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Overview 
BUY: McKesson Corporation (McKesson) is the oldest and 
largest health care company in the United States serving more 
than 50% of the U.S. hospitals, 20% of the physicians and 96% 
of the top 25 health plans. It is a global pharmaceutical distributor 
and information technology company, having the largest market 
share in the U.S. Its two primary business segments are: 
McKesson Distribution Solutions and McKesson Technology 
Solutions. The company continues to improve its operational 
efficiencies through cost cutting initiatives and divestures of non-
core business lines. McKesson continued to expand its portion 
and the size of pie through new sourcing agreements, such as the 
one with Wal-Mart Stores, Inc., and through multiple accretive 
acquisitions.  McKesson announced $4 billion worth of 
acquisitions in 2016. 

Key Investment Rationale 
McKesson’s share price is undervalued by 41.30% with a 
target price of $212.35. A buy is recommended, McKesson’s 
fundamentals are strong and its corporate governance team have 
proven to be good stewards of capital, have been able to 
effectively manage industry risks, and have strategically focused 
capital on growing the company’s core business lines.  

Assumptions 
Due to industry wide risks, a conservative growth rate average of 
2.31% (2017-2019) and 4.50% (2020-2027) were utilized to 
forecast McKesson’s intrinsic value. 2.00% was used for the 
terminal growth and 8.37% was used for the WACC.   

Business Risks 
Although the healthcare sector has proven very profitable over 
the past decade, the following systemic risks provide the greatest 
headwinds for McKesson over the forecasted period: 
stagnation/deflation of drug prices, increased competitive 
pricing, consolidation of customers, and ambiguous political and 
regulatory guidance. 
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Company Overview 
 
McKesson is a global pharmaceutical 
distribution service and information 
technology company, currently ranked 11th 
on the Fortune 500. McKesson delivers a 
comprehensive offering of pharmaceuticals 
and medical supplies and provides services to 
help its customers improve the efficiency and 
effectiveness of healthcare operations. 
McKesson has two primary segments: 
McKesson Distribution Solutions and 
McKesson Technology Solutions.  
 
McKesson Distribution Solutions segment is composed of the North America Pharmaceutical 
Distribution and Services, International Pharmaceutical Distribution and Services, and the 
Medical-Surgical Distribution Services.  The Distribution Segment distributes branded and generic 
pharmaceutical drugs and other healthcare-related products worldwide and provides practice 
management, technology, clinical support and business solutions to community-based oncology 
and other specialty practices. 1  
 
McKesson Technology is composed of McKesson Health Solutions, Connected Care and 
Analytics (“CCA”), Imaging and Workflow Solutions, Business Performance Services, and 
Enterprise Information Solutions. The Technology Solutions segment provides a comprehensive 
portfolio of information technology and services to help healthcare organizations improve quality 
of care and ensure patient safety, reduce the cost and variability of care and better manage their 
resources and revenue stream. 2    
  
McKesson’s total revenues have progressively increased from $122.73 billion in 2012 to $190.88 
billion in 2016 an increase of 56%.  In 2014, McKesson’s revenue grew by over $40 million due 
to the inflation of drug prices.  Additionally, its net income grew by 65% during the same period. 
The rise of net income resulted in an increase of EPS from $5.59 in 2012 to $9.70 in 2016.3 (See 
Figure 1)  
 
Institutional and mutual fund owners hold 86.50% of McKesson’s shares. McKesson’s three 
largest institutional holders are: Wellington Management Company, LLP; Vanguard Group, Inc.; 
and Capital Research Global Investors.4   
 

Pharmaceutical Industry Overview 
 
“Drug, Cosmetic & Toiletry Wholesaling” industry recorded revenues of $948.1 billion and 
profits of $50.2 billion in 2016.5   
 
From 2012 to 2017, the S&P 500 Health Care Sector (HCX) index has experienced a 95% 
increase in its overall monthly index value, compared to McKesson’s of 66%.6  In general, the 

Figure 1 Source: McKesson 10-K  
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Pharmaceutical industry faces the following risks:  generic vs. brand drug pricing changes in 
governmental regulations, foreign exchange risk, and high level of legal costs.  However, a key 
strength of investing in the pharmaceutical industry, or the healthcare sector in general, is the 
“defensive” nature of the companies that compose the sector.  
 

Pharmaceutical Distribution Industry Overview 
 
The Pharmaceutical Distribution Industry is 
composed of “The Big Three:” McKesson, 
AmerisourceBergen Corporation (ABC), and 
Cardinal Health Inc. (CAH).  Due to low 
margins and efficiencies of scale, there is a high 
barrier to entry into the pharmaceutical 
distribution industry. “The Big Three” control 
about 85% of all pharmaceutical distribution 
revenues in the U.S.7  (See Figure 2) 
 
McKesson is the largest U.S. pharmaceutical 
distributor with a market capitalization of $31.35 
billion.  It’s U.S. market share ranges from 15% 
to 22% depending on the source.8 9 
  

McKesson Financial Ratio Analysis vs. Peer Companies 
 

McKesson when compared to “The Big 
Three” has demonstrated the greatest 
growth in profitability and consistency its 
fundamentals. Per figure 3, since 2013 
ABC has demonstrated the largest revenue 
growth, the highest ROE, but is also the 
most leveraged of “The Big Three.” Per 
Appendix 1, Figure 6, McKesson has 
realized the most reliable profit margins of 
its peers.  In respect to EPS, McKesson 
has strongly outperformed its peer 
competitors over the last five years.10    
 
Market Value Ratios  
 
McKesson’s Market Value is forecasted to increase during the next 10 years, due to an 
increase in earnings driven by organic and inorganic growth.  McKesson’s current P/E ratio is 
~18x earnings. The P/E ratio of “The Big Three” is currently below the HCX, with McKesson 
being relatively inexpensive when compared to its peers. In addition, McKesson also has the 
lowest PEG ratio of the “The Big Three.”  The lower PEG ratio further supports the assessment 
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that McKesson is undervalued and trading at a discount, when compared to its peers and the HCX. 
(See Appendix 1, Figure 1, 2, 3) 
 
Profitability Ratios  
 
McKesson’s consistent ROE and Net Income Margin demonstrates management’s ability to 
deal with industry risk and proactively grow the company’s core business lines.  
Management has demonstrated their ability to generate profits while maintaining stable 
fundamentals.  Within the Pharmaceutical Distribution Industry, the profit margins are very tight, 
between .8% and 1.2% making it difficult for new competitors to enter the market.  The 
differentiation factor between the companies is their ability to minimize cost of goods sold and 
operating costs. Per Appendix 1, Figure 4 McKesson has the greatest Profit Margin.  McKesson’s 
dominate share of the market and large size gives it an advantage when negotiating contracts with 
manufactures and its customers.  However, looking at Appendix 1, Figure 2 CAH has 
demonstrated a larger operating profit margin than McKesson over the last five years.  In 2016, 
McKesson over took the pack with a slightly better operating profit margin than CAH.  
 
It is expected that McKesson’s Operating Profit Margin will surpass 2% over the next 10 years. 
This growth will be driven by McKesson’s cost cutting initiatives and divesture of its non-core 
business lines.  McKesson’s acquisition integrations costs will be a short-term head wind that will 
further hold down McKesson’s operating profit margin.  However, from a strategic perspective, 
the higher costs due to acquisitions are considered a positive since acquisitions have proven to be 
a key driver of growth for the company. (See Appendix 1, Figure 4, 5, 6) 
 
Payout Ratios 
 
Even though McKesson Dividend Payout Ratio is the lowest of “The Big Three” it has been able 
to maintain a ratio between ~13% to 18% over the last five years. Compared to ABC, who has a 
Dividend Payout Ration that has fluctuated between ~20% to 630%.  Even though McKesson 
Dividend Payout Ratio has fluctuated its dividend per share has steadily increased from $.20 in 
2012 to $.28 in 2017. (See Appendix 1, Figure 7) 
 
Liquidity Ratios 
 
“The Big Three” have a relatively healthy level of liquidity and solvency indicated by a 
DEBT/EBITDA ratio below ~2 and a current ratio of ~1.  McKesson when compared to its 
peers and the HCX appears to have a similar financial flexibility.  McKesson has been able to 
effectively utilize cash on hand and debt to support acquisitions such as Vantage Oncology 
Holdings LLC and Rexall Health in 2016, UDG Healthcare Plc and J Sainsbury Plc in 2015, and 
Celesio AG in 2014.  (See Appendix 1, Figure 8, 9) 
 
Efficiency Ratios 
 
In general McKesson seems to be less efficient than its peers. Within the Pharmaceutical 
Distribution Industry, it is critical to maintain low costs of good sold and high inventory 
efficiencies in order to drive greater margins. Based on the comparison, “The Big Three’s” 
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efficiency ratios are very similar. However, it does seem that ABC and CAH are more efficient 
when in respect to total asset turnover and accounts receivable turnover.  (See Appendix 1, Figure 
10, 11, 12)  Future monitoring will be required to determine if McKesson’s cost cutting initiatives 
and acquisitions will improve its efficiency ratios.            
 

McKesson’s Management 
 
McKesson’s management team has a proven track record with a solid vision for the future. 
Management has successfully implemented a restructuring program, executed M&A activities, and 
improved the company’s bottom-line. 11  It is expected that McKesson’s managers will continue 
to drive long-term growth and increase shareholder value by identifying efficiencies within the 
organization, maintaining a customer first philosophy, and differentiated itself through innovative 
technologies and cutting-edge supply chain management. 12  In 2016, the board impressively 
increased quarterly dividend rate to $0.28 per share an increase of 40% over the last five years; 
reinvested more than $677 million in the company through internal capital spending; returned more 
than $1.5 billion in cash to shareholders via share buybacks, and repaid $1.6 billion in long term 
debt.13    
 
McKesson’s board is comprised of 9 members, of which 8 are independent. 6 of the 9 of the Board 
members have 5 more years of tenure on the McKesson Board.14  John H. Hammergren has served 
as Chairman of the Board since 2002, and President and Chief Executive Officer of the Company 
since April 2001.15  The ability for Mr. Hammergren to serve in all three roles affords a great 
opportunity for McKesson to have increased consistency in decision making and strategic vision 
alignment, however the “duality” may dampen the check and balances between the board and the 
executives. 
 
The compensation for the CEO and NEOs are predominately based on long-term sustained 
performance. For example, 91% of the CEO’s compensation mix is linked to performance and it 
is composed of a base salary, management incentive pay (i.e., annual cash incentive), long-term 
performance bases incentives (i.e., long-term cash incentive, long-term equity incentive), and other 
compensation benefits. 16  As of 2016, McKesson directors, NEOs, and executive officers (18 
persons in total) own 2.6 million (1.151%) of the company’s outstanding common stock with the 
Mr. Hammergren owning 1.8m shares/stock options of the total 2.6 million.17  
 

McKesson’s Business Model 
 
McKesson is a pharmaceutical distribution company. Pharmaceutical wholesaling continues to be 
the dominant way to distribute branded and generic drugs in the U.S.18  Since 2004, McKesson 
and its peer supply chain companies have been shifting to a fee-for-service (FFS) model.  The FFS 
drive increased information sharing between the distributor and manufactures while compensating 
the distributors with a per-unit fee.  Previously the pharmaceutical distribution companies had 
operated under a buy-and-hold business model under which a company would purchase drugs from 
manufacturers in large manufactures quantities and then sell the drugs to its customers for a higher 
price.19  Under the buy-and-hold business model the distributor would bear the majority of the 
risk, since it would buy large amounts of products in anticipation of drug price increases.  Under 
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the FFS model, risk was shifted from the distributor to the manufacturer; the model also boosted 
opportunities for supply chain efficiency, and profits for both the manufacturer and distributor.20  
 
McKesson is a mature company with a long-term strategy to strengthen its core competencies 
within the Distribution Solutions segment.  Over the last five years it has aggressively expanded 
its distribution network within North America and Europe, while divesting itself of non-core assets 
within its McKesson Technology Solutions (MTS) segment. For example, in 2016 McKesson 
utilized the majority of MTS to support a joint venture with Change Healthcare Holding, Inc. to 
create Change Healthcare, a new company.  McKesson is currently studying strategic alternatives 
for its Enterprise Information Solutions (EIS) business line.21 
 

McKesson’s Key Value Drivers 
 
McKesson generated ~98% of revenue from its Distribution Solutions Segment and ~2% from its 
Technology Solutions segment. In 2014, McKesson established its International Pharmaceutical 
Distribution and Services line of business with the purchase of Celesio.22 
 
Cost of Goods Sold: The primary driver of value for the pharmaceutical distribution 
industry is to maintain low cost of goods sold.   
 
● Contract Negotiation - McKesson benefited from the brand and generic name drug inflation 

prices in 2014. However, starting in 2015 drug price increases started to stagnate. The ability 
to re-negotiate terms with manufacturers and retail clients is critical for McKesson to maintain 
market share and grow earnings. For example, in 2016, due to a price-cutting initiative to gain 
market share by a competitor, McKesson was forced to negotiate lower prices with its 
independently owned pharmacies in order to maintain market share. 23  

● Brand vs. Generic Drugs – Brand name drugs are a primary revenue driver for McKesson. 
The transition of brand name drugs to generics leads to a deflation of drug prices and a 
reduction of earnings.  Even though brand name drugs create the majority of the earnings, 
historical pharmaceutical distributors gain a greater profit margin from generic drugs, since 
they can negotiate better terms.24     

 
Restructuring: McKesson’s cost reduction initiatives, as well as the integration of acquired 
businesses have created a streamlined organization that will drive earnings in the future. In 
2016, the company committed itself to lowering operating costs under its “Cost Alignment Plan.” 
The actions under this program included the reduction of workforce and the implementation of 
improved business process prior to the end of 2019.  
   
• Divestiture:  Part of McKesson’s restructuring efforts have been to divest non-core business 

lines.  As of 2016, McKesson divested itself of the majority of its Technology Solution 
Business to create a new health care information technology company.  McKesson’s leadership 
is looking at making a strategic decision on what to do with Enterprise Information Solutions 
(EIS).  McKesson will continue to divest itself of its Technology Solutions business segment 
over the next few years, with no net loss in revenue due to its continued organic and inorganic 
growth of its distribution and services business segments.25  
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• Acquisitions: Since 2010, McKesson has positively increased its revenue through key 
acquisitions. For example, McKesson’s acquisition of US Oncology Holdings, Inc. supported 
the increase of McKesson’s revenue from $108m to $122m in 2 years. Through the acquisition 
of Celesio AG, McKesson established its International Pharmaceutical Distribution & Services 
line of business. 26  McKesson’s strategy of acquiring companies that align with its core 
competencies will continue to be a driving force in future earnings. 

 
Drug utilization: An aging population will continue be a driving force for revenue generation for 
McKesson.   
 

McKesson’s Business Risks 
 
In the near term, the McKesson’s operations will face the following head winds:  
 
Increased competition and consolidation within the retail pharmacy industry.  In 2016, an 
unexpected price war took place when McKesson was forced to lower generic drug prices in 
response to ABC’s efforts to gain market share by enticing independent pharmacy customers to 
change distributors, when their contracts expired.27  The acquisition of Rite Aid Corporation by 
Walgreens Boots Alliance is a perfect example of the impact that consolidation has on the 
pharmaceutical distribution industry.  When reports of the Walgreens-Rite Aid deal were released 
to public in 2015, McKesson’s shares drop by 4% in one day.  It is estimated that the Rite Aid 
acquisition will cost McKesson about 15% ($15 to $25 million) of its annual revenue.28  
 
Increased use of direct to pharmacy distribution model by manufacturers. Manufacturers 
have increased their use of direct accounts when drug shortages arise.29  
 
Regulation and Politics.  There is no clear bearing on how President Trump’s Administration and 
115th Congress will shape health care and drug price regulation over the next two years.30  Prior to 
the election it was expected that a Trump victory would have provided the entire pharmaceutical 
industry a strong tail wind.  However, this prognosis seems murky after President Trump met with 
pharmaceutical executives on the 31st of January 2017.  
 
Foreign Exchange Risk.  As McKesson is expected to have larger costs and exposure to FX risk 
as continues to grow its International Pharmaceutical Distribution & Services Segment in Canada, 
England and Europe.  McKesson uses foreign currency forward contacts and cross currency swaps 
to reduces its FX risk. 31 
 
Interest Rate Risk.  Since 2014, McKesson had reduced its outstanding variable interest rate debt 
from $1.0 billion dollars to $35 million by March 2016.32  With the reduction of its variable interest 
rate debt and the companies growing cash reserves it has been able to reducing its exposure to 
interest rate risk.  As of March 2016, McKesson had $4 billion in cash and cash equivalents.  They 
estimated the effect of a 50bp increase in the underlying interest rate on cash and debt would create 
a favorable impact on earnings of $26 million in 2016.      
 

McKesson’s Valuation 
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After witnessing a two-year decline in stock price, dropping from ~$240 to ~$120, McKesson’s 
stock has stabilized at the $150 level.  Due to the company facing strong head winds in the 
short term, a conservative revenue growth rate was used for years 1 to 3 of the forecast 
period.  However, a more optimistic growth rate was used for years 4 to 10, based on the 
expected strengthening of McKesson’s fundamentals, its a accretive acquisitions will begin 
to generate positive revenue, and drug price inflation rates will stabilize.  
 
Both the short and long term perspectives on McKesson have been accounted for and reflected 
throughout the quantitative valuation process.  
 
Projected Growth Rates: (See Appendix 2-5) 

Business Segment Forecasted Period 1 
(2017-2019) 

Forecasted Period 2 
(2020-2027) 

Terminal Growth Rate 

North American PD&S 3.0% 6.5% 2% 
International PD&S 4.0% 7.0% 2% 
Medical-Surgical PD&S 1.75% 4% 2% 
Technology Solutions .5% .5% 2% 
Average Revenue Growth 

Rate 
2.31% 4.50% 2% 

Cost of Goods Sold/Total 
Revenue 

94.10% 93.85% 94.00 

SG&A/Total Revenue 3.25% 3.0% 3.00% 
 
Assumptions per period 
 
• Forecast Period 1 (2017-2019):  The conservative growth rate of 2.31% was based on the 

expectation: that revenue from generic and brand drugs will contract due to deflationary effects 
on drug prices; continued consolidation within the sector; continued pricing competitiveness 
within the sector; less generic drug launches in the short term; and current acquisitions will 
take a few years to impact revenue growth.  It is expected that McKesson will not realize the 
full efficiency of its “Cost Alignment Plan” until 2020.  Until then SG&A costs are estimated 
to be 3.25%. The forecasted sales estimates and EPS from 2017 to 2019 are on par with 
Bloomberg Consensus.  

 
• Forecast Period 2 (2020-2027):  The optimistic growth rate of 4.13% was based on the 

expectation: that drug price inflation rates will stabilize, McKesson’s acquisitions costs will 
decrease, acquisitions will begin generating positive revenue, and cost cutting initiatives begin 
to affect the bottom-line. As for Cost of Goods Sold, McKesson management was able re-
negotiate new terms in response to ABC price cutting initiatives 2016, so it is expected that 
McKesson will continue to use its economies of scale in its favor to drive down Cost of Goods 
Sold.    

 
Assumptions impacting both forecasted periods 
 

• A stronger growth potential for McKesson’s International Pharmaceutical distribution & 
Services line of business.  
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• The economy is expected to improve over the next few years and increased demand for 
medical care is expected between 2012 and 2050 due to more baby boomers reaching age 
65 and over.33 

• The company will continue to streamline and strengthen its organization after its 
restructuring efforts (i.e., cost cutting initiatives, acquisitions, and divestitures).                                                                                                                                                                                                                                                  

• It is estimated that the Technology Solutions segment will stagnate with a .05% growth 
rate per year. 

• Federal Reserve will raise interest rates over the next few years.   
 

The McKesson’s projected earnings growth will support it historical practice of increasing 
dividend payout by $.04 every few years, since 2012.  
 
Valuation 
 
Based on the DCF valuation with a calculated WACC of 8.37% as the discount rate, the intrinsic 
value per share of $221.35 is higher than the recent close price of the stock $150.24. 
McKesson’s stock is undervalued by approximately 41.3%. (See Appendix 2 and 3) 
 
Finally, if the marginal Tax Rate is dropped from 35% to 20% the intrinsic value per share would 
be $269.75 an upside of 79.5%.  
 

Conclusion/Recommendation 
 
BUY: McKesson is the largest of the pharmaceutical distribution companies with many years of 
dominant performance over its peer competitors. In recent years, the company has had its fair share 
of challenges, ranging from systemic factors such as drug price deflation to increases in peer 
competitor competition. The firm is currently in the process of streamlining its operations through 
divesting itself of non-core assets and initiating cost cutting efforts to be completed by 2019.  
McKesson’s acquisitions have proven to positively impact revenue growth.  The expansion and 
success of its International Pharmaceutical Distribution & Services line of business will be critical 
in the long-term growth of McKesson.   
 
The company is led by an excellent management team, which will continue to avoid risks, focus 
on the company core assets, and continue to be smart users of capital. McKesson is a mature 
business and will continue to be a market leader in the pharmaceutical distribution industry 
for years to come. 
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Appendix 1 
 

 
Figure 1 Data Source S&P Capital IQ 
 

 
Figure 2 Data Source S&P Capital IQ 
 

Figure 3 Data Source S&P Capital IQ 
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Figure 4 Data Source S&P Capital IQ 
 

 
Figure 5 Data Source S&P Capital IQ 
 

 
Figure 6 Data Source S&P Capital IQ 
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Figure 7 Data Source S&P Capital IQ (Note: ABC reached 637.59% in 2014)  
 

 
Figure 8 Data Source S&P Capital IQ 
 

 
Figure 9 Data Source S&P Capital IQ 
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Figure 10 Data Source S&P Capital IQ 
 

 
Figure 11 Data Source S&P Capital IQ 
 

 
Figure 12 Data Source S&P Capital IQ 
 
 
 
 
 
 
 
 
 
 

0.00

5.00

10.00

15.00

20.00

CY2012 CY2013 CY2014 CY2015 CY2016

2012 - 2016 Inventory Turnover

MCK

ABC

CAH

HCX

0.00

1.00

2.00

3.00

4.00

5.00

6.00

CY2012 CY2013 CY2014 CY2015 CY2016

2012 - 2016 Total Asset Turnover

MCK

ABC

CAH

HCX

0.00

5.00

10.00

15.00

20.00

25.00

CY2012 CY2013 CY2014 CY2015 CY2016

2012 - 2016 Accounts Receivable Turnover

MCK

ABC

CAH

HCX



 

15 

                                                                                                                                                             
Appendix 2 
 

 
 
 



 

16 

                                                                                                                                                             
Appendix 3 
 

  
 
 
 



 

17 

                                                                                                                                                             
Appendix 4 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



 

18 

                                                                                                                                                             
Appendix 5 
 

 


