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Introduction
 
Hammond Hanlon Camp LLC (“H2C”) specializes in the health care 
services industry, providing strategic and financial advisory services to 
clients and serving as a trusted advisor.  The firm monitors a number 
of health care industry sectors, keeping clients abreast of trends, 
opportunities and notable merger and acquisition activity.

The Nichols Management Group, LTD. (“NMG”) is the leading strategic 
advisory consulting firm for the laboratory diagnostic and biotechnology 
industry.  NMG is a consulting firm focused exclusively on healthcare 
issues related to clinical and anatomic laboratory services.  With over 
25 years of experience in guiding labs, hospitals and health systems in 
laboratory strategic planning merger and acquisition advisory services 
and operations improvement, NMG has become a driving force in the 
laboratory industry.

This report highlights the Laboratory sector, covering clinical laboratory 
services.  It identifies key sector trends and merger & acquisition activity.  
This report also provides an outlook on future opportunities and 
considerations for healthcare organization laboratories.  An overview of 
the sector, including size, composition and key players is included in the 
Appendix. 
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Key Trends
A.        Changes in Reimbursement
B.        Industry Consolidation
C.        Technology Advancements 

A.     Changes in Reimbursement
The reimbursement outlook is changing in the lab sector and, for the 
first time in 30 years, Medicare’s fee schedule will be dependent on 
market rates.  The forecast is for reimbursement to be reduced between 
18% to 30%, beginning in 2017.

With the Protecting Access to Medicare Act (“PAMA”), passed in April 
2014, a new system of rates for lab testing services will be implemented 
by CMS beginning in 2016.  Labs will report the rate paid and volume by 
each private payor for each test (excluding capitated payments) in three 
year cycles.  The Medicare fee schedule will then be determined by the 
average of private payor rates as of three years prior.  For example, in 
the initial cycle CMS will set new rates on January 1, 2017 based on the 
market average of what private payors paid in 2015; 2018 rates will be 
based on 2016, and onward.  The reimbursement landscape will have a 
more transparent market-based structure, with more stable pricing for 
new, advanced tests and increased pricing visibility through 2022.  PAMA 
does limit price reductions to 10% per annum from 2017 – 2019 and 
15% per annum from 2020 – 2022.  

This structural change to pricing and reimbursement is a concern 
to hospitals and independent labs, as the private payor rates which 
will determine the new fee schedule are heavily influenced by large 
commercial labs that typically price well below Medicare and hospital 
outreach labs.  Additionally, CMS’ new pricing regime comes alongside 
increasing pressure from insurers and consumer-directed / high-
deductible health plans on physicians to reduce costs, leading many 
physicians to shift lab volumes toward inexpensive providers of clinical 
lab services.  Finally, partnerships between commercial labs and 
managed care companies, such as United Health and Aetna, are working 
to direct volumes to specific national labs, further reducing volumes 
available to hospital and independent labs. 

The reimbursement outlook is 
changing in the lab sector and, 
for the first time in 30 years, 
Medicare’s fee schedule will be 
dependent on market rates. 
Reimbursement reductions 
are expected to begin in 2017 
and are forecast to reduce 
reimbursement between 18%  
to 30% in the near term.

Reimbursement Pressure

 � Changes to Medicare pricing 
mechanism

 � Consumerism and pricing 
transparency

 � Growth in high deductible  
health plans

 � Preferred networks



4 HAMMOND HANLON CAMP LLC                                                                                                       Laboratory Services • 2016 Edition   

B.     Industry Consolidation
The laboratory industry continues to experience significant 
consolidation, driven in large part by changes in reimbursement and 
the need for economies of scale.  National lab companies are seeking 
scale through acquisition and expansion of services as a result of 
low organic revenue growth.  Additionally, profitability in the routine 
outreach market is becoming increasingly driven by logistics and 
operational efficiencies.  Many hospitals are re-evaluating or selling 
their clinical lab business as a response to the need to lower costs. 
The hospital lab sector has been forced to address a reimbursement 
paradigm shift from volume testing to one focused on quality 
and outcomes through implementation of risk and value based 
reimbursement models.  As the largest players continue to consolidate 
through acquisitions of smaller independent labs, winning new market 
share and contracting for hospital-based services, the industry is now a 
competition for the lowest cost per test.

C.     Technology Advancements
To drive increased utilization and improve their cost structures, 
commercial labs have expanded their investment in technology and 
analytics.  Automation has grown exponentially in the past five years, 
countering concerns of technical labor shortages in some markets.  
Advancements in information systems enable improved consistency and 
data analysis, and can be leveraged to drive operational efficiencies and 
improvements in service levels.  For example, LabCorp has implemented 
IT-based platforms to improve customer service and provide an end-
to-end lab solution through physician and patient portals, electronic 
ordering, electronic results reporting and clinical decision support tools 
through their Beacon system.  Quest initiated the move into electronic 
results delivery and reporting through their product Care360. Later 
LabCorp introduced their own 360 EHR product.  LabCorp Chairman, 
David King, highlighted these technology advances as a fundamental 
part of the company’s strategy.  King noted that knowledge products 
provided by LabCorp intended to optimize decision-making, improve 
health outcomes and reduce treatment costs to stakeholders are the 
basis of their IT strategy.  In order to compete with commercial players’ 
investment in IT solutions, hospital and independent labs must consider 
setting aside additional capital for investment in their laboratory 
facilities information technology capabilities in the face of these industry 
headwinds.

Outside of the existing, traditional market drivers, there are also potential 
game changers for the industry in the near term.  Growth of point-of-
care and home testing companies, which allow for direct testing outside 
the lab setting, will divert further volume away from existing labs.  

Consolidation Drivers

 � Need for scale, efficiency and 
logistics expertise

 � Lab consolidation 
   -   Quest 
   -   LabCorp  
   -   Everyone else

 � Health system consolidation

Recent articles and actions by 
regulators have raised concerns 
over Theranos, however, 
disruptive technologies remain 
an ongoing concern. 
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Potentially more disruptive is a truly industry changing technological 
advance that impacts the testing sector landscape.  However, threats 
such as Theranos, a privately held company with extensive backing from 
private equity and venture capital investors, have recently lost credibility.

Theranos has been highly secretive regarding its processes and has yet 
to prove its ability to scale while maintaining quality and accuracy.  The 
efficacy of its methods and the legitimacy of its technology have come 
under scrutiny in media reports amid the release of an FDA investigation.  
According to the Wall Street Journal, Theranos allegedly utilizes its new 
technology for only a small number of its tests1 and the FDA recently 
released two inspection reports declaring Theranos’ ‘nanotainers’, 
used to collect small amounts of blood, as uncleared medical devices.2  
Theranos has since admitted to utilizing traditional equipment and 
methods for some of its testing, but has denied the validity of concerns 
surrounding its proprietary technology and processes, while noting it 
has complied with all FDA requests and procedures.  

1  Carreyrou, John; Wall Street Journal; “Hot Startup Theranos Has Struggled With 
Its Blood-Test Technology”; 10/16/2015.
2  Carreyrou, John; Wall Street Journal; “FDA Inspectors Call Theranos Blood Vial 
‘Uncleared Medical Device’”; 10/27/2015.

Exhibit 1: Laboratory Sector Transformation 
Source: H2C Research
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Additionally, in late October 2015, Theranos announced that its Board 
of Directors had been restructured, with seven of its twelve Directors, 
including well-known names such as Henry Kissinger and Bill Frist, 
shifting to a newly formed advisory board.  Meanwhile, Walgreens has 
put its expansion plans with Theranos in Phoenix, AZ on hold.3  Most 
recently, Theranos was cited by CMS for substandard practices causing 
“immediate jeopardy to patient health and safety.”4

With these various trends creating uncertainty for the industry in the 
near future, the long-term viability of internally-managed hospital labs 
and smaller, independent laboratory companies could be determined by 
how these trends play out.

Outlook & Implications
 
These trends and market dynamics put forward several key questions for 
healthcare organizations:

 � What growth opportunities exist in this laboratory market 
environment?

 � Under declining reimbursement and new payment models, how 
critical is it to own vs. contract for laboratory services? And does 
your cost structure support continued economic viability?

 � What options exist for partnering, growing or divesting hospital 
based or owned reference labs?

The outlook for the laboratory sector appears mixed, with headwinds 
from declining reimbursement, technical labor force shortages and cost 
pressures, countered by expected growth driven by an aging population, 
expanded insurance coverage and the development of new esoteric and 
genetic testing.  According to the Bureau of Labor Statistics, the number 
of medical and clinical lab jobs is expected to grow by 22% over the 
next ten years and the industry is worried that the supply of workers 
will not keep up with demand.  It is expected that lab testing will benefit 
from the increased focus on early detection and prevention, as the 
industry shifts towards risk-based reimbursement.  Not as much growth 
is expected in routine testing, so organizations could find themselves 
expanding into other areas, such as esoteric and genetic testing, to 
pursue growth and remain economically viable.

3  Siconolfi, Michael; Wall Street Journal; “Walgreens Scrutinizes Theranos Testing”; 
10/23/2015.
4  CMS letter dated January 25, 2016.

As healthcare reform necessitates 
a shift from a volume-based 
reimbursement model to a 
value-based model, does the 
laboratory offer enough value 
in service and speed of results to 
convince hospitals that it needs 
to stay within the facility?  That 
is the critical question according 
to Rich Bayman, H2C Principal.  

Theranos has real, verified, and 
significant quality and accuracy 
problems.
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What opportunities exist in this segment for not-for-
profit health systems?

Hospital labs have benefited from increased physician employment and 
affiliation, which can help drive volumes to hospital based reference 
labs, which in turn drive greater efficiency and cost reductions.

However, given cost pressures and reimbursement uncertainty, many 
hospitals have chosen to outsource or divest their outreach labs and 
contract to have their inpatient labs managed by other specialized 
lab companies.  Hospitals are also working with consulting firms to 
identify strategies to reduce costs and leverage the value of clinical data 
generated from lab testing to improve health management. 

Is lab ownership mission critical?
Lab services play a critical role for hospitals in understanding and 
managing key diseases, supporting value-based care and the clinical 
needs of a system should be considered.  The cost of adverse drug 
events has been estimated as high as $135 billion annually.   
25% of these costs could be prevented by using lab tests to identify the 
correct biomarkers for drug effectiveness.  Although still in its infancy, 
the study of lab tests to understand drug response to genetic variations 
is expected to increase the value of lab tests and reduce costs. 

As healthcare reform necessitates a shift from a fee-for-service 
reimbursement model to a value-based model, does the laboratory offer 
enough value in service and speed of results to convince hospitals that it 
needs to stay within the facility?  That is the critical question, according 
to Rich Bayman, H2C Principal.  “Health systems need to ask whether 
they have a cost-competitive position in lab services or can survive as 
a high-cost provider,” notes Bayman.  If hospitals view their labs as cost 
centers, they may consider other strategic options as more attractive.

 

“Health systems need to ask 
whether they have a cost-
competitive position in lab 
services or can survive as a  
high-cost provider.”

        - C. Richard Bayman
          Principal, H2C
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Other strategies that hospitals are using to lower their costs include 
investing in information technology systems to improve test utilization, 
defining tier levels of laboratory testing, identifying the necessity of 
certain tests and forming group purchasing arrangements to lower 
pricing on equipment, supplies, blood products and reference lab 
services.  An example of this is BJC Healthcare, a health system that 
has invested in standardization of equipment across all its labs.  BJC 
Healthcare has also invested in a $58 million lab on its main campus that 
will replace three hospital labs and be almost fully automated to speed 
test turnaround times and minimize future technical labor shortage 
concerns.  It has created a purchasing collaborative that will have 35 
hospitals bidding for an outside reference lab contract.   

Strategic mergers and partnerships continue to be 
an integral driver of lab growth

Lab consolidation also appears to be shifting towards more creative 
partnership structures, rather than just mergers and acquisitions.  H2C 
is seeing an increasing number of joint ventures and lab management 
arrangements between the publicly traded lab companies, management 
firms and non-profit health systems, as shown in the table below.

Exhibit 2: Laboratory Sector • If a Hospital Cost Center Creates Partnership Opportunities 
Source: Quest Diagnostics
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In April 2013, San Francisco-based Dignity Health agreed to sell its 
clinical outreach labs to Quest Diagnostics.  As a part of the agreement, 
Dignity maintained ownership of its hospital-based labs and divested 
its 56 diagnostics labs in Nevada and California.  According to Dignity 
management, in a post-health reform setting, the laboratory business 
was more likely to be viable and compete under the control of an 
organization focused solely on that service.

In September 2013, LabCorp purchased John Muir Health’s clinical 
laboratory outreach business and 26 patient service centers.  John Muir 
Health retained its hospital-based labs and designated LabCorp as its 
preferred provider of reference lab services.  John Muir Health’s Chief 
Executive Officer, Cal Knight, wrote, “Due to the changing health care 
environment, the health system could no longer afford to subsidize 
MuirLab’s operations, which pulls financial resources from other strategic 
initiatives and services that help us to grow and meet patient needs.”

In June 2015, Quest purchased the outreach laboratories associated with 
Long Beach MemorialCare Health System.  MemorialCare Health System 
will retain their in-patient lab operations while the transaction provides 
additional capital for the system and provides their affiliated physicians 
with a broader test menu and more patient access points.

Exhibit 3: Laboratory Sector • Indicative Historical Partnerships 
Source: H2C Research
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Independent hospitals have also taken action in terms of their lab 
businesses.  Franciscan Missionaries of Our Lady Health System in 
Baton Rouge, LA has considered outsourcing its lab services or forming 
a centralized lab partnership, both of which would aid in providing 
lab testing services to 15 critical access hospitals in the region, allow 
for outside revenue to be generated and improve the coordination of 
care.  Hospitals in Lehigh Valley (PA) formed a for-profit lab company, 
Health Network Labs, to operate lab services for their community. 
Each hospital maintains its own satellite lab for services that require 
immediate turnaround.  Hartford Health formed and operates Clinical 
Laboratory Partners, an independent, full-service clinical laboratory 
providing a broad range of lab services to private physician practices, 
nursing homes, hospitals, municipalities, industries and managed care 
organizations in over 80 locations across Connecticut.

As health systems consider maintaining lab services they must evaluate 
the tradeoffs between cost structure and required capital investments 
with opportunities to use data, effective analytics and protocols to 
support physician utilization and health management, a decision which 
ultimately impacts the overall cost of care.

Due to their size, Quest and 
LapCorp have limited interest in 
smaller labs, reducing the pool of 
true acquirers for most hospital-
based labs.
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Merger & Acquisition Activity
 
Merger and acquisition activity in laboratory services has been robust 
over the past decade.  Public market valuations have remained relatively 
consistent, with variance in valuation levels being mostly dependent on 
size and breadth of testing capabilities of labs involved in the transaction.  
Although the private equity sector has invested in Labs in the past, 
uncertainty in reimbursement rates and the shift towards a unit/cost 
focus has limited their interest and activity in recent years.  However, 
trends such as a disruptive technologies and improved transparency into 
reimbursement because of PAMA could provide renewed investment 
interest in the sector, as high fragmentation in the market provides 
opportunity for continued consolidation.

Exhibit 4: Laboratory Sector • M&A Volume by Number of Transactions 
Source: H2C Research
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Significant transactions include:

 � Quest Diagnostics’ acquisitions of Concentra, Inc. and Solstas Lab 
Partners Group in 2014 for combined $570 million.

 � LabCorp completed its $5.7 billion acquisition of Covance, the only 
CRO offering full-spectrum drug development services in early 
2015.  The acquisition made LabCorp the world’s largest healthcare 
diagnostics company by revenue. 

Exhibit 5: Commercial Laboratory • Recent Merger & Acquisition Highlights 
Source: H2C Research
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Summary
 
H2C and NMG anticipate continued consolidation and creative 
partnerships within the laboratory services sector, representing 
opportunities for non-profit health systems and publicly traded 
companies.  Reimbursement and cost pressures are clearly moving 
this sector to a commodity-based business, where low cost per test, 
combined with quality and IT competence, will drive success in the 
sector.  The shift towards population health, and the role that lab tests 
play in both diagnosis and medical decision-making, will position 
the lab sector in potentially new ways in the industry.  Investments in 
information technology and analytics/data mining will be an increasing 
focus of the larger players in the industry, and will be critical to 
competing long term.  If used effectively, health systems could utilize 
lab information to enhance clinical care management and delivery.  
Disruptive technology, including increased point of care and home 
testing, remains an unknown variable but will likely impact the industry 
into the future.

Hospital systems must decide whether they can implement strategies 
and make the investments to provide lab services at a cost-competitive 
price point or determine how to strategically partner and/or contract 
with others to secure those services in a service-oriented environment.  
H2C and NMG bring deep experience in this sector and are well 
positioned to work closely with health system clients to ask the critical 
questions and support the evaluation of alternative strategies and 
relationships to providing laboratory services.
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Appendix: Sector Overview
 
Sector Overview 

I.     Size & Growth
The clinical laboratory services sector is a highly fragmented but 
consolidating industry.  National expenditures for lab services are 
approximately $75 billion and have grown at an annual rate of 
2.6% since 2010.  Despite representing only 3% of total healthcare 
expenditures, laboratory test results drive approximately 70-80% of 
healthcare decisions in the U.S. 

Exhibit 6: U.S. Laboratory Industry • $ in billions 
Source: Wall Street Research, Company filings, H2C Research
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The Lab industry in the United States is largely organized by ownership, 
location and type of testing.  Approximately 40% of clinical lab testing 
occurs in the inpatient or outpatient hospital setting, with the remainder 
provided outside the hospital by either independent labs, such as 
physician office labs, or large reference labs.    

The two major categories of clinical laboratory testing, considered 
routine testing, include clinical pathology testing (such as blood or 
other bodily fluids) and anatomical pathology testing, using histology 
or cytology samples (tissue, human cells, etc.).  The high growth 
segment in the laboratory sector is around gene-based or esoteric 
testing services.  Esoteric laboratories provide reference testing services 
to physicians, large academic medical centers, hospitals, and other 
commercial laboratories.  The esoteric testing laboratories typically 
perform hundreds of complex tests that are not routinely performed by 
most regional reference labs.  Clinical trial testing is another small, but 
growing segment of lab testing related to trials of new pharmaceuticals 
or treatments.  The largest players typically provide the broad range of 
testing services.

Exhibit 7: Total U.S. Lab 
Source: Company Filings
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Exhibit 8: Competitive Landscape 
Source: Company filings, Capital IQ, H2C Research

II.     Competitive Landscape
The industry is highly fragmented, but dominated by a few large publicly 
traded companies.  The two largest publicly traded companies in this 
sector are Quest Diagnostics and LabCorp.  A brief profile of these two 
companies, along with other major public and private companies is 
shown in the table below.

Laboratory Status Revenue EBITDA Margin Annual 
Requisitions Comments

Public  
(NYSE: LH) $8,466 $1,555 18.4% 131.0

 � Expertise in esoteric testing, genomics, 
and clinical and anatomic pathology

 � Announced $6.1 billion acquisition of 
Covance in November 2014, making 
LabCorp the largest company in the 
laboratory industry by revenue

 � Aggressive consolidator

Public 
(NYSE: DGX) 7,435 1,288 17.3% 147.0

 � World leader in diagnostic testing with 
operations in the US, India, Ireland, 
Mexico, Sweden and the UK

 � Serves half of the physicians and hospitals 
in the US

 � Acquired Concentra, Inc. in May 2013 and 
Solstas Lab Partners Group in January 
2014 ($570 million)

 � In March 2014, signed a definitive 
agreement to acquire Summit Health, a 
leading provider of on-site prevention 
and wellness programs, primarily for 
employers

Public 
(ASX: SHL) 3,691 585 15.8% 85.0

 � Australian-based laboratory company 
with operations in Australia, New 
Zealand, the UK, Germany, Switzerland, 
Belgium, Ireland and the US

 � Generated 21% of revenue from the US 
in FY2014

 � Strategy of consolidating selected 
laboratory markets in Europe and the US

Public 
(Nasdaq: 

BRLI)
832 109 13.1% 9.6

 � Third largest full service clinical 
diagnostic laboratory in the US

 � Largest regional clinical laboratory in the 
Northeastern US market

 � Focused on esoteric tests and growth 
through development of disease and 
patient specific tests
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Over the past two years, Quest and LabCorp represent a duopoly 
and have seen flat to modest gains in volume, with slightly declining 
margins.  Both corporations have pursued growth through acquisitions, 
in freestanding outreach labs, as well as specialty testing, and 
partnerships with hospitals. 

Exhibit 9: Relative Stock Performance (as of 12/31/15) 
Source: Capital IQ

Exhibit 10: Historical Valuations • Total Enterprise Value / Total Revenue (as of 12/31/15) 
Source: Capital IQ, Company filings, H2C Research
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Exhibit 11: Historical Valuations • Total Enterprise Value / Total EBITDA (as of 12/31/15) 
Source: Capital IQ, Company filings, H2C Research
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About H2C
 
HAMMOND HANLON CAMP LLC (“H2C”) is an independent strategic 
advisory and investment banking firm with an exclusive focus on 
healthcare services companies and related organizations.  Our 
commitment to exceed our clients’ expectations begins with senior 
leadership on every engagement and continues with independent and 
objective strategic advice.  Our belief in the markets and in the power of 
competition has resulted in loyal clients and long-term relationships. 

A trusted advisor with the expertise to understand the unique 
complexities of the healthcare industry and an in-depth knowledge 
of the range of potential alternative transaction and partnership 
structures are an essential part of any team dedicated to designing 
and implementing a highly successful merger, acquisition or divestiture 
strategy.  The experienced professionals at H2C are well positioned to 
serve as a trusted advisor to healthcare organizations that wish to better 
understand what alternatives are available and to expertly guide them in 
structuring and executing their strategies.  We bring in-depth knowledge 
and experience across the spectrum of healthcare service segments.

H2C offers services in the following areas:

 � Strategy design, development and execution
 � Mergers, acquisitions and divestitures
 � Capital planning and management
 � Capital markets financial advisory and private placements
 � Real estate
 � Bankruptcy and restructuring

About NMG
 
The Nichols Management Group, LTD., (“NMG”) provides laboratory 
management services focused on lowering costs, increasing revenue, 
and optimizing operations in healthcare organizations including 
independent labs, regional labs, hospitals and health systems.

We give our clients the tools and guidance they need for positive results, 
from the planning and implementation stages of any strategic plan to 
management support throughout the process. 

NMG has set the standard in laboratory strategic planning and 
operations for more than 25 years.  Our consultants are experts in 
strategic planning, consolidations, mergers, acquisitions and divestitures, 
and laboratory operations improvement.
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Contact Us
 
With offices in New York, Atlanta, Chicago and San Diego, the 
professionals at H2C are committed to providing superior strategic and 
financial advice as a trusted advisor to the healthcare community.

If you would like to know more about any information in this report, or 
wish to better understand how H2C’s healthcare advisory services can 
benefit your organization or project, please contact inquiries@h2c.com 
or visit our website at h2c.com.

For more information about NMG, please visit their website at 
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