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3.25% Yield and Healthcare Repositioning for CVS Health

Price $74.37 Core Holding March 18, 2023

e 3.25% dividend yield, strong free cash generation.

e QOak Street acquisition projected to add $2 billion in EBITDA by 2026.

e Expects significant volume growth at pharmacies with the introduction of
several biosimilar and generic drugs in FY23.

e Modest FY23 guidance targeting 7% EPS growth despite some sustained
headwinds in retail.

Investment Thesis

CVS Health (CVS) is a well-known retail pharmacy chain in the United States that has
expanded into healthcare services with Aetna and is targeting Medicare Advantage and
Medicaid recipients. In a recent acquisition in the form of Oak Street, CVS will continue
this trend.

85% of the US population lives within 10 miles of a CVS, and the number of digital
customers getting care under CVS Health has increased by 16% to 47 million. CVS is
closing 900 retail locations to adjust mix toward healthcare and pharmacy services
rather than retail. Despite our concerns about its debt level, it maintains a high free cash
flow and consistent 3.2% vyield dividend payout. CVS is both a deep value stock and a
dividend growth stock. The current valuation combined with anticipated growth make
CVS a compelling investment in our opinion.

Estimated Fair Value
EFV (Estimated Fair Value) = E24 EPS (Earnings Per Share) times PE (Price/EPS)
EFV = E24 EPS X P/E = $9.80 X 13 = $127

Given the retail, PBM and HMO businesses, we felt a combination of those industry
multiples of 13x is conservative especially given our view of 8-10% EPS CAGR.

CVS Health (CVS)

Price-to-Sales

Price-to-Earnings
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Operations

The healthcare segment has seen explosive growth in recent years, surging customer
counts to over 100 million. Growth in the segment for FY23 is expected to have mid to
high single digit growth. Aetna is divesting from portions of its international business
and certain services which do not fit the strategic profile. The healthcare segment has
historically expanded toward providing "minute clinic" models. The "minute clinic" model
is a payor-agnostic provision style that provide acute care. The Payor agnostic model of
healthcare provision is providing care to anyone irrespective of health insurance
network. However, with the Oak Street acquisition announced in 4Q22 and the Signify
Health acquisition announced in 3Q22, CVS Health is targeting expansion into primary
care. Roughly 85% of Americans live within 10 miles of a CVS, and the population's
average age is increasing quickly. CVS has an opportunity as a Medicare value-based
care platform, offering clinic visits, home visits, and now advanced primary care centers.
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While primary care is only about 10% of total US healthcare spend, it significantly
influences patient outcomes and utilization of services. For example, if CVS can acquire
patients through primary care services, it is likely then that those patients will choose
CVS to fill prescriptions or for follow-up medical services.

Total revenues for the healthcare segment were up 11.3% year over year. COVID-19
related morbidity has been decreasing, with a 100bps decrease in the MLR (Medical Loss
Ratio, claims divided by premiums). Segment guidance for healthcare is expected to be
the highest of the reportable segments, with a 12% revenue increase, 2-4% customer
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growth, and further contraction of the MLR in the neighborhood of 70bps. The healthcare
segment has had good exposure to the increase in Medicare advantage holders, which
handily offsets Medicaid losses.

Pharmacy services are continuing to adjust mix and pricing for inflationary impacts. The
most notable change is the expansion of generic and biosimilar markets, significantly
improving volume. FY23 will see further growth in biosimilars including one for the
widely prescribed HUMIRA arthritis drug. Volumes are up 3.1% year over year, with
revenues up 11.2%. Guidance for FY23 expects to see an increase in the bottom line
with the cheaper to acquire biosimilars, with flat revenue and volume.

Global biosimilars market, $ billion

15

_ Rest of world'

United
10
States?
5 L
b 1
Europe
-
, e T

2015 2016 2017 2018 2019 2020

Approvals peryear @ Europe @ United States

o0
L N 00000
o090 0O o000 o000 o0
® 00000 20000 o009 0O 00000
[ ] o009 0O 00000 o000 00000 o000 0O
2015 2016 2017 2018 2019 2020

McKinesy, 2021 biosimilars report

Retail services segment is continuing to reduce its footprint in a cost saving measure.
600 of 900 planned closures will be completed by FY23. As a result, adjusted operating
income has fallen by 25.1% year over year. While pharmacy same store volume has
increased by 7%, decreasing uptake of COVID-19 vaccinations and pharmacy pricing
pressure have resulted in down revenues and profits. Retail is expected to contract again
in FY23; however, this is mostly due to continued costs associated with enhancing
patient retention and investments toward modernizing store operations.
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Total company wide revenues are up 10.4% year over year for FY22, and full year
normalized EPS came in at $6.58.

Forward Plan

For FY23 CVS expects to see high single digit growth in revenues with a $8.70 earnings
per share target. By FY25 CVS expects to be on the upper side of $10 per share.
Foundational and organic growth is expected to contribute 7% growth, share
repurchases, and health care expansion is expected to make up 2-3%. FY23 guidance is
expected to be at least $333 billion in revenue and $9 billion in free cash flow.

CVS Health Free Cash Flow
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In FY22 the dividend was increased by 10%, and we expect a similar announcement
regarding FY23. From FY22-FY24 CVS expects to have a cumulative $50 billion in cash
for deployment in growth areas. At least 25% will go toward expanding Capex, 20%
toward growing the dividend, and the remainder will remain on hand. On hand uses of
cash could include M&A and retiring debt. We expect it to be used to repurchase shares
to increase EPS or reduce the debt load from M&A.

Oak Street Acquisition
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CVS announced its intent to acquire Oak Street Health for $10.6 billion intent on closing
in FY23. Oak Street will become a payor-agnostic healthcare provider bolted onto the
existing CVS Health entity. Oak Street provides healthcare to 160,000 people across 21
states, primarily engaged with low-income high-age patients. Over time, Oak Street is
expected to add $2 billion to EBITDA by FY26 with an additional 500 million possible
through expansion in the addressable market. Elective areas of healthcare, like the $500
billion "wellness" market, continue to see expansion. In a post-COVID healthcare
environment McKinsey estimates that the traditional model of high-cost acute care will
continue to contract.

Payer pools are expected to "shift substantially" toward those with a Medicare
Advantage plan. Additionally, the COVID-19 pandemic drastically shifted the healthcare
landscape in the places patients seek care. Acute care revenue in hospitals and
traditional medical networks is expected to fall 4%, while home care or separate facility
care is expected to grow 2% over the same period. Oak Street will contribute to the
existing Aetna and Signify Health network provided by CVS health and capture this shift.

Risk

Our main concern with CVS is how much debt they hold. They have been aggressively
expanding the healthcare segment in recent years and interest expense has hit $2.3
billion per year. While we don't feel that this is an imminent problem given its cash flow,
its M&A could outrun itself. It will spend at least an additional $10.6 billion to acquire
Oak Street.

CVS has seen significant impairment due to ongoing claims related to opioid dispensing,
which has caused a measurable hit to earnings per share. Over 10 years CVS will be
expected to pay $5 billion in claims to state and local governments.
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https://www.mckinsey.com/industries/consumer-packaged-goods/our-insights/still-feeling-good-the-us-wellness-market-continues-to-boom
https://www.npr.org/2022/11/02/1133523740/cvs-health-agrees-to-a-5-billion-settlement-in-opioid-lawsuits

Peer Comparisons

Walgreens Laboratory

CVS Health Boots Corp Of DiaQ:?)Ziics Humana Co(:-egtr?:; n
(CVS)  Alliance  America (%GX) (HUM) ("CNC)
(WBA) (LH)
Price-to-
Earnings (FWD) s
Price-to-Sales
(TTM) 0.31 0.22 1.34 1.56 0.67 0.27
Price-to-Book
(TTM) 1.39 1.40 1.91 2.52 4.04 1.45
EV-to-EBITDA
(FWD) 7.51 10.65 9.79 10.73 11.93 8.27
Dividend Yield 3.25% 5.75% 1.31% 2.12% 0.72% 0.00%
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CVS Health (CVS)
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Disclaimer and Related Information

This article or video features Benjamin C. Halliburton, CFA or an investment idea(s) that
Mr. Halliburton or Tradition Investment Management, LLC (Tradition) may invest in. Mr.
Halliburton is the founder and owner of Tradition Investment Management, LLC which
has applied to be an RIA (Registered Investment Adviser). Until registration is complete,
Tradition is operating as a private family office. Tradition is paying Building Benjamins
LLC to publish this information and run the website. All material on the website should
be considered paid advertising by Tradition.

This article is a financial publication and is provided for educational purposes only. It is
not an investment recommendation nor investment advice. It does not take into
account your personal circumstance and whether this investment is appropriate for you,
your objectives, or your risk tolerance. Under no circumstance is Building Benjamins LLC
or Tradition Investment Management LLC responsible for any actions that you may take
after reading this educational information. Nothing from Building Benjamins LLC should
be considered personal investment advice. Building Benjamins LLC, the website, emails,
interviews, social media pages, and other materials are published by Building Benjamins
LLC and do not necessarily match the opinions of the individuals or companies published
or quoted herein. Investing, and in particular, stock or ETF investing, is risky and may
result in losses and sometimes loss of your entire investment. Stock investing has
company-specific operational risks like demand, competition, legal and regulatory, as
well as broader financial market risks like liquidity, economic cycle, and government
policy. You may lose money in any stock investment or other investments that you
make, and you are solely responsible for those decisions.

Mr. Halliburton, Tradition Investment Management LLC, and/or the authors on this site
may or may not have positions in the securities discussed in this educational report. The
information herein is shared as an educational endeavor. Mr. Halliburton, Tradition
Investment Management LLC, and/or the authors on this site may transact in the
security discussed at a later date prior to or without notification in this format. This is
not investment advice but only a discussion of select investments.

Building Benjamins is an investment website, blog, or newsletter, and the information
contained cannot be reproduced, copied, or redistributed without the prior written
authorization of Building Benjamins LLC. US copyright laws apply. We rely on
information from sources we believe to be reliable, including the companies themselves
but cannot guarantee the accuracy of the information that we provide. You rely on this
information at your own risk and are responsible for the verification of the data.
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