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AT A GLANCE

Biopharma and medtech companies have generated a great deal of optimism from
investors—and their stock prices have risen accordingly—but the businesses
themselves have often delivered sluggish growth. To live up to investors’ expecta-
tions, top-line growth is imperative.

TAPPING INTO GROWTH OPPORTUNITIES

The constraints on total health care spending mean that growth is harder to find
and depends significantly on redirecting existing funds. In this fishbowl, not every
company can grow at the same time—there will be winners and losers. However,
truly value-creating offerings will find a market—we estimate up to $1 trillion by
2020. The winners will be those that capture scarce health care funds with break-
through therapies, but also with efficiency solutions, with offerings directed at
patients and consumers, or with approaches tailored for the new global health
care systems.

SETTING A GROWTH AGENDA

In this constrained environment, every move counts. To establish a winning growth
agenda, companies need to maximize their existing businesses, accelerate growth in
core platforms, and map out a strategy to capitalize on future growth opportunities.
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THE HIGH-RISK, HIGH-REWARD WORLD of biopharma and medtech has generated
a great deal of optimism on Wall Street—and behind-the-scenes financial en-
gineering in the C suite. Shareholders have been rewarded handsomely with strong
returns in the sector, but it is unclear how long such high valuations can last. Stock
prices may be rising, but the businesses themselves have slowed in terms of growth.

Consider the top 15 biopharma companies. Between 2010 and 2015, they collective-
ly generated a TSR of 19% per year—more than doubling their investors’ money in
four years. (See Exhibit 1.) This creation of wealth took place despite negative
growth (the growth rate of these 15 companies actually declined by 1.5%). There
are several explanations for the sector’s strong market performance. Companies
were able to mitigate the impact of patent cliffs better than expected, to rationalize
their cost base in order to address eroding operating margins, and to redistribute
cash through predictable and growing dividends and massive common-stock repur-
chases. In addition, many management teams consolidated smaller players or ac-
quired products to cut costs and offset revenue lost to generics.

At the same time, eroding revenue and lack of profitability had a slightly negative
impact on shareholder value between 2010 and 2015, resulting in a decrease of

EXHIBIT 1 | Valuation Multiples Drive Biopharma Performance

ANNUAL PERFORMANCE DRIVERS, APRIL 2010 TO APRIL 2015
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Sources: S&P Capital 1Q; BCG ValueScience Center.
Note: Data represents the average for 15 of the largest pharma companies for December 31, 2010, to
December 31, 2014 (Gilead was excluded because of extraordinary short-term growth).
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1.7% per year, while cash redistribution added 6.8% per year. The major bump,
however, came from rising valuation multiples, which added 13.9% in value per
year. Not all of this multiple expansion can be accounted for by projected future
growth and concrete pipeline projects.

Analysis of the top medtech companies during this period reveals a similar, though
slightly less stark pattern, with 16.1% TSR and revenue growth of 4.7%. Other indus-
try sectors also showed tremendous value creation, but it was typically driven by
revenue growth. For example, revenue growth contributed 14% per year in TSR
across the S&P 500 during this five-year period.

Generating TSR through cash distributions and positive market sentiment cannot
work forever. Sustainable growth and value creation ultimately require top-line
growth. It is an inescapable empirical truth, as illustrated by the fact that 72 cents
per dollar of value creation by the S&P 500 over a ten-year period can be attributed
to growth. (See Exhibit 2.)

If top-line growth continues to stagnate, investors will increasingly question man-
agement teams about their growth plans and require solid answers. This is just one
of the many reasons that growth should now be a central concern for boards and
executive management teams alike.

Companies need different sets of priorities in planning their growth agenda for dif-
ferent time horizons. In the short term, they should focus on maximizing their core
business. In the medium term, they should focus on accelerating growth in core
platforms. In the long term, they should map out how to reshape the company for
future growth opportunities.

EXHIBIT 2 | Profitable Growth Is the Key Driver of TSR Over the Long
Term

SOURCES OF TSR FOR TOP-QUARTILE PERFORMERS (S&P 500, 1994-2014)
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Sources: S&P Capital 1Q; BCG ValueScience Center.
Note: Because of rounding, not all percentages add up to 100.
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Competing in a Fishbowl

With so much pressure in the health care industry to contain costs, biopharma and
medtech companies are looking for new ways to thrive and grow. The environment
is transitioning from an ocean to a fishbowl—that is, from one in which spending is
relatively unconstrained to a future where spending (and therefore growth) is strict-
ly limited.

For decades, demand was driven by patient needs and product availability—and
spending was merely a consequence. Doctors and patients weren’t directly footing
the bill, so the formula for success was relatively simple: identify a patient need, de-
velop a product or service that meets that need, and drive demand while fending
off competition. In that universe, even “me too” products could generate significant
revenues when coupled with aggressive efforts to drive demand.

Today, market dynamics have changed dramatically. Public and private payers
worldwide have become more proactive and powerful, and they are actively at-
tempting to control spending and reduce health care costs. They are putting down-
ward pressure on both pricing and volume for biopharma and medtech companies.
Over the past five years, single-payer systems in the EU5 have contained health care
expenditures at a compound annual growth rate of 1.9%. And the Centers for Medi-
care & Medicaid Services (an agency within the US Department of Health) estimate
that most health care sectors in the US will grow at about 5% per year, with limited
variation among sectors. (See Exhibit 3.)

BCG analysis shows that 9% growth is necessary to achieve median S&P 500 share-

holder value creation. Is it possible for biopharma and medtech companies to
achieve this rate of growth (or higher) in an industry that is growing at a much

EXHIBIT 3 | US Annual Health Care Spending Will Grow at Approximately 5% to 2020

7372

< Projected GDP
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equipment Share of revenues, 2014 continuing care health care

Sources: Centers for Medicare and Medicaid Services, National Health Expenditure Projections, 2013—23: Faster Growth Expected with Expanded Coverage
and Improving Economy, October 16, 2014; Research and Markets, “North American Healthcare IT Market Report 2013-2017."
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slower pace? Fortunately, the average growth in a market does not determine the
fate of every company. Our research shows that growth among players in a single
sector varies more than average growth across sectors. (See Exhibit 4.) Similarly, the
range of TSR within health care subsectors (for example, biopharma, medtech, and
health care services) is wider than the range of TSR across these subsectors.

While there is ample opportunity for individual companies to achieve substantial
growth, the constraints on total health care spending mean that every company
cannot grow at the same time—there will be winners and losers. Management
teams therefore need to ask: What choices will make the difference between win-
ning and losing? Which opportunities for growth can we seize? As the sources of
growth become scarce, competition will be more intense, and sharp strategic differ-
entiation will be vital.

Where Are the Growth Opportunities?

Finding new sources of revenue will be hard—but not impossible. Health care is a
$6.5 trillion industry, and while industry growth will likely remain in the low single
digits, the drive toward greater efficiency and value will lead to new opportunities.

Fundamentally, there are two paths to growth: innovation and consolidation. In the
past, innovation was almost entirely focused on clinical advances, but we believe
that with the increasing drive toward greater value and efficiency, there will be op-
portunities to innovate in a variety of ways. In the long run, innovation is the driver
of growth, but in the short and medium terms, consolidation and cost rationaliza-
tion can increase revenue and earnings per share. In practice, successful growth
models will require a mix of organic and inorganic growth.

EXHIBIT 4 | A Wider Range of TSRs Within Than Between Sectors

Annual TSR (%)
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Sources: S&P Capital 1Q; company disclosures; BCG analysis.
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We anticipate that new health care products could create up to $1 trillion in market
opportunity over the next five years. Funding for new products and services will
come both from additional resources directed toward health care, including out-of-
pocket spending, and from the redirection of existing spending (with new products
and services replacing existing ones).

In the current and future health care environment, there are four types of opportu-
nities that will enable companies to boost top-line growth: breakthrough therapies,
patient-focused offerings, tailored offerings for new health care systems, and health
care efficiency and value solutions.

Breakthrough Therapies. Patient needs are vast, and medical science and technolo-
gy continue to progress rapidly, paving the way for new treatment options. Novel
therapies that offer significant benefits to patients will always find a market,
particularly if they offer significantly improved outcomes.

Although R&D productivity declined across the board from 2001 to 2010, it has
since turned around significantly. A subset of biopharma companies have shown
that it is possible to generate growth and a good return on investment in spite of
staggering R&D costs. Several biotechs, for example, have achieved top-line growth,
and their P/E multiples show that the market clearly values innovation, despite the
fall in the value of the Nasdaq biotech index since September 2015.

To be clear, breakthrough innovation does not mean simply churning out a large
number of new molecular entities, and it certainly does not mean racking up me-
too-product approvals. With increased pressure on pricing and stronger competition
across many therapeutic areas, biopharma cannot fall back on the old model of in-
cremental innovation supported by major marketing efforts.

Instead, companies need to innovate with their eyes wide open. The bar for new
products is very high, and breakthrough innovation is expensive and risky. The win-
ners will demonstrate a superior ability to identify innovations that can significantly
improve patient outcomes beyond the current standard of care, correctly assess
which innovations can succeed, and develop or acquire innovations at the right time.

This requires both internal capabilities and high-performing business development
engines. Large companies should focus their R&D in therapeutic areas and medical
conditions where they can invest, build, and expand their capabilities, and they
should acquire innovative products from other, often smaller biotech players once
the scientific concept has been proven. Business development capabilities are a crit-
ical differentiator, and large companies need to position themselves as the partner
of choice for smaller biotech companies. With many suitors vying for their products,
biotech companies can extract ever-sweeter financial terms from big companies.
The number of overall business development deals has fallen, but average deal val-
ue has grown because of increased competition. (See Exhibit 5.)

Large companies are also under pressure to specialize in particular therapeutic ar-
eas and medtech domains. Companies with a deep understanding of a specific field
are more likely to assess new science correctly and leverage this scientific knowl-
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EXHIBIT 5 | The Number of Deals Has Fallen, but Deal Values Have Grown

NUMBER OF DEALS AVERAGE DEAL VALUE, UP-FRONT VERSUS
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Sources: EvaluatePharma; BCG M&A database; S&P Capital 1Q; McGraw Hill Financial.

edge to address unmet patient needs in their areas of expertise. In addition, fo-
cused companies are more likely to be seen by key decision makers as a credible
and desirable partner that can successfully bring new products to market and drive
the adoption of new therapies. Most licensing deals’ terms are contingent upon the
financial performance of the product after launch, so biotech companies are look-
ing for licensing partners that are well equipped to maximize the economic value of
their intellectual property.

While there is a lively ongoing debate about the pricing of new therapeutics, we
would argue that society is willing to pay a premium for truly innovative therapies
that improve patient outcomes above and beyond the existing standard of care. To
value the size of the breakthrough therapy opportunity, it is important to consider
both the new “space” created by products going off patent and the projected rate of
overall health care spending (5% growth per year). We expect growth in spending
on drugs to keep pace with the rest of health care spending. Taken together, these
two trends are expected to yield an available spending pool for new patent-protect-
ed medicines of $280 billion by 2020.

Patient-Focused Offerings. What if the traditional patient-prescriber-payer triangle
no longer served as the cornerstone of the health care industry? What if, instead,
patients paid for a growing share of their health care costs and had more control
over which products they used? As patients spend more out of pocket—both by
choice and as payers shift costs onto them—we expect consumer-driven health care
spending to grow faster than the traditional, slow-growing, payer-reimbursed
segment. This is good news for companies looking to grow. As consumers take on
greater responsibility for health care spending, new product categories emerge and
greater opportunities for differentiation arise.
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Patients are already taking responsibility for health care expenditures in a number
of segments. In developed economies, many patients rely on over-the-counter phar-
maceutical products for conditions such as seasonal allergies and pain relief. Many
other health care segments, such as dental, vision care, medical aesthetics, and
hearing aids, are also mostly self-pay. And self-pay is at the core of many emerg-
ing-market health care systems. In Brazil, one-third of all health care costs is borne
by patients. The World Health Organization estimates that patients in China pay
one-half of total costs out of pocket.

A number of innovative products and companies have successfully tapped into con-
sumers’ willingness to spend on health care products. Fitbit, the maker of wearable
fitness trackers, has a valuation that grew to $8 billion in just three years. Similarly,
23andMe created a novel direct-to-consumer market around genomic testing to
help patients understand their genetic risk of developing certain diseases. In addi-
tion, we are seeing the consumerization of traditional health care products, such as
insulin pumps, which are now marketed in a variety of styles and colors. And smart-
phones are placing health care data directly into the hands of consumers, empower-
ing them to become more active in health care decision making.

Self-pay markets present several attractive features: the opportunity for pa-
tient-focused innovation (beyond purely clinical features), greater variation in
product offerings, and branding that provides additional protection against com-
petition. Furthermore, the patient-driven segment is constrained only by patients’
willingness to pay—rather than by government or insurer spending caps. Thus,
the patient-focused opportunity gives companies the chance to grow in the health
care fishbowl by essentially jumping into a new and bigger pool. To win in the
self-pay market, companies will need to develop consumer-oriented capabilities,
such as fast product innovation cycles, agile marketing, strong branding, and cre-
ative advertising.

The rapid growth of patient-driven markets will create a sizeable opportunity. Giv-
en the current base of patient out-of-pocket spending and a growth rate of 4.5% to
6.3%, we estimate new spending in the patient-driven market at $240 to $340 bil-
lion by 2020.!

Tailored Offerings for New Health Care Systems. Economic growth in many parts of
the world is providing access to health care for millions of new patients. Recogniz-
ing this opportunity, global companies have attempted for many years to serve
these markets. However, few Western companies have successfully penetrated
beyond the richest layer of the population to address the needs of the growing
middle class. And pharmaceutical sales in emerging markets come largely from
promoting established products.

In many emerging economies, government policies can create favorable conditions
for economic growth, but governments tend to make decisions with local interests
in mind. Faced with the growing expectation of greater access to health care, policy
makers are understandably cautious about investing heavily in products from mul-
tinational players. Indeed, governments often seek to protect and foster local busi-
nesses; therefore, growth in government spending primarily benefits local players
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To be successful in
emerging economies,
global players must
develop segmented,
customized offerings
that fit local condi-
tions and present
clear advantages for
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and providers of cost-efficient products and services, rather than large global play-
ers and providers of premium-priced offerings.

For this reason, emerging markets pose strategic and operational challenges to
large biopharma and medtech players. Because most global companies enjoy
high-single-digit or even low-double-digit growth rates, they often fail to realize that
they are losing ground to local competitors. For example, from 2010 to 2014, in the
Chinese hospital channel, the top 10 multinational biopharma companies grew, on
average, 11% per year, while the top 20 local companies enjoyed 15% growth per
year.?

To be successful in emerging economies over the long term, global players must de-
velop segmented, customized offerings that fit local conditions and present clear
advantages for governments. The most successful companies will be those that can
actively shape national health care systems by partnering with governments and
other local players. Using this approach, Siemens has developed customized health
care offerings in Brazil, Russia, India, and China and increased top-line growth in
these markets by approximately 15% per year from 2005 to 2014.3

Partnering, too, is critical for the next wave of growth in smaller and less advanced
emerging markets, such as those in Africa. These markets do not have the luxury of
growing slowly over time, as mature markets did decades ago. Nor can they afford
to replicate some of the pitfalls that are prevalent in primary- and secondary-care
systems in mature markets (such as focusing on treatment rather than prevention).

Partnerships can be invaluable. North Star Alliance, for example, a public-private
partnership, runs roadside drop-in clinics across Africa using converted shipping
containers. The alliance provides quality health services to truck drivers and sex
workers who don’t usually have access to health care and who play a critical role in
spreading diseases such as HIV. Companies that can develop such innovative,
high-impact programs can help build their own future markets.

Like the patient-driven opportunity, emerging markets represent a new pool of op-
portunity for biopharma and medtech companies. We expect demand for health
care products in emerging markets to generate $200 billion in new spending by
2020, driven by the rapid expansion of access to health care.

Health Care Efficiency and Value Solutions. Health care systems worldwide are far
from efficient. Many analyses show a poor correlation between costs and clinical
outcomes, and productivity gains in health care lag far behind gains in other
economic sectors. To thrive in the health care fishbowl, companies need to replace
existing treatments, products, and processes with more cost-effective alternatives
that eliminate waste and better deploy resources.

For decades, generic drugs have been replacing patented products. The process is
now spreading to biologics and medical devices. However, replacing high-priced
products with lower-cost comparable products can address only a small percentage
of total costs, since labor accounts for 56% of overall health care spending. The op-
portunity to lower labor costs while increasing efficiency and improving outcomes
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is significant. Industries such as retail and banking have seen gains of 2% per year
in labor productivity over the last ten years, while labor productivity rates in health
care have been stagnant. What would happen if they caught up with those of other
industries? Productivity gains of 1% to 2% could yield a $170 to $360 billion oppor-
tunity if companies were able to capture 80% of those gains. Health care systems
have much to gain from the use of labor-saving technologies—and companies that
can innovate in this area will make important strides toward top-line growth.

Many technologies—such as telemedicine, automated anesthesia, robotic endoscop-
ic surgery, advanced imaging, and 3-D printing—have the potential to increase effi-
ciency by replacing labor or decreasing the amount of labor required. Many la-
bor-saving technologies that are adopted in order to reduce costs often also lead to
improved outcomes. For example, self-injection devices, remote-monitoring technol-
ogies, and connected-care systems have already enabled the rise of home care, mov-
ing treatment out of high-cost hospital settings. In fact, home care has been the fast-
est-growing segment in the health care industry, and its growth rate is expected to
continue, outpacing prescriptions and overall health care.

The biopharma and medtech industries have tried to help payers and providers bet-
ter assess the true costs and value of their products for more than a decade, with
limited success. One barrier has been the challenge of demonstrating overall cost
reduction when a new device or drug costs more than the current standard of care.
Some costs that patients bear—such as those related to lost productivity, comorbidi-
ties, or clinical depression resulting from a poorly controlled condition—are very
difficult to track. Others, like reduced days in the hospital, are easier to measure
and, increasingly, can be tracked and presented to payers as evidence of the total
value of a new therapy or device.

Companies that can improve the standard of care while lowering costs—and that
can quantify the benefits of labor-saving technologies—may well be the true health
care innovators and growth engines of the next decade. To be successful, they will
need a deep understanding of inefficiency, waste, and pain points in the patient
journey, as well as the ability to develop cutting-edge technologies that can address
these problems.

The Role of Acquisitions

In the first half of 2015, biopharma deals worth $220 billion were announced, triple
the amount during the same period in 2014. Furthermore, the number of large
deals has grown. Generally, capital market reactions have been positive when deals
are announced with guided disclosure on postmerger plans. While growth overall is
necessary to create shareholder value, smart inorganic growth can create as much
value as organic growth.

The most recent wave of acquisitions in biopharma and medtech has been driven
by low interest rates, adequate cash flow available to invest, and the opportunity to
leverage differential tax rates. What underlies this activity is largely the pursuit of
long-term growth. In some cases, it is based on a desire to obtain breakthrough ther-
apies and deepen a company’s presence in specific therapeutic areas; one example
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The ideal acquisition
target is a company
that offers opportuni-
ties for cost synergies
in the short term and
growth potential over
the long term.

is Celgene’s recent acquisition of Receptos. In other cases, such as Pfizer’s acquisi-
tion of Hospira, companies pursue M&A to strengthen their value and efficiency of-
ferings. Acquisitions can also help companies build their core or expand into adja-
cent therapeutic areas.

The ideal acquisition target is a company that offers opportunities for cost syner-
gies in the short term and growth potential over the long term. Naturally, these
gems are becoming rare. In many recent deals, a significant share of the acquiring
companies viewed the merger as a cost-saving measure, although savings could
have been realized without the transaction. For example, an acquiring company
may be looking to reduce its own R&D spending in favor of the newly acquired
pipeline. In practice, investors do not penalize acquirers as long as the synergies are
delivered.

Financial markets have also been fairly tolerant of high acquisition premiums.
Many recent deals may appear to challenge the net present value approach because
uplift to the acquirer is factored in by investors, who reward acquirers with higher
stock prices. This tolerance could reflect more wisdom than is apparent at first
glance, because a lack of growth indicates a mature market and is probably a har-
binger of margin pressure, risk to dividend streams, and a general decline in the
business environment. In this scenario, short of returning cash to investors, matur-
ing companies have few options beyond M&A to create value in the long term. In-
vestors value growth much more than short-term margin expansion or cash on the
balance sheet. A BCG analysis shows that 1 point of growth is worth up to ten times
more than 1 point of EBITDA in the pharmaceutical world. However, that means an
acquisitive strategy cannot rely on cost savings alone, so consolidators, too, need to
demonstrate that they can create organic top-line growth.

The Future Starts Today

Companies need to ask themselves questions for the short, medium, and long terms
and pursue an agenda specific to each.

In the short term, what more can we do to maximize our core business? Biophar-
ma and medtech companies need to ensure that their core business provides a
firm foundation for growth. This can best be achieved by shifting investments
away from low-value pursuits and directing them instead toward high-potential
opportunities.

e Review market opportunities with a fine-toothed comb, and focus resources and
investment on the highest-potential opportunities to capture all pockets of

profitable growth.

e Activate all possible pricing levers (including contracting) with a long-term view
of how market dynamics will evolve.

e Systematically free up resources by eliminating low-value activities and spending.

e Challenge the decline of products facing competition from generics wherever
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possible—for example, by offering unique, value-added services that give
physicians and payers a reason to continue using the original product.

In the medium term, how can we accelerate growth in our core platforms? Once
high-potential growth opportunities have been identified, it is important to move
quickly. Companies will need to prioritize innovation and deepen their expertise in
the most promising therapeutic areas.

e Pursue launch excellence and maximize commercialization of new assets.
e Accelerate the most promising projects in the pipeline.
e Prune low-value assets and programs to make room for future products.

e Divest low-growth businesses where there are opportunities to sell these at
attractive valuations in order to generate additional funds for reinvestment in
high-growth areas.

e Step up external innovation or make strategic acquisitions to deepen existing
areas of focus.

e Prepare the organization and its assets for value-based health care—for exam-
ple, by ensuring that clinical studies assess not only basic efficacy endpoints but
also cost effectiveness and value.

In the long term, how should we reshape our company for future growth opportuni-
ties? To achieve sustainable growth, companies need to continually scan the hori-
zon for new, transformative opportunities. By focusing R&D in therapeutic areas
with high growth potential, companies can continually build up their capabilities,
invest in innovation, and establish a leadership position in a given sector.

e Align innovation spending with pools of future growth.

e Make clear choices about where to play—and where not to play—and stake out
a leadership position in your chosen areas.

e Reshape capabilities for greater competitiveness and differentiation in your
chosen areas of focus and establish partnerships to expand in-house capabilities.

e Seek transformative, large-scale transactions to expedite your strategy.

I NVESTORS EXPECT GROWTH, and growth will be hard to come by in the health
care fishbowl. High multiples won’t be sustainable if they are not supported by
top-line growth. A successful long-term growth strategy maps a course toward fu-
ture sources of value (where to play) and articulates how the business raises com-
petitive barriers (how to win). Sustainable growth is as much about great execution
as it is about smart strategy—and execution starts today.
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