Stock Study for Zimmer Holds., Inc. (Ticker:ZMH)

Date of Study: 2006/July/17
Prepared by: Ali Azadegan & Monir Lashgari

1. Company Overview:

Zimmer Holdings designs and markets orthopedic products, including reconstructive implants and fracture management devices; surgical products, such as tourniquets and blood management systems. Zimmer operates in 20 countries 
Key Figures:

Headquarters: Warsaw, Indiana. Web: ww.zimmer.com; ZMH trades on the NYSE. 

Fiscal Year Ends: Dec. 31.  ZMH does not pay Dividend; Current Price: $54.85 (July 14, 06); VL Financial Strength: A; VL Earnings Predictability: 80; S&P Quality: B; S&P STAR: 1 - SELL; Manifest Quality Ranking (RQR): 69.9 (Excellent); Manifest PAR: 25.9% (Yellow); MS Five star, Stewardship B, Buy at $63.90 and Sell at $98.50.  Zimmer has $85.8 mil. Total Debt due in 5 yrs.;  LTD; $268.1 mil. (LTD/C 1.7%), one of the lowest in the industry.  Foreign sales: 36%; R&D: 4.2% of sales. Common stocks: 247 mil; No PFD stocks; Insider ownership 1.0%; Institutional shares: 79% (excessive); B 0.06; Large size Growth company.  In October 2003, ZMH acquired Swiss Centerpulse AG. In April 2004, ZMH acquired Implex Corp. Implex gives ZMH flexibility in the development of reconstructive joint and spinal devices. Zimmer is a spun off (August 6, 2001) of Bristol-Myers Squibb Co. Zimmer is under investigation by the U.S. Department of Justice (regarding consulting contracts by orthopedic industry). 
3. Business Outlook:

Strengths:

The company has almost paid all its debt (lower interest expense). Earnings for the last quarter of 05 have outperformed the Wall Street expectations (partly due to lower tax that will continue in 06).  Acquisition of Centerpulse (dental and spine products- Spinal products are most profitable) expected to increase earnings in 06. Zimmer is one of more dominant manufacturer in the orthopedic device industry with substantial global sales force capabilities and an expansive product line. 
Weaknesses:

Dependence on Medicare. Foreign exchange rates may have negative effect on revenue.
     Threats:

ZMH operates in an intensely competitive global marketplace where success is often due to technological innovation, product quality, brand reputation, customer relationships and service. 
Risks factors include:  less favorable acquisition environment; price erosion for hip and knee replacements negotiated by HCA-hospital operator; loss of market share in key orthopedic device markets; and adverse outcome in government investigations.  The Department of Justice antitrust probe has slashed an average of 25 percent off the share prices of orthopedics makers as investors worry about regulatory fines and lower prices for medical devices. These investigations pose risks of jailed executives, large fines (possibly $100-200million) and lower prices for orthopedics devices. Analysts expect prices to fall 3 percent to 5 percent per year.
      Opportunities:

Acquisition of Centerpulse, widening the market, possible future correct acquisitions, growing aging population in US and globally and new innovative products.
4. Judgments on the SSG:

A) Sales growth projection: 9.8%> PERT A Col. T (TTM Sales) 8.2%; < VL estimate (14.5%); < historic trend (25.4%). Considered all negative points for ZMH

EPS growth projection: 11.0% < Col. R (TTM EPS) is 21.5%; < VL estimate (20.0%); < historic trend (28.2%).  

Front side comments:

Zimmer’s overall revenue declined to 3.9% for the last quarter, partly due to:  slow down in hip replacement market; unfavorable exchange rate; use of new accounting methods; stock options (earnings), and fear of the price erosion that led to falling the share price. However, Zimmer met Wall Street’s earnings expectations.

Back side comments:

B) Sec. 2a trend: UP; 2b:UP; High future P/E: 16.5; Low future P/E: 20.7; PEG: 1.05%; RV: 93.3%; Estimated High Price: $85.64; Low Price: $43.88.
ZMH has an UP trend (30.2%) in Sec. 2A (Orthofix International 30.5%; SYK 19.6% and BMET 32.1%) with outliers (2001).  A review of Col. N. of PERT A (TTM of PTP) an increase for the last quarter. 
2b trend: is UP (15.1%) with two outliers (2001-2). 
Outliers of low Price (2001-2);  low PE are (01 & 04); Avg. High and Low PE are 16.5 and 20.7 respectively.  Estimated high and low prices are $85.64 and $43.88 respectively and are below VL estimates of $185.0 (high) and $135.0 (low). ZMH does not pay dividend.  PEG: 1.05 is at a premium compared to ind. PEG:1.28 and market 1.36.  RV: 93.3%.  ZMH is in the HOLD zone (25/50/25) and current PE of 17.4 < average PE 18.6.  BUY: $43.88-$54.32; HOLD: $54.32-$75.20; SELL: -$75.20-$85.64.
U/D ratio is 2.8:1< acceptable ratio of 3:1; Price appreciation over next five years is 56.1% (below our target of 100%); and an average total annual return over the next 5 yrs. of 9.3% (below 15%). 

5. Conclusion:

ZMH is in the “Hold” zone. It has a U/D ratio of 2.8:1. Total appreciation is 56.1%. Total return is 9.3%.

6. Recommendation:
Zimmer has one of the more productive R&D programs in the orthopedic device industry.  However, pricing pressures and less favorable currency fluctuations will reduce revenue gains for orthopedic device group.  The industry is going through major turmoil.  It is advisable to wait for the result of government investigation, change of the management and price erosion outcome.HOLD
