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Retail Pharmacy Sector Initiation and 4Q17 Earnings Report
Sector Summary: Speculation regarding Amazon’s possible entry in the retail pharmacy space
triggered a flurry of consolidation activities in 4Q17 among major drugstore chains (CVS, WBA
and RAD). Their pre-emptive actions, the proposed CVS-Aetna merger, a potential tie-up
between Walgreens Boots Alliance and AmerisourceBergen and a possible merger between
Rite Aid and Albertsons – if implemented successfully, could counteract the growing threat of
online shopping. We believe Amazon missed a key opportunity to enter the retail pharmacy
space by not purchasing Rite Aid. We interpret this missed opportunity as a sign that Amazon
still has no coherent strategy on how to generate a high enough ROI to justify entering the
drug supply chain. This is because Amazon’s time-tested strategy of “cutting out the
middleman” simply does not work in this space where the middleman – the drug wholesaler
and the pharmacy benefit manager (PBM) – play an integral role in delivering the medicine
from the drug manufacturer to the retail pharmacy and its customers. We believe that to be
successful, Amazon must either partner with or purchase outright, a PBM or a wholesaler.
However, in the current environment of low generic drug prices and low drug utilization, there
might be other sectors elsewhere that could be more attractive to Amazon.
TABLE 1: Retail Pharmacy Picks

CVS
WBA
RAD
ESRX
DPLO

Mkt. Price
3/1/18
67.67
68.89
1.97
74.07
20.84

Fwd.
P/E
10.1
10.7
65.7
7.2
22.7

YTD
-8.0%
-8.1%
-7.5%
-1.5%
-0.8%

Viola Advisory
Rating
PT
Buy
80.00
Buy
80.00
Buy
2.50
Hold
82.00
Buy
26.00

Upside Potential
52-Week High
PT
24%
18%
30%
16%
206%
27%
13%
11%
33%
25%

Source: Yahoo Finance, Estimize.com and YCharts.com
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I. U.S. Drug Spending Outlook
A. Short Primer on Drug Pricing and Drug Spending
The growth in healthcare drug spending can be divided into two primary components: 1) the purchase
price of the prescription drug, that is the invoice or the list price of the drug vs. the net price, (i.e., the
price of the drug after discounts and rebates have been applied) and 2) the volume and intensity of the
drug’s use, also known as utilization.
It is important to distinguish between these two effects. The public debate and the media only focus on
list prices, which is just one component. Growth in drug spending comprises both prescription volume
growth (utilization) and the net, post-rebate cost of drugs. Understanding the mix of cost and quantity is
crucial to understanding what drives drug spending.
1.

Purchase Price of the Prescription Drug

•

The purchase price of a prescription drug can be categorized into three types of transactions:
a) Initial gross expenditures on prescription drugs made by patients and their health plans (both
public and private),
b) payments and discounts applied along the supply chain, and
c) retrospective rebates and fees paid by manufacturers.

•

Like any consumer good, prescription drugs have an end-buyer – patients and their health plans.
Moreover, patients and their health plans do not buy drugs directly from the manufacturer. Rather,
there is a supply chain comprised of wholesalers, pharmacies, and others where each entity plays a
role in bringing medicines from manufacturer to patient.

•

Wholesalers purchase directly from the manufacturer and in turn, sell drugs to the pharmacies or
healthcare providers that dispense them to patients. Although pharmacy benefit managers (PBMs)
do not take physical possession of drugs, in many cases, they aggregate the buying power of health
plans and employer groups by negotiating discounted prices with retail pharmacies, purchasing drugs
at a discount for delivery by mail, and securing rebates on brand pharmaceuticals from
manufacturers.

•

For non-retail drugs (i.e., specialty drugs), healthcare providers who administer drugs in the office or
hospital typically purchase from a wholesaler and obtain price concessions at the time of purchase
through membership in a group purchasing organization (GPO).

•

Wholesalers, pharmacies, healthcare providers, GPOs, PBMs, and health plans (i.e., nonmanufacturer stakeholders) want a return on their pharmaceutical transactions. As a result, the
purchase price of the drug paid by the consumer (and their health plan) is usually higher than the
price paid by distributors along the supply chain.

•

A unique feature of the retail pharmacy supply chain is that retrospective rebates are negotiated by
health plans or PBMs and serve to reduce the initial price of brand drugs after the point-of-sale.

•

After a prescription is filled, the manufacturer frequently pays a negotiated rebate back to the health
plan or PBM, which results in a lower net price for the drug.
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Drug Utilization

•

Utilization growth has been low in recent years as employers and health insurers have increased costsharing requirements – higher deductibles, copayments and coinsurance – for U.S. consumers. As
consumers accept more financial responsibility for their healthcare costs, they tend to reduce their
overall prescription drug spend.

•

High-deductible plans can have unintended consequences. While they can curb unnecessary care,
they can also lead consumers to forgo cost-effective, beneficial services such as preventive care and
necessary prescription drugs. Deferring such treatment can lead to lower productivity and higher
cost of chronic care management in the long term.

•

Lower utilization has helped counteract the rising trend in drug prices and moderate the overall
growth in total drug spending. Employers and health insurers can only shift so much of the cost to
consumers before utilization growth can once again begin to rise. Without low utilization, rising drug
prices will likely cause U.S. drug spending to grow.
3.

Express Scripts Confirms 2017 Drug Spending Slowdown

Express Scripts released its 2017 Drug Trend Report in early February 2018. The data shows that
pharmacy benefit costs are growing more slowly than every other major part of the healthcare system.
For 2017, drug spending increased by only 1.5% for Express Scripts’ commercial plan sponsors.
Furthermore, drug spending fell for nearly half of commercial payers. Medicare, Medicaid, and exchange
plans also saw very modest increases (see Figure 1).
FIGURE 1: Change in Components of 2017 Drug Spend, by Payer
Figure 1 summarizes
the results for four
different types of
third-party payers:
Commercial, Medicare, Medicaid, and
health insurance exchanges. For each
payer type, the sum
of the change in unit
cost and the change
in utilization corresponds to the change
in drug spending.

Source: DrugChannels.net (2/13/18) and Express Scripts 2017 Drug Trend Report, February 2018

Figure 1 shows that all payer types experienced extremely low growth in pharmacy benefit spending.
Overall utilization growth was low, while unit costs grew modestly or declined.
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Express Scripts also noted that beneficiaries were responsible for 14.3% of total prescription costs in
2017. However, the overall average masks the current bifurcation in patients’ out-of-pocket costs, which
are based on benefit design, diagnosis, and drug therapy.
Some patients take inexpensive generic drugs, have generous benefit plans with fixed-dollar copayments,
and can utilize copayment offset access. Other patients end up with very high out-of-pocket expenses
due to coinsurance and high deductibles. This shift is especially pronounced for specialty drugs, where 4and 5-tier benefit designs now dominate.
B. Moderate Net Spending Growth: Around 2-5% through 2021
FIGURE 2: U.S. Drug Spending Growth, 2012-2021 ($ Billion)
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IQVIA Institute projects that net
spending on all types of
prescription medicines will grow at
2-5% over the next five years
(2017-2021) driven by new and
existing brands and negatively
offset by brands that have lost
their patent protection or other
forms of exclusivity (see Figure 2).
Note: 2013-2016 = Invoice (list) price increase;
2017-2021 = Net price increase
Source: Medicines Use & Spending in the U.S.,
IQVIA Institute, May 2017

Other market factors that will likely keep drug spending subdued in the short term include:
•

Net price growth for protected brands is projected to be around 2-5% through 2021.

•

There are expected to be 40 to 45 new innovative product launches per year through 2021
generating an additional 3.5-4.5% growth per year from 2018 onwards.

•

Patient use of new treatments slowed in 2016 and is expected to slow further in 2017 before
recovering to drive historically high levels of $15-17B of spending growth from 2018-2021.

•

The late phase R&D pipeline remains robust and will ensure an ongoing high number of new brand
launches by 2021, especially cancer treatments.

•

IQVIA Institute projects that loss of exclusivity will create an additional $140B in savings from 20172021 including the impact of biosimilars.

•

Medicine spending growth slows in the near term due to fewer new products and lower price growth
but recovers to mid-single digit growth by 2021.

•

The U.S. will still see a 30% increase in drug spending over the next five years, compared to 39% in
the past five years when growth averaged 5-8%.

•

Price growth remains the subject of intense political scrutiny and invoice price increases, which
slowed dramatically in 2016, are projected to stay at lower levels from 2017-2021.
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•

Spending growth in 2014 and 2015 was atypical relative to the long-term trend and was driven by
wider use of hepatitis C treatments, less loss of exclusivity, and higher price increases.

•

New product growth is expected to be between $15-17B per year in 2018-2021 after only $9B in 2017
mostly due to an unusually low number of new medicines launched in 2016.

•

The Affordable Care Act will continue to impact medicine spending over the next five years largely
due to the impact expanded insurance coverage has had on patient use of medicines and the
continued reforms on payment and delivery systems.

•

The shift to specialty medicines, which typically have lower levels of off-invoice discounts and rebates
will generate higher net growth even as invoice-level growth remains moderate.

•

Uncertainty still looms over the healthcare system as evidenced by the failed attempt to repeal and
replace the ACA in March 2017.

II. Trend Drivers in the U.S. Drug Market
A. Growth of Specialty Drugs
Specialty drugs like those that treat cancer and hepatitis C, are defined as medications with high costs for
a course of treatment or a year of therapy. Some health plans also categorize drugs as specialty if they
are novel therapies; require special handling, monitoring, or administration; or are used to treat rare
conditions. A recent survey found that 85% of health plans consider high cost a determining factor in
identifying specialty drugs. Medicare’s definition of specialty drugs is also based on price – those costing
$600 or more per month are considered specialty.
FIGURE 3: U.S. Drug Market: Specialty vs. Traditional Drugs ($ Billion)
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Between 2012 and 2016, spending on specialty
pharmaceuticals increased by more than 90% with a
CAGR of 18%.
In 2016, the U.S. specialty
pharmaceutical market grew to $181B in value, up 11%
over the prior year (see Figure 3). However, the pace
of growth in 2016 has slowed compared to 2014 (+22%
y/y) and 2015 (+27% y/y).
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Source: Specialty Pharmaceutical Distribution, Facts, Figures and Trends (2017 Edition)

TABLE 2: Specialty and Traditional Drugs Share of U.S. Market, 2012-2016
Specialty
Traditional

2012

2013 2014 2015 2016

30%
70%

32%
68%

35%
65%

38%
62%

40%
60%

Source: Specialty Pharmaceutical Distribution, Facts, Figures and
Trends (2017 Edition)

In 2016, increased spending on specialty drugs was
driven by the oncology, autoimmune, HIV and Multiple
Sclerosis therapeutic areas. Due to the combination of
new product innovation, FDA approvals of expanded
indications for approved drugs as well as overall price
increases, the share of specialty drugs in the U.S.
pharmaceutical market grew steadily from 30% in
2012 to 40% in 2016 (see Table 2).
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The steady growth and high cost of specialty drugs raise affordability concerns for health plans, patients,
and consumers:
•

For some chronic conditions, a year of treatment with a specialty drug can exceed $100,000.

•

In 2015, only 1-2% of the American public used specialty drugs, yet they accounted for ~38% of total
drug expenditures.

•

The price of many specialty drugs continues to rise; in 2015, specialty drug unit costs increased by
11%.

•

More patients are being treated with these drugs – utilization rose by 6.8% in 2015 because of
increased use of existing drugs and the introduction of new pharmaceuticals.

•

While only 10 specialty drugs were on the market in 1990, there are now more than 300 (of which 33
alone became available in 2015).

•

Nearly 700 specialty drugs are currently under development.

•

The estimated number of Americans with annual drug costs greater than $50,000 grew by 63% in
2014, from 352,000 people to 576,000. Many of these patients take multiple drugs, and 92% use
high-priced specialty drugs.

•

Patients who need specialty drugs face higher out-of-pocket (OOP) costs because health plans often
require a coinsurance payment, which is a set percentage of a drug’s price. Some plans charge a
coinsurance payment as high as 33%.
B. Muted Price Growth of Branded Drugs
1.

Pharma Manufacturers Continue to Offer Drug Price Concessions

Based on the most recent QuintilesIMS report, the total value of pharmaceutical manufacturers’ offinvoice discounts, rebates, and other price concessions has more than doubled over the past five years,
from $59B in 2012 to $127B in 2016 (see Figure 4).
FIGURE 4: Pharma Manufacturers’ Off-Invoice Discounts, Rebates & Price Concessions ($ Billion)
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In 2015, more than one third of a
brand medicine’s list price was
rebated back to health plans or the
government or kept by other
stakeholders. The steady growth
in rebates and discounts, which
now exceed $100B each year, has
kept the increase in payers’ net
prices for brand medicines muted
at modest growth rates, despite
the more rapid growth in the listed
invoice prices.

YoY Growth

Source: “Drug Channels Outlook: Things to Watch in 2018,” DrugChannels.net
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Note the 2012 generic wave temporarily reduced the rebates. In that year, industry revenues shrank due
to the substitution of less expensive generic drugs for brand-name drugs. In 2012, three top-selling drugs
– Lipitor (atorvastatin calcium), Plavix (clopidogrel), and Singulair (montelukast sodium) – faced
multisource generic competition. In 2011, the combined gross sales of these three drugs were $19.1B.
As the drug distribution supply chain continues to consolidate and competition among brand medicines
remains intense, privately negotiated rebates and discounts on brand medicines will likely continue to
grow, keeping the net price inflation on brand drugs subdued.
2.

More Generic / Biosimilar Drugs Entering the U.S. Drug Market

When branded, small molecule drugs lose their patent protection, generic equivalents can enter the
market. Generic prices typically average 80-85% less than branded originals within a few years after
patent expiration. Replacing branded drug purchases with generics has become a key strategy for
employers and health plans looking to contain increasing medical costs. Companies replace branded
drugs on formularies with generics and encourage their use by lowering or even eliminating copayments
or out-of-pocket costs.
FIGURE 5: Lower Brand Spend Due to Loss of Exclusivity, 2012-2021 ($ Billion)
According to the latest IQVIA
forecast, the impact of patent
expiries is expected to increase
sharply beginning in 2017 after
being relatively unchanged for
the past 3 years (see Figure 5).
Figure 5 shows that the
expected drop in sales of small
molecule brand-name drugs
and biologics will amount to
around $17.8B and $4.2B,
respectively in 2017.
Source: Medicines Use & Spending in the U.S., IQVIA Institute, May 2017

Other findings include:
•

The total impact of patent expiries is expected to be 50% higher in the next five years (2017-2021);
excluding the impact of biosimilars, the next five years will see $102.9B of impact compared to
$91.0B in the last five years.

•

Biosimilar impact is expected to be highly variable and each molecule will present different
challenges to payers, providers, patients, originators and biosimilar manufacturers.

•

The largest group of original biologics facing biosimilar competition are expected in 2019, including
the largest selling branded medicine in 2017, Humira (adalimumab).

•

Unlike traditional generic, initial biosimilar uptake has been relatively muted with limited impact on
spending as discounts have also been modest in the 15-30% range.

•

While the impact of each biosimilar is highly uncertain, one important and likely outcome will be the
ability of payers to use the presence of biosimilars to better negotiate prices on the originator
product and other competing brands.
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Payer Mix Shift from Employers to Government

In 2016, total net drug spending by all federal, state, and local programs accounted for 42.6% of total
spend. Employer-sponsored private health insurance paid for 40% of outpatient drugs, down from its
peak of 49% in 2001. This was the third year that public sources exceeded employer-sponsored private
insurance.
Furthermore, all payers experienced a spending slowdown in 2016. Employer drug spend was nearly flat,
while consumers (on average) paid less out of pocket. It is likely that the slow growth in employers’ net
costs was the result of companies shifting a higher share of the drug costs to their employees through the
plan’s coinsurance – in some cases with no limit on out-of-pocket drug expenses.
FIGURE 6: Outpatient Prescription Drugs as % of U.S. Health Expenditures, by Payer (2005 vs. 2016)
Private Health
Insurance
Medicare

14.6%
12.7%
1.2%
14.2%
11.8%
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5.9%
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2016

Outpatient spending on prescription
drugs in 2016 accounted for 9.8% of
total
U.S.
health
expenditures.
However, prescription drugs’ share of
spending varied by payer type. Figure 6
shows net outpatient drug spending as
a share of U.S. national health
expenditures for each of the three
largest payers and how the share has
changed from 2005-2016.

Source: “2016 Drug Spending: The Shift from Employers to Government Payers,” DrugChannels.net

The payer mix differs partly because the populations covered by different payers have different medical
needs. In addition, rebate amounts also differ. For example, Medicaid’s best price requirement means
that it receives the deepest discounts.
Historical trends also reflect changes in coverage. The Medicare Prescription Drug, Improvement, and
Modernization Act (MMA) of 2003 created the Part D program, which launched in 2006. The MMA
greatly increased Medicare’s spending on outpatient prescription drugs. Due to the Medicare Part D
program, outpatient prescription drugs grew from 1.2% of Medicare’s total spending in 2005 to 14.2% in
2016. Drug spending for dual-eligible beneficiaries – those eligible for both Medicare Part D and Medicaid
– was shifted to Medicare. This explains why Medicaid’s spending on drugs dropped as a share of its total
program spending.
Additional data for drug spending growth patterns for 2016 include:
•

Medicare and Medicaid – the two primary CMS (The Centers for Medicare & Medicaid Services)
programs – paid for 39% of total outpatient drug spending and more than 90% of public spending.

•

Prescription drug spending in the individual insurance market continues to expand. CMS estimated
that 10M people had coverage purchased through the Health Insurance Marketplaces (HIM). For
2016, marketplace plans accounted for 40% of individually purchased private insurance plans. The
2016 growth reflected higher enrollment in HIM plans.
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•

Drug spending by employers grew by less than 1% in 2016. By contrast, spending by employersponsored plans grew by 10.6% in 2014. Employers benefited from their strategy of having patients
absorb the costs of more expensive specialty medications.

•

Consumers’ out-of-pocket expenses – cash pay prescriptions plus copayments and coinsurance – fell
by $436M, from $45.5B in 2015 to $45.0B in 2016. Consumers’ share of outpatient prescription drug
spending also shrank, from 14.0% in 2015 to a historic low of 13.7% in 2016. CMS cited the following
reasons for the decline:
1.

The increased use of generics,

2.

the increase in patients who have zero out-of-pocket costs, and

3.

manufacturers’ copayment offset programs. For example, 29% of brand-name and generic
prescriptions in 2016 had a $0 out-of-pocket cost, compared with 19% in 2011.

III. Competitive Positioning: CVS, WBA, RAD, ESRX and DPLO
How are the drug distributors positioning themselves competitively in the supply chain given the
sustained downward pricing pressure and shifts in the payer mix from private health insurance to higher
government spending?
A. Strategy #1: Grow Market Share in Specialty Drugs
Unlike traditional drugs, specialty medicines are often not stocked at retail pharmacies due to their
special requirements for storage and handling or because utilization needs to be closely managed.
Instead, payers set up a network of specialty pharmacy providers (SPPs) and require patients to fill their
prescriptions at participating SPPs.
SPPs typically purchase specialty medicines directly from drug manufacturers or wholesalers. In addition,
manufacturers may limit their product distribution to select SPP network participants for several reasons,
such as when only a small population of patients uses a particular type of medicine or when additional
safety monitoring is required by the Food and Drug Administration (FDA). Table 3 shows the top SPPs in
the U.S. in 2016.
TABLE 3: Top Specialty Pharmacies in the U.S. in 2016
U.S. Specialty
Revenue Share (%)

Specialty Pharmacy

Parent Organization

CVS Specialty

CVS Health (PBM)

28%

Accredo

Express Scripts (PBM)

19%

Alliance Rx Walgreens Prime WBA/Prime Therapeutics (PBM)

13%

BriovaRx

Optum Rx (PBM)

7%

Diplomat Pharmacy

Diplomat Pharmacy

4%
Total:

71%

Source: Follow the Dollar: Understanding the Pharma Distribution and Payment System, PhRMA,
November 2017

The specialty market is very
concentrated with CVS Health,
Express Scripts and Walgreens
Boots Alliance dispensing 60%
of these drugs.
Diplomat
Pharmacy,
whose
core
business is specialty drugs, has
a 4% market share while
OptumRx, a PBM owned by
UnitedHealth Group, has a 7%
market share.

9

VIOLA ADVISORY, LLC

03/01/18

Which Company is Best Positioned for Growth in the Specialty Drugs Market for 2018?
Not every company breaks out their specialty drug business in detail. Figure 7 shows the revenue growth
rates for the respective PBM segments of the various retail drug chains (CVS, WBA and RAD) that handle
all types of drugs (generics, brand-name and specialty). Whereas, ESRX breaks out their home
delivery/specialty drugs business separately and DPLO’s core business is in specialty drugs.
FIGURE 7: PBM Segment Sales Growth (%): CVS, WBA & ESRX (left), RAD & DPLO (right)
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However, since specialty drugs is a rapidly growing market share (now 40% of the market vs. 60% share
for traditional), we assume that some share mix of prescription drug claims processed by the respective
PBM units is shifting towards specialty drugs.
Of the PBMs in our coverage universe, Walgreens has shown the fastest growth rate, possibly taking share
away from ESRX and RAD. WBA managed to rise from a deficit of minus 10.6% y/y and climb its way up to
a positive 5.6% y/y growth rate. CVS also managed to grow its PBM unit in 2017 from 8.5% y/y (1Q17) to
9.3% y/y (4Q17).
ESRX saw their revenue growth decline markedly from 6.8% in 3Q16 to flattish negative growth in 3Q17
and 4Q17. Somewhat surprising is DPLO, where revenue growth has gone from 24.7% y/y in 3Q16 to
negative 4.8% y/y in 3Q17 and breakeven in the most recent 4Q17 quarter. RAD continued to struggle all
through 2017 as its PBM segment posted 4 straight quarterly declines in revenue growth. However, its
merger with Albertsons (scheduled to be completed this summer) could likely help grow its PBM top line
in 2H18.
Figure 8 shows the gross margin trend for the respective PBM units. Gross margins for CVS and ESRX have
significantly improved over the past year. CVS grew GM by 190 bps from 3.5% (1Q17) to 5.4% (4Q17)
while gross margin for ESRX expanded by 230 bps from 7.7% (1Q17) to 10.0% (4Q17). WBA, RAD and
DPLO all managed to keep their GMs stable during 2017. For 4Q17, ESRX had the highest gross margin in
the group at 10% followed by WBA at 9.1% and DPLO at 8.1%.
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FIGURE 8: PBM Segment Gross Margin Trend (%): CVS, WBA & ESRX (left) RAD & DPLO (right)
12.0%
10.0%
8.0%

9.9%

9.3%

9.6%

9.3%

9.1%

7.7%

6.0%

5.9%

5.2%

4.0%

9.3%
8.8%

9.3%

10.0%
9.1%

8.9%

5.0%

4.5%
3.5%

2.0%
0.0%

3Q16

4Q16

1Q17

CVS

2Q17

WBA

3Q17

ESRX

4Q17

5.4%

9.0%
8.0%
7.0%
6.0%
5.0%
4.0%
3.0%
2.0%
1.0%
0.0%

6.6%

7.3%

6.0%

3Q16

4Q16

7.9%

6.3%

6.8%

1Q17
RAD

7.5%

7.6%

6.9%

6.9%

2Q17

3Q17

8.1%
6.8%

4Q17

DPLO

Source: Company earnings release

After taking into account both PBM sales growth and GM trends, we believe CVS and WBA are best
positioned to grow their specialty drugs business in 2018. Walgreens significantly grew their PBM sales
while still maintaining their gross margins in 2017. CVS also did a good job growing its PBM business while
also expanding GMs during 2017.
B. Strategy #2: Increase Script Volume at the Expense of Profit Margins
1.

Higher Script Volume through Medicare Part D Preferred Networks

A preferred network (aka narrow network) model encourages or requires consumers to use designated
pharmacies instead of allowing them to choose from an open network containing nearly all pharmacies.
The preferred network gives consumers financial incentives (copayments, coinsurance, etc.) to use
pharmacies that offer them the lowest costs or greater control. A consumer in a preferred network has
the option of using any pharmacy in the network – but going outside the network entails higher out-ofpocket expenses at a non-preferred pharmacy.
Preferred network models have grown rapidly within the Medicare Part D program, where they are
referred to as “preferred cost sharing networks.” CMS calls the participating pharmacies “preferred cost
sharing pharmacies.” According to federal regulations, preferred pharmacies in Part D must offer
“covered Part D drugs at negotiated prices to Part D enrollees at lower levels of cost sharing than apply at
a non-preferred pharmacy under its pharmacy network contract.”
Preferred cost sharing networks now dominate Medicare Part D in 2018. Figure 9 shows the growth of
preferred networks in stand-alone prescription drug plans (PDPs). In 2011, only 7% of total regional PDPs
had a preferred network. In 2018, 99% of PDPs will have preferred pharmacy networks.
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FIGURE 9: Medicare Part D PDPs with Preferred Pharmacy Networks, 2011-2018
We forecast payers’ use of
the narrow network model
to keep growing as they seek
additional savings in their
drug spending. Seniors have
also
accepted
these
preferred networks in their
PDPs, encouraged by the
out-of-pocket prescription
savings,
while
retail
pharmacies are willing to
accept
lower
Medicare
reimbursements in exchange
for higher store traffic.
Source: “Preferred Pharmacy Networks Will Dominate 2018 Medicare Part D Plans,” DrugChannels.net, October 2017

Which Company is Best Positioned to Grow Script Volume in Medicare Part D?
FIGURE 10: Enrollment in Medicare Part D PDPs, by Pharmacy Chain, 2017-2018
Figure 10 examines the major
pharmacy chains’ participation in
22 major multi-regional Part D
plans with preferred networks.
Based on the new enrollment
figures (as of December 8, 2017),
the plans enrolled 19.4M people or
93% of total beneficiaries enrolled
in a stand-alone Part D plan. As
Figure 10 shows, CVS seems to
have recaptured market share from
Walgreens and Walmart in 2018
while Rite Aid continues to struggle.
Source: “New Part D Data: CVS Wins Big in 2018 Preferred Pharmacy Networks,” DrugChannels.net, January 2018

Additional data points include:
•

CVS Health reversed course from its 2017 strategy and decided to go all in for 2018 as a preferred
pharmacy in 11 major Part D plans. CVS’s retail pharmacies are preferred in plans that enrolled 8.5M
people, compared with fewer than 300,000 people for 2017. While CVS’s prescription growth lagged
that of the market last year, the company is already projecting same store script growth of 6-7% for
2018.

•

Walgreens was displaced by CVS in the plans highlighted above for 2018. Based on initial enrollment
data, 8.7M people signed up for the 11 plans in which Walgreens is a preferred pharmacy, down from
the roughly 11M people in 2017. On the positive side, Walgreens is the only national chain in the
AARP MedicareRx Walgreens (PDP) Plan. That plan grew its enrollment by 85%, to 580,504 people.
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•

Walmart is a preferred pharmacy for 11 of the 22 preferred cost sharing networks. About 11.5M
people are enrolled in plans with Walmart as a preferred pharmacy, slightly down from its position
last year. However, Walmart benefits from being the only national chain in the Humana Walmart Rx
Plan. That plan enrolled 2.4M people, which accounts for ~11.5% of total Part D plan enrollment and
is 8% higher than 2017.

•

Rite Aid will not be participating as a preferred pharmacy with any of the major multi-regional plans.
For 2018, it is preferred only in the plan sponsored by EnvisionRx, the PBM that it acquired in 2015.
That plan enrolled fewer than 500,000 seniors, though enrollment grew by 65% compared to last
year.

For 2018, it appears that CVS will gain significant prescription market share – but at the cost of lower
profit margins. So long as pharmacies accept lower reimbursements in exchange for higher script volume
and store traffic, preferred networks will continue to dominate the Part D marketplace.
Figure 11 shows the gross profit per prescription for both CVS and WBA. We were not able to calculate
RAD’s gross profit per Rx because the company does not report the number of quarterly prescriptions.
Gross profit/Rx for WBA has been consistently higher than at CVS. We suspect that the reason CVS has
managed to gain significant share in Medicare Part D is because they were willing to underprice
Walgreens. Management at WBA, on the other hand, was probably not willing to give up a larger share of
their profit margins and instead opted to signing up fewer Medicare enrollees for 2018 than last year.
FIGURE 11: Retail Pharmacy Gross Profit per Prescription: CVS vs. WBA ($)
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We believe both CVS and WBA are
the two retail drug chains best
positioned to grow script volume
in the Medicare Part D Program.
While CVS did manage to displace
WBA in several prescription drug
plans, it more likely did so by
sacrificing
profit
margins.
Walgreens, on the other hand, lost
3.5M Medicare Part D enrollees for
2018, but still managed to
maintain a higher gross profit per
prescription.

Source: Company earnings release

2.

Grow Script Volume with Contract Pharmacies and 340B-eligible Hospitals

The 340B Drug Pricing Program requires pharmaceutical companies to provide outpatient drugs at steep
discounts to hospitals and clinics – known as “eligible covered entities” – that serve high volumes of lowincome patients. According to a 2015 Government Accountability Office (GAO) report, about 40% of the
hospitals in the U.S. currently buy drugs through the 340B program.
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FIGURE 12: Total Drug Purchases Under 340B Program ($ Billion, % of Total U.S. Drug Market)
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Under the 340B Program, eligible hospitals
buy drugs at a discount from the
pharmaceutical companies and are then
reimbursed for those purchases from
Medicare. The drugs are purchased under the
Medicare Part B program, which covers
expensive
chemotherapy
and
other
treatments in a hospital, doctor’s office and
clinics. According to DrugChannels.net, the
discounted purchases made under the 340B
Program totaled $16.2B in 2016, a 34%
increase from the prior year (see Figure 12).

Source: “The 340B Program now 5% of U.S. Drug Market,” DrugChannels.net, May 2017

In November 2017, The Centers for Medicare & Medicaid Services (CMS) announced a new rule (effective
January 2018) in which it will cut Medicare payments for hospitals enrolled in the 340B Program by 28%,
or ~$1.6B. According to CMS, the reduction in the reimbursement amount to hospitals should directly
lower the price of prescription drugs thereby reducing the amount that patients pay in out-of-pocket
costs.
The CMS also stated that the lower reimbursements would generate an estimated $320M in savings on
just the copayments for these drugs alone in 2018. The CMS plans on re-allocating the savings to other
parts of Medicare Part B that are focused on non-drug related healthcare services.
Which Retail Chain is Best Positioned to Grow Script Volume and Drug Sales in the 340B Program?
A covered entity can purchase and dispense 340B drugs through internal or external (contract)
pharmacies. In 2010, the Health Resources and Services Administration (HRSA) allowed eligible entities
(including those that have an in-house pharmacy) to access 340B pricing through multiple contract
pharmacies. Since that time, the number of contract pharmacies has grown exponentially (see Figure 13).
FIGURE 13: 340B Contract Pharmacy Locations, 2000-2016
As of July 2016, there
were 17,784 unique
pharmacy
locations
that accounted for
more than one in four
U.S. retail, mail, and
specialty pharmacies.
These nearly 18,000
pharmacies have broad
and deep relationships
with providers.
Source: “Six Retail Chains Dominate 340B Contract Pharmacy Business,” DrugChannels.net, August 2016
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There were also around 5,649 covered entities that had about 42,490 contract pharmacy relationships.
Over the past three years, the number of 340B covered entities with a contract pharmacy relationship
grew by ~36%.
FIGURE 14: 340B Contract Pharmacy Relationships, by Chain, 2016
Six large retail pharmacy chains make up
around two out of three 340B contract
pharmacy locations. Walgreens remains
the dominant 340B contract pharmacy
participant. More than 6,000 Walgreens
are a 340B contract pharmacy, accounting for more than one third of all
locations (see Figure 14). Other retail
chains like Walmart, CVS, Rite Aid,
Kroger, and Albertsons, constitute a
further 5,800 pharmacies. In addition,
thousands of independent drugstores
and small chains also participate,
including mail and specialty pharmacies.
Source: “Retail Chains Dominate 340B Contract Business,” DrugChannels.net, August 2016

Note that a 340B contract pharmacy doesn’t earn traditional spreads and dispensing fees. Instead, they
profit from fees paid by the 340B covered entity. Given the recent cut in Medicare reimbursements to
340B covered entities, it remains to be seen how this might affect the pharmacies’ profitability in the
short term.
However, there are also other profit opportunities. For example, Walgreens is the only contract
pharmacy provider that offers both dispensing and administrative services fees for assisting covered
entities with the program. Since Walgreens operates many on-site pharmacies inside hospitals, it
probably earns an additional premium for helping the hospital stretch the 340B program’s boundaries.
FIGURE 15: Retail Pharmacy SSS Drug Utilization: CVS, WBA & RAD (%)
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Figure 15 shows same store sales drug
utilization (i.e., drug volume change y/y)
trend for CVS, WBA and RAD from 1Q16
to 4Q17.
Same store sales drug
utilization for WBA grew exponentially
from 4Q16 to 4Q17 while CVS managed
to return their SSS drug utilization to a
positive level in 4Q17. Rite Aid’s SSS drug
utilization has declined over the past two
years and still shows no signs of
stabilizing.

-4.0%
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RAD

Source: Company earnings release
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Given Walgreens’ overwhelming market share in contract pharmacy relationships (over 6,000
pharmacies with a 34% market share) with 340B eligible entities, we believe WBA will continue to gain
the highest share of 340B script volume and drug sales, with CVS following by a distant second. While
the service fees Walgreens collects from 340B hospitals will likely be reduced this year, its drug utilization
trend will likely continue to go higher in 2018.
C.

Strategy #3: Boost Front-End Store Sales and Margins via Retail Clinics

Pharmacy retailers are under pressure to grow their front-end margins as profits on prescriptions
continue to shrink and Amazon continues to underprice drugstores on consumer products and grocery
goods. As low-cost generics dominate retail dispensing activity, drugstore clinics have emerged as a way
for retail chains to diversify into non-dispensing revenues.
Retail clinics focus on convenient care for simple acute conditions. From 2010 to 2015, the number of
retail clinics grew by nearly 70%, to more than 2,000 locations. However, in 2016, the growth rate
slowed. As of January 2017, the number of retail clinics was unchanged from 2016. Figure 16 summarizes
the retail clinic landscape owned by large U.S. retail drugstore chains.
FIGURE 16: Retail Clinic Locations, by Chain, 2017

Source: “Retail Clinic Check Up,” DrugChannels.net, February 2017

•

CVS Health’s MinuteClinic is the largest and fastest-growing retail clinic business with more than half
of all locations. However, in 2016, CVS closed 15 MinuteClinic locations and integrated and
rebranded the 79 retail clinics located inside Target stores. As of January 2017, there were 1,105
MinuteClinic locations accounting for less than 1% of CVS retail pharmacy dispensing revenues.

•

Walgreens is the second largest location for retail clinics. But their number declined for the second
year in a row. As of January 2017, Walgreens operated 300 Healthcare Clinics. The company has
started to partner with health systems that own and operate retail clinics within Walgreens retail
locations. This includes Advocate Health Care, which operates 56 clinics in Walgreens’ Chicago area
stores. In addition, Walgreens has announced seven more health system partnerships covering a
further 86 stores.

•

Kroger is the third largest retail clinic operator with The Little Clinic business, which it operates inside
213 Kroger, Dillon’s, Fry’s, JayC, and King Soopers stores. Kroger added 19 Little Clinic locations in
2016.
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•

Walmart launched its own Care Clinics in 2014. There are now 18 Care Clinics in Walmart stores in
Georgia, South Carolina, and Texas. Walmart partnered with QuadMed, to help source, staff, and
train the medical professionals in Care Clinics. Walmart’s Care Clinics accept traditional Medicare,
Medicaid, and cash patients. However, they do not accept any private Medicare or commercial
managed care plans. Walmart also leases space to independently owned and operated Clinics at
Walmart facilities. These clinics operate inside 57 Walmart stores, a decline from 72 clinics in January
2016.

•

Rite Aid did not change their clinic strategy in 2016. As of January 2017, Rite Aid operated 55
RediClinics in Delaware, Maryland, New Jersey, Pennsylvania, and Virginia. RediClinic also operates in
36 additional retail locations in HEB grocery stores in Texas. In some locations, Rite Aid leases space
to other clinic operators, many of which are owned by hospitals. It is not yet clear how RediClinics
will be integrated with WBA’s Healthcare Clinics or whether WBA will follow an outsourcing strategy.

Other key trends to monitor in the short term include:
•

Health plans are adding retail clinics to their provider networks, allowing patients to use third-party
insurance for clinic services. From 2011 to 2015, commercially insured Blue Cross and Blue Shield
members doubled their utilization of retail clinics.

•

Health systems are opening urgent care clinics that can compete with retail clinics. Urgent care
clinics have a reputation for having better-qualified medical staff, whereas patients have concerns
about the qualifications and expertise of retail clinics’ staff.

•

Retail clinics may actually increase healthcare spending. One study found that 58% of retail clinic
visits represented new utilization and did not substitute for visits to physicians and emergency
departments.
Can Retail Clinics Help Grow Front-End Store Sales in 2018?

FIGURE 17: Retail Pharmacy Front Store Sales: CVS, WBA & RAD (%)
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Figure 17 shows the challenging
trend lines of front-end same store
sales for all three retail pharmacy
chains. All three chains have not
had much luck in growing their
front-end sales with each company
developing their own strategy. CVS
has chosen the path of becoming
an integrated health care services
provider, thus developing a large
footprint retail clinic business.
WBA, on the other hand, has
chosen the path of remaining a
drugstore retailer with a focus on
beauty and cosmetic products.

Source: Company earnings release
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It is still not clear which path RAD may choose to take but it increasingly appears they may also choose to
follow Walgreen’s strategy and remain a drugstore retailer.
At this point, it is not clear as to whether the retail clinic strategy is the best path to turning around front
store sales and margins. For one, privacy is a major issue. We do not believe MinuteClinics or any other
drugstore clinics are a good alternative to visiting a doctor’s office. Most drugstore clinics are located on
the main shopping floor in full view of both store and street traffic, which makes for a very awkward
experience.
Second, we believe most people consider healthcare services to be best administered by qualified
physicians. Unfortunately, drug store clinics are not staffed by qualified physicians. Instead, medical
nurses and physician assistants are on staff to administer health care services. We believe that both the
lack of privacy and the lack of qualified medical doctors could be two major drawbacks that prevent retail
clinics from helping drug store chains grow their same store front end sales.

IV. 4Q17 Key Takeaways: CVS, WBA, RAD, ESRX and DPLO
CVS Health Corporation (CVS): BUY @ $80.00
TABLE 4: CVS 4Q17 Revenue/EPS Results
4Q17 Results

1Q18 Guidance

EPS

Cons.

Result

EPS

Cons.

1.92

1.89

beat

n/a

1.40

4Q17 Results

Result Total Rev.
n/a

48.4B

1Q18 Guidance

Cons.

Result

Total Rev.

Cons.

Result

47.5B

beat

45.18-45.96B

45.8B

miss

Source: CVS Health Corporation and Estimize.com

Summary: We believe CVS will gain a competitive edge as healthcare delivery moves from volumebased care (fee for service) toward value-based reimbursement (fee for delivering the best care at the
lowest cost). Post-Aetna merger, CVS will have the ability to acquire, aggregate and analyze data across
a healthcare network enabling them to build an integrated financial and clinical platform with a
common view of the patient across care settings over time. Management believes the CVS-Aetna
merger will be approved by 2H18 with the deal closing end of 2018.
4Q17 Key Takeaways
•

FY2017 consolidated net revenues grew 4.1% beating aggregate U.S. drug spending growth of 2.1% in
2017.

•

Consolidated gross margin of 16.3% down 30 bps y/y due to mix shift as lower-margin PBM business
(GM: 5.4%) continues to grow faster than higher-margin Retail/Long-Term Care business (GM: 30%).

•

PBM client retention rate was 96.5% for the 2018 selling season. Looking ahead, ~$39B (roughly one
third of PBM business, excluding Medicare Part D) is up for renewal in 2019. The Street has concerns
as to whether other plan sponsor clients may not renew given CVS’s merger plans with Aetna.

•

January/February 2018 flu season bumped 1Q18 same store script guidance up to 7-8.5%, much
higher relative to FY2018 range of 6-7%.

•

Expects script utilization to gradually improve later in the year as more Medicare Part D members
move into the preferred network.
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•

Sees the retail environment as evolving with the store front being a combination of products and
services. Product focus will be on over-the-counter, beauty, personal care and some elements of
convenience. Services will focus on MinuteClinic and a broader rollout of audiology and optical.

•

Views the CVS-Aetna merger as an open source model and is open to the idea of partnering with
other entities like the newly combined Berkshire, JPMorgan and Amazon.

•

Says specialty business continues to expand and gain share. Autoimmune and oncology growing the
fastest while multiple sclerosis remains flat and Hepatitis C volume down substantially in 2017.

•

Mentioned that CVS’s own specialty pharmacy fills 60% of specialty scripts along with 100% of
Aetna’s specialty volume.

•

Expects little to no impact on PBM business with the transition towards rebates and discounts being
taken at the point-of-sale. Said clients with point-of-sale rebates or 100% of rebate value passed
through already pay an administrative fee for those benefits.

•

Plans to re-invest half of the $1.2B in tax cash benefits to reduce the debt in 2018 (i.e., lower the
leverage ratio to 3.5x in two years). The balance of the tax benefits to be invested in three areas: 1)
increase in wages and benefits for store colleagues, 2) expanding existing capabilities around data
analytics and care management solutions and 3) invest in stores to pilot enhanced service offerings
with the goal of lowering overall health care costs and improving the health of all served members.
Walgreens Boots Alliance, Inc. (WBA): BUY @ $80.00

TABLE 5: WBA F1Q18 Revenue/EPS Results
F1Q18 Results

F2Q18 Guidance

F1Q18 Results

F2Q18 Guidance

EPS

Cons.

Result

EPS

Cons.

Result

Total Rev.

Cons.

Result

Total Rev.

Cons.

Result

1.28

1.27

beat

n/a

1.53

n/a

30.74B

30.33B

beat

n/a

31.99B

n/a

Source: Walgreens Boots Alliance, Inc. and Estimize.com

Summary: Walgreens continues to quietly execute its strategy of doubling down on retail pharmacy,
despite steps by its closest competitor to vertically integrate and become a comprehensive health care
services provider. This strategy paid off nicely last year as its U.S. prescription revenues grew (+14.1%)
and same-store prescription growth (+8.9%) was much higher than that of its peers. However,
investors are increasingly concerned by WBA’s lack of bold transformative action even as Amazon
continues to gradually enter the space. Management believes that cost-cutting moves and the
introduction of newly re-modeled single format stores this year are the best steps to grow sales and
defend share. We believe the current perception of management inaction could stall WBA’s multiple
expansion in the short run.
F1Q18 Key Takeaways
•

Reported continued growth in U.S. pharmacy volume and market share.

•

Exceeded one billion prescriptions filled on a rolling annual basis for the first time.

•

Market share up ~110 bps to 20.6%.

•

Raised the lower end of adjusted diluted EPS by 5 cents for FY2018.
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•

Announced an agreement to acquire a 40% minority stake in GuoDa, a leading Chinese retail
pharmacy chain with over 3,500 pharmacies across 70 cities.

•

On a comparable store basis, pharmacy sales grew by 7.4% with scripts filled up 8.9% due to strong
volume growth from Medicare Part D and positive impact of strategic pharmacy partnerships.

•

Comparable retail sales down 0.9% in the quarter due to changes to promotional plans as company
focuses on delivering improved margins.

•

Delivered six consecutive quarters of comparable sales growth in health, wellness and beauty
categories. Beauty represents ~9% of total retail sales and company will continue to invest in beauty
differentiation program.

•

Beauty differentiation stores performed stronger in F1Q18 than in prior quarters, resulting in higher
retail gross margin and higher comparable retail sales.

•

Not expecting newly transferred Rite Aid stores to significantly impact this year’s adjusted diluted
EPS.

•

Management believes that despite the benefits of vertical integration in the U.S. healthcare system,
more can be achieved through close partnerships and collaboration.

•

Will deploy the first pilot stores in 2018 incorporating all the research done to date in a single store
format.

•

Continues to see a deflationary trend in generic drug pricing.
Rite Aid Corp. (RAD): BUY @ $2.50

TABLE 6: RAD F3Q18 Revenue/EPS Results
F3Q18 Results

F4Q18 Guidance

F3Q18 Results

F4Q18 Guidance

EPS

Cons.

Result

EPS

Cons.

Result

Total Rev.

Cons.

Result

Total Rev.

Cons.

Result

0.00

-0.02

beat

n/a

-0.02

n/a

7.74B

7.74B

in-line

n/a

5.54B

n/a

Source: Rite Aid Corp. and Estimize.com

Summary: We view the Rite Aid-Albertsons merger as a win-win for both companies. We believe the
merger gives both companies ample cover to protect their businesses from a possible Amazon entry
into their respective spaces. But more importantly, the synergies and the complementary
product/service offerings of both companies enables them to have a bigger platform and greater
leverage to increase sales, lower costs, and generate decent profits in an industry known for tough price
competition and razor-thin profit margins.
Key Takeaways of Rite Aid-Albertsons Merger
•

On February 20th, Albertsons Cos. announced that it plans to buy the rest of Rite Aid Corp. that is not
being sold to Walgreens Boots Alliance for a cash-and-stock deal where Albertsons shareholders
would hold roughly 71% of the combined company while RAD shareholders would own the rest.

•

The transaction, valued at ~$24B, creates a company with projected revenues of $83B and allows
Albertsons to go public after more than a decade of private ownership. The new company will trade
on NYSE under a new name that will be determined upon the deal’s close, expected by this summer.
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•

The new company will be based in both Boise, Idaho and Camp Hill, PA. It will operate around 4,900
locations, 4,350 pharmacy counters and 320 clinics across 38 States and Washington D.C. serving
more than 40M customers per week.

•

John Standley (Chairman/CEO Rite Aid) will serve as the new company’s CEO while Robert Miller
(Chairman/CEO Albertsons) would act as Chairman, thus easing speculation that grew in recent years
as to who would succeed the 73-year old Albertsons CEO.

•

Rite Aid and Albertsons executives expect to see $375M in cost synergies per year with earnings
before expenses to come in at ~$4B and new revenue streams to come from RAD customers having
access to Albertsons stores and services and vice versa.

•

Most Albertsons pharmacies will be re-branded as Rite Aid and the company will continue to operate
Rite Aid stand-alone pharmacies.

•

The merger between Rite Aid and Albertsons comes at a time as all 3 of the U.S.’s biggest pharmacy
chains are pursuing deals in the face of more consumers shopping online. CVS agreed to buy health
insurer Aetna Inc. and Walgreens, in addition to buying around 1,900 stores from Rite Aid, is in talks
to buy drug distributor AmerisourceBergen Corp.

•

Albertsons is also pursuing this deal as Amazon is making a big push into food retail with its purchase
of Whole Foods Market, Inc. and Walmart, in turn, has boosted its e-commerce offerings and the
range of goods it sells online.

•

We believe this merger has a good chance of being approved by the federal government. Both
Albertsons and Rite Aid operate in many of the same markets but have less sector overlap than
Walgreens and Rite Aid. Rite Aid currently does sell food and Albertsons operates pharmacies in its
stores.

•

After the merger, Rite Aid-Albertsons combined retail pharmacy sales should make them the No. 4
pharmacy operator in terms of annual retail pharmacy sales. Overall, the top 5 pharmacies are:
No. 1 Walgreens Boots Alliance U.S. operations: $66.7B
No. 2 CVS Health: $59.6B
No. 3 Walmart: $19.1B
No. 4 Rite Aid-Albertsons combined: $16B
No. 5 Kroger: estimated $10.2B

Strategic Advantages of the Rite Aid-Albertsons Merger
•

Effective Defensive Move Against Amazon – from Albertsons view, the merger allows them to
remain competitive with Amazon and Kroger; they have the ability to scale the Rite Aid offering
across a bigger franchise and all of the different banners Albertsons has.

•

Elevates Rite Aid from Regional to National Player – the transaction would effectively create a
pharmacy network of 4,345 locations that is much deeper across the West Coast (70% of the
locations are in markets where the combined entity is either the No. 1 or No. 2 pharmacy provider).
Stores would serve more than 40M customers/week and fill more than 323M prescriptions/year.

•

Multiple Synergies – the merger would create a retail health and wellness company that pairs a pure
play retail pharmacy with a supermarket operator’s built-in generator of frequent trips. All
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Albertsons pharmacy banners will be converted to the Rite Aid banner to better leverage the brand
identity.
Increase Market Share in Pharmacy Networks – the merger will enable Rite Aid’s PBM, EnvisionRx to
process more prescriptions across 4,345 pharmacies across 38 States and Washington D.C. Higher
script count helps PBMs gain leverage on behalf of their clients, who are employers and government
health programs (Medicare Part D). This would also bring more pharmacies into RAD’s preferred
pharmacy network and allow them to gain more market share in Medicare Part D networks.

•

Operational Advantages of the Rite Aid-Albertsons Merger
•

Greater Access to Low-cost Generics – Rite Aid has access to a number of lower-cost generic
purchasing options with Walgreens (WBAD) through AmerisourceBergen. This allows them to lower
their drug costs delivering greater value to their customers and patients.

•

In-house Pharmacy Benefits Manager – Rite Aid brings its own PBM, EnvisionRx, a key asset, to the
combined pharmacies’ operations. EnvisionRx could offer bundled services to health plans and
employers who are looking to manage and lower their overall drug costs.

•

Increase Front-store Sales and Traffic – Albertsons can drive their grocery customers who do not get
their scripts at RAD into RAD pharmacies while Rite Aid can drive their customers who do not shop at
Albertsons into Albertsons grocery stores. Furthermore, both Rite Aid and Albertsons have significant
customer loyalty programs (especially RAD’s wellness65+ program). The merger will pair Rite Aid’s
12M loyal shoppers with Albertsons’ 13M loyal shoppers and will strengthen and expand both
retailers’ customer base.

•

Expand Front-store Health Service Offerings – Rite Aid’s subsidiary health offerings include RediClinic
and Health Dialog while Albertsons has dietitians and its recently acquired Plated meal kit service.
Placing RediClinic along with Health Dialog’s care coaches inside Albertsons stores where there is
plenty of floor space available could increase growth in those services. Likewise, pairing Albertsons’
dietitians and its Plated meal kit service with Rite Aid’s RediClinic and Health Dialog’s health coaches
brings an added dimension to the combined companies’ enhanced health service offerings.
Express Scripts Holding Co. (ESRX): Hold @ $82.00

TABLE 7: ESRX 4Q17 Revenue/EPS Results
4Q17 Results

1Q18 Guidance

4Q17 Results

1Q18 Guidance

EPS

Cons.

Result

EPS

Cons.

Result

Total Rev.

Cons.

Result

Total Rev.

Cons.

Result

2.16

2.09

beat

1.73-1.78

1.79

miss

25.4B

25.1B

beat

n/a

25.0B

n/a

Source: Express Scripts Holding Co. and Estimize.com

Summary: Initiate with a Hold rating and a PT of $82. We see near-term risks for ESRX in growing their
claims and revenue growth for 2018 and 2019 with the gradual out-transitioning of Anthem, the drug
pricing initiatives proposed by the Trump Administration (free generics to seniors, caps on out-ofpocket costs and allowing Medicaid to exclude some prescription drugs on their formulary to better
negotiate lower prices with drug makers) and proposed point-of-sale drug rebates to be given directly
to consumers at the pharmacy counter. Management guided the 2018 selling season with a 96-98%
retention rate and a greater than 60% renewal completion for the 2019 selling season. Despite the
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optimistic outlook, the Street sees Express Script’s stand-alone PBM model as outdated vs. the rising
threat of vertically integrated competitors like CVS-Aetna, United Health’s OptumRx PBM and the inhouse PBMs of Cigna Corporation and Humana Inc. We view ESRX’s Fwd. P/E of 7.2x as an attractive
valuation but we also believe the stock may be range bound in the short term.
4Q17 Key Takeaways
•

Achieved a record low drug trend of 1.5% vs. the 2017 CPI of 2.1% and 2016 drug trend of 3.8%.

•

Average member out-of-pocket costs was $11.24, a 12 cent increase vs. 2016.

•

Specialty drug spend accounted for 41% of total spend, up 11% y/y, the lowest increase seen.
Specialty spend was driven by 8% higher utilization and 3% change in the average unit cost.

•

Achieved the most efficient e-commerce home delivery pharmacy with over 100M annual scripts last
year.

•

Majority of large employers and large health plans have been secured for 1/1/2019.

•

Does not see biosimilar market growing meaningfully enough to contribute to revenue and profit
growth until the end of 2022 and into 2023.

•

Believes the real pay-off for biosimilar is when Humira and Enbrel products come to market in 2022
or 2023.

•

Views specialty generics as becoming more important than biosimilars in the near term. Cited
Gleevec for the treatment of certain cancer types and Copaxone 40 and possibly Tracleer in the
specialty drug space.

•

Short-term focus is primarily on generic products with several generic launches expected every year
for the next 3-4 years.

•

Noted that the formation of ValoremRx Specialty Solutions was strategically done to position the
company to get the leverage they need to negotiate biosimilar agreements.

•

Indicated that Accredo has deep penetration in their commercial book of business probably north of
70% and maybe close to 80%. However, less than half penetration in other health plans leaving
plenty of room for growth.

•

Sees the adoption of commercially proven programs and approaches in the regulated marketplace,
both Federal and State level, around formulary management, retail network management and
utilization management as potential opportunities within the next 18 months.

•

Looking to make more investments in improving the digital interface with clients and patients – less
time on the telephone and less paperwork mailed. More online responsiveness and better electronic
records management.

•

Too early to gauge the real impact from CVS-Aetna merger. However, management noted a contract
win from a state in the Northeast as a result of the CVS-Aetna merger.

•

Mail prescription revenue down in the last two quarters due to mid-year losses, a couple of which
had fairly high mail penetration. Another reason for slower mail revenue growth is because the
company is putting more focus on their 90-day omni-channel programs.
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•

Indicated that ESRX would be interested in looking at some of the Medicare Part D business that
would have to be divested as a result of the CVS-Aetna merger.

•

Agreement with Walgreens for the combined purchasing of specialty drugs as well as various
specialty pharmacy arrangements that strategically position both ESRX and WBA for biosimilar
negotiations, which is expected to take place early this year and pick up momentum towards 2023.

•

Indicated that Amazon chose Express Scripts as its employee pharmacy benefit manager.
Diplomat Pharmacy, Inc. (DPLO): BUY @ $26.00

TABLE 8: DPLO 4Q17 Revenue/EPS Results
4Q17 Results

1Q18 Guidance

4Q17 Results

1Q18 Guidance

EPS

Cons.

Result

EPS

Cons.

Result

Total Rev.

Cons.

Result

Total Rev.

Cons.

Result

0.18

0.16

beat

0.87-0.97

1.02

miss

1.16B

1.17B

miss

5.3-5.6B

5.42B

in-line

Source: Diplomat Pharmacy, Inc. and Estimize.com

Summary: Initiate with a Buy rating and a PT of $26.00. We believe 2018 will be a volatile year for
specialty pharmacies as the competition for specialty script volume begins to intensify. More large
hospitals and healthcare providers are creating their own specialty pharmacies and encouraging their
own doctors and patients to fill their specialty drug needs in-house. Moreover, an alliance between
WBA/ESRX was created (ValoremRx) specifically to leverage their purchases of specialty drugs and
biosimilars. It is not yet clear how drug manufacturers and commercial payers will react to the entry of
new competitors. Typically, drug manufacturers limit their network to around 5 to 20 specialty
pharmacies, but this might change this year. We believe DPLO’s strategy of serving the small to midsize players (hospitals, private practices and health plans) could work to their advantage since this niche
is largely underserved by larger hospitals and commercial payers. DPLO can leverage their scale to
allow specialty drugs access to the small to mid-size market at competitive prices with a comprehensive
suite of clinical services to help them bring their costs down.
4Q17 Key Takeaways
•

Management reiterated 2018 focus on growing 3 core businesses: specialty, infusion and PBM.

•

Said specialty generics and biosimilars are a huge opportunity with 64 patents for specialty molecule
and 73 patents for biologics expiring through 2021. This represents a $23B opportunity for generics
and $46B opportunity for biosimilars.

•

Continue to see strong demand for patients and payers looking to have specialty infusion done in a
lower-cost home setting instead of hospitals or clinics. Patients are looking for more convenience
and comfort of having their care delivered to them at their homes.

•

Stated that there are no middle-market (500-5,000 employees) PBMs that have DPLO’s specialty
scale, service and full portfolio of limited distribution drugs, giving them a clear differentiator for their
PBM offering.

•

Sees the consolidation of large players as accelerating middle- and small-market employers who are
wrapped into these large providers to seek more customized, cost-effective solutions than they
currently have.
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•

Hep C continues to be a decreasing part of their business representing less than 5% of specialty
revenue in the quarter.

•

PBM acquisitions could generate around $90-120M on a quarterly basis moving forward with 1Q
being the lowest quarter and 4Q being the highest.

•

PBM acquisitions could add ~$46M in pro forma 2017 EBITDA and ~$4-6M in synergies for 2018.

•

Focused on generating FCF to pay down debt to target leverage of under 3x trailing EBITDA and
unlock EPS growth.

•

Sees the general claims volumes as relatively flat 2-3% in aggregate this year with specialty pricing
closer to 4-6% on aggregate for 2018.

•

Stated that they are in the last 3 quarters of their wholesaler contract. At the end of September this
year, they will be entering into a new and different wholesale contract and anticipate having a benefit
for the final quarter of this year and into next year.

•

Stated that in general, generic products are better for DPLO, their patients and their payers. In
certain times, there is an opportunity to use branded drugs as the transition to generics, but in
general, it is better to have higher generic drug utilization.
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