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A simple case illustrates the analytic structure

PoS

PoS

Dev

Phase | proi.A) | (Proj.B) | cCost | Y&

1 50% 70% 3 2005

2a 40% 50% 11 2006

2b 40% 50% 37 2007

3 80% 90% 206 2008

Reg 50% 95% 1.5 2009

Approval 3% 15% 259 2010
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(assumptions)

Projects A and B are vying for the same budget
= Project A is five times riskier than Project B

= Projects A & B have identical;
development cost
development timeline
launch date

Given success, project A is twice as valuable as
project B as measured by NPV

= Project A has higher peak sales

= Project A has longer period of exclusivity

Which project should be funded, A or B?



Time value of money: Discount future cash flows to their present
value to compare investments with different time horizons

Development Commercial
Costs Forecast
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Ph1 -3 -11 -37 -206 -1 100 300 525 900 750 480
Ph2a -10 J \ ~ Y —
Ph2b -30

Ph3 -150 ~

Reg -1

Comm. Value 2000+
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Present Value of future cash flows



ENPV is the probability-weighted average NPV of all financially

relevant outcomes - both successes and failures

50%
Project A Approval Cost + Benefit = Net
80% | ($194) $2.000 $1.806
Phase 3 O/ ($1) $1.806
($150) $806 50%
40% fail
Phase 2b | ($194) $0  ($194)
($1)  ($194)
($30) $606
40% 20%
Phase 2a fail
| ($193)  $0  ($193)
($10) $217 ($150) ($193)
50% 60%
Phase 1 fail
| ($43)  $0  ($43)
($3) $79 ($30) ($43)
60%
fail
T ($13)  $0  ($13)
$38 ($10) ($13)
50%
fail
T ($3)  $0  ($3)
($3) ($3)



Financial metrics typically improve as R&D investment resolves
technical risk

Value-add Curve
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Comparing risk resolution profiles can be misleading

Risk-Resolution Curve

Approved

100%

90% -
80%
80% -

70% 1 File

60%

50% —e—High Risk, High Reward
——|ow Risk, Low Reward

50% A

PTRS

40% -

30% A

20%

10%

O% U T T T T
0 50 100 150 200 250
Start .
Ph1 Cumulative Dev Cost



	DA Education:How Do They Do That?
	A simple case illustrates the analytic structure (assumptions)
	Time value of money:  Discount future cash flows to their present value to compare investments with different time horizons
	ENPV is the probability-weighted average NPV of all financially relevant outcomes - both successes and failures
	Financial metrics typically improve as R&D investment resolves technical risk
	Comparing risk resolution profiles can be misleading

