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Introduction

Average age of heart surgery in the UK is 65 but 45 in India. There is a need for 
conducting 20 lakh heart surgeries in India. But only 1.2 lakh heart surgeries are 
conducted. There is a lot of unmet demand. Why is that?

India spends only 4 percent of its GDP on healthcare. This is very low 
compared to countries like Brazil and United Kingdom which spends around 9 - 
10 percent. Bed density in India is 7 per 10,000 persons compared to the global 
median bed density of 27. Only 32 percent of all healthcare spending comes 
from the Government. The remaining 68 percent comes from the private sector.

Can private sector fill the unmet demand by building a lot of hospitals? Yes they 
can. But they have to provide quality healthcare at affordable prices. On average 
heart surgery would cost between 2 - 3 lakhs. This is a lot as 50 percent of our 
population earns below 2 lakh rupees per annum.

George Bernard Shaw once said: The reasonable man adapts himself to the world; the 
unreasonable one persists in trying to adapt the world to himself. Therefore all progress 
depends on the unreasonable man. To fix the healthcare situation in India you need 
an unreasonable man. Dr. Devi Prasad Shetty is an unreasonable man.
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Dr. Shetty was born in Mangalore, Karnataka. He specialized as a cardiologist 
at Guy’s Hospital London in 1989. B.M. Birla spotted Dr. Shetty’s talent and 
invited him to set up B.M Birla Heart Research Centre in Kolkata, India. At 
Kolkata, Dr. Shetty experimented with performing a greater number of 
surgeries per day to cure a lot of patients. At that time the norm was to perform 
3 or 4 surgeries per day. Dr. Shetty performed 6 or 7. This is unheard of during 
those years.

One of the patients he treated for cardiac aliment was Mother Teresa. During 
his several close encounters and field trips with Mother Teresa, he was moved 
by the plight of the needy and poor. The most important lesson Dr. Shetty learnt 
from Mother Teresa is: Hands that serve are more sacred than the lips that pray. The 
essence of life is to help others and bring smiles on people who aren’t as privileged as us.

Deeply influenced by the essence of life, Dr. Shetty founded Narayana Health 
(NH) in 2000. In healthcare you can’t do one big thing and reduce the cost. By 
doing thousands of small things NH is able to do simple heart surgery for 50,000 
rupees and made it more affordable to many in India. Dr. Shetty is described as 
“Henry Ford of heart surgeries” due to the sheer number of operations his 
hospitals undertake in a day.

Business

NH is one of the leading private healthcare service providers in India, operating 
a chain of multispecialty, tertiary and primary healthcare facilities. It has a 
network of 23 hospitals, 7 heart centers, and 23 primary care facilities.  It has a 
strong presence in Karnataka and Eastern India, as well as an emerging 
presence in Western and Central India.

A patient who stays in a hospital while under treatment is referred as an 
inpatient. NH makes 82 percent of its revenue from inpatients. And 18 percent 
from outpatients. NH has 5,498 operational beds to treat the inpatients.
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It has a strong legacy in cardiac and renal (related to kidneys) sciences. Around 
48 percent of total revenue in FY16 came from cardiac and renal services. NH is 
expanding its core speciality areas to include cancer care, neurology-and-
neurosurgery, orthopedics, and gastroenterology. These six core specialities 
account for over 70 percent of revenue in FY16. Top 3 hospitals generate 54 
percent of revenue. The table below shows that NH is reducing its single point 
of failures.

Asset Right Model

NH makes 82 percent of its revenue from inpatients. For treating the inpatients 
we need beds. The unit economics of NH boils down to capital-cost, revenue, 
and profits per operating bed. Land and buildings typically account for 50 
percent of total cost in setting up a hospital. On average it would cost around 70 
- 80 lakh rupees to setup an operating bed. But NH can setup a bed by investing 
only 26 lakhs. The table below proves that the cost for NH to setup an operating 
bed is low.
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How can NH setup a bed at 1/3rd of its competitors cost? It operates its business 
through a combination of five models as given below. By doing that NH avoids 
heavy capital investments in land and buildings. This asset right model enables 
NH to lower the investment it needs to make per bed.

Model No. of 
hospitals

Description

Owned and 
Operated

4 Owned on freehold basis and operated 
by NH.

Leased & 
Operated

7 NH operates on a lease or license basis. 
Some leases are taken from state 
governments on a long term/perpetual 
basis.

Revenue Share 6 NH operates and pays a revenue share 
to owner of the hospital premises.

PPP 2 NH operates with nominal investment in 
partnership with public entities. To setup 
a hospital in Jammu, Shrine Board took 
care of the infrastructure cost along with 
absorbing the operating losses for the 
first 5 years.
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Managed 4 Management services provided by NH 
to third parties for a management fee. 
NH doesn’t own the P&L responsibility. 
These hospitals essentially are being run 
by large industrial houses for social 
causes. They provide NH an opportunity 
to expand its network by funneling the 
patient flow to their hospitals in that 
region.

The lower investment per operating bed advantage which NH has over its 
competitors is huge. Take a look at my calculations to understand why this is the 
case.
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ARPOB and ALOS

ARPOB stands for Average Revenue Per Operating Bed. The formula for 
ARPOB is given in the previous page. ALOS stands for Average Length Of 
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Stay. A well run hospital should have high ARPOB and low ALOS. The reason 
for high ARPOB should be obvious. But why should hospitals have low ALOS? 
Hospitals make majority of their revenue during the first few days of patients 
stay. The table below shows that NH is doing a good job.

The average ARPOB for Apollo Hospitals and Fortis Healthcare is 120 lakh 
rupees. This is almost 2x greater than NH. Many use ARPOB at the gross level 
and conclude that NH is inferior compared to Apollo and Fortis. This is 
incorrect because of the following reasons:

a) Companies can increase ARPOB in the short term by increasing prices. 
Investors in Valeant Pharmaceuticals will tell you why this is a bad idea.

b) Hospitals in Tier 1 cities (Bangalore) will have higher ARPOB compared 
to hospitals in Tier 2 cities (Mangalore).

c) Beds with higher utilization rate will have high ARPOB. It take 3-5 years 
for a hospital to mature and increase the bed utilization rates.

d) Hospitals doing a lot of complex operations will have high ARPOB. More 
complex operations happen in matured hospitals.

To increase ARPOB, NH will use price lever as a last option, that too to only 
offset their operating expenses. They operate by putting their patients first and 
get them the best possible deal. This is evident from an excerpt from the 
conference call.

See we have a huge lever available as far as pricing is concerned. We have always modeled ourselves on 
a model where our primary stakeholder which is the patient gets the best possible deal. And if we have 
to continue that that is a lever which is available to us because in almost every market we operate 
currently we have a capacity of increasing our rates, in some regions even up to 20% to 25%. So that 
lever is always available to us but that is not the lever we choose to use first. What we need to use first is 
to change the case mix in a manner that the complexity of the specialty mix changes in such a manner 
that procedures which yield higher revenue and have lesser stay in the hospital we encourage to develop 
those specialties. But we do have a huge pricing power available to us which we would be using from 
time to time to offset some of the expenses which have been coming in terms of wages, acquiring new 
talent or acquiring new technology. - Conference Call 2016 

http://www.narayanahealth.org/stakeholder-relations/quaterly-report/Earnings-Call-Transcript-Q4-FY-2016.pdf
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Different Price Bands

Brand NH is strongly associated with a mission to deliver quality healthcare at 
affordable prices. I discussed this with my friends and they told me that the cost 
of surgery at NH is not that cheap compared to Apollo and other private 
branded hospitals. After digging deeper I learnt that NH operates in 3 to 4 price 
bands depending on the location and local competition.

On a blended basis 60 to 70 percent of the beds are in general category. And 30 
to 40 percent are in private, semi-private, and deluxe category. General beds will 
cost 20 to 25 percent lesser than the competition. For private, semi-private, and 
deluxe categories, NH would be at par or competitive to some extent. Cost 
difference in the higher categories would be lower than competing hospitals by 
around 5 to 7 percent.

Expenses

The breakdown of NH cost structure is given below. Consumables are those that 
are intended to be used up relatively quickly. Drugs, surgical equipments, and 
other medical consumables are included in consumable expenses.

a) NH does centralized purchasing of medical consumables and standardizes 
them. This resulted in reducing the consumable expenses by 400 basis 
points in the last 3 years. Gross margins of NH is 76 percent which is 
comparable to players like Fortis Healthcare. NH has major partnerships 
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with private and public sector organizations. For example it tied up with 
Texas instruments and bought down the cost of X-Ray plates from 
$82,000 to $300.

b) Doctors are paid a competitive fixed salary of $100 to $200K. Fixed salary 
make up 60 percent of their total compensation. The remaining 40 percent 
is variable. They are encouraged to increase the number of surgeries per 
day.

c) For FY16 the reported depreciation expense is 75 crore rupees. Is this low 
or high? NH makes their assets sweat (high turnover). This would result 
in higher wear and tear of medical equipments. It actually spends 100 
crore rupees on maintainence capital expenditure. This is 33 percent 
higher than reported depreciation. Moral of the story is to not use 
EBITDA to value NH.

Where are the profits?

The net profit margin of NH in FY16 is 1.19 percent. Anyone looking at this 
would dismiss it as a lousy business. To understand the reality we need to look 
beyond the reported profits. Hospitals becomes super profitable when its 
maturity reaches 5+ years. Matured hospitals have higher occupancy rates, get 
more referrals, and do a lot more complex procedures.

All of this will make sales to grow at higher rates. Here is a simple test to prove 
this. From FY13 to FY16 sales compounded at 24 percent, even though the total 
number of operating beds compounded at 12 percent. Once sales reaches a 
threshold, fixed costs are covered and operating leverage kicks in. This results in 
exponential growth in profits. This is captured in the table below.

NH has 1,300 non-operating beds and it can be put to operation in the existing 
hospitals. These beds will generate higher profits as the fixed costs are already 
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covered. My estimate is that over 5+ years hospitals will have a EBIT margin of 
13 to 14 percent.

Risks

a) Partnering with others is a great way to reduce invested capital and 
increase ROIC. But it comes up with few risks. In the past NH had to 
shutdown its Hyderabad  operations. There was a medical college hospital 
opened by the same individual who owned the property which was leased 
to NH. Presence of that fee hospital was impacting the operations of this 
hospital consistently. NH decided to exit Lucknow operations because of 
non-conformance by the counterparty.

b) Attracting and retaining skilled doctors is very important. All the senior 
and tenured doctors had stayed on from the time of NH’s inception in 
2000. And the attrition rate is less than 1 percent. Dr. Shetty played a big 
role in retaining talent. Can they retain and attract talent going forward, 
when the competitors pay huge salaries?

c) In the last 5 years NH invested 625 crore rupees on capital expenditure. 
Around 75 percent was funded by business operations. It borrowed the 
remaining 25 percent. The current debt-to-equity ratio is around 0.25, 
which is reasonable. Can the company fund its future growth without 
leveraging its balance sheet?

d) Can affordable healthcare go hand in hand with profitable business model 
and create value for the long term shareholders? Can they both pro-social 
and pro-investor?

e) Any price controls imposed by the government, as they did with Stents 
last month, could hurt the profitability.

http://economictimes.indiatimes.com/industry/healthcare/biotech/healthcare/stent-price-control-shows-india-not-open-for-business/articleshow/57644511.cms
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Valuation

a) Healthcare delivery industry is expected to grow at 12 percent over the 
next 5 years. Being an organized and branded player NH should grow its 
top line faster than the industry. This is evident from NH recent sales 
growth, with matured hospitals growing at 15 percent and new hospitals 
growing at 30 percent. There is a lot of unmet demand. Generating double 
digit sales growth shouldn’t be a problem.

b) Apollo Hospital price-to-sales ratio for the last 10 years hovered between 
1.64 to 3.98. Market capitalization of NH is around 6,600 crores. At a 
TTM sales of 1,822 crores, this translates to a price-to-sales ratio of 3.62. 
NH appears expensive on price-to-sales ratio.

c) I don’t want to play the game predicting net profit margins of NH. We 
know that there is an enormous operating leverage waiting to happen. My 
estimate is that over 5+ years hospitals will have a EBIT margin of 13 to 
14 percent. If NH can generate a net profit margin of 7.5 to 10 percent 
and turn over its assets by 2 times then we can expect an ROIC of 15 to 
20 percent. If you’re right about the business then this what you would 
make over the next 10 years by holding the stock.

Over the long term, it’s hard for a stock to earn a much better return than the business which underlies 
it earns. If the business earns 6% on capital over 40 years and you hold it for that 40 years, you’re not 
going to make much different than a 6% return—even if you originally buy it at a huge discount. 
Conversely, if a business earns 18% on capital over 20 or 30 years, even if you pay an expensive looking 
price, you’ll end up with a fine result. - Charlie Munger
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Disclaimer: I don’t have any position in Narayana Health. This is not a 
recommendation to Buy, Sell, or Hold. I am not a SEBI registered analyst. I 
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wrote this document to organize my thoughts and deepen my understanding 
about the company and industry. I am sharing it so that you can learn something 
from this.
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