthCare Global aim to speed up the care delivery process through convenient locations, 
(“Health Stop (A): Strategy,” HBS Case No. 185-084, Rev. 2014; “Hub and Spoke, Health Care Global, 
and Additional Focused Factory Models for Cancer Care”, HBS Case No. 313-030, Rev. 2014; and 
“MedCath Corporation (A)”, HBS Case No. 303-041, Rev. 2014) while the Spanish firm Vitalia helps 
loved ones of cognitively impaired seniors by providing tailored day care (“Vitalia Franchise”, HBS 
Case No. 311-035, Rev. 2014). 

Worse yet, victims of chronic diseases are forced to integrate the many different providers of care 
they need. Because this is such a difficult task, all too often their care falls between the cracks. 
Ventures that provide integrated, focused care, I dubbed them “focused health care factories”, help to 
ameliorate these problems. (My “focused factory” model of health care is illustrated in the case 
studies: “Hospital for Special Surgery (A)”, HBS Case No. 305-076, Rev. 2014; “Hospital for Special 
Surgery (B): Continuing Challenges of Growth”, HBS Case No. 310-077, Rev. October 2012; “Hub and 
Spoke, Health Care Global, and Additional Focused Factory Models for Cancer Care”, HBS Case No. 
313-030, Rev. 2014; “MedCath Corporation (A)”, HBS Case No. 303-041, Rev. 2014; and “MedCath 
Corporation (B)”, HBS Case No. 305-102, Rev. 2014.) 

Technology-Based Ventures 

Diagnostics, drugs, devices, and drug-delivery systems enable higher quality care through, for 
example, gene therapy, with its promise of new types of treatment and prevention of disease, and 
more cost-effective and less disruptive and painful care through, for example, antibiotic-coated 
catheters that reduce the infections which often occur during hospitalization with this type of device. 
(The case studies “ABC Pharmaceuticals”, HBS Case No. 313-041, Rev. 2014; “Immusol and 
Novartis”, HBS Case No. 303-038, Rev. 2014; “MELA” (forthcoming); “PAREXEL International Corp. 
(A)”, HBS Case No. 311-068, Rev. 2014; “PAREXEL International Corp. (B)”, HBS Case No. 311-087, 
Rev. 2012; “Reinventing Brainlab”, HBS Case No. 313-069, Rev. 2014; and “Schering-Plough and 
Genome Therapeutics: Discovering an Asthma Gene”, HBS Case No. 303-044, Rev. 2012 describe the 
challenges of fulfilling the promise of medical technology.)   

Then too, information is even more important in health care than in many other facets of life. 
Innovations in technology that connect the many separate islands of information in the health care 
system hold the possibility of vastly improving quality and costs, for example, by reducing errors of 
omission or commission that occur because separate providers are unaware of others’ work. (The 
case studies “AxSys”, HBS Case, No. 9-314-039, Rev. 2013; “McKesson”, HBS Case No. 312002, Rev. 
2014; “Phreesia: The Patient Check-In Company”, HBS Case No. 310-066, Rev. 2014; and the note 
“Connectivity in Health Care”, HBS Case No. 307047, Rev. 2014, describe such ventures.)   
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Integrator Ventures 

These ventures bring the benefits of consolidation—efficiency and standardization—to the health 
care system. They often feature technology and, especially, information components. 

Health care is highly fragmented; for example, a number of the 17,000 nursing homes operate in 
small groups.12 The medical device and biotechnology sectors are also composed of thousands of 
small firms.  

Innovative integrator health care ventures bring the benefits of economies of scale to this 
fragmented structure in two ways: 

1. They vertically integrate many diverse providers into one seamless system of care, for 
example, through integrated health service delivery networks and technology firms that 
provide one-stop shopping for their customers. For this reason, the UnitedHealth Group 

purchased the vertically-integrated Brazilian health insurer, Amil for $6 billion in 2012.13 
(The case study, “Amil and the Health Care System in Brazil”, HBS Case No. 312-029, Rev., 
2014, describes the firm.) 

2. They horizontally integrate fragmented, lone-ranger health care providers, to provide better 
treatment at lower costs. One example is the Hospital Corporation of America’s (HCA’s) 
integration of 150 hospitals into one chain. Dr. Thomas Frist, founder and former CEO of 
HCA, has documented the cost-lowering, quality-enhancing economies of scale that this 
integration accomplished. For example, by owning the construction process, standardizing 
hospital architecture, and analyzing best practices in its hospitals, HCA achieved significant 

cost savings.14 (The case studies “Cardinal Health (A): The Medicine Shoppe Acquisition”, 
HBS Case No. 303-043, Rev. 2014; “Fortis Healthcare: Transnational Hospital Network”, HBS 
Case No. 314-047, Rev. 2014; “Odontoprev”, HBS Case No. 314-038, Rev. 2014; and “Shanghai 
Pharmaceuticals”, HBS Case No. 313-016, Rev. 2014, illustrate models of horizontal 
integration.) Technology firms also integrate for similar reasons. For example, after merging 

with Genzyme in 2011, Sanofi, targeted $700 million in cost synergies.15 

Categorizing the Three Types of Innovation 

Many of the three types of potential innovations can fall into more than one category. For 
example, connectivity ventures can be consumer-centered, technology-based, or integrators. The firm 
Visicu, for example, which enables Hospitalists to view their patients from a remote location, is 
simultaneously a technology firm, using advanced sensors and connectivity; a consumer-focused 
firm which improves the quality of care; and an integrator which lowers the costs for observing 
critically ill patients (“Philips-Visicu”, HBS Case No. 313-015, Rev. 2014). Yet, it is important to 
classify the venture into one, and only one, of the three types because each interacts in substantially 
different ways with the Six Factors in its environment and thus requires a business model tailored to 
its type. For example, the likely customers and the channels to reach them differ in each of the three 
types of ventures.  Consumers are clearly the likely customers for consumer-facing ventures; those 
that value enhanced health care quality are the customers for technology ventures; and those focused 
on lowered costs are the integrator venture customer. 
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II:  Is the Idea Viable? The Six Factors with Which Innovative Health Care 
Ventures Must Be Aligned  

The health care sector has many stakeholders, each with his or her own agenda and power. 
Innovators who are either unaware of this complexity or neglect the connections among the various 
components may well suffer unwarranted difficulties.  

The Six Factors that most critically influence the sector, as depicted in Figure 1, are structure; the 
nature of financing; consumers; public policy; technology; and accountability. This section discusses 
each of the Six Factors and their potential impact on new health care ventures. The assignment at the 
end of this note enables you to refine your ability in assessing Six Factors alignment. 

Figure 1 The Six Factors That Affect New Health Care Ventures 

New

Health Care

Venture

Structure

Public Policy

Technology

Financing

Consumers

Accountability

New

Health Care

Venture

Structure

Public Policy

Technology

Financing

Consumers

Accountability  

 Structure 

– Who is my friend?  My foe?  How much power do they have to help or hurt the new venture? How 
will they help or hurt? 

 Financing 

– Reimbursement—in developed countries, health care users do not pay for much of the expenses 
(except those who lack health insurance, enrollees in high-deductible consumer-driven plan, and 
those using uninsured benefits). Third parties—insurers, employers, and governments—pay for 
most health care services and technology. Their approval must be secured for reimbursement of a 
new venture’s product. 

– Capital financing—what are the appropriate sources… angel funding, venture capital, debt, 
donations, grants or other private equity? 

 Public Policy 

– Regulation of health care technology and services is murky and extensive. 
– Regulators can flex their muscles at any time. 
– The public is very interested in health care. Politicians will shape policy to respond to public desires. 

 Technology 

– When? Medical technology evolves constantly; need to carefully choose the right time to get 
involved. 

– Who are my competitors? 
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– Market size and composition. 

 Consumers 

– Time stressed. 
– Empowered. 
– Dissatisfied. 

 Accountability 

– Shareholders of for-profit firms. 
– Focus on process rather than output. 
– Many opaque demands for accountability. 

Source: Casewriter. 

 

1. Structure: Many friends and foes of new ventures lurk in the system, each with substantial 
resources and the power to attack or help the innovator.  

Hospitals and doctors sometimes blame technology innovators for the system’s high costs; 
different physician specialists and other health care delivery providers wage turf warfare among 
themselves for control of patient services; inpatient hospitals and outpatient care providers vie for 
patients; chains and independent organizations spar; nonprofit, for-profit, and publicly funded 
institutions quarrel; public advocates seek influence; and various politicians covet fame and glory. All 
have some legitimate claims and substantial resources with which to enforce their point of view. (My 

book, Who Killed Health Care?, describes their ability to maintain the status quo in detail.)a  

The territory of each group in the structure is quite murky and temporal. For example, at times, 
old foes can become friends and gang up on a newcomer. Thus, one-time archenemies, the American 
Medical Association and the tort lawyers, traditionally at each other’s throats over issues of physician 
malpractice, both lobbied for the patient protection legislation that would enable wrongly denied 
medical care patients to sue managed care insurance plans, and not only medical providers, for relief. 

Firms that innocently wander into this minefield frequently lose a critical body part if they fail to 
recognize and disarm some hidden special interest. For example, Health Stop, a venture capital-
financed chain of conveniently located, no-appointment-needed health care centers for people who 
need health care services but do not require hospitalization, unwittingly competed with local 
community doctors and nonprofit hospital emergency rooms for business. Guess who won? The 
community doctors badmouthed the anonymity of their corporate competitor, while the hospitals 
argued that their emergency rooms could not survive without revenues earned from the kind of 
noncritically ill patient that Health Stop targeted. The high-technology Silicon Valley venture 
capitalists and managers who led Health Stop did not anticipate these attacks and, when they 
occurred, lacked familiarity with the public policy resources to counter them effectively (see “Health 
Stop (A): Strategy,” HBS Case No. 185-084, Rev. 2014). 

Some new ventures falter because they misjudge the practice of medicine. For example, 
technology firms may assume that hospitals or doctors will adopt their innovations simply because 

                                                           

a Regina E. Herzlinger, Who Killed Health Care? (McGraw-Hill, June 2007, Japanese and Korean editions, 2008, Portuguese 
edition, 2010). 
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they are the best. But physicians’ motivations are complex. For one, they are very busy. The average 
physician sees 89 patients a week, many with varied, complex problems.16  They may not find the 
time to learn the use of new technologies. Then too, although physicians are professionals, they are 
also economic beings. Physicians in private practice are totally responsible for their earnings, and 
even salaried physicians are evaluated, in part, on their contribution to their employer’s economic 
welfare. They are loath to change from tried and true economic and professional practice methods. 
Last, different physician specialties compete actively with each other. A medical technology that 
empowers one group of physicians may spell a loss to some others. New ventures that neglect to 
identify the target physicians and to diffuse medical and financial information to them are doomed. 
Hospitals, for their part, also have a complex technology adoption protocol. Although they are 
influenced by their physicians’ preferences, hospitals are also economic organizations and may opt 
for the second best, if it comes at a substantially lower price.  

Technology integrators that try to achieve economies of scale should also consider the structural 
ramifications of their consolidation. For example, a pharmaceutical firm with a cardio-vascular (CV) 
drug franchise that buys a CV medical device firm to achieve sales synergy may, nevertheless, find 
that the selling processes for devices and drug are profoundly different and require substantially 
different skills. Devices are typically used by cardiac surgeons who may require substantial hands-on 
assistance in perfecting their use of devices, whereas drugs are typically sold to cardiologists, who 
need much less sales support to learn about the indications and dosage for the drug.  

2. Financing: The processes for obtaining revenues—called “reimbursement”—and acquiring 
capital differ in the health care sector from most other industries.  

Reimbursement: 

Health care purchases in developed countries are rarely paid for directly by the user but rather by 
a third party—an employer or a government. Typically, the user does not pay and the payer does not 
use the good or service. A third party—a physician or another key provider—is the key decision 
maker and user. For example, U.S. employers typically pay for most of the costs of their employees’ 
health insurance; the beneficiaries of the insured services, the patients, know little about the costs; 
and the users and key influencers of adoption are physicians and hospitals.  

Firms that do not understand the complicated process through which they obtain reimbursement 
encounter problems right at the starting gate. For example, a technology-driven medical device firm 
that created an instrument to reduce the invasiveness of cardiac surgery paid scant attention to the 
payment issue. Its managers followed the “if-you-build-it-they-will-pay” school of business. In their 
minds, the value of the invention was self-evident. Although it required the purchase of an expensive 
new device and substantially more operating room time, the new procedure greatly reduced trauma 
to the patient. How could anybody refuse to pay for it?  

But the direct beneficiary, the patient, neither paid for nor used the device. It was the insurance 
company that paid the hospitals that bought the device and the surgeons who used it. Insurers were 
understandably reluctant to pay for new technology absent considerable justification of its efficacy. 
To help secure these reimbursements, new medical technology manufacturers must help provide 
such evidence. In this case, absent assured third-party reimbursement, many hospitals were 
unwilling to buy the device and many surgeons were unwilling to learn its tricky workings. 
Surprisingly, the firm obtained venture capital financing and even held a successful initial public 
offering of its stock. These sources of capital funding were equally oblivious to the complexity of 
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obtaining reimbursement. But the truth was eventually revealed and the firm lost most of its market 
capitalization as its inability to obtain revenues became evident. 

Determining Prices:  

In these cases, prices are determined by the payer, not the user, and reflect the payer’s ideas of 
value-received-for-the money, rather than those of the user. For example, the criteria that determine 
individual users’ willingness to pay for a diagnostic test for a rare, but deadly, disease may well 
differ from that of their insurer. To determine the price it will pay for the test, the payer may consider 
the cost of screening its millions of enrollees and the low probability of finding the disease and, thus, 
offer a low price, while individuals, in contrast, would likely focus more on the deadly consequences 
to them of not screening for the disease and would offer to pay a higher price. 

Suppliers often have relatively low pricing power in health care, unless they hold patents for 
unique technologies. Instead, big and powerful payers, including the U.S., U.K., Chinese, and Indian 
federal governments, name the price they will pay. Suppliers find it hard to argue directly with these 
800-pound gorillas and prefer, instead, to use various powerful influencers, such as noted physicians 
or patient groups, to affect the pricing process. Because of the unusual market power of such 
influencers, innovations must have strong appeal to qualify for adequate reimbursement. For 
example, medical technology innovations should have substantial evidence of their efficacy and/or 
cost effectiveness, demonstrated through pharmacoeconomic studies. Absent such data and 
knowledge of the complex system it must interact with, they may falter in some part of the process 
through which payers determine coverage, coding, and payment.  

In general, ventures that reduce costs or enhance providers’ revenues can attract reimbursement 
from insurers more readily than new technology-based ideas that increase quality or consumer-
focused ventures. Insurers are leery of new technologies whose quality enhancements are not 
commensurate with their cost. And insurers traditionally have evinced little interest in paying for the 
services or products that are consumer-focused, such as drugs that enhance sexual functioning or hair 
growth. These are generally paid for directly by their users.  

Different payers approach pricing decisions with different criteria. Health insurance companies 
that compete with each other for customers, for example, will attempt to include service providers 
that are highly regarded among their offerings, such as famous hospitals. These payers are thus more 
likely to reimburse well for services that bring them a competitive advantage, such as a new type of 
surgical procedure, than a monopolistic payer, such as the government in countries in which it is the 
sole reimburser for health care. And an insurer that provides workmen’s compensation is likely more 
interested than Medicare, the U.S. government’s health insurance for the elderly, most of whom are 
retired, in covering an innovation that returns employees to work quickly. 

Further, insurers with lengthy relationships with their enrollees, such as Medicare in the U.S. and 
government health care payers in other countries, use long time horizons for considering the costs 
versus the benefits of an innovation. In contrast, commercial U.S. insurers, which typically experience 
an annual turnover of 20% of their enrollees, will evaluate the costs versus benefits of an innovation 
over a shorter period of time. Thus, a long-term government insurer may be more willing to offer a 
health-promoting innovation that ultimately reduces health care costs—for example, one that helps 
morbid obesity—than a commercial insurer. When evaluated over a long-term horizon, the 
investment in promoting health may prove cost-effective. Yet, when the same investment is 
considered over a short-term, a year for example, it will likely not prove attractive.  

Sustainability of Revenues:  
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Insurers’ interest is no guarantee of long-term success in obtaining revenues. Some insured 
revenue sources are more sustainable than others, as detailed in Table 1 below: 

Table 1:   Sustainability of Revenues: By Payer 

Medicaid/Single Payer  U.S. governmental health insurance for the poor and single–payer 
systems typically features low rates of reimbursement and slow payment of bills. They are 
financed by governments that sometimes squeeze Medicaid/single payer payments when they get 
into fiscal difficulties. (In most single payer countries, ones where the government provides 
universal coverage, many of the middle class buy private insurance to avoid delays or insufficient 
treatment. For example, 47.5% of the population in Ireland, 30.8% for New Zealand, and 52.5% for 

Australia have private insurance in addition to universal coverage.)17  

Few powerful political pressures exist to increase payments. The primary constituency consists 
of the poor—unfortunately, typically not a power group politically. Providers can easily be 
portrayed as venal exploiters of the poor if they insist on prompt and full payment. Although they 
are legally entitled to payment, they may be political sitting ducks if the government chooses to 
delay, withhold, or withdraw payment promises.  

Medicare is the U.S. federal government’s health insurance plan for the elderly. Its coverage and 
rates of payment are erratic. But its primary backers, the elderly, are an enormously powerful 
political group. The U.S. government has had little success in controlling Medicare costs to date, 
and Congress continually pressured for extension of Medicare benefits. Nevertheless, more 
stringent controls are inevitable because of the growth in the number of the elderly and Medicare’s 
drain on the national economy. Medicare occasionally restricts payments to less-politically 
powerful suppliers, such as for-profit firms that provide home health care services. 

Managed care health insurance plans, such as health maintenance organizations (HMOs), are 
purchased by employers, consumers, and governments primarily because of their relatively low 
prices. These plans are highly aware of their costs and try to negotiate low vendor prices. On the 
other hand, they are unlikely to change vendors, because their patients want to have consistent 
services and are concerned about the quality of their care. As a result, revenues from managed care 
organizations are likely to be sustainable but not highly profitable.  

Because managed care organizations have occasionally been financially unstable, evaluation of 
their financial condition must be an integral part of an analysis of the sustainability of revenues 
earned from them. The history of Oxford Health Plans, LLC, for example, created by Stephen 
Wiggins, illustrates the point. It began as an HMO that allowed patients to visit doctors other than 
those in its own discounted group. Seven years later, it was one of the most profitable HMOs in 
New York State. But Oxford’s independent providers protested that they were constantly paid late 
or not at all. Though the chairman was expelled, Oxford Health Plans lost more than $600 million. 
They were bailed out by an injection of funds from a private equity group; but subsequently 

Oxford Health was once again fined by New Jersey for unpaid claims.18  

Private (“commercial”) insurance companies, such as Blue Cross Blue Shield and CIGNA in the 
U.S. and Discovery in South Africa, traditionally offer the best reimbursement rates. But because 
these payers suspect that they are the victims of a “cost shift”, in which they are overcharged to 
compensate for underpayments by Medicaid and others, they may become more stringent payers 
in the future. 

High deductible insurance plans typically have a higher deductible and lower premium than a 
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traditional health plan. Normally, the plan includes catastrophic coverage to protect against large 
medical expenses, but the insured is responsible for routine out-of-pocket expenses. Since 2006, the 
percentage of workers in plan types which are less likely to require a deductible, such as HMOs, 
has decreased (20% to 16%) and enrollment in High-Deductible Health Plans with Savings Options 
(HDHP/SOs) has increased (4% to 19%). Among firms offering health benefits, the percentage that 

offer a high deductible, increased from 4% in 2005 to 31% in 2012.19 (The case study “Consumer-
Driven Health Care: Medtronic’s Health Insurance Options” (HBS Case No. 302-006, Rev. 2014) 
and the “Note on Health Savings Accounts, Flexible Spending Accounts, and Health 
Reimbursement Account Vendors” (HBS Case No. 307-034, Rev. 2014) describe this kind of 
insurance. Companion readings are Regina E. Herzlinger, Consumer-Driven Health Care (San 
Francisco: Jossey-Bass, 2004) and Regina E. Herzlinger “Let’s Put Consumers in Charge of Health 
Care,” Harvard Business Review (Boston: Harvard Business School Publishing, 2002).) 

Self-payments are revenues paid directly by the recipients, with cash or credit cards, rather 
than by insurance companies. They account for the bulk of revenues in countries like India. The 
quality and sustainability of so-called self-pay revenues depend on the creditworthiness of the 
service recipients. Although some U.S. hospitals obtain low yields on self-pay revenues because 
many of the uninsured users of hospital services are poor, other new health care ventures that 
serve self-paying customers, such as eye wear providers, have excellent payment experiences. The 
self-pay category is highly price conscious and susceptible to price competition. 

 

Capital Financing: 

The three different types of health care ventures typically rely on three different sources of capital: 

Consumer-focused new ventures can obtain financial backing from venture capital firms or the 
venture arms of large firms that specialize in consumer-retailing. For example, WellSpace 
(“WellSpace Treatment Centers for Complementary and Alternative Medicine (A),” HBS Case No. 
303-017, Rev. 2014), a venture for alternative and complementary medicine, was backed by North 
Castle Partners, a Greenwich, Connecticut-based venture capital firm that focused on spas, organic 
food vendors, and similar enterprises. 

Technology-focused new ventures can obtain funding either from angels, family and friends, venture 
capital firms that specialize in the technology, or strategic investors. For example, Immusol (“Immusol and 
Novartis,” HBS Case No. 303-038, Rev. 2014), a firm with a new drug discovery technology, received 
some of its funding from licenses and contracts with  Medarex, a Princeton, New Jersey-based 
biopharmaceutical company, Chugai Pharmaceutical Co., Ltd., headquartered in Tokyo, Japan, and 
Pfizer, based in New York City. 

Integrator new ventures require more substantial amounts of funding than venture capital firms 
can typically provide. Because they buy and consolidate existing organizations, they typically need 
tens or hundreds of millions of dollars, rather than the single-digit millions in financing required by 
consumer-focused or new technology ventures in their first phase of operations. The funding for 
integrators is frequently provided by private equity firms. For example, WellCare, a managed care firm 
aimed at the Medicaid population, received $70 million in funding from New York City-based Soros 
Private Equity Investors to buy out and integrate existing firms and bring synergies and professional 
management to them. WellCare’s well-established revenue sources also enabled it to borrow more 
than $150 million of debt financing.20  
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Funders are willing to lend to integrator types of new ventures because their underlying assets 
involve accepted businesses with well-established revenue sources. The WellCare Medicaid managed 
care model, for example, had existed for decades and the debt was likely to be repaid. Technology-
based and consumer-focused new ventures, on the other hand, are unlikely to attract debt financing 
because of the uncertainty about their reimbursement sources. 

3. Public Policy: Because of the irreversible, costly damage that incompetent or fraudulent 
suppliers can cause and because governments are major purchasers of health care, the sector is 
heavily regulated by many different authorities.  

For example, in the U.S., technology is regulated by the government’s Food and Drug 
Administration (FDA) for effectiveness, safety, and purity of manufacturing; health service providers 
are licensed by various state authorities; myriad industry evaluators oversee the process or the 
outcomes of care and insurance; and various laws govern organizational structures, such as the for-
profit health care service providers or those owned by physicians.  

These regulations unquestionably serve important purposes; but innovators often encounter 
substantial ambiguity about exactly how they should apply them. The interpretation may be heavily 
influenced by politics. From the regulators’ perspective, they will be punished more for under 
regulation—such as approving a harmful drug—than for tightening the regulatory process and 
possibly delaying a useful innovation. Then too, at times, regulators may ripple their muscles to 
demonstrate their value to the public. For example, the FDA, after a series of scandals about the after-
effects of drugs it had approved, required the market withdrawal of some of them, newly re-asserting 
its powers.21 Well-intended firms that are not sufficiently aware of the regulators or their politics 
frequently get injured when regulators choose to thump their chests or to tightly interpret the laws. 

The managerial challenge is that of deciding how to comply with regulations. U.S. regulatory 
decisions could, for example, include whether and when to file for an FDA clearance for a medical 
device or to enter a state that requires new health services venture to demonstrate the need for their 
facilities. (The case studies “ABC Pharmaceuticals”, HBS Case No. 313-041, Rev. 2014; “Cancer 
Treatment Center of America”, HBS Case No. 313-012, Rev. 2014; “Medtronic: Patient Management 
Initiative (A),” HBS Case No. 302-005, Rev. 2014; and “MELA”(forthcoming) discuss these issues.)The 
answer is seldom clear-cut.  

Four variables influence the direction of public policy: 

− Political/economic environment… The political party in power may have distinct biases on 
various issues, and sentiments in the overall electorate also influence the direction of policy 
making. Economic variables (e.g. state of the labor market, deficits) can also inform priorities 
for policy makers. 

Political/economic environment example… In the early phases of the U.S. President Obama’s 
administration, the Democratic President and Democratic majorities in Congress were primarily 
focused on the role played by the federal government in expanding health care coverage. But later, 
the political/economic dynamic shifted to a situation in which the every decision on health care 
policy was related to its contribution to deficit reduction. Medicaid spending clearly reflected this 
dynamic. Spending on the program was expanded by $400 billion/10 years in the Affordable Care 
Act (the health care reform bill), but there was discussion of reducing that spending by $100 billion 
over 10 years in the Budget Control Act (i.e. debt ceiling bill.)  Business plans contingent on Medicaid 
spending could be heavily impacted if they did not anticipate the unsustainable nature of the earlier, 
expansionist political/economic environment. 
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− Stakeholder dynamics… Organized stakeholder groups (e.g. unions, activists, industry) have 
a major impact on various policy choices. The questions to consider are the relative power of 
these groups, how intense their focus is on the issue in question, and whether there is a 
balance or imbalance in the involvement of stakeholders. 

Stakeholder dynamics example… Specialty hospitals for years were touted by many as an 
example of how superior health care outcomes could be achieved via a profitable business model. In 
a CMS Hospital Consumer Assessment of Healthcare Providers in Systems survey, in which patients 
rated their patient care experience, of the 100 top hospitals that received a rating of 9 or 10 on a scale 
from 0 (lowest) to 10 (highest), 65 were specialty hospitals.22 These new entrants, however, 
threatened the incumbent stakeholders – large, integrated hospitals. During passage of the health 
care reform (ACA), stakeholder dynamics were heavily weighted against them. Geographically 
concentrated integrated hospitals used their influence with their local members of Congress who 
were sympathetic to their cause as large local employers. In the end, the large, integrated hospitals 
used this influence to impose severe restrictions on the growth of specialty hospitals. 

− Regulatory and legislative process dynamics… At times, process variables can act as a key 
hurdle to a particular policy choice (e.g. in an environment of constrained government 
budgets, new health care spending typically needs to be “offset” with savings elsewhere,) or a 
key catalyst (e.g. the periodic requirement to “re-authorize” the legal framework for agencies 
such as the FDA can force policy makers to make certain choices, rather than continuing to 
defer action.) 

Regulatory and legislative process dynamics example…  U.S. manufacturers of generic biologics 
for years have advocated a different pathway to FDA approval, which required an act of Congress. 
But, the large branded pharmaceutical firms, as the incumbent in this market, raised concerns which 
contributed to limited progress in the legislative process. The need for budget savings to offset the 
expansion of federal health care subsidies under the ACA changed this dynamic. According to the 
Congressional Budget Office, approval of generic biologics could save $7 billion in ten years in 
Medicare expenditures. The fact that these savings helped “pay for” the new spending in the reform 
act created enough momentum in the legislative process to offset the stakeholder conflict which had 
inhibited enactment of a pathway for FDA approval of generic biologics.  

− Biases of key policy makers… At times, individual policy makers have an opportunity to 
make a disproportionate impact on the direction of a particular policy issue. This is especially 
true when the policy maker is in a position of power (e.g. if a newly elected President, Cabinet 
Secretary, or Congressional Committee Chairman has a bias for or against a certain form of 
reimbursement.) 

Biases of key policy makers example… For years, policy makers urged the merits of increased 
standardization in the use of information technology in health care. The George W. Bush 
administration first established a dedicated office to promote these standards (“Connectivity in 
Health Care”, HBS Case No. 307-047, Rev. 2014). President Obama and various Democratic Members 
of Congress also had traditionally a strong relationship with the information technology industry. 
Their significant interest in this sector, and their ascent to power, contributed to a dramatic increase 
in funding for health care technology grants, as well as a new bonus in Medicare reimbursement for 
physicians who used electronic medical records.  

When evaluating the impact public policy may have on a particular market situation, health 
care innovators should assess the relevance of each variable, whether it creates a net opportunity 
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or impediment, and whether its influence will be sustainable. The following are examples of 
where health care innovators need to consider these questions in their business planning: 
Some of the key regulations for U.S. health service providers are discussed in the case studies  
“Cancer Treatment Centers of America”, (HBS Case No. 313-012, Rev. 2014) and “MedCath 
Corporation (A)” (HBS Case No. 303-041, Rev. 2014); those that apply to  insurers  are “WellPoint, 
Inc.” (HBS Case No. 307-051, Rev. 2014), “Public Health Insurance Exchanges: The Massachusetts 
Experience” (HBS Case No. 312-084, Rev. 2014) (U.S.), “Aon Hewitt’s Private Health Insurance 
Exchange” (HBS Case No. 314-037, Rev. 2013), “THG Management Services”(HBS Case No. 197-011, 
Rev. 2012),  “Amil and the Health Care System in Brazil” (HBS Case No. 312-029, Rev. October 2012( 
(Brazil), and “Ping An Health” (HBS Case No. 314-042, Rev. 2013) (China); those for medical device 
innovations are found “Medtronic: Patient Management Initiative (A),” (HBS Case No. 302-005, Rev. 
2014), those that govern pharmaceutical and biotechnology innovations are discussed in “ABC 
Pharmaceuticals” (HBS Case No. 313-041, Rev. 2014), while those that pertain to diagnostic 
equipment and tests are discussed in the forthcoming case “MELA”. 

4. Technology:  The assessment process for medical technology innovators is detailed in the note 
“Evaluating the Commercial Viability of New Health Care Technologies” (HBS Case No. 313-
070, Rev. 2014). 

Technology innovators face two key managerial questions: 

(A) When to invest in the technology? If the investment is made too early, the 

infrastructure needed to support the innovation may not yet be in place. For example, much of the 
1980s and 1990s investment in biotechnology firms that owned genes was likely too early. Innovators 
and investors greatly underestimated the difficulty of creating a useful drug from an errant gene and 
the firms that could have helped in this process were at an early stage of development too. On the 
other hand, innovators who hesitate to invest may find massive intellectual property barriers in their 
way later on. While these can sometimes be overcome with cross-licensing or other agreements, such 
legal maneuvers are frequently costly, time-consuming, and a drain on managerial energies. For 
example, Boston Scientific, which introduced drug-eluding stents that prop open clogged blood 
vessels, was forced to pay $324 million to Johnson & Johnson, the first firm in the market, for 

infringing on its patents.23   

(B) Who are my competitors? Medical technologies occur in many forms:  devices, drugs, 
diagnostics, vaccines, innovations in services, and information technology. Competition occurs not 
only within each type of technology—for example, among different drugs aimed at a disease 
category—but also across different types of technologies. For example, the polio vaccine eventually 
obviated the need for drugs, devices, and services that treated the disease, while the discovery of an 
effective molecular diagnostic for a disease greatly enhances the demand for therapeutic drugs and 
devices. Similarly, some cardiovascular surgery may eliminate the need for drugs and devices or one 
type of health service may obviate the need for another, such as a kidney transplant’s reducing the 
need for kidney dialysis. Last, consumers may lower the incidence or severity for a disease through 
changes in their life-styles, such as the effect of smoking cessation on curling lung cancer and cardio-
vascular disease. 

5. Consumers:  Consumers feel strongly about health care and influence it in many ways.  

Sick people and their loved ones sometimes join disease associations such as the American Cancer 
Society that lobby for research funds; interest groups, such as the elderly, may lobby for increased 
funding for their health care needs, through powerful organizations such as AARP (American 



Innovating in Health Care—Framework 314-017 

15 

Association of Retired Persons); and those who suffer from various ailments will pressure health care 
providers for access to drugs, diagnostics, services, and devices they consider effective. Activists also 
lobby for special causes such as abortions or right-to-life. 

 Consumers may purchase health care services that traditional medical providers find of dubious 
value, as exemplified by the $34 billion U.S. consumers spent out of their own pockets on 

complementary medicine.24 ((See “WellSpace Treatment Centers for Complementary and Alternative 
Medicine (A),”HBS Case No. 303-017, Rev. 2014, and “Wellspace Treatment Centers for 
Complementary and Alternative Medicine (B) - The Marino Center”, HBS Case No. 310-082, Rev. 
2014.) They disregard medical advice if they don’t agree with it. One-third of those who did not take 

the medications that doctors prescribed did not believe the drugs were effective.25 Increasingly, 
consumers can buy drugs over-the-counter that once required a physician’s prescription. 

Two key characteristics underlie these consumer activities in health care: 

Empowerment The rising levels of education in most developed countries have led to 
increasing feelings of empowerment and reductions in deference for authority figures. For example, 
the American Medical Association reports that shared decision making has gained momentum in 
recent years, driven by the convenience of the Internet and the generation of baby boomers who grew 

up questioning authority.26  Even the famously polite Japanese search extensively for medical 
information that they discuss, with their physician.27 

Lack of leisure time Despite rising income levels more people work and they work hard too. 
For example, in the U.S., 70.0% of men and 63.6% of women were in the labor force in 2012; 66.3% 
and 52.0%, in Germany; and 68.3% and 55.6% in the U.K. The average American worker spent 1,787 
hours a year at work, while those in Germany spent 1,413 hours, in the U.K. 1,625, and in Japan, 

1,728.28. 

As a result, “leisure time” is highly treasured worldwide. Consumer-driven industries have 
attempted to respond to consumers’ needs for convenience. Internet and mail-order shopping and 
life-style targeted stores—such as Staples or Office Depot for small business and entrepreneurs—
represent some of the retailing industry’s responses to their time-stressed customers. 

But, in health care, the consumer is called a “patient.” Not surprisingly, time-stressed U.S. health 
care consumers complain about inconvenience. A study of 15 U.S. cities found that patients in cities 
like Boston, ranked number one in wait times, experienced delays of 37 days to see a cardiologist, 45 
days for an obstetrician-gynecologist, and 50 days for a dermatologist. Average waiting times for 

appointments ranged from 8 to 15 days.29   

New ventures that understand consumer empowerment can greatly enhance adoption of their 
innovation. For example, pharmaceutical firms spent $3.5 billion on direct-to-consumer advertising in 
2012 because they understood that empowered consumers would pressure their physicians for access 
to drugs that they thought effective.30 Other firms that appeal directly to consumers include device 
manufacturers, such as the orthopedic implant manufacturer Stryker, that featured the golfer Jack 
Nicklaus to advertise joint implants, and health insurers that tout their customer-friendliness. Yet 
others work with empowered consumer groups to pressure insurers or the government to enhance 
adoption and use of their innovation. 

Innovators can also respond to consumers’ need for convenience. For example, the development 
of minimally invasive surgical techniques that reduce surgically induced trauma and recovery times 
were spurred by hard-working consumers’ needs. Similarly, “boutique” physicians who promise 
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their patients immediate access and minimal waits have flourished. By 2011, an estimated 2,000 
physicians were involved in boutique practices despite steep membership fees of $1,500 or more. One 
of them, MDVIP of Boca Raton, served more than 180,000 patients nationwide with membership fees 

of $1,500 to $1,800.31 

Some status-quo incumbents unwisely ignored these powerful consumer characteristics. For 
example, managed care health insurers used gatekeepers and other devices to evaluate whether or 
not enrollees needed care. They just-said-no to assertive, empowered, time-stressed consumers; 
ignored patients who sought accountability by creating a paper tiger process measurer that focused 
on the process of care, not on its outcomes; and forgot about the fact that politicians are just waiting 
to reap the glory associated with protecting empowered, time-stressed patients.  

Angry consumers pressed government officials to pass patient protection legislation that would 
make it virtually impossible for managed care firms to continue their no-saying ways. The absence of 
compelling evidence about the effect of managed care on the quality of health care made it easy for a 
few anecdotes to serve as the “they-done-me-wrong” evidence to buttress the legislation and 
politicians were all too eager to jump on the patient protection bandwagon.  

6. Accountability:  Increasingly, empowered consumers and cost-pressured payers demand 
accountability from health care innovators. They require that insurance innovators demonstrate 
that they achieve cost control without diminishing quality of care; that health service providers 
display evidence of adequate quality of care, rather than merely asserting its existence; and that 
medical technology innovators show cost effectiveness and long-term safety, in addition to 
fulfilling the short-term safety and efficacy requirements of the U.S. FDA and similar regulatory 
bodies in other countries. 

These accountability demands have been fueled by notable lapses: for example, Merck stopped 
selling Vioxx, a pain medication that increased cardiovascular risks. Vioxx had generated sales of $2.5 
billion, accounting for approximately 11% of Merck’s total sales, and was used by 20 million people 

worldwide. Merck allegedly knew about these risks for five years before acting on the data.32 

In the U.S., a number of organizations have been created to fulfill these demands for 
accountability; but they have yet to satisfy them. For one, the accountability agencies for insurance 
and provider sectors typically focus on measures of process rather than output. They may, for 
example, measure if the provider has followed some treatment process rather than focusing on the 
improvements in patients’ health. Then too they are frequently extensions of the industry itself, 
rather than neutral auditors. For example, agencies primarily accountable for the hospital and 
insurance sectors, JCAHO (Joint Commission on Accreditation of Healthcare Organizations) and 
NCQA (National Committee for Quality Assurance), are overseen primarily by the industry firms. 
Consumers wonder if the fox is guarding the henhouse. 

The U.S. Government has stepped up its accountability with, for example, a Medicare 
Readmissions Reduction Program that requires reduced payments to hospitals with excess 
readmissions.33 Its Physician Quality Reporting System was a voluntary program providing bonuses 
to physicians and other clinicians who reported on the quality of care they provided. Once health 
care providers have sent data, each receives a “report card” so he or she can evaluate their relative 
quality of care. In addition, groups of 100 or more health care providers will be subject to the 
physician value-modifier program that uses quality data from the Physician Quality Reporting 
System or administrative claims (as selected by the group) and cost-of-care data to reward those 
health care providers who deliver high-quality, cost effective care (when compared with their peers). 
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Groups of physicians that achieve high-quality care at a lower cost (compared with their peers) will 
receive an incentive payment, and groups that provide low-quality services at a high cost will receive 
a negative payment adjustment. Quality data reported by groups will be used to populate the 

governments Physician Compare web site.34 

Health care innovators that must respond to demands for accountability thus confront a confusing 
army of ostensible agents of accountability, none of whom, as yet, has emerged as the sole, trusted 
voice. But those that do not respond face the prospect of forceful backlash.  

III.  Business Model Elements: How To Make It Happen 

What are the elements of a successful business model for an innovative new health care venture? 

The process begins with categorization of the type of innovation and its alignment with the Six 
Factors. It continues with the delineation of the size of the market and a competitive strategy and an 
analysis of the venture’s financial viability and valuation. If the venture cannot attain the hurdles of 
an easily attained break-even volume and financial valuation greater or equal to the level of 
investment required, it is not viable. But these are merely preliminary elements. In addition, the 
process must consider (1) the sustainability of the venture (2) the fit between the opportunity and the 
managerial resources assembled to operate it, and (3) its financial and technological risks. The process 
must, of course, also include an assessment of the impact of the venture on society. Innovative health 
care ventures must “do good” and “do well” (see Figure 2). 

Figure 2: Checklist of the Elements for the Business Model of Innovative Health Care Ventures  

  
1. Caveats 

Life Is Not Literature 
Basic Is Beautiful 
Beware of True Believers 

2. What Am I? 
The Three Types of New Health Care Ventures 

3. Six Factors Alignment   

4. Strategic Market Assessment 
Obtaining Market Information 
Converting Research Findings into a Marketing Plan 
Competitive Strategy 

5.  Financial Viability 
Break-even Volume 
Market Share Analysis 

6. Valuation Analyses 
Cash Flows 
Required Rates of Return 
Terminal Value 
Exit Value Analysis 

7. Sustainability 
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Revenues 
Costs 
Management 
Financial Risk 

8. Managerial Assessments 
Fit of Managerial Skills and Opportunity 
“Wannabes” versus “Experienced” Managers 

9. Societal Impact 

10. Technological Risk Assessmentsa 

1. Understanding the “Black Box” 
2. Depth of Research 
3. Downside Risks 
4. Financial Considerations 
5. Regulatory Issues 
6. Potential Competition from Other Technologies 
7. Likelihood of a Patent 

8. Production Considerations 
 

Source: Casewriter. 
aFor more information, see Regina E. Herzlinger “Evaluating the Commercial Viability of New Health Care Technologies”, 

HBS Case No. 313-070, Rev. 2014 (Boston: Harvard Business School Publishing, 2014). 

 

Step 1: Caveats 

Throughout, the process must be informed by three caveats:  Life is not literature, basic is 

beautiful, and beware of true believers.  

Life is not literature A venture capitalist once observed that just as literature is “all romance 
and no children” and life is “just the reverse,” in his experience, all business plans were “literature,” 
while business reality was “life.”  In other words, while plans paint a rosy picture of the future, 
reality is likely to require much harder work. 

Basic is beautiful Market projections should be tied to basic data about the health care 

system. Thus, a proposal to acquire a community hospital must be linked to the hospital demand and 
supply in the area,  proposal to develop a new artificial heart should be supported with an estimate 
of the number of people likely to need it and the number of surgeons and hospitals that could handle 
this complex procedure, and a proposal to create an electronic medical record (EMR) for physicians 
should  be acceptable to the users (physicians and their staffs)  and link easily with their existing data 
systems.  

Although this sounds obvious, in many new venture proposals, such data are notable for their 
absence. Founders of the “if you build it, they will come” variety sometimes assume some arbitrary 
market size or that they will achieve the same market share as competitors; assert that some fraction 
of the total market will be theirs; and do not test the acceptably of their innovations to users 
(Structure factor) and payers (Financing factor). 
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Beware of true believers These problems most frequently occur in the case of true 
believers—zealots are devoted to the proposed product or service. True believers are convinced of the 
venture’s viability. They are most usually scientists, engineers, or doctors who ardently believe in the 
power of a technology. Although true believers likely do not purposely misrepresent facts, they are 
not always credible sources of information and they do not follow the “basic is beautiful” tenet. 
Rather, some believe that “if you build it, they will come.” For example, a group of believers in the 
powers of complementary medicine started a business to provide its services to the public. But the 
business model was too long on theory and too short on the details needed to satisfy its demanding 
customers, such as a “basic is beautiful” analysis of the customer needs. Five years and millions of 
dollars after its formation, it folded. 

Step 2:  

 WHAT AM I? – CONSUMER-FOCUSED, TECHNOLOGY-BASED, OR INTEGRATOR? THE ANSWER TO 

THIS QUESTION WILL CLARIFY THE ALIGNMENT WITH THE SIX FACTORS AND HELP THE DESIGN OF 

A RELEVANT BUSINESS MODEL. 

Real life is not neat and tidy. New ideas do not appear with labels identifying the kind of 
opportunity they represent and the managerial skills needed to implement them. Ventures are 
created because someone has an idea and a plan for putting it into practice. Both idea and plan are 
usually ill defined.  

The challenge is that of translating this messy reality into a clear statement of the relevant 
opportunity and then into a marketing plan appropriate to that type of innovation. Research and 
hard work are essential—research to determine how customers might respond to the new product or 
service, and work to convert their responses into a marketing strategy. Market research serves two 
purposes: it helps delineate how best to position the product and then establishes if a market exists 
and, if so, estimates its size. The research process is simple. It describes the product, its purpose, and 
its costs. It then determines if potential consumers would buy it and why. 

But before customers are researched, it is important to clarify whether the purpose of the product 
is to integrate, appeal to new consumers, or commercialize new technology because they have 
different customers and thus require different research sites. The primary buyers of consumer–facing 
innovations are consumers; those for integrator innovations are payers who want to lower their costs; 
and those of technology innovations are the technology adaptors and payors. 

The answers may be surprising.  

Take the case of a computer program that searches the voluminous medical literature for research 
to answer questions such as “what conclusions have been reached by clinical research evaluating the 
efficacy of pacemakers”? The program was designed by a Professor of Medicine to simplify his 
frequent quests for relevant research data. After sharing it with colleagues in a few other medical 
centers, he concluded that it was exceptionally user friendly, requiring only minimal training for its 
mastery and usefulness. 

Step 2:  

 What Kind of Innovation Am I? 

Is the product a new technology?  
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Likely not.  

New technologies are typically applications of creative science. They alter the power of medicine 
and dramatically increase its diagnostic or therapeutic abilities. The medical literature search 
program is not in this league.  

What kind of opportunity is it then? It may potentially appeal to new consumers. One group 
consists of physicians who want to access research results directly, either to improve patient care or 
for their own research. Physicians most likely to use computers to update their knowledge are those 
who grew comfortable with them in their own training and to whom a thorough knowledge of 
research findings is very important. They are likely to be under 50 years old. Where can they be 
found? These sorts of doctors are affiliated with teaching hospitals. 

But can they buy this computer system?  Likely no.  Increasingly, U.S. teaching hospitals are parts 
of vertically and horizontally–integrated systems of health care providers called Accountable Care 

Organizations (ACOs). There were 428 ACOs in 2013 and 189 were sponsored by hospital systems.35 
These ACOs are integrators (see the “Note on Bundled Payment in Health Care”, HBS Case No. 312-
032, Rev. 2014) which would likely sponsor this program if the innovators can demonstrate that it 
lowers costs/improves quality by reducing the substantial variability among MDs in the practice of 
medicine. The Dartmouth Atlas contends that the striking variation in physician practices cannot be 
explained by patient needs.36  

So if this program is viewed as integrator venture, the likely customers are the managers of the 
ACOs and the market research should focus primarily on them .In this case, the physicians are key 
opinion leaders –their acceptance for the program is important; but it is the leadership of the ACO 
who will decide whether or not to buy it (see the note “Population Health Management - Techniques 
and Tools”, HBS Case No. 314-041, Rev. 2013.)  

Step 3:  

 ALIGNING THE SIX FACTORS—THE DIFFERENTIAL IMPACT OF THE SIX FACTORS ON 
THE BUSINESS MODELS OF THE THREE TYPES OF HEALTH CARE INNOVATIONS—
CONSUMER-FOCUSED, TECHNOLOGY-BASED, AND INTEGRATOR—IS DETAILED IN 
APPENDIX A. 

Figure 3 below contains the Six Factors alignment for the data-mining venture. The alignment is 
worrisome. The ACOs will massively adopt it only if the venture can demonstrate the accountability 
the venture presently lacks. Beta tests are clearly required.  
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Six Forces Alignment : Data Mining Ventures 

 

Step 4:  

 STRATEGIC MARKET ASSESSMENT—HOW BIG IS THE MARKET? DEVELOPING A 
VIABLE COMPETITIVE STRATEGY? 
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The next step in the process is to identify the end buyers and their key influencers. For example, 
the end buyer of an implantable medical device is the hospital, but the surgeon, the group purchasing 
organization, and hospital financial administrators of the hospital are key influencers. 

Sizing the Market 

One method for obtaining market information is by describing it to potential consumers, who are 
then queried about if they would buy it, at what price, and how rapidly. The length of the sell cycle—
the amount of time required to close the sale—is a critical piece of information. Many health care 
products and services require a capital-draining sell cycle of several years. This process also 
ascertains potential consumers’ responses to product attributes. For example, one entrepreneur 
discovered a strong preference for one firm’s PC as the platform for a proposed new management 
information system among hospital chief financial officers who were its intended clients. The 
discovery was fortunate, because the system was initially designed to run on another brand of 
computer. But the mere presence of voluminous data does not necessarily indicate a penetrating 
market analysis. The data presented must be clearly relevant to the market being discussed.  

Armed with research that positions the product in one of the three opportunities, of the likely 
buyers in this segment, the next step is to estimate the size of the market. Establishing market size is 
essential to the evaluation of the opportunity’s financial attractiveness. Usually the larger the market 
the more financially appealing the opportunity. Ventures for small markets find it hard to attract 
financing interest unless they are extraordinarily profitable or highly differentiated. 

A clear understanding of the marketing potential of the product is key for estimating market size.  

Step 4: Sizing the Market 

For the example of the literature search program, we have determined that the likely users are the 

integrated health care systems called ACOs, about 500 in the U.S.37  If the average ACO has 10,000 
members, the entrepreneur can price it at some reasonably low price, such as $2 per member per 
month, with an additional percentage for the savings this search routine enabled. Thus, without 
consideration of the savings, this market amounts to 500 ACOs, with 10,000 members each, at $24 per 
year, or $120 million. This market size is respectable but not large enough to stir the interest of most 
established venture capitalists, absent substantial profits. The sell cycle is likely to be lengthy initially, 
more than a year, because ACOs are relatively new organizations and data-mining is not their 
highest priority. 

What about the market size of a retail medical clinic venture? In contrast, its market size is 
enormous. With a clinic positioned to appeal to empowered health care activists who make up as 
much as 40% of the U.S. adult population, the market size is well over 100 million adults. If each 
activist visits a doctor four times a year and pays $100 per visit, the financial value of this market can 
be estimated at $40 billion ($400 per person per year x 100 million users). If the clinic is positioned as 
an integrator, by contrast, the market is even larger, because interest in the cost reduction that occurs 

with integration applies to virtually every patient rather than only the 100 million.38 

As in the examples above, estimates of market size should be linked to basic characteristics of the 
health care system.  
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Competitive Strategy 

An analysis of the competition in the new venture’s intended market is critical. The competitive 
strategy should be closely linked to the pros and cons unearthed in the analysis of the impact of the 
Six Factors on the new venture. If competitors do not presently exist, they are likely to be attracted 
when the new venture proves viable. Founders should explain the competitive barriers they will erect 
to protect their market. If competitors already exist, the new venture must clarify its competitive 
advantage. 

First movers In some cases, the first company to offer the product may accrue significant first-
mover advantages because many consumers are loyal to their vendors or do not want to be troubled 
with finding another source for a product (consumer force). For example, many patients are loath to 
switch physicians; health care professionals are reluctant to switch medical supplies or instruments 
with which they are comfortable (structure, accountability factors); and competitive health insurers 
are reluctant to switch providers (financing force).  

In other cases, however, the first-mover advantage may be negligible. For example, because 
consumers may readily switch antacid medication brands, the company must create brand loyalty. At 
times, the first mover may be at a disadvantage. For example, the firm manufacturing the first 
cochlear implant for the hearing impaired abandoned it due to unanticipated regulatory difficulties 
(public policy force). It failed to ask its intended recipients if they wanted the product (consumer 
force). After creating the product, managers discovered that some of the hearing impaired so strongly 
preferred the use of sign language that they created regulatory hurdles to the implant’s 
dissemination. Competitors learned from its difficulties in managing the regulatory process and 
succeeded where the first mover failed by working with activists and consumer groups. 

Fast followers: Managerial barriers Learning from the first mover’s mistakes and correcting 

them with excellent management is a viable competitive strategy. Innovators with companies with 
excellent management can create viable barriers to competition. Firms that cater to new health care 
consumers, for example, can sustain a high degree of customer satisfaction if they conscientiously 
implement critical management skills. Similarly, firms that reduce health care costs through 
integration can create sustainable managerial barriers. To erect managerial barriers, the backgrounds 
of key managers should reflect successful past experience with key factors in each of the three types 
of innovation:  consumer services or products for consumer-focused ventures, medical technology for 
technology-based ventures; and financing for integrators. 

Legal barriers to entry are created by the public policy force. Integrators may benefit from laws 

against excessive market concentrations that protect them from other consolidators. For example, 
ruling that northern Palm Beach County’s hospital market was saturated with empty beds, a state 
judge recommended against Tenet Healthcare’s application to build an 80-bed hospital across from 
Scripps Florida in Palm Beach Gardens. The decision was a major victory for Jupiter Medical Center 

and HCA’s West Palm Hospital, which argued they would lose millions if the project went forward.39 

But anti-trust issues are seldom clear cut. For example, the U.S. government has lost virtually all 
its anti-trust lawsuits against hospital integrators. But, in 2013, the Supreme Court strengthened the 
power of the Federal Trade Commission to block hospital mergers, with an opinion that could limit 
the ability of public hospital authorities to claim immunity from federal antitrust laws. The 
unanimous decision restored the authority of the F.T.C. to challenge the merger of the only two 
hospitals in Albany, Ga. Some experts said the decision could mean that hospitals will have to be 
more cognizant of antitrust considerations when they join forces with other health care providers to 
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form so-called accountable care organizations (ACOs).40  It has, however, won against physicians 
who integrated on the argument that the purpose of the integration was merely to control prices and 

not to bring the cost-reducing benefits of economies of scale to the consumer.41 

In technology-based companies, the regulatory process can create barriers to entry. Although 
obtaining patents and FDA approvals is a costly and time-consuming process, they can prevent 
casual competitors from entering the business. Patents do not guarantee lack of competition, 
however. A patent may not be broad enough to prohibit competitors. Or it may focus on a new 
substance while the competitor patents a new use. In the biotechnology field, the novelty of the 
science to both examiners and applicants inevitably creates chinks that will be discovered in future 
patent litigation. 

Even a perfect patent provides no assurance of lack of competition. If the market is large enough, 
competitors with deep pockets will be attracted to it and may risk patent infringement suits to enter 
the market. Small companies frequently lack the financial war chest needed to fight a competitor 
armed with tens of millions of dollars to spend on a legal battle. Even if they might have eventually 
prevailed in the courts, some ventures settle or sell out to competitors for smaller sums than they 
could have earned if they were armed with the financial resources to enforce their patents. Others 
persist in defending their patents—but these ventures risk losing their identity as operating 
companies and becoming more like law firms devoted to winning legal battles. 

As a result, some innovators decide not to patent their new technology device. In their judgment, 
lack of disclosure is their best protection. But sometimes David may defeat Goliath. For example 
Medtronic, the medical device maker, said it would pay $1.35 billion to a surgeon turned inventor to 

gain ownership of patents related to spinal surgery and to settle litigation between them.42 

Legal barriers to entry are weaker for other types of health care ventures. Licenses and trademarks 
are virtually the sole legal barriers to entry that can be erected by firms that serve new health care 
consumers. Certificates of need and other regulatory requirements for health service integrators 
generally can also be met by competitors. Strong evidence (the Accountability force) and Structural 
and Consumer support are critical for overcoming such challenges.  

Step 4:  Competitive Strategy  

Are there any competitors? There are three, including the federal government itself and a large 
well-financed company with an excellent track record for selling a similar search program to lawyers. 
Why then would anybody buy this program? Because the founder is himself a professor of medicine 
and thus understands his market better than his competitors. His program is unusually user-friendly 
and adopters are loathing to switch. He is essentially counting on his customer knowledge and a first-
mover advantage to create competitive barriers. His marketing strategy is to use published articles, 
appearances at conferences, and his client network, built over years of academic work, to spur 
adoption of this program. 

The data-mining innovation thus can follow a first-mover or fast-follower strategy.  

 First-mover is preferable, because the ACOs are unlikely to dislodge an installed program. 

Switching costs are high when the user is not the payer (Financing factor) and switching requires 
the user to change long-established patterns. Thus, the market sustainability of some implanted 
medical devices is high—surgeons do not pay for the device and have spent considerable time in 
training in their use. But switching costs for effective, low-side-effect drugs, like those for allergies, 
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are low for the physician. Similarly, health care insurers have low sustainability. They typically 
experience a 20% annual churn. Patients also exhibit low loyalty rates to a hospital. After all, most 
enrollees hardly use their insurance and most people use hospitals rarely and are referred to them by 
their physician. Consumers’ loyalty is typically with the physician, whom they see 2–6 times a year. 
In cases of low switching costs, founders must demonstrate how they will protect their market from 
erosion by a competitor. 

In the example under discussion, users will be reluctant to switch to another computer program 
which requires them to learn install and integrate yet another new software product. Thus, market 
share is probably sustainable if the company continues to deliver a good product at a competitive 
price.  

 Fast-follower is viable because the long sales cycle will enable the salespeople to observe 
problems in competitive programs. 

Step 5:  

 FINANCIAL VIABILITY—BREAK-EVEN ANALYSES 

Determining financial viability is conceptually simple, although not necessarily easy to 
implement. It first involves calculating the volume of sales at which the venture covers its costs, or 
“breaks even,” and assessing whether attainment of that volume level is viable. In the search 
program example, to reach the break-even level, the combined revenue of the number of paid 
searches must equal the costs of the new venture. The break-even level is then compared to the total 
market and to competitors’ market shares, to determine if it is feasible. For example, if the break-even 
level can be attained only with 70% market share, the literature search program is unlikely to be 
financially viable, given the strength of its competitors. 

Computing the break-even level first requires assignment of an accurate price to each unit to be 
sold. For purposes of exposition, let us use $24 member per year in this example. Is this price a 
reasonable one? In this case, we happen to know our competitors’ prices; but do not be misled by 
their availability. For most new ventures, market prices are not available, either because no 
competitors exist or, if they are present, because the new venture may not want to adopt their prices. 
Further, this price is hardly sustainable, as I will discuss below. 

Break-even analysis next requires delineation of the fixed and variable costs of running the 
venture; that is, those costs that remain the same regardless of the level of activity (fixed) and those 
that change with volume (variable). These data are hard to assess. Further, their assignment of costs 
to fixed and variable categories is usually ambiguous. After all, over an infinite time all costs are 
variable, and in the short term, all costs are fixed. 

Step 5: Financial Viability 

In this case, cost data for the new venture are available. When classified as fixed and variable, they 
indicate a fixed cost of $5 million and variable costs for a salesperson’s commissions of 15% of 
revenues. These costs would be covered by revenues generated from approximately 245,000 ACO 
members. (To check, multiply $24 per member per year by 245,000 members. The answer should 
approximately equal the fixed cost of $5 million plus the $3.60 commission times the number of 
breakeven members.) After the breakeven point is reached, every incremental ACO sale will yield 
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$204,000 in profits before taxes (10,000 members per ACO times revenue, less commission, of $20.40 
per member). 

Revenues and Costs of Medical Literature Search Program 

  
Average Price: $24, per member per year 

Fixed Costs: programmers; assistants; medical librarians; computer operations; 
travel, overhead, and benefits = $5 million 

Variable Costs: Sales commission per member = $3.60, per member per year 

Capacity: Present level of operations can handle ten times more activity 
  

Source: Casewriter. 

Can the program attract 245,000 members? To answer this question, we can compare the break 
even volume to the total size of the market – or 254,000 members as a percentage of the 5 million 
members of the ACOs. At roughly 5% of the market, or roughly 25 ACOs, the breakeven is low. 
There is a reasonable probability of attaining this market share.  

Will the sales people earn enough to be motivated to sell to this market? Their total commission is 
roughly $900,000 ($3.60 per member per year for 245,000 members). If each of three salespeople win 8 
ACOs, the then each of the three will earn roughly $300,000. Of course, realistically, these sales will 
take at least a year to consummate, so that the salespeople’s yearly income will be about $150,000. 
This sum is competitive.  

Step 6:  

 VALUATION ANALYSIS—HOW MUCH IS THE VENTURE WORTH? 

So far, we can conclude that this venture is viable in the sense that it requires attainment of only a 
small market share to break even. But how much is it worth to a potential investor? 

The answer depends on three factors: (1) The rate of return that investors in the venture expect to 
earn; (2) the maximum market share the venture can attain; and (3) the amount of money that 
someone is likely to pay for the venture at the end, the so-called terminal value. 

For simplicity, suppose this venture can ultimately capture 20% of its specific market and that no 
additional expenses will be required to enable it to grow to that size. Also assume that the total 
market of 500 ACOs will have 245,000 members each, on the average , and that each member will 
have one query .Also, assume that there are three potential investors. The first is a venture capitalist 
who expects a 50% return per year on funds invested, the second is a private investor who expects a 
25% annual return, and the third is a nonprofit foundation that is considering buying the program 
from the entrepreneur so that it can be made more widely available. The foundation wants to earn 
the same return on this investment as it currently earns on its endowment, 15%. 

The venture’s cash flows are projected by estimating annual revenuesb that can be attained with a 
20% market share and subtracting fixed costs of $5 million and associated total variable costs. The 

                                                           

b For the purposes of exposition, we assume that revenues equal cash inflows and costs equal cash outflows. Typically, 
revenues and expenses must be adjusted for their accrual accounting bases to reflect cash flows. 
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terminal value depends on the likely exit strategy (see below). In this case the founder has indicated 
that he wants to sell it at the end of five years to a larger firm. The terminal value is frequently 
projected by multiplying the cash flow in the past year by a multiple derived from the amount 
recently paid for the acquisition of a similar type of business. For example, if a health information 
system company generating $10,000,000 in cash flow a year was recently purchased for $100,000,000, 
the multiple is 10 ($100,000,000 ÷ $10,000,000).  

Cash flows and terminal value are discounted to their net present value—the amount of money 
that, if invested right now at the specified rates of return, would generate the same cash flows and 
terminal value as the project. The highest net present value is always achieved by funders with the 
lowest cost of capital.  

Most valuation analyses compare the net cash flows the project will generate with the returns 
investors want to earn on their capital. If the present value of the net cash flow is lower than the level 
of investment required, the project is not viable and must be abandoned or reconfigured in a way that 
makes it more financially attractive. For example, if the present value of cash flows generated by a 
new drug is $200 million and the project requires $400 million of investment, the project is not viable. 
It must be abandoned or rethought in a way that makes it financially viable. 

In this case, the value of the venture at the end of five years is quite sizeable even at high costs of 
capital. Different assumptions would yield different valuations. These are quite optimistic. 

But, we have not as yet considered the risks involved.  

Step 6: Valuation Analysis of Data Mining Venture 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: Casewriter. 

A. Compute Likely Market Size: 

1. Total market size =  120 million members  

2.  Likely market size (20%) = 24 million members  

B. Compute Annual Cash Flows at that Market Size: 

Annual cash flow at 20% of market = ($24 per member -$5,000,000 -$3.60 

commission per member) (24 million members)  

 = $485 million  

C. Compute Present Value of Annual Cash Flows: 

 Present value of annual cash flow  of $485 million for 5 years discounted at:  

 50% annually = $842  

 25% annually = $1,304  

 15% annually = $1,625  

D. Compute Present Value of Terminal Value (assumed at 10 times annual 

cash flow of $485 million): 

 Present value of terminal value at year 5 of $discounted at: 

 50% = $638  

 25% = $1,589  

 15% = $2,411  

E. Valuation—Present Value of (Terminal Value plus Annual Cash Flows): 

 Total present value (sum of C and D) when discounted at: 

 50% = $1,480  

 25% = $2,893  

 15% = $4,037  
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Note: Numbers are rounded to nearest million so that they do not convey an unwarranted air of 
precise accuracy. They are the product of many estimates about market size, prices, cost 
and the life of the product. 

The Health Care Business Cycle and Its Effect on Valuation 

Sometimes valuation analysts use rules of thumb, such as a dollar value per hospital bed or per 
insured member. For example, one rule-of-thumb for the value of a bed in a drug and alcohol 
addiction treatment facility was $100,000. But such rule-of-thumb values result from industry 
conditions at a point in time. They are not valid when conditions change. Some found, to their 
dismay that the bed they had purchased for $100,000 was selling for $30,000 three years later. Why? 
Because the basic dynamics of the industry had changed. The high profits earned for addiction 
therapy services attracted not only many new suppliers but the attention of insurance companies. 
Insurers reduced their rates of reimbursement, a reduction that many new industry suppliers had no 
choice but to accept. The consequent downward spiral in profitability reduced valuation. 

This cycle occurs in most industries:  early entrants succeed and earn substantial profits; their 
profitability attracts new competitors; a price war results, and marginal firms either exit the business 
or are acquired. Then the cycle begins anew. This inevitable rise and fall in value as a result of 
industry dynamics negates valuation shortcuts and rules of thumb.  

Exit Strategy 

A critical component of the valuation process is the strategy for cashing out-- liquidating the 
investment in the business. Three options exist:  the venture can be sold to a “strategic” buyer, it can 
continue as a private venture that grows and generates cash, or it can be sold to the public. 

The exit strategy of selling the venture to another company can lead to the highest valuation. A 
new venture with complementary product lines to an existing business—a so-called “strategic” 
investment—will generally be worth more to that business than to any other party, because the 
business can use its existing infrastructure to support the new acquisition while others must spend 
considerable sums to create the same infrastructure. 

For example, a company that already sells information to physicians, such as an EMR firm, would 
be interested in a new venture complementary to its product line. After all, the new venture will 
provide the company’s existing sales and distribution network with one more product to sell. Other 
buyers or the new venture itself would have to expend considerable sums to replicate the sales, 
distribution, production, and other managerial resources that the EMR company already has in place.  

Yet, however profitable, in some cases, the sale of a new venture to an existing business may 
sound its death knell, because the corporate environment may smother the new venture’s 
entrepreneurial instincts. Sometimes, a new venture may be purchased solely for the purpose of 
eliminating it as a competitor. This is most likely to occur in technology ventures.  

In cases where no suitable strategic partner exists, the strategies of going public or remaining as a 
private entity are more desirable and will lead to a higher valuation. 

Step 7:  

 SUSTAINABILITY—REVENUES?  COSTS?  MANAGEMENT?  FINANCIAL RISK? 
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The valuation analysis illustrated above assumed that the venture could maintain a 20% market 
share, a $24 per member annual fee, its initial costs, and its management. The sustainability of all 
these assumptions must be evaluated. This sustainability analysis should be closely tied to the 
alignment between the Six Factors and the venture. 

Revenue Sustainability 

I was concerned when a friend told me of his plans to offer dental services to indigent nursing 
home patients whose health care costs are paid by Medicaid. Although he assured me that profits 
would be high I was uncomfortable with a venture that earned high profits for services provided to 
the poor and I also feared that, sooner or later, those high margins would attract Medicaid’s attention. 
At that point, Medicaid reimbursement would inevitably be reduced. The disastrous financial 
condition of nursing homes receiving primary funding from Medicaid vividly demonstrates this 
problem.43  

Ventures that depend on only one or a few revenue sources are vulnerable to the reduction or 
withdrawal of their revenues. For example, changes in Medicare’s payments for cataract surgery 
performed in ambulatory surgery centers reduced their centers’ estimated revenues by $50 million. 
The centers were vulnerable to such a substantial impact from a change in one payer’s rates for only 
one procedure because cataract surgery accounted for 27% of all their procedures and 50% of their 

Medicare cases.44 New technologies for the elderly—such as heart devices—are similarly dependent 
on Medicare payments and vulnerable to changes in the payment scheme. 

In addition, the possibility of a price war usually exists. A competitor may decide to reduce prices 
to force the new venture out of the market. For example, established insurance firms will usually cut 
their prices if new entrants have succeeded in penetrating the market in the so-called underwriting 
cycle. In many cases, established competitors can survive a price war much better than a new venture 
that simply does not have the cash reserves needed to continue if prices are greatly reduced.  

Step 7: Revenue Sustainability 

A price war is likely to occur among companies offering literature search programs. Although the 
physicians and administrators  who use search programs do not pay for them and  are unlikely to 
notice or care about a price reduction, the price of the program is large enough to capture the 
attention of the payers—the ACOs. Further, competitors and broad-based search programs, like 
Google, noting the venture’s profitability, can put enormous pricing pressures on specialized vertical 
search engines, like this one to gain market share. 

Cost Sustainability 

Ventures that rely on only a few key individuals or suppliers are highly vulnerable to increases in 
the costs of those key resources. One company, for example, was dependent on one salesperson for 
30% of its sales. She held the company hostage by demanding substantial compensation increases. 
The company had no option but to accede. Similarly, St. Jude Medical, a successful manufacturer of 
heart valves, was held hostage by the supplier of carbon used in the valve. It cut off St. Jude’s supply 
when it heard that St. Jude was researching its own carbon (the structure force).45 

Key supplier costs are clearly not sustainable; they are likely to inflate greatly unless the venture 
has “locked” them in with long-term purchase agreements. But costs may inflate for other reasons. 
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They sometimes grow because initial cost estimates are inconsistent with the product the company is 
creating. For example, a company purporting to offer high-quality nursing home services budgeted 
for only 2 nurses per 40 patients. Its staffing pattern was typical of low-cost nursing homes and was 
inadequate for the kind of luxury facility it claimed to be. Growth of its costs was inevitable.  

Many business plans project unrealistically modest cost increases. Construction and research and 
development costs are generally underestimated as are completion schedules. All plans should also 
embody realistic inflation factors. 

Step 7: Cost Sustainability 

In the case of the medical literature search program, the fixed costs appear unrealistically low. It is 
unlikely that the venture can reach and service 20% of the market—100 ACOs—with only $5 million 
of personnel and overhead. 

Management Sustainability  

The management team that develops a small venture may not be well suited to operating it during 
the next stage of development. For example, the 30 year old founder of WebMD stepped down four 
years after launching the firm. He was replaced by a 62 year old veteran health care CEO. In some 
instances, founders have difficulty letting go or in implementing an orderly plan for company 
growth. The telltale signs of this situation include high turnover rates in top management, the 
absence of clear, time-phased plans, and a pattern of losses.  

Some advocate firing the founders at this phase. (Venture capitalists are sometimes called 
“vulture capitalists” for their supposed predilection for firing founders and feasting on their corpses.) 
But this solution is traumatic and may eliminate a prime source of continued innovation. 

There are no easy solutions to this problem. The presence of experienced executives on the board, 
preferably ones who have participated in building other companies, is useful. These executives not 
only enlarge the founders’ perspectives but also, if warranted, may step in to manage the firm. 

A clear management development plan for founders may also be helpful. For example, executive 
education programs at schools of business administration provide senior managers of small firms 
with functional training, a broad business perspective, and a group of peers undergoing similar 
transformations. Nominating founders for boards of directors of other organizations, preferably large 
ones, is yet another method of broadening their managerial exposure. 

Valuable managerial assets can be tempted by rich offers from competitors. Equity-based 
compensation, an inspiring mission, and a positive, challenging work environment can help reduce 
the risk of losing these valuable resources.  Wise founders anticipate this issue and prepare a plan for 
addressing it.  

Step 7: Management Sustainability 

The professor who founded the firm to develop his exciting innovation but whose work 
experience was limited, reassured early stage investors with his honesty: “We will hire a chief 
executive officer as soon as we can afford it. I will be on the board and serve as the chief scientist. I do 
not have the talent, experience, or inclination to play a major managerial role.” He and his board 
reached this decision very early in the life of the company, thus reducing the likelihood of the 



Innovating in Health Care—Framework 314-017 

31 

wrenching turmoil many new ventures experience when they must make managerial changes at a 
later stage in their growth. 

Financial Risk 

There are three components of financial risk: 

 One component of financial risk is related to the company’s business. A company trying to 
discover a cure for AIDS is engaged in a very risky venture because of the novelty of the 
science. On the other hand, firms with government approvals to provide hospital services or 
a modification of an existing medical device are not burdened with as much risk, although 
they too have some risk of failure. 

 The second risk component is caused by the economy as a whole. All boats rise on a rising sea 
and must sink when the tide goes out. A strong, booming economy will help most nascent 
companies; a recession will hurt them. But some ventures are more vulnerable to risk than 
others. For example, “concierge medicine” ventures that cater to high-net-worth clients are 
more vulnerable to a downturn in the economy than a venture that depends on Medicare 
revenues—such as a new drug for heart disease (primarily a disease of the elderly). 

 The third element of risk is caused by the company’s financial structure. The signals relevant to 
assessing this element of financial risk are detailed in Appendix B. 

Step 8: Managerial Assessment 

This venture thus appears pretty risky – the fixed costs are underestimated and a price war is 
likely to emerge. But it is a very lucrative venture even with these risks. So what are the ideal 
qualities for its management? 

Some new ventures are long on vision and short on management, but managerial skills are 
imperative for successful implementation. Ideally, managers should have experience in other 
consumer-focused, technology-based, and integrator ventures: consumer-marketing experience for 
consumer-focused firms; technology assessment and implementation for technology-based 
innovators; and financing skills for integrators. Staff members with large “contacts” lists are crucial 
for ventures that require marketing to status quo providers, public policy protection, and extensive 
capital funding. They can shortcut the lengthy time typically needed to gain access to providers, 
government officials, and funders.  

The most straightforward way to conduct this assessment is to evaluate the fit between key 
managerial skills and the opportunity being pursued.  

Step 8: Managerial Assessment 

The computer search program, for example, is an integrator innovation. The critical issue is that of 
customer acquisition. 

Has the entrepreneur highlighted these? Well, he does plan to hire some medical librarians to do 
marketing; but these are likely people with the wrong skill set because the buyer is an ACO manager, 
not a librarian. What of operations and human resource management? The entrepreneur predicts no 
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operational problems. He has no plans for the development of staff. What about managerial control? 
Management of regulations? (Is there a liability associated with the program?) Leadership 
philosophy? Not a word.  

In most cases, a two-alarm bell would now be ringing, but in a venture of such small size the 
founder’s personal involvement may sufficiently guarantee adequate management of these areas. His 
presence and interest alone may be sufficient to control the organization, manage its employees, and 
market the product. And he has provided assurance of his interest in rapidly recruiting a successor. 

More usually, reviewing work histories of key personnel is an important part of the managerial 
assessment process. An organizational chart should not be filled with “wannabes”—people who 
“want to be” president, chief financial officer, or product developer. On the other hand, staff with 
superficially relevant prior experience provide no guarantee of success. For example, the founder of a 
new consumer-focused medical information company staffed her organization with people 
previously employed by a large, highly respected computer company. Were their backgrounds 
relevant? Only if their prior employer catered to consumers and offered user-friendly software. 
However, if, like many computer companies, it sold products to engineers, the employees’ seemingly 
relevant computer experience is not nearly as applicable. And although their big company experience 
might help avoid big failures, it would likely not help them create a big success, particularly in a 
venture serving activist consumers. 

What about “health care” experience? If the experience is in selling intravenous solutions to 
hospital pharmacies, its applicability to this venture is dubious. Health care is a trillion-dollar 
industry comprising many subareas. Mere work experience in some niche of the industry does not 
ensure a good managerial fit.  

Step 9:  

 SOCIETAL IMPACT—Does the venture “do good”? 

So where are we in evaluating the medical literature search venture? If we follow the checklist in 
Figure  2, we have ascertained the following:  (1) this is an integrator venture; (2) the Six Factor 
analysis indicates the need for greater accountability (3) we understand the market (it is lucrative 
and,  although fixed costs are likely underestimated, will attract competitors).  The first mover 
strategy is compelling; (4) the venture is financially viable; (5) venture capitalists are likely to invest; 
(6) the venture’s market is sustainable: once an ACO has installed the program it is unlikely to 
replace it; and (7) while little thought has been given to managerial issues, the founder has promised 
to recruit a professional manager. Production risks also appear to be minor. 

All in all, a solid venture. However, the evaluation is not complete. The most important item has 
yet to be discussed:  the impact of the venture on society. 

For ethical and business reasons, a venture that will have a negative or neutral social impact 
should not be pursued. Ethically, it is immoral to prey on the sick or to increase health care costs 
further without providing a positive return to society. And it is bad business too, because sooner or 
later worthless ventures are exposed, reviled, and eliminated from the health care system. For 
example, “Medicaid mills,” nursing homes and HMOs that maltreated their poor patients were 
drummed out of business through exposure in the media and regulatory action. Even less blatant 
infractions are closely watched. For example, Genentech was forced to roll back prices of its drugs to 
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Medicaid patients because of public outrage at the multi-thousand-dollar price tag the company was 
demanding from the poor. 

What is a socially “worthless” venture? It is one that offers few benefits to those who use the 
product or service. Is the sale of copper bracelets as an arthritis cure a worthless venture? Of course. 
Copper bracelets will not relieve arthritis, and their sale merely lines the pockets of the seller. 

But many ventures are not so clearly worthless. Their social utility depends on the perspective of 
the evaluator. Potential users applaud them, while existing providers revile them. For example, from 
the perspective of many mothers, a birthing center represents a lower cost alternative to a hospital 
delivery and enables empowered health care consumers to exercise greater control over the birthing 
process. Sound great? Some hospitals do not think so. To the contrary, they claim that birthing 
centers steal away their healthiest patients and thus raise the costs of the complicated births that 
remain in the hospital. Further, they claim a birthing center is a riskier environment in which to have 
a baby because it does not have all the standby emergency equipment available in the hospital. But 
the hospital also costs patients substantially more, up to three times as much, and entails substantial 
loss of control by the mother. Birthing centers thus appeal to a growing number of women who 
prefer a more family-centered approach, or want to have more freedom in the birthing process, and 

desire to be involved in the decision-making process.46 

Who is right? The cost argument has some merit. A complicated, costly hospital delivery shares 
the overhead of other births. But if the hospital decides to focus only on complex births and reduce its 
overhead costs, the economy, as a whole, will likely benefit. The combined costs of a hospital 
focusing on complex births and a birthing center focusing on regular births are likely less than that of 
a hospital that performs all types of births.  

What to do? Because birthing centers are aimed at empowered health care consumers, men and 
women eager and competent to manage their own health care, the ethical solution is to permit the 
clients to make the decision. Health activists should be informed of the full range of alternative 
birthing environments and their pros and cons. To deny them that freedom of choice seems to be the 
unethical alternative. 

A similar societal dilemma accompanied the creation of ambulatory physician offices in shopping 
malls and downtown office buildings:  patients loved them, hospitals did not. From the patient’s 
point of view, the innovation was a boon. Said one Manhattan resident, “when I moved here, I didn’t 
have a private doctor, so this has been great.” Physicians liked them too. “I get to see a whole 
spectrum of patients here,” noted one physician who would otherwise be restricted to hospital 
patients. But the hospitals do not like them. “They take away our best customers, those who take up 
the least amount of time and who are able to pay,” proclaimed the president-elect of the New York 
Chapter of the American College of Emergency Physicians. And the offices are inevitably accused of 
providing lower-quality or unneeded care.47 

Step 9: Do Good 

The medical literature search venture appears to be socially beneficial. It is likely to create value-- 
in accelerating innovation and helping to reduce errors in clinical practice—that far exceeds its costs. 
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SO… 

NOW THAT YOU HAVE LEARNED HOW TO CREATE EFFECTIVE 
BUSINESS MODELS, 

GO OUT AND INNOVATE HEALTH CARE! 
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A Sample Six Factors Assignment Evaluation of an Innovative Health Care 
Venture  

Below is a case study of Alexion Pharmaceuticals and a Six Factors analysis of the firm. I wrote it 
in 2006. The firm’s stock price was $10 a share then and is $135 a share now. So forgive me if I boast a 
little about the power of this analytic framework! 

Case: Alexion Pharmaceuticals (see Exhibit 1 for its financial statements at the time I first 
wrote the analysis and in 2012)  

Alexion’s annual report noted: Complement biology is Alexion’s lead technology platform. Our 
proprietary anti-C5 therapies have created a strong base for both potential medical breakthroughs 
and commercial success. We are determined to prove the usefulness of our proprietary anti-C5 
monoclonal antibody technology in chronic diseases. We continue to concentrate on patients with 
profound unmet needs:  rare, or orphan, diseases with no indicated therapy or, in more common 
diseases where an inadequately treated segment of patients exists. By strategically leveraging our 
lead technology programs, we believe we are both advancing potential medical breakthroughs and 
laying the groundwork for commercial success. 

At any time, approximately 20,000 to 30,000 people in the developed world—approximately two 
to six newly diagnosed patients per million individuals per year—suffer from paroxysmal nocturnal 
hemoglobinuria (PNH), a rare and chronic orphan disease that has frustrated hematologists for more 
than a century. 

PNH is characterized by anemia and the release of substantial amounts of hemoglobin (a vital 
component normally found within red blood cells) into the plasma, with subsequent spillage into the 
urine—hence the term hemoglobinuria. Such attacks may occur every month or so and usually last for 
several days. 

Patients with PNH suffer from a deficiency in certain protective proteins, known as natural 
complement inhibitors, on the surface of their red blood cells. The lack of natural complement 
inhibitors allows their complement system to attack and destroy red blood cells. Consequently, the 
destruction, termed hemolysis, leads to a severe loss in the oxygen-carrying capacity of blood and the 
release of free hemoglobins from the red blood cells into the plasma. Depending on the severity of the 
hemolysis, patients often become debilitated by chronic anemia leading to significant fatigue and 
marked impairment of the quality of life. In fact, chronic and frequently disabling fatigue dominates 
the life of patients afflicted with PNH. 

Additional grave—often fatal—complications of PNH include abnormalities of other blood cell 
types and sudden, catastrophic blood clotting known as thrombosis, often in the liver or brain. The 
estimated survival rate of PNH patients after diagnosis is 50% in 10 years. Other clinical 
manifestations may typically consist of severe abdominal cramps, difficulty swallowing, and 
impotence in men. Treatment for PNH is currently limited to steroids, immunosuppressive drugs, 
and blood transfusions, all of which have significant side effects and little or no effect on hemolysis. 
In short, no specific treatment is currently available for those who suffer from this debilitating 
disease. 
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Due to the rarity of the disease, PNH has never been a research priority among institutes or large 
pharmaceutical companies. Despite dire needs, no real hope was in sight—until now. With 
Eculizumab, Alexion has the potential to accomplish a real medical breakthrough in the treatment of 
PNH. 

As presented at the American Society of Hematology’s annual meeting, three months treatment 
with Eculizumab yielded preliminary results showing a 68% reduction in the need for blood 
transfusions. The drug was responsible for an up to 81% reduction in the biochemical parameters of 
hemolysis, and clinical paroxysms were dramatically reduced by 90%. Also, in a subset of patients 
with relatively preserved bone marrow function, a 91% reduction in the need for blood transfusions 
was observed. These preliminary results were obtained from an ongoing (early-stage) open-label 
Phase lb clinical trial evaluating the use of eculizumab in 11 PNH patients at two clinical sites in the 
United Kingdom. 

Although we had only a small number of patients in our initial PNH study, our eculizumab PNH 
study still remains the only clinical trial to observe a significant reduction in the need for transfusions 
in patients suffering from PNH. In these patients the data show that eculizumab prevents destruction 
of the PNH red blood cells by blocking the production of the terminal complement component that 
would otherwise destroy them. Clinical paroxysms, manifested in part by dark-colored urine and 
frequently by disabling symptoms, were virtually abolished during the study. 

In patients suffering from a lifelong hemolytic disease such as PNH, reductions in hemolysis, 
transfusions, or clinical paroxysms might each be expected to provide substantial clinical benefit. To 
observe reductions in all three is extremely encouraging. Many of our trial patients were able to 
resume normal activities of daily living after years of severe disability. 

Because there are extremely limited treatment options overall for PNH, and no current therapies 
available for targeting the treatment of the disease’s characteristic severe hemolysis, our work with 
eculizumab is absolutely vital. Our forward-looking plan is to discuss the results with the FDA and to 
plan appropriate subsequent development steps with the goal of bringing this potential therapy to 
PNH patients worldwide in a timely manner. 

May also be used for auto-immune diseases such as rheumatoid arthritis (2.1 million cases in the 
U.S.) and membranous nephritis (150,000 U.S. victims). 

Questions 

1. Which two of the Six Factors is this drug best aligned with and why?  Which two of the Six 
Factors is it least aligned with and why?  Assume that Eculizumab, an injected drug, will be 
priced at $20,000 for a three-month treatment regimen and that blood transfusions cost 
$10,000 each for in-patient care. 
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Answer to Question 1: 

Pro 

Structure: 

Hematologists will want to use it 

Consumers: 

Will organize to lobby for insurance coverage 

Accountability: 

Powerful clinical data 

Public Policy: 

Coverage could be mandated 

Technology: 

Time is of the essence. FDA is likely to speed up acceptance process due to lack of 
alternatives and seriousness of the problem. 

Neutral/Con 

Financing: 

Very expensive but cost is limited to 20,000– 30,000 people worldwide. 

Technology: 

State of R&D of potential competitors is unknown. 

 

2. What are Alexion’s best capital financing options? 

Answer to Question 2: 

Alexion has lost more than $200 million to date, yet it maintained a market cap of between 
$180 to $360 million (share price multiplied by number of shares). The stock market appears to 
have some confidence in its future. If Eculizumab gets through all the FDA requirements, it can 
earn as much as $2.4-$1.6 billion in annual revenues [(20-30,000 patients) ($80,000)], although 
the real market is likely to be at most half of this number due to the inability to pay of many of 
the victims of the disease. Alexion will likely qualify for Orphan Drug protection that shelters it 
from competition for about seven years. Alexion’s other complement-based products and other 
applications for Eculizumab are aimed at either large markets (cardiovascular) and/or those 
with no effective remedies (auto-immune diseases). If it succeeds, its revenues could exceed $10 
billion a year, but the probability of success is not high.  

At its current burn rate of $90 million, the company can defer the licensing decision for 
about two years. At that time, it will have more clinical data about Eculizumab and the other 
drugs. If the data are positive, the firm can likely obtain capital for marketing the drug and 
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becoming a full-integrated pharma. The company will face a sales challenge in marketing these 
drugs because they are all sold to different kinds of physicians. Yet, for Eculizumab, the costs 
are not as high as for CV diseases, for example, because of the small number of hematologists. 
If they are not so strong, Alexion will need to explore licensing options. 
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Exhibit 1 Alexion Financial Statements, 2003, 2012 

INCOME STATMENT   

For the Fiscal Period Ending 

Reclassified 
12 months 
Jul-31-2003 

12 months 
Dec-31-2012 

Currency USD USD 

    

Revenue 0.9 1,134.1 

Other Revenue - - 

  Total Revenue 0.9 1,134.1 

Cost Of Goods Sold 71.0 224.4 

  Gross Profit (70.2) 909.7 

Selling General & Admin Exp. 10.9 384.7 

R & D Exp. - 124.6 

Depreciation & Amort. - - 

Amort. of Goodwill and Intangibles - 0.4 

Other Operating Expense/(Income) - - 

  Other Operating Exp., Total 10.9 509.7 

  Operating Income (81.0) 400.1 

Interest Expense (7.7) (7.4) 

Interest and Invest. Income 5.8 1.8 

  Net Interest Exp. (1.9) (5.6) 

Currency Exchange Gains (Loss) - (1.2) 

Other Non-Operating Inc. (Exp.) - - 

  EBT Excl. Unusual Items (82.9) 393.3 

Merger & Related Restruct. Charges - (22.8) 

Impairment of Goodwill - - 

Asset Writedown (2.6) - 

In Process R & D Exp. - (26.3) 

Other Unusual Items - 53.4 

  EBT Incl. Unusual Items (85.5) 397.6 

Income Tax Expense (1.0) 142.7 

  Earnings from Cont. Ops. (84.5) 254.8 

Earnings of Discontinued Ops. - - 

Extraord. Item & Account. Change - - 

  Net Income to Company (84.5) 254.8 

Minority Int. in Earnings - - 

  Net Income (84.5) 254.8 

Pref. Dividends and Other Adj. - - 

  NI to Common Incl Extra Items (84.5) 254.8 

  NI to Common Excl. Extra Items (84.5) 254.8 

Per Share Items   

Basic EPS ($1.16) $1.34 

Basic EPS Excl. Extra Items (1.16) 1.34 

Weighted Avg. Basic Shares Out. 72.8 190.5 

Diluted EPS ($1.16) $1.28 

Diluted EPS Excl. Extra Items (1.16) 1.28 

Weighted Avg. Diluted Shares Out. 72.8 198.5 
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INCOME STATMENT   

For the Fiscal Period Ending 

Reclassified 
12 months 
Jul-31-2003 

12 months 
Dec-31-2012 

Normalized Basic EPS ($0.71) $1.29 

Normalized Diluted EPS (0.71) 1.24 

Dividends per Share NA NA 

Supplemental Items   

EBITDA (77.3) 416.7 

EBITA (80.4) 405.7 

EBIT (81.0) 400.1 

EBITDAR (75.3) 433.5 

As Reported Total Revenue* NA NA 

Effective Tax Rate % NM 35.9% 

Current Domestic Taxes (1.0) (2.1) 

Current Foreign Taxes NA 73.3 

Total Current Taxes (1.0) 71.2 

Deferred Domestic Taxes NA 114.8 

Deferred Foreign Taxes NA (43.3) 

Total Deferred Taxes - 71.6 

Normalized Net Income (51.8) 245.8 

NI per SFAS 123 (after Options) (99.8) NA 

Interest Capitalized NA NA 

Interest on Long Term Debt NA NA 

Non-Cash Pension Expense - (1.0) 

Filing Date Mar-07-2006 Feb-19-2013 

Restatement Type RC O 

Calculation Type REP REP 

Supplemental Operating Expense Items   

General and Administrative Exp. 10.9 NA 

R&D Exp. 71.0 124.6 

Net Rental Exp. 2.0 16.8 

Imputed Oper. Lease Interest Exp. 1.0 - 

Imputed Oper. Lease Depreciation 1.0 - 

Stock-Based Comp., COGS - 2.8 

Stock-Based Comp., R&D Exp. - 13.8 

Stock-Based Comp., SG&A Exp. - 37.4 

Stock-Based Comp., Unallocated 0.1 - 

  Stock-Based Comp., Total 0.1 54.0 

* Occasionally, certain items classified as Revenue by the company 

will be re-classified as other income if it is deemed to be non-

recurring and unrelated to the core business of the firm. This field 

shows Total Revenue exactly as reported by the firm on its 

consolidated statement of income. 

  

* FYC - This company has changed its fiscal year end. Capital IQ 

will not create any calculated statements that mix data from before 

and after this change and indicates this border with the column 

highlighted above. 

  Note: For multiple class companies, per share items are primary 

class equivalent, and for foreign companies listed as primary ADRs, 

per share items are ADR-equivalent. 
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Exhibit 1 (continued) 

CASH FLOW STATEMENT   

For the Fiscal Period Ending 
12 months 
Jul-31-2003 

12 months 
Dec-31-2012 

Currency USD USD 

    

Net Income (84.5) 254.8 

Depreciation & Amort. 3.1 11.0 

Amort. of Goodwill and Intangibles 0.6 5.7 

Depreciation & Amort., Total 3.7 16.6 

Other Amortization - 7.3 

(Gain) Loss From Sale Of Assets - - 

Asset Writedown & Restructuring Costs 2.6 26.3 

Stock-Based Compensation 0.1 54.0 

Other Operating Activities - 72.9 

Change in Acc. Receivable - (72.9) 

Change In Inventories - (6.3) 

Change in Acc. Payable (1.1) 61.7 

Change in Unearned Rev. (0.5) 13.2 

Change in Inc. Taxes - - 

Change in Other Net Operating Assets (9.5) (17.0) 

  Cash from Ops. (89.2) 410.6 

Capital Expenditure (3.1) (21.8) 

Cash Acquisitions - (605.7) 

Divestitures - - 

Sale (Purchase) of Intangible assets 0 - 

Invest. in Marketable & Equity Securt. 69.4 - 

Net (Inc.) Dec. in Loans Originated/Sold - - 

Other Investing Activities - 0 

  Cash from Investing 66.3 (627.6) 

Short Term Debt Issued - 115.0 

Long-Term Debt Issued - 240.0 

Total Debt Issued - 355.0 

Short Term Debt Repaid - (115.0) 

Long-Term Debt Repaid - (91.0) 

Total Debt Repaid - (206.0) 

Issuance of Common Stock 0.2 528.7 

Repurchase of Common Stock - (11.6) 

Total Dividends Paid - - 

Special Dividend Paid - - 

Other Financing Activities - 0.3 

  Cash from Financing 0.2 666.4 

Foreign Exchange Rate Adj. - (0.8) 

  Net Change in Cash (22.7) 448.6 

Supplemental Items   

Cash Interest Paid 7.1 4.5 

Cash Taxes Paid NA 18.3 

Levered Free Cash Flow (59.1) 280.1 

Unlevered Free Cash Flow (54.2) 281.7 
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CASH FLOW STATEMENT   

For the Fiscal Period Ending 
12 months 
Jul-31-2003 

12 months 
Dec-31-2012 

Change in Net Working Capital 4.4 21.4 

Net Debt Issued NA 149.0 

Filing Date Mar-07-2006 Feb-19-2013 

Restatement Type NC O 

Calculation Type REP REP 

* FYC - This company has changed its fiscal year end. 

Capital IQ will not create any calculated statements that mix 

data from before and after this change and indicates this 

border with the column highlighted above. 

  
Source: Alexion Pharmaceuticals, Inc. Financial Statements, S&P Capital IQ, Accessed June 7, 2013. 
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Appendix A: Impact of The Six Factors on The Three Different Types of 
Health Care Innovation 

Consumer-Focused New Ventures  

The key business issue in these kinds of innovations is how to reach the consumer in a cost 
effective way—i.e., the customer acquisition process. The issue is acute because health care is not 
primarily a retail sector and traditional consumer marketing channels and techniques usually do not 
exist.  

The following Six Factors issues should thus be considered in consumer-focused innovations (see 
Figure A1):  

Figure A1 Six Factors Relevant to Consumer-Focused Innovative Health Care Ventures 

 

Source: Casewriter. 
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Structure Who is my friend and who is my foe in reaching the consumer? Many status quo 
organizations view consumer-focused innovations as direct threats to their power and influence and 
may act to suppress them. For example, physicians may resent direct-to-consumer pharmaceutical 
advertising, complementary medicine ventures, and corporate attempts to provide health care in 
convenient locations, such as shopping malls, and urge public policy measures to suppress them.  

Financing What is the best source of payment for the consumer-focused service? Third-party 
payers may resist paying for some consumer-centered innovations because they could increase their 
costs. But when consumers are tapped as the source of payment, they may rebel because they are not 
accustomed to paying for their health care in developed economies. In developing countries, 
however, out-of-pocket payment is the norm. And, in developed ones, consumers appear quite 
willing to pay out-of-their-own-pocket for some medical services and products as evidenced by the 
multi-billion dollar markets for complementary medicine, eyewear, and cosmetic surgery.  

A parallel financing question involves the best sources of capital funding. Most traditional health 
care investors are unfamiliar with ventures that rely on the consumer, rather than a third party, for 
payment. These types of ventures must seek out capital sources that are knowledgeable about 
consumer-based revenues, such as those for the credit card industry.  

Technology How user-friendly is the technology, if any, in the innovation? For example, 
minimally invasive surgical techniques and devices are consumer-friendly because they reduce 
trauma and length of hospital stay, and drugs that enhance hair growth in balding men and women 
are easy to use and have few side effects, but the consumer-friendliness of devices that enable 
patients to monitor their own health status is as yet unknown. (For a discussion of one such device, 
see the case “Medtronic: Patient Management Initiative (A)”, HBS Case No. 302-005, Rev. 2014.) 

Public policy Powerful structural, consumer, and financing factors can influence public policy. 

For example, physicians and insurers may both opt to use public policy to limit direct-to-consumer 
advertising of drugs but powerful consumer and accountability (see below) factors can present a 
considerable barrier to this use of public policy. 

Accountability  Because of the novelty and threats of consumer-focused innovations to status 

quo structure and financing sources, accountability must be a key aspect of the business model for 
these types of innovations. They must demonstrate their value-proposition clearly and powerfully.  

Technology-Base New Ventures 

The impact of the Six Factors on new technology-based ventures follows (see Figure A2).  

Technology The key business issue for this kind of innovation is that of assessing timing, 

competition, and market size. Most health care technology innovators falter because they have 
entered too early and/or misjudged competitive technologies and/or market size.  

Markets for technology products are defined less by the size of the market than by the price 
customers are willing to pay. In 2011, for example, Genzyme/Sanofi earned $188 million from a drug 

sold to between 5,000 and 10,000 people worldwide.48 Insurers pay as much as hundreds of 
thousands of dollars annually per patient because the drug saves lives and Genzyme had a monopoly 
status conferred by special regulations for so-called Orphan Drugs (drugs aimed at a small number of 
users). 
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Many firms, however, focus on sheer market size to develop “blockbusters.” For example, Pfizer 
spent $90 billion in stock to acquire Warner-Lambert in 2000. In 2010 Warner-Lambert’s Lipitor, a 

drug that lowers cholesterol, earned $4 billion in revenues for Pfizer.49 But the other Six Factors also 
critically effect technology innovators. 
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Figure A2 Six Factors Relevant to Technology-Based New Health Care Ventures 
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• Foe
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Aggregators, such as Pharmaceutical 
Benefit Managers and Group 
Purchasing Organizations 

• Friend

Users who will gain market share

 

Source: Casewriter. 

 

Structure Identifying the adopter of the technology and those who may lose power as a result 

of its adoption is critical. For example, surgeons trained in “open” procedures—in which the body is 
opened—may have a negative view of minimally invasive surgical (MIS) techniques, which 
essentially enable nonsurgeons—medical doctors or radiologists—to perform surgeries. In the early 
days of the introduction of MIS, for example, the New England Journal of Medicine published a number 
of articles that claimed the techniques would cause an explosion of unneeded surgeries. This spate of 
articles can be interpreted as an attempt to protect against encroachment by medical doctors.  



Innovating in Health Care—Framework 314-017 

47 

Two structural intermediaries that bring economies of scale and/or scope to fragmented buyers 
profoundly affect technology adoption. Group purchasing organizations (GPOs) are intermediaries 
that consolidate the latent purchasing power of thousands of hospitals in buying medical devices and 
supplies. GPOs prefer to deal with only a few vendors that can provide broad product lines, thus 
complicating the sales process for technology-based innovators with only one product. 
Pharmaceutical benefit managers, or PBMs, create formularies for health insurers—menus of drugs 
available at relatively low prices to enrollees. Qualifying a drug for a formulary may vastly increase 
its sales volume, while lowering its price. (The role of the GPOs and PBMs is discussed in “Cardinal 
Health (A): The Medicine Shoppe Acquisition” (HBS Case No. 303-043, Rev. 2014) and “Note on 
Pharmaceutical Reimbursement in the U.S.”, HBS Case No. 313-074, Rev. October 2012.)  

Financing Most technology-based innovations are reimbursed by a third party. The 

technology-based innovators frequently coordinate with respected thought-leader physicians and 

scientists to help obtain reimbursement or convincingly demonstrate cost reductions or quality 

improvements.  

If new technologies are used in a hospital, their costs may be embedded in reimbursement for 
hospital services. For example, payment for anesthesia equipment is typically included within the 
payment the hospital receives for the surgical technique. If the hospital’s purchase of the technology 
increases its costs, innovators must help it to obtain additional reimbursement.  

Technologies that unambiguously reduce costs—by substituting capital for labor or shortening the 
length of a hospital stay—do not require such assistance; but the documentation of cost-savings is 
challenging. Hospital cost reductions are difficult to achieve in the short run because most of their 
costs are fixed. Further, reimbursers tend to analyze their costs in silos. Thus, they may not observe 
the effect of a new technology on reducing hospital labor costs—they are more likely to observe that 
technology costs are rising. For example, a drug that reduces the incidence and severity of heart 
attacks when taken daily at home will increase the insurers’ payments for pharmaceuticals but may 
decrease hospital costs. But insurers that review their costs in silos are unlikely to attribute the 
decrease in hospital costs to the increased pharmaceutical costs.  

For a technology used by an insured consumer outside the hospital setting—drugs infused in the 
home or physician’s office, for example—innovators must work with insurers to help secure 
reimbursement. Physicians are critical allies for obtaining such reimbursement because they present a 
counterbalance to hospitals that wish to maintain these services within their turf.  

The advent of global payment for ACOs and bundles of care is aimed to reduce this siloed  
thinking by reimbursing providers  with a global fee for providing population based health or health 
for a specific disease/disability. (See the “Note on Bundled Payment in Health Care”, HBS Case No. 
312-032, Rev. 2014.) 

Public policy Medical technology has traditionally been heavily regulated to insure safety and 
efficacy prior to commercial release. Regulators increasingly require evidence of cost effectiveness 
and that safety and efficacy be tested not against a placebo but against technologies in the same 
category. Thus, innovators may be forced to conduct a “horse race” to evaluate each technological 
innovation in a category against the other and then measure not only its safety and efficacy but also 
its relative cost-effectiveness.  

In contrast to drugs administered in the hospital or other institutional setting for which the public 
does not pay, the public is highly aware of the costs of drugs for which they pay for them out of their 
own pockets. Some actively lobby for price controls of pharmaceuticals.  
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U.S. public policy makers are also concerned about the different prices that U.S. medical 
technology manufacturers charge in different countries. Typically, they charge lower prices in 
countries where centralized health care systems possess greater market power than those in 
decentralized systems like the U.S., in which each individual payer bargains with the medical 
technology firm. For example, Switzerland’s Roche sells a month’s supply of cancer medication 
Avastin at about $8,800 in the United States, compared with 2,577 pounds ($3,978) in the U.K. and 
6,800 Swiss francs ($7,177) in Switzerland. The wholesale U.S. price for a 100 milligram tablet of 
diabetes drug Januvia, the top-seller at Merck & Co, is $8.20, according to the company. The Common 
European Drug Database lists the same pill at $1.52 euros ($1.99) in Austria. Last, a 2011 European 
Parliament study found that the price in the United States for a basket of 150 pharmaceutical 
products was about double that of European Union member countries.50 

Integrators  

The impact of the Six Factors on integrator ventures follows (see Figure A3).  

Figure A3 Six Factors Relevant to New Health Care Integrators 
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Source: Casewriter. 

Financing A key business issue facing vertical and/or horizontal integrators is that of securing 
sufficient capital financing and revenues for their consolidations.  

If the managers of a horizontal integration demonstrate a compelling business plan and relevant 
past experience, capital funders are typically willing to invest because they are familiar with the 
business model underlying individual components of the consolidation and their revenue sources are 
well established. They must, however, be persuaded that synergies resulting from the horizontal 
consolidation will increase profits sufficiently to justify their investment. On the other hand, creators 
of vertically integrated ventures may encounter greater difficulties in securing funding at a time when 
the economy is increasingly focused and established firms increasingly outsource work that does not 
represent a key skill.  

Structure Typically, integrators face challenges from incumbent firms with the same strategy. 

Thus, when the second largest U.S. pharmaceutical distributor, Cardinal, tried a $2.6 billion merger 
with the third-largest firm, McKesson, the biggest firm in the industry, retaliated with a proposed $2 
billion merger with the fourth largest firm in the sector. As a result, Cardinal and McKesson would 
have controlled more than three quarters of the $80 billion United States wholesale drug market. 
Citing violations of antitrust law, the U.S. Federal Trade Commission (FTC) blocked the mergers, 

maintaining that the deals would lead to higher drug prices for consumers.51 Powerful community-
based individual firms will also protect against the movement of an integrator into their turf. (For 
more on these firms, see “Cardinal Health (A): The Medicine Shoppe Acquisition” (HBS Case No. 
303-043, Rev. 2014) and “McKesson” (HBS Case No. 312-002, Rev. 2014). 

Public policy Because of likely structural foes, consideration of public policy is crucial to 
integrators. Myriad regulations can be used to block them.  

Consumers Consumers may benefit from integrations through greater convenience or lower 
cost. They can play a role in arguing for the integration that status quo organizations and public policy 
may try to suppress.  

Accountability Integrators must demonstrate the benefits achieved from the consolidation 

because of the likely challenges to it from the structure incumbents  

Technology Information technology (IT) is critical to reaping the benefits of horizontal or 
vertical integration. Implementing IT in a vertically-integrated venture consisting of many different 
businesses is especially challenging 
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Appendix B: Key Indicators of Financial Risks 

 
RISK INDICATORS 

1. Small cash reserves relative to the cash needs of the company indicate a potential liquidity 
problem. 

2. Large amounts of debt financing as a percentage of total capital indicate a possible solvency 
problem, particularly if the debt must be repaid rapidly. 

3. Low or nonexistent cash flow from company operations indicate a profitability problem. Revenues 
that are excessively concentrated in one payer category, particularly if revenues and costs do not 
match up well, also indicate a profitability problem. For example, as shown below—the financial 
reversal suffered by XYZ Hospital can be attributed almost entirely to the increasing proportion 
of revenues earned from Medicare and the Medicare patients’ increasing average stay. Because 
Medicare pays at a flat rate regardless of the length of the stay, increasingly long stays cause 
severe losses.  

Effect of Revenue Concentration on Financial Risk (XYZ Hospital: Year 1 = profitable; Year 2 = $5 
million loss) 

 Payers’ Share of Patient 
Day Revenues 

 Average Length  
of Stay (days) 

 Year 1 Year 2  Year 1 Year 2 

      
Medicare 49.9% 58.2%  11.3 12.8 
Blue Cross 17.4 14.8  4.3 4.1 
Commercial Insurers 20.3 16.1  3.9 3.0 
Self-pay 5.5 3.4  5.6 4.9 
Medicaid 6.1 6.0  11.0 10.3 
Other Sources .7 1.6  n/a n/a 

Source: Casewriter. 

4. Assets tied up for long periods of time before being used for company operations or converted 
into cash indicate an asset turnover problem. For example, a venture that insists on hiring its own 
sales force for distribution and sales rather than using distributors or manufacturing 
representatives is saddling itself with a large fixed cost. For this reason, firms that sell orthopedic 
implants typically use distributors rather than their own sales force. 

QUALITY OF ACCOUNTING 

Financial risk analysis relies primarily on a firm’s financial statements. But accounting can be 
very flexible. Results presented on the financial statement can appear with different valuations 
under different interpretations of accounting principles. The three financial values that can 
change materially under different interpretations of accounting principles in new health care 
ventures are discussed below. 

 Accounts receivable are assets that reflect the value of invoices that have not been collected 
in cash. Their value is dependent on management’s estimates of the percentage that will 
be collected. Few organizations ever collect all monies due. Sometimes, managers estimate 
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a much higher collection rate than that experienced by other comparable organizations; or, 
in a growing organization, they may estimate that collection rates will improve; or they 
may be booking revenues but using loans to clients to finance purchases. All these 
activities should raise red flags. Substantial revenues from long-term contracts, such as a 4-or 
5-year contract to develop a new health service facility or a new drug target, should raise 
yet another red flag. Annual profits earned from these contracts are frequently shown in 
financial statements on the basis of management estimates of the percentage of work 
completed. If these estimates lead to unusually high profit margins and the work is far 
from complete—for example, if two years have passed on a five-year contract and 70% of 
the profits have already been taken—a red flag should be raised about the realism of 
profit measures. 

 Reserves estimated by insurance companies to cover year-end health expenses incurred by enrollees 
that have not yet been reported—the so-called IBNR (Incurred But Not Reported)—should be 
carefully examined. (These reserves are booked because bills for medical expenses 
incurred by enrollees in December will probably not be received by the insurance 
company until January or February; but if its fiscal year ends in December, the company 
must estimate these expenses in December regardless of when bills from providers are 
received.) Sometimes IBNR estimates are very low. A red flag should be raised if the 
balance sheet reserve account for IBNR expenses decreases as a percentage of total capital 
over time. 

ISSUES IN NONPROFIT AND GOVERNMENT ORGANIZATION ACCOUNTING 

Assessing financial risk in nonprofit organizations is complicated by their unique accounting 
practices. The following factors must also be considered: 

Nonprofit organizations frequently reorganize into holding companies with a number of 
subsidiaries. Evaluation of their financial condition should be based on statements that account for 
the whole of the organization and not merely some of its parts. 

Nonprofit organizations frequently categorize their resources as restricted or unrestricted. 
Technically, legally restricted resources are limited to the uses specified by their donors. Restricted 
resources are relevant to a risk analysis because they cannot be employed at management’s 
discretion. For example, the capital in as endowment fund generally cannot be used—only the 
income earned on the capital may be spent. Misinterpretation of the nature of the endowment fund 
assets may thus mask an underlying liquidity problem. On the other hand, some nonprofit 
organizations attempt to disguise their wealth by labeling unrestricted resources with confusing 
terms like “quasi-restricted” or “board-restricted.” These resources may be freely used for operating 
purposes and are thus relevant to a liquidity analysis despite their misleading titles. 

Governmental organizations use a modified form of accrual accounting. They recognize revenues 
only when cash is collected and recognize expenses as soon as a purchase order authorizing an 
expense is issued. Their bottom line (the difference between revenues and expenses) is thus not 
comparable to the bottom lines of other organizations. Generally, their version of accrual accounting 
will lead to a lower profit than other versions of accounting. 

Conversely, nonprofit and government organizations, are often not diligent in recognizing long-
term liabilities for pensions and other retirement benefits. Thus, liabilities, a major factor in solvency 
analysis, may well be understated in these organizations. 
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