[image: image1.jpg]| wellPoint Inc. (WLF) Sunmary, News, Key Stats 84.52 4 031(0.37%) 1,410,261

(WL = | [SMAGSD) =, (200) =

Apr 17th, 2007 Open

3.33 Hight 8455 Low: 83,14 Close: $406 SIA(S0): 80.TTT4. SMA(200): T7.3642

2007 Yahoo! e
R i Rk e 7 T s ) s o Oct e



Equity Research

Initiating Coverage: WellPoint, Inc. (WLP)
12/07/2007
Rating: Neutral
12-month Price Target: 90.00
[image: image2.png]



Highlights:
· We believe that WellPoint is a solid investment with a favorable return vs. risk for investors.  Our investment thesis is based on the company’s strong position in health care and possible industry opportunities in upcoming years.  We believe management is well aligned with shareholder objectives, as demonstrated through activities such as the stock buyback program.  However, we see long term performance tempered by the uncertainty of future government regulation.  The company’s large size also reduces the likelihood of rapid growth potential.


· We see positive opportunities with the impending 2008 elections and change of Presidential leadership.  Political reform proposed by the leading candidates should benefit the health care industry, as they are intended to help provide medical coverage for the currently 46.6 million uninsured Americans1.  However, a danger may exist if legislators later decide to impose profit limitations with the goal of low premiums.


· During 2007 the company repurchased 54.4 million shares for $4.3 billion, nearly 10% of the shares outstanding.  The company occasionally expands the authorized number of shares for repurchase. 

· Despite strong EPS growth, the stock price has been range bound in the 70s and low 80s since mid-2005.  This has lead to a contraction in PE ratio2.  At the current forward PE multiple of 12.7X, it trades below its historical median of 14.3X.  When the low PE multiple is taken into consideration with our valuation model, we feel that the company’s stock is undervalued.


· WellPoint currently holds of $5.5 billion mortgage-backed securities in its investment portfolio, the largest MBS holding for any health care company.  An impairment of these assets is likely.  Management has been unspecific about the composition of the portfolio, but has stated that $300 million belongs to subprime mortgages3.  Although a serious impairment may slow the stock buyback program, we do not view the long-term impacts as catastrophic.

Company Overview
WellPoint was formed in 2004 by the merger of WellPoint Health Networks Inc. and Anthem Inc.  It is currently by membership the largest provider of health care plans in the United States, with over 34 million members as of December 31, 2006.   Its 2006 annual revenue of $57 billion was only surpassed by UnitedHealth with $71 billion in revenue.  
As the Blue Cross Blue Shield Association licensee in 14 states6​​​, the company has one of most the recognized marketing brand names and provider network in the health insurance industry.  WellPoint is headquartered in Indianapolis, Indiana.
Recently, there has been a shuffling of executives and restructuring of the company’s divisions.  Earlier this year, Angela Braly was instated as the new CEO.  Her first strategic move appears to be the division of WellPoint’s operations into three units: consumer, commercial, and a comprehensive health solutions unit, which will focus on health care quality and cost consulting7.
It is our opinion that as one of the largest health care companies, WellPoint’s executive team will have an opportunity to participate in political health care reform through lobbying and as an advisor.  Angela Braly has stated in a BusinessWeek article about health care reform, “We want to continue to be part of the dialog.”9
Overview of the Managed Health Care Industry
The managed healthcare organization (MCO) industry has undergone many changes in the last decade.  The increasing focus on healthcare costs by employers, consumers and the government have led to changes in traditional health insurance plans.  
HMO and PPO plans, new hybrid plans, such as POS (point-of-service) and CDHP (Children’s-Dental-Health-Plan) are among the new products unveiled in the last decade.  New areas of growth also include PBM (Pharmacy Benefit Management) and income tax-exempt HSAs (Health Savings Accounts). 4
National healthcare spending has skyrocketed in recent years, from 8.9% of GDP in 1980 to 16% of GDP in 2006.  The average CAGR of health care spending is expected to be 6.9% through 20164, well above inflation.  The increases are largely driven by newer and more expensive diagnostic technologies, advancement in medicine, and a high demand for a tight labor pool of medical talent.
While the increasing medical costs allow MCOs like WellPoint to increase revenues, the drawback is the toll on the consumers who pay.  The high costs, yet irreplaceable need for medical treatment is increasingly catching the attention of legislators.  Expect health care to become a major issue in the 2008 Presidential elections.
Even through political initiatives to expand the insured population should help MCOs, such political attention also brings the threat of increasing regulation.  For example, the California uninsured initiative sets an 85% minimum MLR, which would severely limit profits for insurance providers and their shareholders9.  Fortunately, the California initiative has yet to win the approval of voters and implementation will take several years2.
Competitive Landscape
The MCO industry is competitive on both a national and regional scale. Industry participants compete on many factors including price, quality of service, access to provider networks, and brand recognition.  Key competitors of WellPoint include Aetna, Humana, and UnitedHealth Group.  

Because many health care coverage plans such as HMOs and PPOs utilize agreements with physicians and hospitals to cut costs, the strength of a health care company is largely dependent on its provider network.  This makes the MCO industry natural for consolidation and large economies of scale.  A large network also creates marketing opportunities and lowers administrative costs.

To further differentiate its service, WellPoint is increasingly focusing on technology and electronic interaction with customers and employees.  One example is a recent initiative with Zagat Survey LLC to develop a better feedback system for customers in regard to their physician.5
Financial Analysis 
Financial projections are based on industry trends and WellPoint’s 5-year historical financial figures from 2002 to 2006.  Please note that the 2004 Anthem Inc. and 2005 WellChoice acquisition distort some of the historical figures as predictors of future values.  Our projected figures also assume pure organic growth. 
Financial Projection Methodology 
Our subjective price target of 90 per share was determined through a spreadsheet model, which we used to examine various scenarios of growth patterns and probable events.  There are three topics of interest we have examined with this model:

1. An organic growth scenario based on current trends
2. The 2008 Presidential Election proposed health care plans
3. Impairment of WellPoint’s $5.5 billion MBS portfolio

The model incorporated a two-step valuation process: a Discounted Cash Flow (DCF) process, and a forward PE-based terminal value.  First, the income statements, balance sheets, and statements of cash flows were projected from 2008 through 2011.  Key items of focus were revenue growth, cost, free cash flow to equity (FCFE), and net income.  
The second step involved calculating a terminal value based on the projected 2011 earnings per share multiplied by a Forward PE ratio.  This terminal value is a market capitalization for the beginning of 2011 that can be discounted to present value.  By adding the sum of our discounted free cash flow to equity from 2008 through 2010 and the 2011 terminal value, we arrive at a theoretical present day market capitalization.
Our model was designed to easily vary revenue growth and cost ratios, and examine the impact on FCFE and net income.  To more accurately examine these figures, revenue and costs were separated by product: commercial insurance, Medicare, Medicaid, and specialty services.  
The model also assumed that the stock buyback continued at its current pace.  Since our terminal value is based on 2011 EPS, we took careful prudence in decreasing the number of shares in future years.
WACC: Discount Rate Determination

Our spreadsheet was designed to output a range of equity valuation based on varying discount rates.  There are two principal discount rates used in our model.
The first discount rate was determined by the CAPM paradigm.  Our risk free rate was based on short term interest rates and estimated to be 4.7%.  The market return used was 13%, based on the arithmetic mean of common stocks from 1926-200010.
Beta of 0.72 was based on a regression of the daily previous three years for WellPoint’s stock fluctuations and the S&P 500 index.  The reason we chose to use the previous three years is because WellPoint’s stock has behaved differently after the merger with Anthem, and we felt that including data too far into the past would distort the required return as it applies to WellPoint’s current capital structure.  Following is our CAPM calculation for the WACC:

r = rf + ß(rm – rf) = 4.7% + 0.72 (13% - 4.7%) = 10.63%
The secondary discount rate used was based on the dividend discount model approach.  Given the equations:

P​0 = D1  /  (r – g)     and     g = (retention rate)(return on equity) = (RR)(ROE)
WellPoint does not pay a dividend, so therefore the retention rate is 100% and D1 = 0.   With a 100% retention rate, the stock growth rate should equal the return on equity.  Rearranging the first equation:
r = (D1 / P0) + g = ( 0 / P0 ) + ROE = ROE
Therefore our secondary discount rate was based on an estimate of historical return on equity, or roughly 12%.

Financial Modeling Scenario 1: Status Quo Growth Expectations
Our base scenario assumed that WellPoint will not make further acquisitions within the next several years and that all future revenue growth is organic.  Expense ratios and balance sheet figures were kept in line with previous years, with revenue growth being the key independent variable.

We were able to obtain a breakdown of WellPoint’s revenue and margins for each of their insurance products, along with anticipated revenue growth figures based on industry trends.  This data was obtained from the sell side analysts at CIBC World Markets covering WellPoint, Carl McDonald CFA, and James Naklicki CFA.  See Appendix A for the expected growth figures by segment.
· Our Scenario 1 analysis concludes that WellPoint’s recent price ranges do not fully appreciate the upside in the stock.  By varying the growth figures from CIBC, we established a current valuation range between 79.92 and 98.04.  The median valuation from this valuation/sensitivity analysis was 88.52.

The stock has recently been trading in the low 80s and upper 70s, at which we feel the stock is undervalued using these growth assumptions.  However, in light of the stock rally of the past week, we feel that the market has brought the stock closer to a reasonable valuation with its November 30 closing price of 84.21.

Despite the rally of the past week, we still believe based on this valuation that there is still upside in WellPoint’s stock.

· We have found that the Medical Loss Ratio (MLR) in the commercial segment plays a crucial role in WellPoint’s profitability.  Any small detrimental change to the commercial segment MLR carries a huge impact on profitability and our stock price valuation.

Our model assumed an 82.0% MLR for the commercial segment.  We estimate that a 50 basis increase in this medical loss ratio will have a negative impact of about ~ (-4.7%) on our stock price valuation.

This indicates that WellPoint is highly dependent on its ability to accurately predict future claims from customers and adjust its premiums accordingly.  The commercial segment carries a higher impact than other segments because it is the largest of WellPoint’s business.
Financial Modeling Scenario 2: Presidential Proposals

Hillary Clinton appears to be the leading presidential candidate with the most radical proposed changes for the health care system.  Under her health care proposal, health insurance will become mandatory for all citizens, much like auto insurance in most states.11
The goal of this ambitious health care plan is to insure the 46.6 million Americans not currently covered by health insurance.  This proposal should be a boon to health insurers because they will finally have an opportunity to market to this untapped demographic.
Assuming that the plan is successful and is enacted into law, we incorporated a scenario into our model to determine the impact on WellPoint’s stock price.  We started with a monthly premium (PMPM) of $195 per customer, as stated in the plan’s objectives.  We assumed an 85% MLR based on the proposed California uninsured initiative.  We also subjectively assumed that WellPoint can reasonably capture a 10% market share in the uninsured demographic.
To our surprise, Hillary Clinton’s proposal only seems to have a minimal impact on the stock price despite adding $110 billion in revenue.  On average, we determined that the plan would only add ~2.3% net income (about 2.00 per share) when compared to Scenario 1.  

The low impact seems mainly due to the high MLR and relatively low PMPM premium.  It should be considered that imposing mandatory insurance would also give WellPoint a chance to market its higher priced and higher revenue plans to the uninsured.  Therefore, we view our estimate as highly conservative. 
While we see benefit in Hillary Clinton’s plan for WellPoint, the Republican candidate proposals are less appealing for the health care industry.  Giuliani’s plan advocates larger tax deductions for families to purchase insurance and contribute to Health Savings Accounts (HSAs).  We see little difference in Guiliani’s philosophy versus the current health care system.12
Mitt Romney is more likely to support reform through mandatory insurance.  He recently spoke in favor of a Massachusetts law requiring all state residents to obtain health insurance by July 1, 2007.13  However, from the Republican candidates we have yet to see any details of an major reform to parallel Hillary Clinton’s proposal.
Overall, we see a political change of leadership good for the health care industry in general.  At this time it may be still be difficult to accurately quantify the benefit, but the issue of health insurance has been reignited among the public and a push for greater health care coverage should be advantageous for WellPoint. 
Scenario 3: MBS Portfolio Impairment
WellPoint currently has $5.5 billion in mortgage-backed securities in its investment portfolio.  Given the recent impairments of MBS on the balance sheets of major Wall Street banks due to the failing credit market, we feel that a write-down of WellPoint’s MBS assets is likely to occur.
An impairment of such assets may affect investment income, which accounts for ~1.5% total revenues.  When including a 15% impairment of the $5.5 billion in future income statements, we see approximately a (-1.46) impact on EBITDA.
Because an impairment of the MBS assets will only have a small impact on future revenues, and the fact that such a write-off would be an extraordinary item, we do not believe the MBS will materially have a negative impact on WellPoint’s stock price.  The most foreseeable worse case scenario would be a slowdown in the stock buyback program in event of a large impairment. 
Risks to Recommendation
It is our opinion that WellPoint is a relatively safe investment with a promising return for its level of risk.

We feel that the greatest threat to WellPoint is increased government regulation after the 2008 elections.  Hillary Clinton’s proposal does mention setting quotas on MLR’s, but does not disclose specific details.  
As we have seen in our model, WellPoint is dependent on a low MLR, particularly in its commercial segment.  Should the MLR increase by regulation or a slip in management’s ability to predict future claims, it would materially affect future profitability.
Full Disclosure
None of the authors of this article, including Winston Kotzan, Kenny Parks, and David Foong, hold positions in WellPoint (WLP), Aetna (AET), Humana (HUM), UnitedHealth (UNH), or Cigna (CI) at the time of this report’s publication.

Appendix A: Annual Revenue Growth Expectations for Scenario 1

	Based on figures from analyst Carl McDonald CFA and James Naklicki CFA at CIBC

	
	
	
	
	

	
	Pessimistic
	Expected
	Optimistic
	

	Enrollment Growth Patterns*
	
	
	
	

	Commercial Segment
	0.50%
	1.50%
	2.50%
	

	Medicare
	1%
	2.25%
	3%
	

	Medicaid
	0.50%
	1.50%
	2.50%
	

	Specialty Segment
	1%
	2%
	2.50%
	

	Administrative Services
	0.50%
	1.50%
	2.50%
	

	
	
	
	
	

	* Enrollment Growth Patterns based on population growth of 1-2%,
	

	Medicare we expect elevated growth rates based on increased inclusion of baby boomers

	Specialty segment growth is slightly higher based on the variety of new products being

	developed for that segment of the business.
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	Pessimistic
	Expected
	Optimistic
	

	PMPM Rate Growth Patterns (Premium Increases)
	
	

	Commercial Segment+
	6.90%
	6.90%
	6.90%
	

	Medicare
	4.25%
	4.25%
	4.25%
	

	Medicaid
	3.50%
	3.50%
	3.50%
	

	Specialty Segment
	7.50%
	7.50%
	7.50%
	

	Administrative Services
	7%
	7%
	7%
	

	
	
	
	
	

	** Analyst expects ~7% consolidated revenue growth based on industry trend

	+ 6.9% premium increase based on Standard & Poors estimate of health care and

	hospitalization cost increases through 2016.
	
	
	

	

	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	Pessimistic
	Expected
	Optimistic
	

	Estimated Stock Price Range
	
	
	
	

	High Estimate
	90.97
	94.47
	98.04
	

	Low Estimate
	79.92
	82.36
	86.06
	

	
	
	
	
	

	November 30, 2007 Closing Price:
	84.21
	
	
	

	Median Valuation from Model:
	88.515
	
	
	

	Mean Valuation from Model:
	88.64 
	
	
	


Appendix B: Performance Ratios for Analyzing a Health Insurer

Medical Loss Ratio (MLR) = Benefit Expenses / Premiums

The ratio given in the latest 10-K filed on February 26, 2007 shows a medical loss ratio of 81.2% for Wellpoint.  This would put them in the middle compared to other firms closest in size in the same industry.

Below are some MLR ratios of competing firms.

	Company
	MLR Ratio

	Aetna
	76.90%

	Humana
	83.20%

	UnitedHealth
	78.60%

	Cigna
	82.30%


Another important ratio is the selling, general, and administrative expense ratio.  This is found by dividing the total selling, general, and administrative expenses by total operating revenue.  

SG&A Ratio = SG&A Expenses / Total Operating Revenue

The ratio given in the latest 10-K shows an SG&A ratio of 15.7% for WellPoint.  

Below are some SG&A ratios of competing firms.

	Company
	SG&A

	Aetna
	19.20%

	Humana
	14.10%

	UnitedHealth
	14.00%

	Cigna
	88.30%


In both cases, WellPoint has been in the middle of the pack comparing their ratios to companies of similar size in the same industry.

When analyzing WellPoint Inc.’s sales growth, anomalies exist due to acquisitions.  One such example is the acquisition of WellChoice in 2005. 

WellPoint Inc. has high Premium/Revenue ratio. This shows that WellPoint’s income is driven more by their business of selling healthcare plans rather than other sources of income. EPS growth is also at a healthy level, demonstrating a sound share issuance and repurchase policy. The rather consistent Debt ratio also proves that WellPoint’s growth maintained not only by their debt but through careful management of their financial resources. Profit margins remain a constant 5-6%, a sign of a mature business. 

	WellPoint, Inc. Ratios & Metrics
	 
	 
	 
	 

	
	2003
	2004
	2005
	2006

	Sales Growth
	-
	23.1%
	117.8%
	27.8%

	Shares outstanding (millions)
	275.28
	302.63
	660.42
	615.5

	EPS
	$    2.81
	$    3.17
	$ 3.73
	$ 5.03

	EPS Growth
	
	12.8%
	17.6%
	34.7%

	D/e (Leverage ratio)
	0.277
	0.220
	0.253
	0.264

	Current ratio
	1.838
	1.673
	0.775
	0.771

	Premium/revenue ratio
	0.905
	0.902
	0.913
	0.913

	Debt ratio
	0.124
	0.108
	0.133
	0.136

	Financial Leverage
	1.463
	0.995
	0.458
	0.480

	Total Asset Turnover
	1.131
	0.470
	0.793
	1.004

	Profit Margin
	0.051
	0.051
	0.061
	0.060

	ROE
	0.084
	0.024
	0.022
	0.029


Our comparison against WellPoint Inc.’s key competitors was based on similar ratios used to compare Financial Statements in 2003 to 2006. Numbers were based on Financial Statements from 2006. The results are as follows:

	Financial Ratios of WellPoint, Inc. and Competitors for 2006

	
	Wellpoint
	Aetna
	Humana
	Unitedhealth

	Sales Growth
	27.8%
	11.8%
	48.5%
	54.1%

	D/e (Leverage ratio)
	0.264
	0.267
	0.416
	0.287

	Current ratio
	0.771
	2.577
	1.412
	0.867

	Premium/revenue ratio
	0.913
	0.762
	0.968
	0.920

	Debt ratio
	0.136
	0.074
	0.187
	0.154

	Financial Leverage
	0.480
	2.001
	2.401
	0.771

	Total Asset Turnover
	1.004
	1.046
	2.827
	0.336

	Profit Margin
	0.060
	0.089
	0.024
	0.063

	ROE
	0.029
	0.186
	0.160
	0.016
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Price (12/06/07)


52-Week Range


Market Cap: (MM)


S&P 500


Dividend Yield�
$86.11


$72.90 - $86.25


$48,111.62


$1,481.14


NA


�
�






Premium increases within commercial segments are largely determined by industry-wide changes in the cost of hospitalization and treatment.  For government associated programs such as Medicare, premiums are primarily set through negotiation with the CMS.  ��Enrollment growth is largely a factor of marketing efforts and population growth.  Population growth within the United States is normally 1-2%.  We can estimate on the upper ranges of enrollment growth because WellPoint’s well known Blue Cross Blue Shield brand name has allowed it to develop a strong PPO network. 
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