HEA LTE{ CAPITAL

Volume 9
Issue 8

August 2016

_ Jessica L. Bailey-Wheaton, Esq., Editor
Todd A. Zigrang MBA, MHA ASA, FACHE, Publisher

Express Scripts Sued by Anthem and Shareholders
(Part One of a Two-Part Series)

The Pharmacy Benefits Management (PBM) sector of the
healthcare industry may soon experience substantial
shifts in market power, propelled in large part by recent
lawsuits implicating one of the largest PBM
organizations, Express Scripts, Inc. (ESI). On March 21,
2016, Anthem, Inc. (Anthem) filed suit against ESI,
alleging the ESI breached conditions in the Amended
Restated Pharmacy Benefit Management Services
Agreement (Agreement) between the companies related
to the negotiation of “competitive benchmark pricing” for
PBM services and products, which Anthem alleges
amount to a $13 billion difference between current rates
and market rates.® Upon receiving news of the Anthem-
ESI lawsuit, shareholders of ESI filed suit against the
PBM giant, claiming that ESI misrepresented its
relationship with Anthem and that ESI’s lawsuit with
Anthem led to a “precipitous decline” in ESI’s stock,
causing economic damages to shareholders.? These two
lawsuits may have broader effects within the sector, as:

(1) Anthem, ESI’s largest client in terms of
revenue,® may switch from ESI to another PBM
organization;

(2) Anthem may internalize its PBM functions,
calling into question the value of a PBM
organization’s  negotiating  power  with
pharmaceutical drug manufacturers;* and,

(3) Calls for transparency in the negotiation
process between a PBM entity and drug
manufacturers may increase.®

This two-part Health Capital Topics series will examine
the PBM industry, the recent lawsuits filed against ESI,
and the ramifications of such lawsuits for both ESI and
the PBM industry as a whole. This first installment will
discuss the background of the PBM industry and the
recent litigation surrounding ESI.

Generally, PBM organizations provide services for the
processing and paying of prescription drug claims. PBM
organizations often work on behalf of health insurance
companies, and negotiate drug prices  with
pharmaceutical manufacturers by managing the payor’s
formulary, i.e., “a list of drugs to be covered on an
individual’s insurance plan.”” As part of managing the
formulary of a payor, PBM organizations “...promise to
generate cost ‘savings’ accrued during the PBM'’s
separate negotiations in which it negotiates rebates from
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drugmakers...”® Other services provided by these
organizations include:

(1) “[P]erforming drug utilization reviews”;

(2) “[Clontracting with a network of
pharmacies”;

(3) “[O]perating mail order pharmacies and
mail order claims”; and,

(4) “[IImplementing  therapy or
management programs.”®

disease

Within the PBM industry, a series of mergers and
acquisitions worked to consolidate market power within
a few companies.’® In 2012, ESI purchased Medco
Health Solutions, Inc. (Medco), the then-second-largest
PBM company, for $29 billion.** Following ESI’s
acquisition of Medco, Catalyst Health Solutions merged
with SXC Health Solutions Corporation, rebranding the
combined entity as Catamaran.*? In 2015, Rite Aid
purchased EnvisionRX for $2 billion; and, UnitedHealth
Group bought Catamaran for approximately $12
billion.®®* As of October 2015, the three largest PBM
organizations, ESI, CVS Health, and UnitedHealth
Group, held over 75 percent market share for the
industry.** Other, smaller PBM organizations include
Prime Therapeutics, Humana Pharmacy Solutions, and
MedImpact.*® This sort of market consolidation leads to
greater leverage within the PBM sector of the healthcare
industry.® A PBM entity’s market share is important, as
size is used as leverage in negotiations with
manufacturers to obtain lower costs for pharmaceutical
drugs.'’

The degree of stimulus for potential shifts in the
competitive environment within the PBM industry is
likely to hinge, in large part, on the outcome of the
lawsuit between Anthem and ESI. Central to the dispute
between Anthem and ESI is the amount of ESI’s potential
cost savings generated during the negotiation stage
between ESI and pharmaceutical drug manufacturers, as
Anthem’s complaint alleges that ESI charged Anthem
inflated prices for drugs, and subsequently failed to
negotiate in good faith to lower the inflated prices.!8
Under the Agreement between ESI and Anthem, ESI was
to provide various PBM services over a ten-year period,
from 2009 to 2019.%° Due to the length of the contract
term, the Agreement contains a periodic repricing
provision to ‘“ensure that [Anthem] is receiving
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competitive benchmark pricing.”?® Subject to this
repricing provision, if Anthem determines that ESI’s
pricing does not “reflect prevailing market conditions”
through internal market analysis or the use of third-party
consultants,?* “Anthem shall have the ability to propose
renegotiated pricing terms to [ESI] and [Anthem] and
[ESI] agrees to negotiate in good faith over the proposed
new pricing terms.”?

Approximately one year prior to the date of the lawsuit
filing, Anthem alleged that the company notified ESI of
alleged price inflation and sought to negotiate lower
prices in order to reach competitive levels.?® Thereafter,
the lawsuit alleges that ESI failed to negotiate in good
faith with Anthem by purposely delaying repricing
negotiations, even after Anthem offered to pay $3.4
billion above the competitive benchmark pricing over the
ten-year term of the Agreement,?* and by claiming that it
held veto power over all negotiations.?® In January 2016,
ESI allegedly proposed to reduce its pricing for PBM
services to Anthem by $1 billion, a level equivalent to
eight (8) percent of the health insurer’s initial $13 billion
reduction request to lower pricing to competitive
benchmark standards.?® Anthem refused the offer, and
ultimately filed suit in March 2016. According to
Anthem’s complaint, ESI’s charges for pharmaceutical
drugs to Anthem “..now exceed[] competitive
benchmark pricing by approximately $13 billion, plus an
additional approximately $1.8 billion through the post-
termination transition period” of one year.?’” Anthem’s
complaint requests the court for either: (1) a reduction of
ESI’s pricing to competitive benchmark levels and for
monetary damages Anthem incurred due to ESI’s
breach;?® or, (2) to declare that Anthem is entitled to
termination under its Agreement with ESI.%°

As news spread of Anthem’s allegations against ESI, a
class of ESI stockholders filed a separate lawsuit against
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the PBM company, alleging that ESI misled investors by
misrepresenting that “its relationship with Anthem
remained strong,” as the insurer was claimed to be ESI’s
“most important client.”® In January 2016, investors
learned about the contentious relationship between
Anthem and ESI when the insurer “publicly threatened to
terminate its relationship with [ESI]” due to ESI’s
continued refusal to negotiate competitive benchmark
pricing with Anthem.3! The shareholders alleged that due
to ESI’s refusals to negotiate with Anthem to lower
inflated prices, as well as ESI’s false assurances
regarding its relationship with Anthem, ESI’s market
value dropped, causing its investors “significant losses
and damages.”%?

The recent lawsuits filed against ESI may alter the
competitive landscape in the PBM industry, as market
commentators noted that Anthem may either build its
own PBM organization or contract with another PBM
organization as part of the fallout of its lawsuit with
ESI.% Should Anthem, which represents 14% of ESI’s
annual revenues, shift to a new PBM, ESI may lose
significant market share in the PBM industry.
Additionally, PBM market commentators suggested that
the result of this lawsuit may call into question “the value
of a PBM’s negotiating power with pharmaceutical
manufacturers™®* if such negotiations would not be
reflected in agreements between PBMs and payors.
Under this logic, the lawsuits may lead to increased
demands for heightened transparency of a PBM entity’s
negotiation process with drug manufacturers.® The final
article of this Health Capital Topics two-part series will
discuss the current status of each lawsuit, and discuss the
potential implications of the lawsuits on ESI and the
PBM industry in general.
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Robert James Cimasi, MHA, ASA, FRICS, MCBA, CVA, CM&AA, serves as Chief Executive
Officer of HEALTH CAPITAL CONSULTANTS (HCC), a nationally recognized healthcare financial and
economic consulting firm headquartered in St. Louis, MO, serving clients in 49 states since 1993.
Mr. Cimasi has over thirty years of experience in serving clients, with a professional focus on the
financial and economic aspects of healthcare service sector entities including: valuation consulting
and capital formation services; healthcare industry transactions including joint ventures, mergers,
acquisitions, and divestitures; litigation support & expert testimony; and, certificate-of-need and other
regulatory and policy planning consulting.
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Mr. Cimasi holds a Master in Health Administration from the University of Maryland, as well as several professional
designations: Accredited Senior Appraiser (ASA — American Society of Appraisers); Fellow Royal Institution of
Chartered Surveyors (FRICS — Royal Institution of Chartered Surveyors); Master Certified Business Appraiser (MCBA
— Institute of Business Appraisers); Certified Valuation Analyst (CVA — National Association of Certified Valuators
and Analysts); and, Certified Merger & Acquisition Advisor (CM&AA — Alliance of Merger & Acquisition Advisors).
He has served as an expert witness on cases in numerous courts, and has provided testimony before federal and state
legislative committees. He is a nationally known speaker on healthcare industry topics, and is the author of several
books, the latest of which include: “The Adviser’s Guide to Healthcare — 2nd Edition” [2015 — AICPA]; “Healthcare
Valuation: The Financial Appraisal of Enterprises, Assets, and Services” [2014 — John Wiley & Sons]; “Accountable
Care Organizations: Value Metrics and Capital Formation” [2013 - Taylor & Francis, a division of CRC Press]; and,
“The U.S. Healthcare Certificate of Need Sourcebook™ [2005 - Beard Books].

Founded in 1993, HCC is a
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economic financial consulting firm
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Mr. Cimasi is the author of numerous additional chapters in anthologies; books, and legal treatises; published articles
in peer reviewed and industry trade journals; research papers and case studies; and, is often quoted by healthcare industry
press. In 2006, Mr. Cimasi was honored with the prestigious “Shannon Pratt Award in Business Valuation” conferred
by the Institute of Business Appraisers. Mr. Cimasi serves on the Editorial Board of the Business Appraisals Practice
of the Institute of Business Appraisers, of which he is a member of the College of Fellows. In 2011, he was named a
Fellow of the Royal Institution of Chartered Surveyors (RICS). In 2016, Mr. Cimasi was named a “Pioneer of the
Profession” as part of the recognition of the National Association of Certified Valuators and Analysts (NACVA)
“Industry Titans” awards, which distinguishes those whom have had the greatest impact on the valuation profession.

Todd A. Zigrang, MBA, MHA, ASA, FACHE, is the President of HEALTH CAPITAL
CONSULTANTS (HCC), where he focuses on the areas of valuation and financial analysis for
hospitals, physician practices, and other healthcare enterprises. Mr. Zigrang has over 20 years of
experience providing valuation, financial, transaction and strategic advisory services nationwide in
over 1,000 transactions and joint ventures. Mr. Zigrang is also considered an expert in the field of
healthcare compensation for physicians, executives and other professionals.

Mr. Zigrang is the co-author of “The Adviser’s Guide to Healthcare —2nd Edition” [2015 — AICPA],
numerous chapters in legal treatises and anthologies, and peer-reviewed and industry articles such as: The Accountant’s
Business Manual (AICPA); Valuing Professional Practices and Licenses (Aspen Publishers); Valuation Strategies;
Business Appraisal Practice; and, NACVA QuickRead. In addition to his contributions as an author, Mr. Zigrang has
served as faculty before professional and trade associations such as the American Society of Appraisers (ASA); the
National Association of Certified Valuators and Analysts (NACVA); Physician Hospitals of America (PHA); the
Institute of Business Appraisers (IBA); the Healthcare Financial Management Association (HFMA); and, the CPA
Leadership Institute.

Mr. Zigrang holds a Master of Science in Health Administration (MHA) and a Master of Business Administration
(MBA) from the University of Missouri at Columbia. He is a Fellow of the American College of Healthcare Executives
(FACHE) and holds the Accredited Senior Appraiser (ASA) designation from the American Society of Appraisers,
where he has served as President of the St. Louis Chapter, and is current Chair of the ASA Healthcare Special Interest
Group (HSIG).

John R. Chwarzinski, MSF, MAE, is Senior Vice President of HEALTH CAPITAL CONSULTANTS
(HCC). Mr. Chwarzinski’s areas of expertise include advanced statistical analysis, econometric
modeling, as well as, economic and financial analysis. Mr. Chwarzinski is the co-author of peer-
reviewed and industry articles published in Business Valuation Review and NACVA QuickRead, and
he has spoken before the Virginia Medical Group Management Association (VMGMA) and the
Midwest Accountable Care Organization Expo.

Mr. Chwarzinski holds a Master’s Degree in Economics from the University of Missouri — St. Louis,
as well as, a Master’s Degree in Finance from the John M. Olin School of Business at Washington University in St.
Louis. He is a member of the St. Louis Chapter of the American Society of Appraisers, as well as a candidate for the
Accredited Senior Appraiser designation from the American Society of Appraisers.

Jessica L. Bailey-Wheaton, Esq., is Vice President and General Counsel of HEALTH CAPITAL
CONSULTANTS (HCC), where she conducts project management and consulting services related to
the impact of both federal and state regulations on healthcare exempt organization transactions and
provides research services necessary to support certified opinions of value related to the Fair Market
Value and Commercial Reasonableness of transactions related to healthcare enterprises, assets, and
services. Ms. Bailey is a member of the Missouri and Illinois Bars and holds a J.D., with a
concentration in Health Law, from Saint Louis University School of Law, where she served as Fall
Managing Editor for the Journal of Health Law & Policy.

Kenneth J. Farris, Esq., is an Associate at HEALTH CAPITAL CONSULTANTS (HCC), where he
provides research services necessary to support certified opinions of value related to the Fair Market
Value and Commercial Reasonableness of transactions related to healthcare enterprises, assets, and
services, and tracks impact of federal and state regulations on healthcare exempt organization
transactions. Mr. Farris is a member of the Missouri Bar and holds a J.D. from Saint Louis University
School of Law, where he served as the 2014-2015 Footnotes Managing Editor for the Journal of
Health Law & Policy.
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