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n our last article, we looked 
at Monitor’s proposals to 
drastically cut the tariff for 
non-emergency orthopaedic 
procedures.  It looks like the 

proposal has been taken off the table 
for now.  On 6th January 2016, Mon-
itor published a new draft tariff work-
book.  Instead of rebalancing the tariff 
by increasing some specialities and de-
creasing others, it looks like an aver-
age 1% increase across all procedures.  
This is good news for the independent 
sector.

However, the independent sector fac-
es continued headwinds – the strong 
British pound and the low oil price 

combined to dramatically reduce re-
ferrals from the Middle East in 2015. 
This looks set to continue this year, af-
fecting those (mainly London) hospi-
tals with large numbers of internation-
al customers, such as the Cromwell, 
Great Ormond Street, the Wellington 
Hospital, the Harley Street Clinic, 
and the London Bridge Hospital.  The 
number of people with private medical 
insurance has been flat for the last four 
years, despite increasing employment 
and lengthening waiting lists.

This month, we are going to look at 
the pathology business within the in-
dependent sector.  We estimate that the 
size of the sector is between 2.5% to 

3.5% of total independent sector rev-
enues of c. £5.1bn in 2015, or c. £130 
to £180m.  

Pathology is typically divided into clin-
ical pathology - the analysis of bodily 
fluids such as blood, urine or cerebro-
spinal fluid; anatomical pathology; 
and molecular pathology. Subdivisions 
of clinical pathology are: chemical 
pathology (clinical chemistry) – the 
analysis of blood serum and plasma, 
haematology – the investigation and 
diagnosis of blood diseases, and im-
munology or immunopathology – the 
analysis of immune system disorders.

By volume, clinical pathology domi-
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nates pathology.  It is something which 
is possible to automate, and the major 
diagnostics manufacturers typically 
have three different sized machines for 
different sizes of lab, with the medium 
and larger machines with increased lev-
els of automation.  The quality of the 
test results is primarily dependent on 
the quality of the underlying technolo-
gy rather than the judgement and skill 
of the operator, so labs differentiate 
themselves primarily on reliability and 
costs.

Anatomical pathology primarily con-
sists of the examination of tissue or or-
gan samples removed surgically or au-
topsy.  The examination includes gross 
appearance (for organs) and examina-
tion under a microscope after suitable 
dyes have been applied to the tissue 
(histopathology).  Cytopathology in-
volves looking at cells which have been 
obtained by scraping or aspirating tis-
sue – the bulk of the samples comprises 
cervical smears.  The examination of 
histopathological specimens in the UK 
is done by physicians with specialised 
training in the field; cytopathological 
specimens are typically examined by 
trained non-physicians in the first in-
stance due to the high volumes.

Molecular pathology is the fastest 
growing segment of the market and 
focuses on pathology at the sub-micro-
scopic level, typically at the genetic lev-
el.  Advances in the speed and price to 
sequence the information-carrying part 
of individual genomes, and the ability 
to screen large numbers of genomes for 
specific traits (genotyping) has led to 
an exponential increase in the amount 
of information which doctors have ac-
cess to.  Increased consumer interest in 
personal genetic makeup (23andme.
com, Ancestry.com) at low price points 
(£150) is driving a sub-industry of ge-

netic counselling.

We believe that the pressure to contain 
costs in an environment where revenues 
are fairly flat will drive more M&A 
and outsourcing in private pathology.  
The pathology services in independent 
sector hospitals are generally sub-scale, 
with many hospitals still doing their 
own clinical pathology despite the scale 
advantages.  

Possible deals

Outsourcing of pathology testing
We believe that since independent sec-
tor hospitals typically focus on elective 
surgery, and few have ITUs with very 
acutely ill patients, they should out-
source the bulk of their tests.  We be-
lieve that an outsourcer such as Synlab 
Group has a c. 30% cost advantage on 
consumables procurement, and con-
sumables are c. 30% of total lab reve-
nues.  Furthermore, by centralising the 
tests, fewer biomedical scientists will 
be required and wage costs can be cut 
by 10-20%.  Hence, total costs can be 
cut by c. 20% by outsourcing, resulting 
in a savings of c. 10% to the hospital 
group, assuming that savings are evenly 
split between hospital and outsourcer.  
The easiest savings will be in Clinical 
Pathology.

How likely is this?  We are aware of 
one hospital group looking into this.  
The outsourcer would need to create 
a new logistics network (or contract 
with an existing logistics provider).  
The potential efficiency savings may be 
considered too modest relative to the 
perceived risks.

IS hospital groups vertically integrating 
into NHS pathology testing
Most NHS hospitals, like independ-
ent hospitals, have their own labs and 

therefore lack scale advantages.  Fol-
lowing Lord Carter of Coles’s report 
on Pathology in 2008, there have been 
some moves by NHS organisations 
to organise themselves into “hub and 
spoke” models – stymied by disagree-
ments on which hospitals should be the 
hubs.

We believe that 2016 and 2017 will see 
more significant outsourcing, driven by 
NHS trust deficits.  Large international 
lab groups such as Synlab Group and 
Unilabs have been eyeing the UK mar-
ket for a decade, but the political will 
to outsource and consolidate has hith-
erto been lacking.

For example, Viapath, which brought 
together the labs of the two large teach-
ing hospitals, Guy’s and St Thomas’s 
and King’s College Hospital in South 
East London, and Bedford Hospital, 
still maintains separate labs in most 
sub-specialities.  It is possible that 
the new management at King’s Col-
lege Hospital, which inherited a large 
(£50m) deficit, may give Viapath the 
political cover needed to merge the two 
big labs, potentially at the same time as 
a move to a lower-cost location.

We could also see a deal in which a 
private hospital group buys out Ser-
co’s stake and merges its laboratory 
operations into Viapath’s.  This would 
make the most sense for HCA, which 
has most of its activity in London, and 
with whom there is some overlap of 
consultants and customers.  HCA is 
also known to be hungry to make ac-
quisitions, as HCA UK has cash which 
would attract corporate tax on repatri-
ation to the US.
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