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COMPANY OVERVIEW
Stericycle, Inc. is the largest regulated medical waste company in North America.  They develop programs to help their customers handle, separate and contain medical waste. They also advise customers on the proper methods of recording and documenting their medical waste management to comply with federal, state and local regulations. In addition, they offer training and consulting services to customers to assist them in reducing the amount of medical waste they generate and to improve safety and OSHA regulatory compliance in their workplace.


The Company has 42 treatment/collection facilities, and 101 transfer stations, located in 40 states, Puerto Rico, Canada and Mexico that serve approximately 317,000 customers, consisting of approximately 310,000 small account customers and over 7,500 large account customers.   
They also have partnership agreements with companies in Argentina, South Africa, Japan, Brazil, New Zealand, Australia, Malaysia, Indonesia, Thailand, England and Wales.
Products & Services
The company derives its medical waste revenues from services to two principal types of customers: (i) outpatient clinics, medical and dental offices, biomedical companies, municipal entities, long-term and sub-acute care facilities and other smaller-quantity generators and (ii) hospitals, blood banks, pharmaceutical manufacturers and other larger-quantity generators.
Basic Medical Waste Collection:

For their basic medical waste collection program, Stericycle provides patented collection equipment and transport documents.  The waste is treated by one of three methods:  their patented ETD process, autoclaving, or incineration.
ETD (Electro-Thermal-Deactivation) includes a system for grinding medical waste. After grinding, ETD uses an oscillating field of low-frequency radio waves to heat medical waste to temperatures that destroy pathogens such as viruses, bacteria, fungi and yeast, without melting the plastic content of the waste.

ETD offers several advantages. It does not produce regulated air or water emissions so it’s easier to get permits for ETD facilities.  These facilities are less expensive to construct and they render medical waste unrecognizable making it more acceptable for landfills.  It reduces the volume of waste, as well.

Autoclaving treats medical waste with steam at high temperature and pressure to kill pathogens. Autoclaving alone does not change the appearance of waste, and some landfill operators may not accept recognizable medical waste, but autoclaving may be combined with a shredding or grinding process to render the medical waste unrecognizable.

Incineration burns medical waste at elevated temperatures and reduces it to ash. Air emissions from incinerators can contain certain byproducts which are heavily regulated.
Upon completion of the particular process, the resulting waste or incinerator ash is transported for resource recovery, recycling or disposal in a landfill operated by parties unaffiliated with Stericycle. They do not own any landfills.

Other Services:

Steri•Safe is a new OSHA compliance program for small quantity generators.  It’s geared toward small customers who typically lack the internal personnel and systems to comply with OSHA blood borne regulations.  It also covers HIPPA compliance.  This program has several levels of service to accommodate various-sized companies.
Bio Systems is a full service sharps management program to hospitals throughout the United States.  This program is extended to small generators through a mail back program.
Competition
The medical waste services industry is highly competitive. There are a large number of regional and local companies. Another major source of competition is the on-site treatment of medical waste by some large-quantity generators, particularly hospitals. In addition, they face potential competition from businesses that are attempting to commercialize alternate treatment technologies.  Most notable is the fact that Waste Management announced in February, 2005 their intent to enter this business.

Legal Pressures

All companies face legal battles.  Stericycle is currently fighting an antitrust suit filed by a private plaintiff in Arizona, Colorado and Utah for anticompetitive conduct.  They filed 8 separate suits which were consolidated before the same judge in federal court.   One account was settled for a small amount; they are vigorously fighting the rest.

They are also fighting shareholders of a company they acquired.  It seems the shareholders didn’t feel they received a fair amount for the company. 

Facts from the Proxy

The Board of Directors is currently composed of nine directors. With the exception of Mark C. Miller, who serves as the President and CEO, all directors are outside directors.  Collectively, these nine directors, plus other officers, own 7.2% of the company’s stock.

Jack Schuler, chairman of the board, is a past president and COO of Abbott Labs, and Mark Miller was a vice president.  Jack is also the current chairman of the board for Ventana Medical Systems (and director for Medtronic).

Three other directors serve at Ventana Medical Systems. Two are vice presidents for The Gillette Company and Humana, Inc.  Most of them are actively or passively involved in venture capital companies.  Only one director is affiliated with the waste industry—Mr. Peter Vardy was a vice president of Waste Management’s environmental division.

Mark Miller’s base salary for 2004 was $308,477, plus a bonus of $290,452, plus other compensation of $8,613 for disability and life insurance premiums reimbursements and matching 401K contributions.  This is reasonable, on the surface.  However, his option grants as a percentage of all option grants is 8% and increasing.
Ernst & Young, LLC is the company’s auditor. Per the proxy statement, payments were made for auditing services only.

There was only one shareholder proposal in 2004.  The proposal complains that Stericycle operates many Title V infectious waste incinerators that emit hazardous pollutants near schools and heavily populated areas.  It asks for an action plan and timetable for closing these incinerators and moving toward more environmentally friendly disposal.  Since many states still require incineration of certain medical waste, the company couldn’t possibly comply.  Besides, incineration is only 10% of their total revenues now, and dropping.

Miscellaneous: 
The company holds 18 United States patents relating to the ETD treatment process and other aspects of processing medical waste.  These patents expire between now and 2019.
They carry $26 million of liability insurance (including umbrella coverage), and under a separate policy, $10 million of aggregate pollution and legal liability insurance ($5 million per incident), which they consider sufficient to meet regulatory and customer requirements

255 drivers out of 3,496 full-time and 49 part-time employees are covered by a total of seven collective bargaining agreements with the Teamsters. The next round of contracts is due in 2007 and currently there are no issues with the unions.

The company has long-term contracts with substantially all of its customers. Substantially all of their agreements with small account customers contain automatic renewal provisions. Service agreements are generally for a period of one to five years, and they have automatic allowances for prices increases due to changes in regulations.

FINANCIALS
Here are highlights from the company’s 2004 10K:

Revenues in 2004 increased 13.9% 

Gross margins increased to 44.2%

Diluted earnings per share were $1.69, up 18.2%

Small generator business revenues grew approximately 9%

They invested back into the business $33.2 million of the $114.6 million in cash generated

They used $72.4 million for acquisitions

They repurchased stock on the open market in the amount of $34.8 million.

They expanded their non-incineration treatment network

Stericycle operates on a calendar-year basis.  The 2nd quarter ended June 30th.  Sheryl was kind enough to listen to the conference call and offer up some notes.  I will attach them.  Here are the highlights:

2nd Quarter Results:

Revenues up 20.5% year over year
Small generators accounted for 9% of that growth

Large generators accounted for 6%

Internal growth was 8%

Gross profit slowed ever-so-slightly to 43.8% due to acquisitions and lower equipment sales

But gross margins were up slightly due to better product mix

Debt to Capital was 33.3% at the end of the quarter

117,600 shares were repurchased during the quarter, totaling $5.2 million

Expect gross margins to improve, but interest expense to increase due to acquisitions

BUSINESS OUTLOOK
The business has grown considerably through acquisitions.  There were many mom-and-pop operations throughout the U.S. that have been forced to sell due to ever-increasing government regulations.  Stericycle has taken advantage of this by completing a total of 78 acquisitions from 1993 through 2004. The most significant of these was their 1999 acquisition of BFI’s U.S., Canadian and Puerto Rican medical waste business. At the time, BFI was the largest provider of regulated medical waste services in the United States.  Stericycle plans to continue to buy market share.

Positive Influences
There are several factors that make this business worth considering.  First, their offerings are very diverse allowing them some stability for their revenues.  Their top 10 customers account for approximately 9% of revenues, and no single customer accounts for more than 2% of revenues.  All customers sign long term contracts which typically contain provisions that allow them to adjust prices to reflect any additional costs caused by changes in regulations.

The profit margins are very large.  Of course, this will bring competition over time.  But high margins give us the safety factor we would need to invest in such a risky industry.

The Clean Air Act of 1997 has substantially raised the bar for air emissions, making it harder and harder for hospitals and other large facilities to continue to operate their burners.  Soon, they will be forced to outsource this service to companies like Stericycle who have alternate technologies.  
The aging of our population will increase the amount of medical waste over the next several years.  This will only increase business for the company.  

The range of products and services that can be integrated into this industry is virtually limitless, at this point.  Stericycle has already found ways to capitalize on their customer base.  And, they have plans to continue.
Stericycle has targeted small account customers as a growth area. If you think of all the small medical and dental clinics (also think of shipping companies that must special-handle razor blades!), the possibilities are huge.  Smaller customers offer a higher relative profit potential, even though it’s on a smaller revenue base. And in fact, Stericycle’s percentage of smaller clients have grown significantly over the last few years.

They have an extensive network of customers which would be difficult for another national company to establish.  In many districts, they are the low-cost provider.

Negative Influences
This is a tough, competitive business with low barriers to entry.  Anyone can start a collection business, but the key is having the technology and route density to make it cost-efficient.  Still, it could be done.

Extensive governmental regulation is expensive and time-consuming. There’s a risk of personal injury to employees, and there’s a risk of environmental liabilities, which may not be covered by insurance.

Regulations are constantly changing which results in an uncertain effect on this business and could reduce the demand for their services (ha!).

As this profitable industry draws competition, Stericycle’s acquisition strategy may slow.  Or, aggressive pricing by existing competitors and the entrance of new competitors could drive down profits and slow growth.

This business requires a significant amount of cash to service its substantial indebtedness,
They have exposure to commodity pricing for gas and diesel fuel for their trucks.  During 2004, fuel prices, as a percent of revenue, increased by 20%.

Priorities for 2005 and Beyond
The company plans to:

· Seek to expand their international operations

· Concentrate their efforts on small generators to improve gross margins

· Continue to improve their incineration to ETD mix (currently ETD is 90%)

In the 2nd quarter conference call, the company guided analysts to revise their earnings estimates to $2.07-$2.09 on $591-$596 million in revenues for 2005. Share count will be 45.3-45.5 million in 2005. These estimates assume 8-10% growth in small generator business; 4-6% for large.

Analyst consensus estimates from Yahoo report a 5-year growth at 20% for the company vs. 13.54% for the industry. MSN consensus reports 5-year growth at 18% for the company vs. 17.5% for the industry.  S&P reports 20% growth via the OPS data file.
JUDGMENTS ON THE SSG

Due to the small size of the company, I decided to use the Preferred Procedure (PP) to calculate my growth estimates.  The industry growth rate, per the average consensus is 15.5%.  Stericycle only has to beat it to look good.  I’ll use this as my basis.
Since Stericycle’s strategy is based on increased margins, and since they have already proved they can increase them, I’m changing the current 2A figure in the PP from 26.2 to 28 going forward.  Value Line states that the company has $21 million in preferred stock which I will deduct.  I’m increasing shares from 45 to 45.5 based on the company’s guidance, and I’m leaving taxes alone.

Using Preferred Procedure, the 5-year estimated earnings come to $3.89, or 14.9% compounded annually.  I will use this figure. (By the way, note that using ALT-R on the front of the SSG will put your PP calculations at the front right bottom of the page.  I’ve done that.)

For P/Es, I chose to use ALT-M (for TK5 users).  This is the lowest 5 P/E values for both the high and the low, averaged.  TK4 users can do this easily by hand.  They come to 29.6 and 17.1.  This is equivalent to last year’s high P/E and the lowest low in 5 years.
My estimated high price is $115.10.  Using Toolkit’s financial calculator I can figure the difference between the current and estimated price.  It’s 14.1% compounded.  If I check it against Value Line’s estimated high price range of $60-$9, it’s a little too high, but I’ll keep it for now.

My estimated low price is based on the most recent 12 months of $1.91, producing an estimated low of $33.20.  This compares favorably to the 52-week low of $41.70.  We want it to be lower!

RECOMMENDTION

Based on the price of $59.47 on August 5, 2005, my results are as follows:
· A buy-below of $53.70

· Upside ratio of 2.1:1

· Relative Value of 97.9%

· PEG ratio of 2.06

· PAR of 8.8% and Total Return of 14.1%

The stock is a little pricey at today’s level, but it’s slightly below what investor’s have typically paid for it.  Note the high PEG, but remember that it’s based on my conservatively LOW forward estimates.  If I used the lowest consensus estimate of 18% for the EPS, the PEG would be 1.7—slightly higher than the 1.5 cap NAIC investors place on this benchmark.

It’s up to the club to decide.  I’m less concerned about the business risk and the growth potential than I am about having a safety margin.  If we want small stocks like this, we’re going to have to take some risk.  You decide.  I’m still on the fence.
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