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Introduction 
 
Investors are always searching for sectors that offer above average investment growth potential.  
Looking at the average household budget in Australia, two key items, electricity and energy costs, 
have shown considerable price increases in recent periods1.  However, insurance costs, particularly 
health insurance and medical costs in general, are growing at an even higher rate.  At face value, 
this prompts investors to take a closer look at the sector and its investment fundamentals.  This 
paper looks specifically at the investment fundamentals for the Australian healthcare sector. 
 
Is the healthcare sector really attractive? 
 
The industry fundamentals for the healthcare sector certainly look very attractive at first glance, 
particularly compared to many other sectors facing more constrained growth prospects and 
challenging longer term market dynamics.  The healthcare sector stands out for a number of 
reasons, which can broadly be classified into demand and supply drivers. 
 
On the demand side, the much talked about aging population will push a greater portion of the 
society into age brackets that require higher levels of health care.  Figure 1 highlights how healthcare 
expenditure is concentrated on those people aged over 55.  Secondly, a high proportion of 
healthcare expenditure is considered to be non-discretionary in nature, reducing the sector’s 
vulnerability to cautious consumer demand and similar cyclical factors.  Thirdly, the baby boomer 
generation are breaking new ground and are our first generation to move into old age with a relatively 
high level of private health insurance coverage.  Figure 2 shows how private health insurance 
coverage levels currently fall significantly for the over 65’s while remaining at high levels for the 45-
65 year age brackets (i.e. the baby boomers). 
 
Figure 1: Total hospital and general treatment benefits paid by age and sex in 2011-12 by 
private health insurers. 

 
Source: The Operations of Private Health Insurers Annual Report 2011-12” Private Health Insurance Administration Council 

 

                                                      
1 Refer Schroders article “: "What makes airports more attractive than airlines?" by Alicia Low, Senior Credit Analyst, Fixed 
Income. 
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Figure 2: Portion of the population covered for hospital and general treatment by age, as at 30 
June 2012.  

 
Source: The Operations of Private Health Insurers Annual Report 2011-12” Private Health Insurance Administration Council 
 
On the supply side, a shortage of skilled medical specialists has resulted in significant price 
increases over recent years.  Further, the medical profession continues to see a material and 
sustained increase in the level of new technology, drugs and procedures that open new markets and 
potential earnings streams. 
 
At face value, this could lead investors to conclude the demand for healthcare services will increase 
significantly while Governments and private health insurers will cover these costs providing the 
platform for material earnings growth and solid returns for investors. 
 
History tells us that investing based on a sector-wide growth outlook can be dangerous.  Perhaps the 
best recent example is the dot.com boom in the late 1990s. Dot-coms were underpinned by 
investors’ expectations that almost all participants would be able to deliver significant efficiency 
improvements to commerce via internet based functionality and cost savings.  Significant funding 
flowed into the sector on a somewhat indiscriminate basis.  However, hindsight shows us that a 
significant portion of this capital was largely destroyed and only a handful of names, like Amazon, 
Google and Apple, really delivered on that potential.  While ‘animal spirits’ of capital markets 
eventually ensure capital is allocated to companies that deliver real value, bubbles can also result in 
significant capital destruction.  Successful investors therefore need to maintain a disciplined 
approach to investing in the healthcare sector (like any investment category) to identify where to best 
allocate their capital that delivers real value. 
 
What are the long term investment fundamentals? 
 
To make an informed investment decision, it’s important to acknowledge that there will be a growing 
disconnect between demand for healthcare services and the ability to pay for those services at 
current levels.  The Australian economy is not well positioned to fund the expected growth in 
healthcare costs at current expenditure rates and efficiency levels. 
 
Drilling down into government spending pressures, it’s likely to prove unsustainable for public 
healthcare expenditure to continue to increase at a rate materially above the rate at which 
government revenue (i.e. taxes) grow.  In fiscal year 2009-2010, total government healthcare 
expenditure, as a percent of total expenditure was 12.5% and this is estimated to rise to 20.7% by 
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2049-20502.   We have already seen government initiatives set in place to limit certain forms of 
healthcare expenditure growth (such as pathology costs) to be more closely aligned to GDP growth 
(e.g. the Memorandum of Understanding with the Pathology sector).   
 
However, the real threat lies within the private health insurance sector, given dynamics which may 
not be fully appreciated by the market.  At present, maintenance of private health insurance cover 
falls significantly as people age past 65 (refer back to Figure 2), reflective of the current generation of 
older Australians.  However, assuming baby boomers retain their current level of private health 
insurance coverage into old age, it’s to be expected that claims expense for private health insurers 
will grow at a significantly higher rate than current levels and associated premium growth. This 
assumption is also supported by the concept of community rating in Australia which basically means 
that individuals are all charged the same rate for health insurance, regardless of their age or potential 
healthcare needs. Increases in private health insurance premiums are currently made on the 
expected claims expense of private health insurers and therefore it’s to be expected the cost of 
private health insurance premiums will grow at a rate materially above the growth in average wages.  
Already in 2013, health insurance premiums have increased by an average of 5.6%3 versus reported 
wage inflation of 2.9%4.  The ability of consumers to continue to meet health insurance premium 
growth at levels well above wage inflation growth will lead to material changes and challenges for this 
sector.   
 
There is no doubt that the Australian healthcare sector will have to deal with dynamics brought about 
by demographic change.  The implications of these dynamics are many, including the declining 
affordability of private health insurance, higher levels of “out of pocket” expenses for consumers, 
longer waiting lists in public hospitals and a much more intensive focus on improving the efficiency 
and effectiveness of health expenditure.   
 
Isolating the winners from the losers 
 
It is often heard that 1 in every 3 dollars spent on healthcare in Australia is wasted, reflecting over 
servicing and uncoordinated responses to patients with serious illnesses.  The health care providers 
who can deliver long term sustainable efficiency improvements will be the clear winners in the 
medium to longer term.  Essentially this will mean providers who can demonstrate greater efficiency 
are more likely to be allocated the most funding from Government sources and the private health 
insurance sector. 
 
Potential winners in the new environment will be those healthcare providers who can demonstrate an 
ability to deliver better healthcare outcomes, not just the ability to carry out more healthcare episodes 
or procedures.  For example, the present system provides very little incentive for healthcare 
providers and insurers to pre-emptively promote practices that lower the need for acute healthcare 
services.  This includes identifying people who are considered to be high risk and then proactively 
working with these people to reduce their risk through active health management (e.g. dietary, health 
and fitness advice).  
 
Healthcare providers who can successfully innovate and lead the market with new products and 
services will also be the winners in the new healthcare market.  Private health insurers will be a key 
driver of this change.  We may also witness the emergence of healthcare savings bonds, a product 
that merges a base level of health insurance to cover major healthcare events (including 
hospitalisation) and a savings account to allow customers to “self-insure” for ancillary cover.  
Potentially, a health insurer with a banking license would benefit in such a situation. 
 
                                                      
2 Deloitte Access Economics “An Intergovernmental Report for the States: Health and Aged Care Expenditure”, report for the Business 
Council of Australia, 23rd January 2012.  Also referenced in “Long-term Funding of Health and Ageing, The Rising Pressure on 
Commonwealth and State Budgets”, Australian Business Council of Australia 
3 “2013 Premium Round – Individual private Health Insurer average premium increases” Australian Government Department of Health and 
Aging. 
4 Australian Bureau of Statistics – 6345.0 – Wage Price Index, Australia, June 2013 issued 14 August 2013 – Original Australia wage price 
index growth June Qtr 2012- June Qtr 2013. 
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It’s also to be expected that those healthcare providers currently making super normal profits, 
particularly while receiving a high level of Government funded revenue streams, will come under 
more intense scrutiny and potentially face higher levels of regulation in the form of price controls.  
Manufacturers of branded drugs and medicines will remain susceptible to greater operating pressure 
while manufacturers of generic drugs and medicines may benefit from better market conditions.  
Providers of pathology services have also been targeted for deriving high returns on invested capital, 
benefiting from suspected over-servicing of patients for services almost entirely funded by Medicare.  
 
In a low growth environment, we prefer investments in the Australian healthcare sector exhibiting 
dependable yield and stable capital return.  Schroders’ fixed income and credit team apply detailed, 
bottom up assessment of an individual entities credit profile including not only the providers business 
and financial risk profile but also how the provider is positioned in relation to the evolving market 
fundamentals.   
 
Conclusion 
 
Australia’s healthcare sector offers some attractive industry fundamentals, particularly considering a 
number of other industries are facing more difficult trading environments in a low growth global 
economy.  As history shows, solid industry fundamentals don’t necessarily mean all participants will 
benefit equally.  Careful consideration of the value proposition offered by a healthcare provider will 
be a key determinant of how an issuer can be expected to perform in the longer term.  While not all 
healthcare providers will be winners in the longer term, careful analysis will identify players that are 
positioned more strongly to produce investment outperformance. 
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