
 
    

 

Diplomat Pharmacy, Inc. operates as an independent specialty pharmacy in the United States. The 

company stocks, dispenses, and distributes prescriptions for various biotechnology and specialty 

pharmaceutical manufacturers. Diplomat recently acquired full service, middle market pharmaceutical 

benefit manager capabilities. 

 

 

BUY 
Current Price:                  $24.10 
Target Price:                  $29.27 
Market Cap:                  1.76B 
Beta:                   1.06 
D/E:                                           16.32% 
ROIC:                                         8.4% 
WACC:                                       9.4% 
TTM Cash EBITDA Margin:      2.2% 

  

 

Thesis: Diplomat is underpriced in the market. 

With guidance offered for FY2018 EBITDA, the 
market has priced the stock lower than what these 
numbers suggest. Growth should continue for 
DPLO into the future as they realize synergies 
between their Spec Pharma Segment and their newly 
acquired PBM segment. 
 
 
 
 
 

Catalysts:  
 Short Term: The market is pricing future 

EBITDA at a lower margin than guidance 
suggests. 

 Medium Term: Development of PBM 
segment to diversify EBITDA. The new 
management team has PBM experience, and 
synergies with Specialty Pharmacy should be 
realized. 

 Long Term: Specialty pharmacy industry 
trends. Bundled PBM and Specialty 
pharmacy services should make Diplomat an 
attractive option for middle market 
customers. 

 

Earnings Performance: 
Diplomat has been subject to share price volatility around their earnings release. After Q3 2016, they reported 

revenue that was slightly below estimates, but missed consensus EBITDA by over $10 million. This began a 

period where about 25% of their revenue was exposed to Direct and Indirect Remuneration Fees. There is a 

later section that goes deeper into these fees. Diplomat is still subject to these fees from their PBM contracts, 

and in the quarters since they were introduced EBITDA margin was down to the 1-2% range.  
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For 2017 earnings, management emphasized that their dip in revenue and miss of the estimates came from the 

loss of two major contracts. Management explained that these were contracts where the customer was happy 

with the Specialty Pharmacy service that Diplomat was providing, but they decided to pursue a contract with a 

PBM that has it’s own Specialty Pharmacy. PBMs that can provide bundled services were a major threat to 

Diplomat in the past. Revenue and EBITDA guidance for 2018 is optimistic, with growth in both coming from 

the acquisition of PBM services for Diplomat. Diplomat has focused on increasing internal accounting controls 

since their DIR Scandal in 2016. Since replacing their CFO, Diplomat has reported results more consistent with 

estimates. 

 

 

Segment Analysis: 
Diplomat now has multiple operating segments. For the vast majority of Diplomats existence, they have 

operated exclusively as an independent specialty pharmacy. They are the largest independent specialty pharmacy 

in the United States, with around 4% of the total market share. The three largest specialty pharmacies (Owned 

by CVS, Express Scripts, and Walgreens) make up around 60% of the market. For Diplomat, specialty pharmacy 

includes the distribution, and infusion services of specialty drugs. Specialty drugs are defined as high cost, high 

intensity, highly complicated and often drugs with limited availability. In the last twelve months the EBITDA 

margin for this segment was around 2.11%. 

 Diplomat’s recent acquisitions in the PBM space met negative market reactions. Many analysts felt they 

overpaid for the two companies, and they utilized $96 Million in common stock between the two deals. The 

larger transaction, LDI ($595 million) was purchased at a multiple of 14.5x 2017 EBITDA. Diplomat expects 

both LDI and NPS to be accretive and synergy creating acquisitions. Combining the two companies EBITDA 

and Revenue for 2017 gives an estimated segment margin of 11.04%. 

 Diplomat also acquired hub service capabilities in the past. This is a very small segment, where the 

company acts as a relationship managing resource for drugs in the pipeline. This small segment has a 14.67% 

EBITDA margin. 



 
    

 

 
 

These are comparable companies or company segments to Diplomat’s operations. Diplomat’s distribution is 

consistent with similar companies. Their PBM additions have higher margins than other PBMs. Diplomat will 

seek out a different market than these three PBMs listed above. Diplomat is looking to provide highly 

customized service to middle market customers. The other PBMs that it can be compared to are focused on 

serving larger plans with a more uniform service provided. 

 

DIR Visibility: 

One of the major issues that the market had with the DIR fee scandal was that management was unclear on 

how these fees were assessed. Quarter after quarter, they were unable to explain how they were getting billed. 

Questions raising concerns over this have been a large portion of their earnings calls for the recent quarters, 

and there is finally improvement on this front. Diplomat is negotiating new contracts with CVS’s PBM 

service. In addition to this, management has announced that they have increased their visibility on how the 

fees are assessed, and that the fees should remain more stable moving forward. The increased visibility and 

more reliable accounting should relieve some of the downward pressure that Diplomat’s share price is under. 

 

  



 
    

 

Acquisition of PBM Segment: 

As previously mentioned, Diplomat’s main threat when it came to customer retention and winning new 

contracts was bundled service offerings from PBMs with Specialty Pharmacy capabilities. LDI and NPS give 

Diplomat access to 855k covered lives from over 700 unique customers. Diplomat is used to providing highly 

specialized service for their distribution business, and they plan on bringing this high touch approach to the 

PBM market. 

With around 25% of distribution revenue exposed to DIR fees, these PBMs will diversify the EBITDA of the 

company. A higher margin segment will work to improve margins, and the ability to bundle services will allow 

Diplomat to take advantage of industry trends. The two PBMs together mean that Diplomat will be able to 

offer full service to customers, and they are complementary products.  

 

 



 
    

 

Diplomat’s interim CEO has held many positions in the PBM space. He joins two other former Catamaran 

employees in the management team. Diplomat has built a team that will be successful in integrating and 

growing the new segment. Former CEO and Co-Founder Phil Hagerman has left Diplomat in a position to 

grow sustainably while improving profitability.  

 

Industry Outlook: 

Specialty pharmacy is projected to grow at a rapid rate. In 2016 Specialty Pharmacy represented 40% of the 

pharmaceutical industry spend at $180 million. By 2021, it is expected to be approaching 50% of the total 

spend, at over $300 million. This increasing portion of the pharmaceutical spend is spent on 1% of covered 

employees.  

 

 

Oncology drugs represent the largest portion of the specialty pipeline. This is an optimistic trend for 

Diplomat, as they have historically been successful in winning oncology contracts. With hub services offerings 

through their acquisition of Envoy health, and now the capability to offer bundled PBM/Specialty Pharmacy 

Services, Diplomat has never been in a better position to win contracts. 



 
    

 

 

Diplomat now has the capability to offer services from the earliest stage possible all the way through to 

approval and continued market growth. 

 

 

Valuation: 

The market is currently undervaluing Diplomat based on 2018 guidance. The market seems to be pricing in 

an EBITDA margin of 2.65-2.75%. Based on 2018 guidance, EBITDA should be expected to be in the range 

of 2.9-3.2%. This gives a 1 year target price of $29.  

Guidance estimates were that revenue could range from $5.3-$5.6 Billion and EBITDA could range from 

$164-$170 Billion. This is approximately a 66% increase from 2017 to 2018 EBITDA. 

In a pessimistic case where EBITDA margin sees no improvements, and revenue growth is lower by 1% in 

each year of the explicit period than in the base case, the price target is $17.41. 

In an optimistic case, where EBITDA increases to 3.2% in the base year and stays at that level, and revenue 

growth is constant with the base case, the one year target price is $33.51  

 

 

Conclusion:  

Diplomat Pharmacy has never been in a better position to win contracts than they are now. With full service 

middle market PBM offerings, and top quality Specialty Pharmacy distribution, Diplomat will take advantage 

of strong industry growth trends through new the bundled service offerings that customers are demanding. 

Their new management team has success in the PBM market, and the integration of the new segment is 

expected to be accretive to earnings and synergistic. In addition to growth prospects and margin 



 
    

 

improvements, I believe that Diplomat is currently undervalued in the market based on 2018 guidance. I 

recommend Diplomat Pharmacy as a buy. 

 

 

 



 
    

 

 


