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* MSCI U.S. Investable Market 2500 Index represents the investable 
universe of companies in the U.S. equity market. Health care companies 
of the MSCI U.S. IMI 2500 are classified according to the Global Industry 
Classification Standard (GICS®). Initial EPS Growth Estimate and Initial 
Revenue Growth Estimate reflect a consensus of Wall Street analysts’ 
expectations prior to the start of the quarter. Data reflect reported operat-
ing earnings/revenue for 95% of health care companies in the MSCI U.S. 
IMI 2500 Index, combined with earnings estimates for the remaining 
firms. EPS: year-over-year earnings per share. Source: Fidelity Investments, 
FactSet, as of August 31, 2013. 
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KEY TAKEAWAYS
•	 Corporate earnings and revenue growth in the health care 

sector trended positive and ahead of initial analysts’ estimates, 
driven largely by exceptional growth in the biotechnology 
industry and better-than-expected growth in the providers and 
services industry.

•	 Free-cash-flow (FCF) yields, one of several pertinent valuation 
metrics for the health care sector, continued to suggest that 
stocks are a compelling investment relative to the group’s his-
torical average. While they have been trending lower during the 
past few years, there are still many attractive opportunities.

•	 Research Spotlight: The evolution of health care consumerism 
provides investment opportunities in virtually all aspects of the 
health care sector, including life science, health care informa-
tion technology (HCIT), and various other industries within  
the sector.

•	 The outlook for the health care sector remains promising due 
to a variety of factors, including an aging U.S. population and 
growing demand for health care, an innovation cycle produc-
ing new drugs for unmet medical needs, the adoption of new 
technologies, and industry consolidation.

EXHIBIT 1: Earnings growth in the health care sector exceeded 

analysts’ expectations in Q2 2013.

Earnings based on 95% of health care companies reported as of August 
31, 2013. Initial Growth Estimate (i.e., “Expectations”) reflects a consensus 
of Wall Street analysts’ expectations prior to the start of the quarter. Earnings 
Growth = earnings per share (EPS). Source: FactSet, as of August 31, 2013.

HEALTH CARE SECTOR EARNINGS GROWTH  

VS. EXPECTATIONS (% YEAR OVER YEAR)
Update on fundamentals
Macro backdrop remains favorable 
Earnings growth in the health care sector turned positive and 
exceeded Wall Street analysts’ expectations during the second 
quarter of 2013, moving to a 2.3% rate of growth following a 

–26% growth rate in the first quarter of the year (see Exhibit 1, 
right). This profit growth was largely due to the exceptional rate of 
earnings growth in the biotechnology industry, the second largest 
component of the sector, at roughly 18% of the MSCI U.S. IMI 
Health Care 25–50 Index at quarter end. The MSCI World Health 
Care Index, a subindice of the MSCI U.S. Investable Market 2500 
Index, is designed to capture the large-and-mid cap segments 
across 23 Developed Markets (DM) countries. Looking ahead to 
the third quarter, Wall Street analysts are currently anticipating 
a –1.3% rate of quarterly earnings growth, which is down from 
expectations of 1.1% entering the quarter on July 1, 2013. 

Earnings Scorecard

Q2 2013 EPS 
Growth

Initial 
EPS 

Growth 
Estimate

Revenue 
Growth

Initial 
Revenue  
Growth 

Estimate

MSCI USA IMI 2.8 5.1 2.6 3.4

Health Care 2.3 -0.5 3.2 2.9
Biotechnology 46.5 16.6 12.5 5.5

Health Care Equipment & Supplies –3.3 –1.1 –9.3 –6.2

Health Care Providers & Services 11.9 5.2 6.2 4.6

Health Care Technology –9.8 11.8 7.2 11.2

Life Sciences Tools & Services –1.0 5.8 3.3 5.2

Pharmaceuticals –4.5 –5.3 –1.0 1.8
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Industry-specific highlights
The biotechnology industry’s year-over-year profit growth in the 
second quarter was driven in large part by strong sales. Revenue 
growth more than doubled for biotechnology companies during 
the second quarter (see Scorecard, page 1). After decades of 
investment, the growth of research and development (R&D) 
within the biotech industry is beginning to produce novel 
therapeutics for many unmet medical conditions, keeping its 
pipeline of innovation flowing. In 2012, the largest number of new 
drugs was approved by the U.S. Food and Drug Administration in 
a decade.1

Earnings growth for health care providers and services also 
surpassed analysts’ expectations in the second quarter, due 
in large part to the improving business dynamics for managed 
care organizations. The negative implications of the Patient 
Protection and Affordable Care Act (the official name for what is 
often referred to as “Obamacare”) appear less onerous than had 
been originally anticipated by many investors, and the underlying 
rate of cost inflation remains below long-term trend lines. That 
said, what is good for managed care organizations is often bad 
for hospitals. On a relative basis, hospitals performed poorly in 
Q2 2013 (–19.6%) compared with managed health care stocks, 
which returned 0.66%.2 Hospitals remain under pressure due 
in large part to weak utilization, lower Medicare reimbursement 
rates, and ongoing commercial headwinds.

Health care equipment and supplies showed disappointing 
sales and earnings results during the second quarter, largely 
due to muted organic growth trends and a lack of major new 

product introductions. Device manufacturers, for example, face 
increasing price pressure from their hospital investors, which 
is placing some downward pressure on revenue growth. That 
said, the strengthening economy and emerging middle class in 
developed countries should help fuel growing sales for medical 
products over the coming years. Moreover, small-cap medical-
equipment investors could continue to benefit from acquisitions 
by bigger firms.

Assessing valuations
Valuations within the health care sector, as measured by free-
cash-flow (FCF) yields, were above the sector’s historical average 
at the end of August 2013, but since 2011 have been moving 
downward toward their historical norms (see Exhibit 2, below). 
This method of stock evaluation measures a company’s cash flow 
compared with its market price. A high FCF yield usually repre-
sents a good investment opportunity, because investors would be 
paying a small price and getting high earnings in return. 

Meanwhile, because biotech stocks have performed strongly 
throughout 2013, valuations have become stretched for some 
companies, particularly those in the small- and mid-cap seg-
ments. Some of these stocks could see more challenging days 
ahead because they have become expensive relative to current 
fundamentals. Large-cap, stable-growth companies across 
the health care sector appear more attractive given the stable 
underlying business fundamentals, dependable FCF growth, and 
attractive valuation.

Outlook for health care stocks
Health care is a unique sector in the market. Demand trends 
are insensitive to economic activity and the sector has global 
tailwinds stemming from aging populations around the world and 
an emerging middle class that is demanding better health care. 
With an inflecting innovation cycle, new therapeutics that address 
unmet medical conditions are being commercialized with  
considerable success. This leads to a secular outlook for the 
health care sector that is mostly positive, and which should  
continue to be uncorrelated to the broader market.

The health care sector has historically been characterized by 
steady returns over the long term, and I expect this trend to 
continue. As people continue to live longer, the sector should 
benefit from these demographic trends, and the sector could be 
further boosted by the improving innovations within the industry. 
In the short-to-intermediate term, certain stocks could benefit 
from industry consolidation, driven by the need to reduce costs 
and respond to changing industry dynamics. Additionally, there 
is anticipated growth from investments in software and tech-
nology platforms that will drive deflationary forces through the 
health care economy. These new businesses will be the growth 
companies of tomorrow. Ultimately, we are focused on those 
companies that can generate the highest risk-adjusted returns for 
our shareholders. 

EXHIBIT 2: Free-cash-flow yield in the health care sector 

remains high, but has fallen steadily since 2011.

Source: FactSet, as of August 31, 2013.

HEALTH CARE SECTOR: FREE-CASH-FLOW YIELD
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RESEARCH SPOTLIGHT 
OPPORTUNITY KNOCKS: THE CONSUMERISM 
OF THE HEALTH CARE INDUSTRY 

At its most basic, the health care industry will begin to see 
consumers playing a more integral role in the purchase of health 
care benefits and the delivery of health care services in the United 
States. To create a more informed consumer, technologies and 
services will be developed, spawning new industries. As the U.S. 
health care economy adjusts to these changing dynamics, the 
investment implications will be felt across the sector, creating both 
winners and losers. The growth companies of tomorrow will be 
those that can identify and capitalize on these emerging trends.

Personal consumption of health care is now the second-highest 
household expense after housing/utilities, according to the most 
recent edition of the Kaiser/HRET Survey of Employer-Sponsored 
Health Benefits. Shifting health care costs to consumers has 
affected who pays for care and how treatment options are evalu-
ated. This mega trend is fundamentally changing the way in which 
consumers receive health care, and will ultimately drive true 
market forces into this part of our economy. Historically, the health 
care industry has emphasized quantity over quality, resisting 
transparency—but things are changing rapidly. Today, the industry 
is aligning around openness, quality, and improving outcomes 
to enhance the patient experience and lower costs. Technology-
based tools and services will be at the heart of this transforma-
tion. In much the same way as Amazon.com changed consumer 
purchasing for everything from books to auto parts, health care is 
undergoing a transformation, with health care organizations trying 
to adapt to a marketplace that puts the consumer at its center. 
While this change won’t happen overnight, in the long run the 
trend will have huge implications.

Employer-driven consumer trends
The concept of consumer-directed care has emerged through high-
deductible health plans (HDHPs) and consumer-driven health plans 
(CDHPs) that are linked to tax-advantaged health savings accounts 
(HSAs). Employees pay less in monthly premiums but pay more 
first-dollar expenses for non-preventive services, causing individuals 
to manage health consumption costs more closely and to scrutinize 
expenses. More than one in five, or 22%, of large employers plan to 
offer only CDHPs to employees in 2014.3

Defined contribution (DC) models are the great hope for controlling 
premium health care costs. In a DC health care model, an employer 
gives employees a set amount of money to spend on health benefits 
and a list of available plans to choose from. Employees shop for 

benefits online using decision-support tools and selecting coverage 
that most closely meets their needs and usage patterns, while 
tracking their costs through shopping cart functionality.  
Early evidence suggests that a shift to a DC model could be 
significant, with more than 25% of employers considering this 
approach in 2014.4 

Investment opportunities
The evolution of health care consumerism provides investment 
opportunities in many areas including insurance, information 
technology, diagnostic, pharmaceutical, and biotechnology 
companies. More specifically, innovative technology companies are 
making advances in the following areas: 

•	 Distribution: A range of vendors have developed expertise to 
support payers in member acquisition, retention, and cross-
selling initiatives. 

•	 Consumer Transparency: Third-party solutions consolidate 
data from multiple medical carriers, pharmacy benefit manag-
ers, and dental providers in one location, making it available to 
employers and employees to help guide purchasing decisions. 

•	 Patient Navigation: Navigation and advocacy services function 
as the “help desk for your health” to consumers, offering clini-
cal, administrative, and financial support.

•	 Benefits Administration: Private health exchanges are changing 
the way employers provide health benefits to their employees. 

•	 Personal Health and Patient Education: The advent of well-
ness programs and new patient education tools provides con-
sumers with greater awareness of their condition at all stages of 
the care continuum. 

•	 New Methods of Care Delivery: Telemedicine, digital medi-
cine, urgent care clinics, outpatient surgery centers, and other 
nontraditional means of care delivery are more convenient for 
consumers and cheaper to deliver.

New frontier: health care consumerism
Today, health care consumerism is a meaningful trend, not  
an interesting fad. Consumer demands will influence how the 
industry brings forth new solutions to help consumers manage their 
care and improve the consumer experience. There is no doubt that 
the door has been opened and we are looking at a new health  
care consumer landscape that should provide many attractive 
investment opportunities.
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Views expressed are as of the date indicated, based on the information 
available at that time, and may change based on market and other 
conditions. Unless otherwise noted, the opinions provided are those 
of the author and not necessarily those of Fidelity Investments or 
its affiliates. Fidelity does not assume any duty to update any of the 
information. 

The health care industries are subject to government regulation and 
reimbursement rates, as well as government approval of products and 
services, which could have a significant effect on price and availability, 
and can be significantly affected by rapid obsolescence and patent 
expirations.

Investment decisions should be based on an individual’s own goals, time 
horizon, and tolerance for risk. 

Stock markets are volatile and can decline significantly in response to 
adverse issuer, political, regulatory, market, or economic developments. 

Because of their narrow focus, investments in a single sector tend to be 
more volatile than investments that diversify across many sectors and 
companies. 

Indexes are unmanaged. It is not possible to invest directly in an index.

Past performance is no guarantee of future results.

Index Definitions
The MSCI World Health Care Index, a subindice of the MSCI U.S. 
Investable Market 2500 Index, is designed to capture the large- and 
mid-cap segments across 23 Developed Markets (DM) countries.  All 
securities in the index are classified in the Health Care sector as per the 
Global Industry Classification Standard (GICS®). Developed Markets 
countries include: Australia, Austria, Belgium, Canada, Denmark, 
Finland, France, Germany, Hong Kong, Ireland, Israel, Italy, Japan, 
Netherlands, New Zealand, Norway, Portugal, Singapore, Spain, Sweden, 
Switzerland, the UK and the US. The MSCI World Health Care Index was 
launched on December 31, 1998. Data prior to the launch dates is back-
tested data (i.e. calculations of how the index might have performed over 
that time period had the index existed).

Methodology
The GICS methodology is widely accepted as an industry analysis 
classification framework for investment research, portfolio management 

and asset allocation. The GICS classification scheme consists of 10 
sectors, 24 industry groups, 68 industries and 154 sub-industries. 
The 10 GICS sectors include: Energy, Materials, Industrials, Consumer 
Discretionary, Consumer Staples, Health Care, Financials, Information 
Technology, Telecommunication Services and Utilities. A company is 
assigned a GICS classification at the sub-industry level according to 
its principal business activity. To make this determination, MSCI and 
Standard & Poor’s use revenues as a key measure of a company’s 
business activity. Earnings and market perception, however, are also 
recognized as important and relevant information for classification 
purposes and are taken into account during the annual review process.

Endnotes
1 Source: U.S. Food & Drug Administration: Online Drug Database: 
Reported new drugs approved by the U.S. Food and Drug Administration 
through 2012.
2 Source: Fidelity Investments, Factset.
3–4 Kaiser Family Foundations and Kaiser/HRET Survey of Employer-
Sponsored Health Benefits: 1999–2012.
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