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Company Background

Company Overview

LTM Revenue Breakdown

Key Trading Statistics

Large Contract Base

61.7%

38.3%
Pharmacy Services

Retail/LTC
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• CVS is an integrated pharmacy healthcare services company that operates 
in both the Pharmacy Retail/LTC space as well as Pharmacy Services 

• Their retail pharmacy segment includes prescription drugs, front of store 
sales, and the LTC space

• The pharmacy services/PBM division negotiates between insurance 
companies, pharmacies, and manufacturers to fill or manage 1.2 billion 
prescriptions and also operates in the specialty pharmacy sector

• The company serves its customers through over 9700 retail locations, 3 
retail pharmacy websites, and 1100 Minute Clinics

Ticker NYSE:CVS
Date 2/17/2018
Price 71.90

Market Cap 72.94B
52 Week High 84.00
52 Week Low 66.45

EPS 6.48
P/E Ratio 11.10

Beta 0.92
Dividend Yield 2.78%

Source: Capital IQ, Company Filings



Industry Overview

Industry Overview

Generic vs Brand Drug Prices over Time 

Spending on Pharmaceuticals and other Medical Products ($B)

Specialty vs Traditional Drug Sales
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• Spending on healthcare, including pharmaceuticals and other medical 
products, has been on the rise in the U.S. for years and continues to grow

• As the population ages, chronic diseases become more prevalent, and 
preventative care grows in popularity, healthcare and pharmaceutical 
companies have become increasingly important

• Industry headwinds such as retail competition and increased generic drugs 
are squeezing margins

• The industry is seeing rapid growth in high margin specialty 
pharmaceuticals

$41
$98

$212
$233

$266

$270

2010 2015 2020 (P)

Specialty Drugs Traditional  Drugs

0

10

20

30

40

50

60

0

500

1000

1500

2000

2500

3000

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

Ph
ar

m
ac

eu
tic

al
 a

nd
 M

ed
ic

al
 

Pr
od

uc
t E

xp
en

di
tu

re

He
al

th
ca

re
 E

xp
en

di
tu

re
 

Healthcare Pharmaceutical and Medical Products
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Source: Express Scripts Prescription Price Index, Drug Channels Institute, FRED
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Financial History

Revenue

Net Income Growth & Margins

EBITDA Growth & Margins

Dividends

4
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Recent Stock Performance

Recent Stock Performance

Recent News

(10.3%)

21.3%

• Over the past year CVS stock has significantly underperformed the S&P 500 due to industry headwinds, potential market entry by Amazon, and 
negative investor sentiment towards a potential M&A transaction

• Retail Decline – The retail industry has been hit hard in 2017 with many companies seeing significant same store sales declines

• Amazon Disruption – Recent news of Amazon entering the drug distribution market sent shockwaves throughout the industry and many 
healthcare stocks were hit hard

• Aetna Merger – Investors are wary of a deal between Aetna and CVS with CVS paying $69B to acquire Aetna in a stock and cash deal
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11.1x 12.3x

17.0x
19.6x 20.5x 21.4x

27.8x

5.4x
7.1x 7.6x 7.8x

10.7x 10.8x

14.5x

Comparable Companies Analysis

TEV / LTM EBITDA

Price / LTM EPS

6
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Intrinsic Valuation
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Financial Projections

Exit Multiple Discounted Cash Flow Valuation Perpetuity Growth Discounted Cash Flow Valuation

Assumptions Used in Base Models
(in millionsof USD)

2014A 2015A 2016A 2017A 2018P 2019P 2020P 2021P 2022P

Revenue 139,367 153,290 177,526 184,765 191,531 197,750 203,348 208,260 212,425
Revenue Growth 9.9% 10.0% 15.8% 4.1% 3.7% 3.2% 2.8% 2.4% 2.0%

Gross Profit 25,367 26,528 28,857 28,547 29,037 29,406 29,649 29,761 29,740
Gross Margin 18.2% 17.3% 16.3% 15.5% 15.2% 14.9% 14.6% 14.3% 14.0%

EBITDA(1) 10,755 11,856 13,050 12,526 10,641 12,903 13,009 13,058 13,049
EBITDA Growth 9.4% 10.2% 10.1% -4.0% -15.0% 21.3% 0.8% 0.4% -0.1%
EBITDA Margin 7.7% 7.7% 7.4% 6.8% 5.6% 6.5% 6.4% 6.3% 6.1%

EBIT 8,824 9,764 10,575 10,047 8,119 10,349 10,435 10,474 10,467
Less:Taxes (3,309) (3,662) (3,966) (3,768) (1,705) (2,173) (2,191) (2,200) (2,198)
Add: Depreciation & Amortization 1,931 2,092 2,475 2,479 2,528 2,653 2,616 2,604 2,629
Less: Capital Expenditure (2,136) (2,367) (2,224) (1,918) (2,113) (2,142) (2,372) (2,344) (2,529)
Less: Change in Net Working Captial 637 1,008 1,390 (392) (2,550) 1,136 1,129 1,163 1,166

Unlevered Free Cash Flow 5,947 6,836 8,250 6,448 4,279 9,823 9,616 9,697 9,534
Discounted Cash Flow 4,052 8,808 8,165 7,798 7,260
(1) 2018 EBTIDA and EBIT numbers include $2.1 billion termination fee that must be paid if Aetna deal is abandoned

Discount Rate
$85.37 4.1% 4.6% 5.1% 5.6% 6.1% 6.6% 7.1%

6.5x $79.01 $76.83 $74.70 $72.64 $70.62 $68.67 $66.76
7.0x $84.27 $81.96 $79.72 $77.54 $75.41 $73.34 $71.32
7.5x $89.53 $87.10 $84.74 $82.44 $80.20 $78.01 $75.89

Exit EV/EBITDA Multiple 8.0x $94.80 $92.24 $89.76 $87.34 $84.98 $82.69 $80.46
8.5x $100.06 $97.38 $94.77 $92.24 $89.77 $87.36 $85.02
9.0x $105.32 $102.52 $99.79 $97.14 $94.55 $92.04 $89.59
9.5x $110.59 $107.66 $104.81 $102.04 $99.34 $96.71 $94.16

Discount Rate
$141.16 4.1% 4.6% 5.1% 5.6% 6.1% 6.6% 7.1%

-1.5% $138.70 $125.13 $113.61 $103.72 $95.13 $87.60 $80.94
-1.0% $155.85 $139.54 $125.90 $114.32 $104.38 $95.75 $88.18
-0.5% $176.73 $156.77 $140.38 $126.67 $115.04 $105.05 $96.37

Perpetuity Growth Rate 0.0% $202.71 $177.75 $157.69 $141.22 $127.44 $115.75 $105.71
0.5% $235.90 $203.85 $178.78 $158.62 $142.06 $128.21 $116.46
1.0% $279.79 $237.20 $205.00 $179.80 $159.54 $142.90 $128.98
1.5% $340.58 $281.31 $238.51 $206.15 $180.82 $160.46 $143.74

Results

Share Price As Of Close February 16th, 2018 $71.90
Exit Multiple DCF Valutaion $87.34

Margin of Safety 17.7%
Perpetuity Growth DCF Valuation $141.22

Margin of Safety 49.1%

Cost of Equity 9.31%
Cost of Debt 3.72%
We 41.80%
Wd 58.20%
WACC 5.60%
Exit EV/EBITDA Multiple 7.80x
Perpetuity Growth Rate 0.00%

Source: Capital IQ, Company Filings



Investment Thesis

All retail stocks have been hit hard, but CVS doesn’t rely on retail sales as much as others 
in the industry and has actually been moving away from front of store sales
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Retail Drag Down

Amazon 
Disruption

Aetna Merger

Investors are concerned about a potential Amazon entry into the market but Amazon is 
not a near to medium term threat to the company

While investor sentiment towards the merger has been negative, it will create an 
unprecedented integrated healthcare company which will provide value to shareholders 

and improve the lives of consumers



Retail Concerns

CVS Revenue Commentary

CVS Pharmacy Retail Sales vs. Prescriptions Filled

CVS Revenue Trends

CVS Retail Breakdown
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• While the general retail market has been hit hard recently, CVS has been 
shifting away from their Pharmacy Retail/LTC segment 

• While in 2006 the Pharmacy Retail segment was the key component of 
revenue at 56.3% in 2016 that number decreased to 40.3% showing 
managements ability to adapt to changing times

• Even though Pharmacy Retail sales don’t make up as big of a percentage 
of CVS revenue, the segment is still growing on increased prescriptions 
filled
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Amazon Disruption 

Retail Pharmacy Industry Commentary

Amazon, Berkshire Hathaway, and J.P. Morgan

Amazon Licenses

• The Retail Pharmacy Sector is very difficult to break into because it relies 
on strong relationships with health care professionals and providers

• Amazon would likely have to partner with or buy a PBM or health 
insurance provider due to regulatory, payer, and generational hurdles

• Jeff Bezos, Jamie Dimon, and Warren Buffet have announced a plan to 
collaborate to improve healthcare for their employees but it is currently 
unclear what, if any, effect this will have on the industry

10

Amazon Withdraws License Request from Maine

Source: Main.gov



Aetna Merger

Shareholder Benefits

Reaching Consumers

Revenue ($, billions)

Consumer Benefits

• The combination of these two companies will lead to reduced costs for 
individuals and employers

• Access to healthcare will become more convenient and treatment will 
increase in speed and efficiency

• Consumers will benefit from community “healthcare hubs” which will 
provide a wide array of services helping all individuals, especially those 
with chronic conditions

• Data sharing and analytics will further improve costs and patient 
outcomes 
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• This merger creates a larger, more diversified, more competitive company

• The new company will see cost reduction through reduced corporate 
redundancies, increased transparency, increased negotiation power with 
third party vendors, and medical cost reduction

• CVS will have access to Aetna’s 44.6 MM client base to drive pharmacy 
volume

• Long-term synergistic effects such as improved client health, increased 
Medicare presence, and customer base growth will further reduce costs 
and increase value for the company

~70% of the U.S. population lives 
within 3 miles of a CVS Pharmacy

>50% of the U.S. population lives 
within 10 miles of a MinuteClinic

Source: Company Filings



Merger Funding – CVS Remains Investment Grade

Sources & Uses
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Pro Forma Ownership Structure

Commentary

• CVS agreed to purchase Aetna for $69.2B in a cash and stock 
transaction

• While the company will have to take on a substantial amount of debt, 
CEO Larry Merlot has stated that the company anticipates staying 
investment grade, a key distinction for bond investors

• Pro Forma ownership will see CVS shareholders owning 78% of the 
combined entity whereas AET shareholders will own 22%

• Pro Forma leverage for CVS is expected to be around 4.2x with the 
company expected to rapidly deleverage back down to 3.0x

• The company is expected to keep dividends flat at $2.00 per share 
until the 3.0x leverage target is met

Source: CVS Investor Presentation

Source: CVS Investor Presentation

Source: Company Filings



11.1x
16.0x 16.4x

21.4x 21.4x 22.1x

31.4x
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13.1x
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Comparable Companies Analysis - Healthcare

TEV / LTM EBITDA

Price / LTM EPS
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Source: Capital IQ



Conclusion

Investment Thesis
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• Our group has assigned a Strong Buy rating on CVS stock 

• While investors and analysts have many concerns with CVS, deeper digging reveals that many of these concerns have been 
overblown and could even serve as catalysts for further growth for the company

• The below are areas where we believe investors and analysts have been misguided

• Retail – All retail stocks have been hit hard, but CVS doesn’t rely on retail sales as much as others in the industry and has 
actually been moving away from pure play retail sales

• Amazon – Investors are concerned about a potential Amazon entry into the market but Amazon is not a near to medium term 
threat to the company

• Aetna Merger – While investor sentiment towards the merger has been negative, the merger of these two top companies will 
create an unprecedented integrated healthcare company which will provide value to shareholders and improve the lives of 
consumers. 

• As CVS evolves from being a retail oriented business to a leading integrated healthcare company, we believe that the market 
will react accordingly, and CVS will begin to trade at a multiple that represents their status as a leader in the healthcare 
industry
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CVS Stock Trends with Retail

CVS Stock Performance vs SPDR Retail Index
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Regulatory Concerns

Consumer Benefits
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• Proving to anti-trust lawyers that consumers will benefit from the proposed merger will be a 
key in avoiding any regulatory hurdles

• CVS will be able to show the many ways the consumer benefits from the proposed 
transaction including

• Better clinical diagnosis from combination of medical and pharmacy claims data

• Improved access to care through new “Health Care Hubs”

• Improved coordination between pharmacy and medical data that allows a single 
source of patient records

• Eased transition of care after a medical event

• All of these benefits, combined with the fact that the merger is vertical in nature, should 
ensure that deal passes any regulatory opposition

Potential Regulatory Concerns

• The Justice Department has recently blocked healthcare deals such as Anthem and Cigna 
and Aetna and Humana. However, these were horizontal mergers whereas Aetna and CVS is 
a vertical merger

• We believe that this deal will show clear consumer benefits, and that a precedent has been 
set with the approval of the United Healthcare and Optum merger

Source: Company Filings



Credit Health 

Credit Health Metrics

Pro Forma Liabilities 

LTM EBITDA $12,526 $5,685 $289 $18,500
Debt / EBITDA 1.9x 1.4x 4.2x

“It is our strong belief that this plan along with the significant, diversified cash flow that this new enterprise will 
generate, will allow us to maintain investment grade ratings” – Dave Denton - CVS Health CFO

Liabilities (Pro Forma as of Sept. 30 2017)
($ in Millions) CVS AET

CVS Health Aetna Adjustments Pro Forma
Pharmacy Claims and Discounts Payable $9,807 - - $9,807
Healthcare Costs Payable and Other Insurance Liabilities - 7,562 (778) 6,784
Accrued Expenses and Other Current Liabilities 16,303 10,087 413 26,803
Short Term Debt and Current Portions of Long Term Debt 2,403 1,998 - 4,401

Total Current Liabilities $28,513 $19,647 ($365) $47,795

Long-Term Debt $23,386 $8,161 $45,653 $77,200
Deferred Income Taxes 4,442 72 9,353 13,867
Separate Account Liabilities - 4,335 - 4,335
Other Long-Term Insurance Liabilities - 7,475 - 7,475
Other Long-Term Liabilities 1,644 1,875 - 3,519

Total Liabilities $57,985 $41,565 $54,641 $154,191

17
Source: Company Filings



Operating Comparables

Operating Statistics (5 Year Avg.) Profitability (5 Year Avg.)
Sales Growth EPS Growth EBITDA Margin ROA ROE ROIC 

Company Ticker (%) (%) (%) (%) (%) (%)

Retail Pharmacies / Pharmacy Benefit Managers

CVS 10.68% 20.76% 7.43% 7.11% 13.45% 10.13%

WBA 13.34% 11.80% 6.57% 6.29% 13.44% 9.33%

RAD 5.89% N/A 4.06% 5.05% N/A 8.95%

ESRX 1.71% 31.08% 5.41% 4.70% 10.42% 7.28%

WMT 2.13% -0.80% 7.36% 8.13% 19.96% 12.11%

KR 6.32% 42.33% 4.59% 6.16% 29.38% 11.19%

Healthcare Companies

UNH 16.13% 19.44% 8.43% 7.32% 18.47% 12.11%

AET 13.40% 3.88% 9.14% 5.15% 14.36% 11.25%

HUM 8.27% 22.32% 5.34% 6.45% 13.76% 11.03%

Source: Capital IQ
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Balance Sheet Comparables

CVS WBA RAD ESRX UNH AET HUM

Total Cash $1,696 $1,830 $170 $3,396 $11,981 $4,076 $4,042

Net PPE $10,292 $13,693 $1,479 $1,267 $4,618 $0 $1,584

Total Debt $27,025 $14,006 $3,038 $14,908 $31,692 $9,159 $5,061

Current Ratio 1.0x 1.0x 0.9x 0.7x 0.7x 0.9x 1.9x

Quick Ratio 0.5x 0.4x 0.3x 0.6x 0.6x 0.7x 1.5x

Debt / Equity Ratio (%) 71.7% 52.3% 368.1% 93.6% 60.9% 57.8% 51.4%

Debt / EBITDA 2.2x 1.8x 3.2x 2.1x 1.9x 1.6x 1.4x

Profit Margin 3.6% 3.2% 0.5% 3.6% 5.2% 3.1% 4.6%

Source: Capital IQ
19



Jeff Bezos, Warren Buffett, and Jamie Dimon Announcement

Far From Disruptive

Similar Alliance Hasn’t Disrupted Industry

Investor Overreaction to Announcement

Much Smaller Than Established Players
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• On January 30th, 2018 Jeff Bezos (CEO of Amazon), Warren Buffett (CEO of 
Berkshire Hathaway), and Jamie Dimon (CEO of Jamie Dimon) announced 
their plans to form an independent health care company for their 
employees

• CVS’s stock opened down over 6% despite very few details on this newly 
formed company. No timeframe or legal entity has been established yet

• Similar alliances and other large employers have tried tactics to lower 
healthcare costs for their employees, but no meaningful disruption has 
occurred to the industry
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billion of CVS’s value

“Twenty major companies—including American Express Co., 
Macy’s Inc. and Verizon Communications Inc. —are banding 

together to use their collective data and market power in a bid 
to hold down the cost of providing workers with health-care 

benefits.” – WSJ  February 4th, 2016

Amazon, Berkshire, 
and JP Morgan 

Employees

1.2 Million

Health Transformation 
Alliance Members

6+ Million 37.9 Million

Aetna Members

Source: WSJ, Yahoo Finance, Health Transformation Alliance



Sum of Parts Valuation

$2,805 

$3,817 

Pharmacy Services Segment

Retail / LTC Segment

2017 Pharmacy Services Profit: $2,805
Healthcare / PBM PE Average: 16.9x
Pharmacy Services Value: $47,404

2017 Retail Profit: $3,817
Retail Pharmacy PE Average: 20.1x
Pharmacy Services Value: $76,721

Combined Company Value: $124,125
Price Per Share: $122.41
Implied Upside: 70.3%

21
Source: CSI Market, CapitalIQ

Healthcare Services/PBM Peers LTM Price / Earnings
12.3x
21.4x

Average 16.9x

Retail Pharmacy Peers LTM Price / Earnings
19.6x
20.5x

Average 20.1x
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