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Operating Profits
Edward M. Kerschner

An eminont cardiologist, Woody Allen, once observed that "the heartIs a vary, very resillent little
muscle.’ Reslilant perhaps, but far from Indestructible. According tothe American Heart Assoclation,
nearly one million Americans dled from heart and blaod vessel diseases In 1986 — more than twice as
many as died from cancer. Bone diseases, by contrast, generally don't kill pecple. They just cripple
them. In 1988, arthritia affiicted 31 million Americans, a significant propartion of whorn ost the use of
limbs to one degree or another. Another bane dissase, osteaperosls, disables many older Americane.

Medical sclence has not been passive amidst ot this death and destruction. Doctors have devised
dozens of ingenious devices, ranging from pacemakars and inechanical heart valves to arificial knass
and hips, that can prolong palients’ (ives and keep them out of whesichalrs. Use ofthese devices is
growing rapidly for several reasons. As tachnolagy Improvos, doctors can help more patients in more
ways (.o, arificia) shoulders as well as knees). Aging of populations in North America, Europe and
Japan expands the number of pecple suffering from heart diseases and bone diseases, And rising
living standards overseas mean thet cartain cauntries ~ such as Taiwan, Kores, and Thailand - can
afford to spend more on sophisticated health care, Eventually, Eastern Eurape may also be abie to
spend mora on health care.

Six Mad-Tach stocks

Forthese and other reasons, high-quality medical technology companles have excallent growth

prospects. (Seme of these stocks gould also benefi from any “January sffect’ bounge in secondary.

stodks)
Price Qrowih Revenue Comment

Ablamed ! $111/4  50%  $5  developerof advanced systems for both
ABD-ASE temporary and permanent cardiac care

Blomet 253/4  25% 186 7%market share in articlal oinis, suchas
BMET-OTG higs and knees

Medtronlc 643/4  15% 825 45% globalsharein hoart pacemakers
MDT-NYSE imptantable defibrillator major product in ‘908

StJudoMedical2- 4618  25% 150  60% global share in mechanical heart vaives,
STIM-OTC 45% of all valves

Stryker 2 233/4  20% 225 same marketas BMET, with 6% shar
STRY-OTC plus high-tech surgical istruments

U.5. Surgical 55 17% 330 70% global share in surgical staples
USS-NYSE willintroduce suture line in '80 ‘

(Price as of 12/26/89; Prolected secular growth rate; 1989 estimated revenue, millions of dollars)
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High growth

These six companles serva the fastest growing part of the hospital supply market, surgical supplies.
The LS, Industrial Qutiook, publishad annually by the Commerce Departmant, foracast growth In 1989
for 206 industries. Ranking éth on the lat of 206 [ndustries, with real unit growth of 9%, wee surgcal
appllances. In addition to demographic factors, technological change and exports, this fast growth
reflects the grim fact that emergency rooms are crowded with victims of violent crime, drug abuse and
AIDS.

Good pricing pawer

For Investors, the hospital supply industry Is not what It used to be. Under prodding from Uncte Sarn,
hospltals have become smart shoppers. Most items are purchased not by doctors but by
price-consclous adminisirators whosa mission is ta minimize costs. PaineWebber haalthoara analyst,
Dave Lothson, belleves that today 70% of supplies are priced as cammoditios, versus just 15%In 1983.

Butthis 'cnmmuﬂlllmlon" of nouplm supply has notreashod sclactad surgical supplles; nor I # likely

peica. T4 sraphaically s ot the ptace to cut orers.' Whert you are performing & coaly faur)
operation ta implant an artticial hip that will ba In the patiant for tn years, you want the best artifclal
hip you can find, almost regardiess of price. The same goes for pacernakers, heart valves and surglcal
staples. Cansequently, most of these companles Gan ralse prices 810% per yaar.

Strong business franchl

One problam with high-tach companies is that profits can evaporate I a competitor grats market share
by developing a better praduct. in other words, the business franchise is weak, Butthe leading

surgical supply companles aro rather well entrenched. This is an exosedingly conservative industry
bacause surgeons are not inclined to abandon products they know and trust, Atter all, thers is no such ¥
thing as a routlne product recall when you have to apen up the customer o retrieve the davice. The
FDA alis0 discourages newcomers from entering the industry lf thalr products offer itle if any ¢

advantage by taking as tong as five years to approve new producis. Anothar barrier to entry i the
established firms’ (arge sales forces, which have a close rapport with surgeons.

Segment best positianed for any rlsk of U.S. healihcare regulation

Thess companies five and dle by their ability to develop gaod new products. If & new product falls and
‘must be recalled — as happened, for example, to C.R. Bard’s New Probe probe catheter — it can
slgnificantly slow the campany’s progress. This is why [ makes sese to own a diversified bagkat of
mad-tech stocks.

A potential risk o the entire industry Is that the U.S. may try to control healthcare costs by instituting

national health inaurance. This would limit the abllity of med tech firms to raise prices. However, such

veforms are unllksly bafore the late 13905 and would ot be fatal to the industry In any cass. Dostors

(not bureaucrats) would continue to salect thase highly speclalized devices - on the basis of qulty,

ot price. And the government would not want to Impose tough price contrals that discourage

development of devices that uimately save manay by enabling people with heert and bane dlssases §
to lead normal lives. Furthermara, National Health Insurance wauld Improve healthcers for 50 mililon

Americans who are now uninaured. This would boost demand for surgloa) suppliss. p
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Valuation stlll resscnabie

In 1989 these stocks appreclated substantially —from depressed levals at the end of 1988, when
growth stocks were overlooked by investors enamored with takeovar plays. Still, the five stocks with
‘earnings (excluding ABD) are trading at an average multiple of just 20x calendar 1990 eamings. With
thelr projected growth rates averaging 20%, they remain attractive values tociay. Thelr calculated
normal P/E would be 35x based upon our equity veluation model.

Once again in 1990 these haalth-tech stocks are likely to tum in good relative performanca, because
thelr earnings willIncreass sharply In a year when overail corparate profits decline, And overa 3-5
year period they are Ilkely to be ar excellent Investment — particulerly if we are right that dectining
inflation will proiuce relative P/E expansion for growth stocks,

“Two heart stocks: Medtronlc and 8t. Juds Madical

Maditronlic controls 45% of the global pacemaker market, which is growing at a comparatively
‘moderate 3-4% pace. Consequentiy, Modtronlc has the lowsst growth rate of the five companles ~
45%. The stock lagged In 1988 bacause growth temporarily stowed, dus to & deerth of new products
and otherfactors, These warries have disslpated, and the stock rase sharply in 1989, Five
pacemakers are in clinical teating, of which four are expectsd to be commarcialized wifhin the next two
years. This should anable Medtranic to gain share In the pacemaker market, Medtronic's big new
productfor the 1990s Is the defibrillator, a devios tht, once mplanted In the body, shocks the heert
back Into & regular thythm i it begins to beat In an abnormal manrer. About 5,000 patients received
defityrillators this year; by the mid-1990s this numbar should be about 40,000.

Medtronic's 15% growth is sedate by comparison to that of St. Jude Medical, whose EPS grew 35% In
1987, 75% In 1988, and about 48% In 1989. The reason for this success Is STJM's blleaflet
pyrolytic-coatad mechanical heart valve, which accounts for 80% of all meghanical heart valves sald
‘worldwide, Wi just $150 mililon (n 1988 revenuss, STM s stll a smalf campany, and it should be
able ta grow 20-25% going forwerd. The mechanical hoartvalvo market is growing 175 annually,
partly bacause machanical valves are taking shara from natural tissue valves. STJM's margins inthis
business will expand as it "integrates backward® into the production of pyrolytic carbon. Also, STIM is
developing new products such as tissue heart valves,

Two bone stocks: Biomet and Strykar

‘Wheraas Medtronic and S, Jude are focused,on different markets, both Biamet and Stryker meke ~
smong other things — artficial joints, whare both firms have 8-7% shares. Drivan by new product
development, the market is growing 16% annually:

Number of Implanta (in thousands)

Year Hp Koee ‘Shoulder Total
1983 87.0 57.0 3.0 147.0
19898 177.0 1450 83 3308
Growth: 11.7% 17.0% 7% 16.4%

Combining this 16% unit growth with price increases of 8-10% per yaar, you have a rather Interssting
market, growing about 25% per year, or roughly three times faster than nominal GNP. This growth
ssems likely to continue. Devicas are being developed for other parts of the body {such as wrists) and
dactors are Implanting them in petients at younger ages because their sfiectlveness is increasing.
The "aging of America” ls another plus for these bone stocks.
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‘Twa surgleal stocks: U.8. Surglcal and Ablomed

U.8. Surgical controls 70% of global sales of surglcal staples. Staples have been gaining market
‘share fram sutures (needle and thread) bacause they are quicker and easier to use; this

ing time and bt hospi . The 15% annual growth in the staples
market givas USS good underlying growth momentum, which should be acceleratad n 1990 by the
company's entry into the Sulures market, where Johnson and Johnson is the major player.

While the above five compantes ars relatively well established, with both a strong racord of revenue
and profit growth, Ablome ls still a nascent player. It just went publlc in the summer of 1987, and has
yetto show a profit— although PaineWebber's health tech analyst, Tina Rizopouls, expects the
company to ba In the black by 1992. Neverthaless, ABD is & potential leader in the design and
development of advancad systems for bath temporary and parmeanent cardiac support. Temporary
cardiec support systems prevent or reduce heart damage ffom heart attack or to maintain clrculation
before or after corractive open heart surgery, Remermber, the heart Is a muscle. Just &s a lag muscls
must be rested iter Ik is pulled, 30 oo must the heart ba restad after I is traumatized. The probiam: if
the heart rests, Ifs no longer pumping blood o the body; a situation which leads to death. The
evidence clearly suggests, howaver, that If after surgety the heart could rest the patient's progriosls.
would be far better. Current tachnology limits that rest to less than 24 hours, after which a patlent must
be removed from existing heart-lung technology because of excessive risk of lfe threatening blaod
clots. In contrast, ABD's BVS-5000, which is in final stages of clinical testing, and could be approvad
for use by the end of the yeer, allows the heart to rest for up to 14 days.

‘Thia memo waa written with Tom Doerfliriger

Peicen of other conpantas mentlonsd ea of 12/26/88:
R, Bard B $ 20 772 Jotinaon & Junmaon NI 3 55 778
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