
Health Care Equipment (35-10)
United States

Industry Type (01/15/08)                          High Growth

Key Indices: (S5HCES)    S&P Health Care Equipment & Services                                                            
Recommendation:                                                  Buy



Description and Summary:  
Health care equipment and services refers to all health care equipment, facilities, supplies, products, and services.  Pharmaceuticals are not included in this industry.  The health care equipment and services industry is very diverse due to the combination of hundreds of thousands of medical products and health care services in the industry.  
The health care services industry is comprised of approximately 545,000 establishments.  About 2% of these establishments are hospitals, but hospitals employ about 40% of all workers in the industry.  The health care equipment industry produces all equipment and supplies used in health care today.  Health care devices are produced in the following major categories: cardiovascular, orthopedics, surgical instruments, cosmetics and aesthetics, hearing aids, ophthalmic products and instruments, wound care, infusion systems, and neurology. 

International Competitive Structure: 

The majority of competition in the health care equipment and services industry is in the United States.  Emerging markets present significant growth opportunities, specifically China, where exports to China now account for 60% of total medical products sales in that country.  The U.S. provides over 30% of China’s medical equipment and supplies imports.  
Strengths:

1.  The industry has had significant growth in recent years.  Health care products have had 12-13% earnings growth for 2007.    Although increased pricing pressures from the government have severely affected the hospitals, no direct effects have been seen regarding the equipment and services sector.
2.   The equipment and services sector has high barriers to entry.  Due to the high operating leverage, high fixed costs, and extremely high-tech manufacturing equipment needed to produce state-of-the-art machines, it becomes increasingly difficult to enter into this sector.  This gives the existing companies more say in pricing strategies and federal negotiations.  
3.  New high value medical products can avoid the affects of pricing pressure in the future.  The health care equipment industry is constantly shaped with new products and technological breakthroughs.  These new high value products can avoid price cuts because of the potentially life-saving value they add to consumers.  Examples of products that fit into this category are ceramic-coated orthopedic reconstructive implants, gender-specific implants, and artificial spinal discs.   
Weaknesses:

1.  Reimbursements for Medicaid and Medicare are continuously declining. The US Government started the Medicare Part D plan in January 2006.  This new Medicare plan changed the way that Medicare reimburses hospitals and other medical care providers.  The new cost estimation strategy includes more data from higher-cost hospitals.  This will result in reimbursements being cut as much as 5.4% for any given procedure.  This new reimbursement plan will lower the profitability of all medical care companies. 
2.  The uninsured population in the United States is growing.  In 2006 (latest available), the US Census Bureau estimated that 15.8% of the population was uninsured, up from 15% in 2000.  Due to the Emergency Medical Treatment and Active Labor Act (EMTALA), hospitals are required to treat anyone in the case of an emergency.  The increasing number of uninsured Americans causes serious profitability problems for health care providers, by increasing the total amount of bad debt for hospitals.  
Opportunities/Trends:

1. The aging US population provides many opportunities for growth.  The number of people 
worldwide aged 60 and older is forecasted to grow from 688 million in 2006 to almost two billion in 2050, according to the UN.  In the United States, 80% of all people aged 65 or older have at least one chronic condition, and 50% have two or more.  
2.  Many different portions of the health care industry show great growth potential.  Due to new technological advances, the following portions of the health care industry should continue to show exceptional growth in upcoming years: orthopedics, cardiovascular, oncology.
Threats:

1.  Budgeting problems are placing downward pricing pressure on hospitals and surgical centers.  According to the American Hospital Association, approximately one-third of hospitals in the United States experience negative total margins.  Over time, this pricing pressure will most likely cut into the profits of the health care equipment industry.
2.  New Consumer Driven Health Plans (CDHP’s) may cause consumers to delay getting health care.  CDHP’s move more of the costs to the consumers, which in turn makes collecting payments more difficult for the health care providers.
Key Valuation Ratios to Watch:

Watch traditional valuation metrics including Price to Earnings, Price to Book, Price to Cash Flow and Margins.  Also watch R&D as % of sales.
Key Items to Watch:

National healthcare expenditures, Medicare reimbursement, Consumer Price Index, Interest Rates
Return Performance versus the S&P 500 (in %):
                  03       04         05      06       07    08YTD
S5HCES   28.1    17.7     17.8    0.2      13.0     2.9
SPX
 28.4
    10.7     4.8
      15.6    3.5       -31.8
Excess       0.3      7.0      14.0   -15.4 
9.5        34.7
GDP          2.7      4.2       3.5  
3.5      3.6        
Sources:  NetAdvantage, Bloomberg, Valueline.  
Analyst:  Jeremy Jones   jeremy.blake.jones@gmail.com   Dec. 2008


