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Long: Express Scripts (ESRX) - $85.31  March 23, 2015 

Summary:  Express Scripts is a fast-growing, asset light business with a strong competitive 

position that is generating large amounts of free cash flow.  The integration of Express Scripts 

with recently-acquired Medco and its effect on reported earnings coupled with the confusing 

nature of the pharmacy benefit manager industry and ESRX’s accounting have created a 

temporary opportunity to buy into this well-managed company at a great price. 

 

Growth and Pricing Power 

After completing its merger with 

Medco in 2012, Express Scripts Holding 

Company is the largest pharmacy 

benefit manager (PBM) in the United 

States.  PBMs process and pay for 

prescription drug claims on the behalf 

of healthcare insurance providers, 

corporations, and government payers 

(the federal government is prohibited 

from negotiating pricing with 

pharmaceutical companies and is 

required to use the services of PBMs).  

PBMs use their volume-driven 

bargaining power to negotiate lower 

prices from retail pharmacies and discounts or rebates from pharmaceutical manufacturers.  

They also add value by operating mail-order pharmacies, monitor to detect inappropriate 

prescribing by physicians, reduce medication errors, and improve consumer compliance to drug 

treatment. 

Founded in St. Louis in 1986, Express Scripts became a publicly traded company in 1992.  

During the past 20 years, it has built up its business through a combination of organic growth 

and acquisitions.  In a business like this, scale is critically important as it not only gives a 

negotiating advantage through buying power but also allows the distribution of fixed expenses 

and SG&A costs among a greater pool of customers.  Scale for a PBM, once established, becomes 

an insurmountable moat against new entrants.  It is my expectation that the industry will 

continue consolidation and that Express Scripts will gain market share as part of this process.  

  

Figure 1 - Source: 2014 ERISA Advisory Council PBM 
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The scale of Express Scripts has given them considerable pricing power.  When 

Walgreens got into a pricing dispute with Express Scripts in 2012, the situation actually led to a 

nine-month split between the two companies during which Express Scripts’ clients had to use a 

different pharmacy.  The effect was much harder on Walgreens than Express Scripts, with 

Walgreens’ management believing that the dispute cost them 21 cents a share to EPS for FY2012 

and the long-term loss of many customers.  In the end, Walgreens felt compelled to agree to the 

terms offered by Express Scripts. 

The growth of Express Scripts has been truly impressive over the last two decades.  

George Paz became CEO in April 2005 (previously CFO) and has managed to grow FCF from 

$1.24/share in FY2005 to $5.42/share in FY2014 at an annualized rate of 17.8%.  Paz (who has a 

large amount of his personal net worth in the form of ESRX shares) has also been an excellent 

capital allocator with a reputation for frugality.  He has created shareholder value through his 

intelligent acquisitions and opportunistic share buybacks.  In FY2014 alone, the company 

bought back $4.5 billion of stock.  The chart below shows some of ESRX’s acquisitions against 

the adjusted share price since IPO. 

 

Figure 2 - Source: 2014 Barclays Global Healthcare Conference 

 

Acquisitions depressing reported earnings  

This pattern of acquisitions has had the effect of depressing earnings due to the nonrecurring 

costs linked to acquisition and amortization of intangibles.  For years, Express Scripts has had a 

FCF generation that routinely exceeds net income.  Therefore, investors who screen for stocks 

based on earnings multiples would overlook the opportunity presented in the company.  As of 

the end of FY2014, the company possesses $29.3 billion of goodwill and $12.3 billion of other 

intangible assets!  This is huge relative to the size of the company.  As the amortizations 



decrease over time, earnings will increase relative to FCF, and the stock may trade at a higher 

multiple of FCF.  The following table illustrates both the effect that acquisition-related 

amortization has had upon the reported earnings of the company as well as the rapid growth of 

FCF. 

 

Table 1 - Selected Financial Data 

 2008 2009 2010 2011 2012 2013 2014 

Net Income 776.1 827.6 1181.2 1275.8 1312.9 1844.6 2007.6 

Depreciation and 
Amortization 

97.7 106.7 244.7 253.4 1871.4 2447.0 2242.9 

CF from Operations 1103 1771.5 2117.4 2193.1 4781.6 4757.5 4549.0 

Net Capital 
Expenditures 

85.8 147.5 119.9 144.4 160.2 423.0 436.6 

Change In Working 
Capital 

93.5 628.9 476.0 377.5 1425.8 775.4 598.9 

Free Cash Flow 1017.2 1624.0 1997.5 2048.7 4621.4 4334.5 4112.4 

        

Interest Expense -77.6 -194.4 -167.1 -299.7 -619.0 -596.1 -582.9 

Shares Outstanding 
(diluted) 

503.6 532.2 544 505 747.3 821.6 759.1 

  

 

With increasing concentration within the PBM industry, the trend has been for managed 

care companies to outsource their PBM operations to PBM specialists rather than operate it in-

house.  UnitedHealth went against the norm when they decided to not renew their contract with 

Medco and instead handle PBM operations internally with their OptumRx division.  I believe 

that independent PBMs have a slight advantage over PBMs associated with a retail pharmacy 

like CVS Caremark or insurance provider like OptumRx, as some retail pharmacies and 

insurance providers may hesitate to work with a competitor.  None of the other independent 

PBMs have enough scale to pose a competitive threat to Express Scripts’ dominant position.  I 

also believe that other insurers are unlikely to move drug purchasing in-house due to the 

negotiating advantage and efficiencies that Express Scripts possesses. 

Another accounting issue to keep in mind with this company is that the operating margin 

doesn’t really reflect the true economic reality.  As part of GAAP accounting, it must register the 

cost of the drugs they purchase on behalf of payers as costs of goods sold and the amount it 

receives in reimbursement as revenues.  However, since Express Scripts is essentially a pass-

through entity, their “true” margin is more accurately their profits relative to their fixed 

expenses.  The only inventory that they have to carry is for their mail-order business which 

allows them to operate with just 7.3 days of inventory. 

 

 



Long runway for growth 

There are three forces that I believe will fuel growth for Express Scripts over the next few 

years: increased consumption of prescription drugs from an aging population; growth of the 

mail-order pharmacy business; and increasing use of generics and biosimilars. 

Pharmaceutical drug use has been increasing on both an aggregate and a per-capita basis for 

some time.  This is expected to accelerate according to the Centers for Medicare & Medicaid 

Services in their 2013-2023 National Healthcare Expenditures projections:  

“Prescription drug spending [growth] is projected to average 5.4 percent for 2016 through 2019 and 

6.0 percent for 2020-2023. Faster growth is projected for 2020-2023 due to improving economic 

conditions, an expected rising trend of expensive specialty drugs being purchased through retail 

channels, and anticipated changing clinical guidelines designed to encourage drug therapies at earlier 

stages of treatment.” 

The mail-order pharmacy business was a significant part of Medco’s business that is in the 

process of being fully integrated into the business.  Medco’s mail-order business was considered 

one of the best in the industry and was a major reason for Express Scripts’ acquisition of Medco.  

A PBM operating a mail-order pharmacy is much more cost effective by cutting out the middle 

man of retail pharmacies and centralizing distribution for increased efficiency.  This will be 

quite attractive to health care plans seeking to cut costs.  The company also believes that 

customer retention is increased and patients using mail-order pharmacy are more likely to have 

good clinical outcomes due to increased adherence. 

The shift towards generics is driven by the need to control growing healthcare costs, the 

natural effect of branded drugs going off patent, and new rules allowing biosimilars for biologic 

drugs.  This shift is very favorable to PBMs due to their increased negotiating power against 

several generic manufacturers offering identical products relative to a pharmaceutical company 

offering a unique branded drug.  This increases the attractiveness of working with an efficient 

PBM to health care plans as well as increasing ESRX’s profit margins on the drugs. 

  

Affordable Care Act 

I do not believe that the Affordable Care Act has a material positive or negative impact on 

Express Scripts’ profitability.  ESRX had partnerships with health care plans in public exchanges 

in almost all states.  Public exchange enrollees using pharmacy benefits with Express Scripts 

were slightly more likely to use specialty drugs and generics, but the differences were 

negligable.1  ACA had 11.7 million enrollees in public exchanges after the 2015 open enrollment.2  

This is much smaller than the roughly 90 million patients using pharmacy benefits through 

Express Scripts. 

                                                           
1
 Express Scripts Exchange Pulse Report, October 2014 (http://goo.gl/oG4rHc) 

2
 Obamacarefacts.com (http://goo.gl/5JCYR9) 



 

Price Target 

 While price targets make sense in situations with a hard catalyst (such as liquidations) or 

an investment based on a balance sheet thesis, I am not a fan of using price targets for stable, 

organically growing, profitable businesses like Express Scripts.  It’s easy to work backwards to a 

desired price target by making rosy long-term estimates and massaging WACC in a DCF model.  

Additionally, making a price target based on a multiples-based comparison to other companies 

doesn’t make sense for a company in the unique position of PBM industry leader.  Finally, a 

price target based on earnings is not appropriate for the aforementioned amortization effects. 

I prefer to think of stable, profitable companies as offering a forward rate of return that 

is a combination of the organic growth rate of the business and the free cash flow yield.  Based 

on the intrinsic risk in the underlying business, different companies can have different levels of 

investment quality.  An investor should require higher forward rates of return for lower quality 

companies.  The required forward rate of return is also determined by the opportunity set of 

other investments available. 

Since a price target is required for submission to SumZero, I’ll give a price target by the 

unorthodox method of working backwards from estimated forward FCF yield to the minimum 

FCF yield where I would still be willing to hold the stock. 

Over the past 7 years, the ratio of FCF/NI has been 162%.  If we assume that the 

consensus sell-side EPS estimate of $5.43 for FY2015 and $6.01 for FY2016 are accurate, this 

gives a next twelve months EPS of $5.56.  If the past relationship of FCF and NI holds, this gives 

a next twelve months FCF estimate of $9.01/share which at the current share price of $85.46 is 

a forward FCF yield of 10.6%.  If we project the TTM revenue growth rate of 5% into the future, 

this gives a forward rate of return of 15.6%.  Due to the high business quality of Express Scripts 

and the long-term growth opportunities available in the future, I would be willing to hold the 

stock at a forward FCF yield of 4% or higher which translates to a share price of $232.54 or 

lower.   

 

Risks 

1) The US moves to a single-payer healthcare system which removes the need for PBM 

companies. 

 

2) Other insurers move towards in-house PBM solutions similar to UnitedHealth and 

OptumRx.  As mentioned previously, I think this is unlikely due to the cost-savings that 

are generated by the large scale of Express Scripts and their mail-order business. 

 


