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CVS is a major player in the healthcare industry Morningstar's Take CVS

given its integrated PBM/retail chain strategy. Analyst
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Bulls Say

for the focus on reducing regulations. We suspect
as plans take shape to repeal the ACA, the likely « CVS s one of the largest PBM, with it being on track to

process approximately 1.3 billion adjusted claims in 2016.
This gives the firm top-tier supplier negotiating power and
have benefited from the legislation. scale advantages.

outcome will be more of a modi

ation than a complete repeal as several groups

« Pharmaceutical spending will arow at a robust rate over the
kely mean a lower demand for next several years, iven demographic shifts and the

expansion of medical insurance coverage to the currently
uninsured.

If the ACA were repealed, the outcome wi
healthcare combined with less industry fees and profit restrictions. The passage of
ACA was largely a compromise with industry stakeholders, mandating increased
« As specialty drug spending continues to increase, we believe
payers willlook to PBMs to help control spending on these
net neutral to the healthcare sector, with the drug, biotech, and insurance products.

isurance coverage in return for lower costs. Reversing this mandate is largely a
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industries slightly benefiting, hespitals and drug supply chain firms negat
impacted, and the remaining industries less influenced.

On stock valuations, a repeal of the ACA would create some changes to healthcare
fair values, but without clarity on the Republican plans, we have not made any
changes to our fair value estimates. The drug industry would likely lose some
volume gains as the close to 20 million newly insured patients from the ACA will
likely lose some insurance coverage and spend less, but the mandated costs of ACA
would likely more than offset the lost revenue. Similarly, for managed care
organizations, the increased profitability without ACA restrictions would likely more
than offset lost volumes. However, hospitals would face challenges due to the
likely reversal of the declines in uncompensated care and higher volumes from the
newly insured patients. Also, drug supply chain firms from Pharmacy Benefi
Managers to drug distributors would face headwinds due to the lost benefit of drug
demands from the newly insured patients.

Investment Thesis 10/25/2016

CVS Health has sought to become an all-encompassing healthcare services
company and has positioned itself as a major player within the U.S. healthcare
ecosystem. The firm has established itself as a top-tier pharmacy benefit manager
and one of the largest U.S. pharmacy retailers. In addition, it is seeking to become
more integrated with institutional providers through its store-based Minute Clincs
and the acquisition of Omnicare. Its stalwart competitive advantages have churned
out outstanding returns on invested capital and have given it a wide economic
moat. We anticipate good growth for the pharmaceutical industry over the long
term, which should provide CVS with a solid platform for continued success.

Bears Say

« The gross dollar amount of branded drugs migrating to
generic status has decreased over the last few years, creating
2 moderate headwind for CVS.

« 1f suppliers are successful with controlling more product
through consolidation, then CVS could lose some of its pricing

power.

« In an effort to preserve gross profits, PBMS have narrowed
their pharmacy networks. This dynamic could create a
headwind if client members demand more choice among retail

pharmacies.
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CVS' core PBM service assists payers with the managment of member pharmacy
benefits. PBM are responsible for capturing as much savings as possible for their
clients. This entails negotiating large drug pricing discounts from suppliers and
ensuring the pharmacy plans are managed effectively.

Vs is unique because it has integrated its operations vertically; it processes
claims as an independent PBM and also runs one of the largest retail pharmacy
chains. The firm operates more than 9,600 pharmacy retail stores across the
United States, with about a third of the stores' revenue derived from convenience
goods. The overall top-line contribution from total nonprescription retail operations
is approximately 16%. While the operating margins from this segment are in the
solid high single digits, the material amount of capital needed to run these
operations curbs economic profits.

The combination of these two businesses does create some mild synergies, but we
believe the true driver of CVS' moat rests with PBM services. The firm's 1.3 billion
adjusted claims processed annually gives it significant scale advantages and the
ability to leverage the asset-light nature of a PBM into solid economic profits. CVS
has some of the lowest selling, general, and administrative costs and highest
operating profit per claim, and these metrics have translated into significant
economic profits.

Economic Moat 10/25/2016

We believe CVS is a premier pharmaceutical supply chain player that possesses a
wide economic moat. The firm's substantial claim volume gives it the opportunity
to take advantage of two key industry drivers: supplier pricing leverage and

centralized cost scale. With total adjusted claims at approximately 1.3 billion, the
PBM is able to negotiate top-tier drug pricing discounts with suppliers. This factor





image4.png
gives it the advantage of expanding its client base and preserving its gross
margins. Scale is also a source of competitive advantage as each additional claim
processed is more profitable than the previous. Centralized and technology system
costs are able to be spread across the entire level of claims, which gives an
advantage to larger PBMs. Because of these factors, CVS is able to produce gross
and operating profits per adjusted claim that are top tier. The firm's significant
advantages have historically produced returns on invested capital above its
weighted average cost of capital, and we believe this trend will remain over an
extended period.

tion 10/25/2016

value estimate for CVS is $104. We have factored in CVS' latest
ons of Omnicare and Target's retail pharmacy into our valuation. While we
ieve there will be a slight negative effect on near-term operating margins as
result of a revenue mix shift and the loss of certain cleint contracts, long-term
returns on invested capital will remain highly positive, given the confluence of
enhanced capital efficiency, increased pharmaceutical purchasing volume, and
positive synergies the firm will gain for its wide-moat pharmacy benefit manager
segment. We believe the firm will be able to process a greater mix of specialty
pharmaceutical claims over our explicit forecast period, driving solid profit
expansion. For the PBM segment, we forecast adjusted claim volume to increase at
2 4.5% five-year compound annual growth rate and operating profit per adjusted
claim to increase at an 3.7% five-year CAGR over our explicit forecast period. Built
into these assumptions is client growth, increasing claim volume per client, and
expanding centralized cost scale. For the retail pharmacy segment, we forecast
revenue to increase at a 9.4% revenue CAGR and operating margins to average
9.5%. These variables combine for an 9.1% revenue CAGR and 6.4% average
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Risk 10/25/2016

Two main risks face CVS: the push for greater regulation of pharmacuetical industy
players and consoldation among its supplier partners. There has been a concerted
push from certain pharmaceutical players to create more pricing transparency, and
the government could enact pricing caps. If PBM acquisition costs become greater
as a result, it could hurt CVS' returns. Additionally, consolidation/partnerships
‘among suppliers could pose a risk if these players are successful
some of the pri
systematic risk than its major rivals as a significant portion of its revenue and
profits is tied to consumer nary spending.
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g power CVS has built. The firm also faces a greater amount of
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Management 10/25/2016

We believe stewardship at CVS has been solid, as management seems to have
found its footing after the highly complex CVS-Caremark merger. After the deal
2007, the management team initially stumbled with managing the
combined entity. This was highlighted by lost PBM market share and eroding
profitabi the segment. Given the excellent economics underlying the PBM
industry, this trend was extremely troubling. However, CVS has increased its claim
volume over the past five years to approximately 1.3 billion. Gross and operating
profits per claim also
leverage its large retail pharmacy stores into another lucrative channel for clai

close:

creased from 2011 to 2015. Management has been able to

growth. The firm expand its mail order and retail prescription volume by enabling

nt members to pick up orders at stores, validating the moderate sym
relationship between the two areas of the business.
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Overview
Profile:

CVS Health combines one of the largest re
one of the largest pharmacy benefit managers. The company processes
‘approximately 1.3 billion prescriptions per year and operates more than 10,000
retail pharmacies across the U.S.





