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LHC Group, Inc.

Symbol: lhcg

Analyst

Alexander Zurlo

Buy below

$151.75

Sell above

$170.05

Probability of  Price Increase

46%

Last Price

$158.11

Intrinsic Value

$154.59

Target Dividends

$0.00

Target Price

$166.92

Sector Health Care

Industry Health Care Providers and Services

Last Guidance December 11, 2018

Next earnings date February 26, 2020

People

Myers, Keith, Co-Founder, Chairman, President & CEO

Proffitt, Joshua, CFO & Treasurer

Greenstein, Bruce, Executive VP and Chief Strategy & Innovation Of

Indest, John, Consultant & Director

McQuiddy, Collin, SVP & Chief Accounting Officer

Ali, Mohammad, Chief Information Officer

Top Competitors

Amedisys, Inc. Encompass Health Corporation

Option Care Health, Inc. National HealthCare Corporation

Addus HomeCare Corporation Gentiva Health Services, Inc.

Kindred Healthcare, LLC Teladoc Health, Inc.

Civitas Solutions, Inc. Medpace Holdings, Inc.

Saturday, February 15, 2020

Description



LHC Group, Inc., a health care provider, specializes in the post-acute continuum of care primarily 

for Medicare beneficiaries in the United States.
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Investment Thesis

LHC Group -The Ideal Defensive Addition to Any Portfolio, Boasting Growth Potential Too!

I am initiating continuing coverage of LHC Group (NASDAQ: LHCG), with a limit buy at $151 and a 1-year target price of $167. I view LHC Group as an elite 

company among the health care services industry, offering unparalleled service to its patients and unique value and growth prospects to investors. LHC Group 

is headquartered in the state of Louisiana, operating in over 750 facilities throughout 35 states across the country. LHC Group specializes in post-acute health 

care services through five major business segments. These include:

1) Home Health –Skilled nursing, physical and speech therapy, and occupational therapy.

2) Hospice–End of life care; pain and symptom management, emotional/spiritual support, inpatient & respite care, counseling.

3) Home and Community Based –Skilled care and ADL for elderly, chronically ill, and disabled patients.

4) Facility Based–Services primarily to patients with complex medical conditions who have transitioned out of a hospital intensive care unit but whose 

conditions remain too severe for treatment in a non-acute setting.

5) Health Care Innovations -Systems/Tech. development in information, population health management, risk-sharing, care-coordination and transitions, 

clinical advancements, enhanced patient engagement and informed clinical decision and technology enabled in-home clinical assessments.

LHC Group offers several attractive internal and external selling propositions for both the short and long term, which differentiates them from their peers. 

Solid organic growth prospects in addition to a unique M&A strategy seek to support my target price and overall valuation, yielding 46% upside potential and 

10.5% target return on investment.

For the long: 

1. Continued margin improvement via cost reductions: Over the past 6 years, LHC Group has seen improvements to its gross profit margin. Given that "active 

cost management" is identified as a core competency with in their business strategy, it is promising to investors to see the company’s revenue consistently 

grow at a faster rate that the corresponding costs needed to generate it. This is also a promising sign because it speaks to management’s ability to commit to 

a best practice and consistently deliver on it. Gross margin improved 1.2% from 2018 to 2019 alone.

2. Steady sources of cash flows from inclined projections in primary revenue source: As per the nature of LHC Group's business model, the company’s 

revenue stems from only three sources: Medicare, Medicaid, and third party payers. Historically, federal government Medicare spending has accounted for 

around 70% of the company’s overall revenue streams. KFF and NBER have forecasted net Medicare spending to climb by a staggering111% between 2018 

and 2028. This almost guarantees that the LHC Group’s main source of revenue is more or less secured, and that the company can expect revenues to grow 

over the coming years because they are directly tied to the federal government. Couple this with an increasingly older population that depends on LHC 

Group's core services, and extremely inelastic and growing demand,  we see that LHC Group is well positioned for the future. This also justifies its aggressive 

expansion, so that supply is able to meet this demand

3. Joint venture/ M&A strategy: LHC Group has put great emphasis on expanding its footprint going forward. Particularly in 2018 and 2019, the company saw 

large increases in the volume of joint ventures in hospitals, and mergers and acquisitions all together. Between 2016 and 2018 alone, the company increased 

the total amount of service locations across their five business segments by a whopping 109%. In 2019, LHC Group acquired or agreed to acquire 17 new 

home health, eight new hospice, and two new home and community service locations, spread out over 10 states and the District of Columbia. In total, this 

accounts for approximately $86.7 million in additional annualized revenue. Moreover, despite intriguing inorganic growth, LHCGroup had been able to return 

measurable value to its shareholders by means of its internal operations as well. The company's 2019 third quarter organic growth included: 11.1% quarterly 

and 8.6% year-to-date growth in home health admissions, home health revenue  growth of 7.9% for the quarter and 7.2% year-to-date, hospice admissions 

growth of 2.1% for the quarter and 5.9% year-to-date, and  hospice revenue growth of 6.0% for the quarter and 7.2% year-to-date,just to name a few 

segments.

For the short:

1. Strong and flexible balance sheet: LHC Group has consistently been able to maintain a healthy balance sheet, with increasing total assets propitiate to 

liabilities, increasing retained earnings and EPS attributable to shareholders, as well as an extremely low amount of debt in its capital structure. As a result, 

LHC Group boasts strong liquidity with a current ratio of 1.53x, and a  Debt to assets, Debt to equity, and CFO to debt ratioof.11, .16, and .53 respectively. All 

in all, LHC Group is 79% less aggressive in using debt than its peers in the industry. Couple this with the company’s revolving line of credit, and it is clear that 

LHC Group is in a healthy position to be able to support a sustained M&A campaign in addition to day-to-day operations.

2. Consistent ability to increase value to shareholders resulting from improved profitability and operational growth:In the previous four quarters, LHC 

Group has shown how it has been able to translate increased profitability in operations to increased value to shareholders; having earnings surprises going 

back to Q4 of 2018. Given this trend and my overall valuation of the financial position of the company, I see no foreseeable reason why this should not 

continue for Q4 2019 later this month. Adjusted EPS has improved for 5 years running and is projected to continue to do so into FY 2020. Overall, growth in 

EPS has increased 90.5% from 2015 FY to 2019 LTM, and is forecasted to increase 20.8% in 2019 FY. 

Key Catalysts for price change

• Margin improvement/earnings growth in the coming quarters, supported by stable fundamentals and a health balance sheet.

• Guaranteed inclines in primary revenue sources, supporting a defensive stance against external market/economic conditions.

• Ability to sustain aggressive M&A strategy, especially given the company’s low debt structure and capacity to become more levered if necessary.

• Increasingly elite quality among peers driven by service improvements from proprietary software/technologic innovations. (Health Care Innovations 

segment)

Valuation:

My valuation and 1-year target price derives from a combination of discounted cash flow and forward P/E multiple valuation methods, using a levered free 

cash flow (LFCF) approach. I chose to valuate LHC Group using LFCF because I wanted to value the company’s equity directly inorder to give the best picture 

as to the actual amount of cash flows remaining after interest expensesand financial liabilitiesthat could be utilized to fuel expansionary investments 

including M&A. Hence, given that joint ventures and M&A are aggressively intertwined in LHC Group's business strategy going forward, I felt that this was the 

most appropriate measure for truly valuating this company. Moreover my uses of DCF and P/E multiples were specially chosen toalign with my LFCF 

approach, so that my valuation remained consistent throughout.
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LHC Group, Inc.

Symbol: lhcg Cost of Capital Estimates

Analyst

Alexander Zurlo CGFS Credit Rating  Credit Rating Model Probability of Default ModelModel

Buy below

$151.75

Implied Cost of Borrowing (lhcg) 3.1% 4.5% 2.9%

Sell above

$170.05

Implied Cost of Borrowing (Peers) 4.5% 5.3% 3.6%

Probability of  Price Increase

46% Base Year Explicit Period (15 years) Continuing Period

Last Price

$158.11

Cost of New Debt Estimate 3.51% 3.26% 3.26%

Intrinsic Value

$154.59

Country Risk Premium Estimate 5.50% 5.50% 5.50%

Target Dividends

$0.00

Cost of Equity Estimate 9.01% 8.76% 8.76%

Target Price

$166.92

WACC Estimate 8.62% 8.37% 8.37%

Forecast Assumptions

Fiscal Year

Revenue Growth

EBITDA Margin

CAPEX/Revenue DPR/CAPEX

2018 Base Year (Actual) 71.88%

7.1%

1.8% 0.50 SBC/Revenue 0.41%

year 1 15.01%

10.4%

1.0% 0.50 Constant/same as LTM

year 2 6.50%

10.7%

1.0% 0.50 Lease term 10

year 3 9.52%

11.8%

0.9% 0.50 Rent Expense/Revenue 2.61%

year 4 10.59%

12.1%

0.9% 0.50 Tappers off to historical average

year 5 9.91%

12.0%

0.9% 0.50 R&D life 10

year 6 9.24%

11.9%

0.9% 0.50 R&D Expense/Revenue 0.00%

year 7 8.57%

11.8%

0.9% 0.50 Constant/same as LTM

year 8 7.89%

11.7%

0.9% 0.50 LIFO Reserve Tappers off to zero

year 9 7.22%

11.6%

0.9% 0.50 Non-operating pension costs Tappers off to zero

year 10 6.54%

11.5%

1.0% 0.57 Net financing pensions costs  Tappers off to zero

year 11 5.87%

11.5%

1.0% 0.64 Overfunded pension plans Tappers off to zero

year 12 5.20%

11.4%

1.0% 0.71 Capitalized interests Constant/same as LTM

year 13 4.52%

11.3%

1.0% 0.79 Dividends/Revenue 0.00%

year 14 3.85%

11.2%

1.0% 0.86 Tax Rate 25.15%

year 15 3.17%

11.0%

1.0% 0.93

Continuing Period 2.50%

11.0%

1% 1.00

Simulation Assumptions

Random Variables Distribution Assumption MAX Likelly MIN

Deviations in annual Revenue Growth--Expl. Per. Triangular 2.37% 0% -2.37%

Deviations in annual Revenue Growth --Cont. Per. Normal 1.41% 0% -1.41%

Deviations from EBITDA Margin base annual estimates Triangular 1.00% 0% -1.00%

Deviations from CAPEX/Revenue base annual estimates Triangular 0.43% 0% -0.11%

Deviations from Kd base annual estimates Triangular 1.28% 0% -0.51%

Deviations from CRP base annual estimates Triangular 1.82% 0% -1.92%

Deviations from TEV/Revenue base estimate Triangular 11.29 0% -1.29

Deviations from TEV/Revenue base estimate Triangular 144.09 0% -10.53

Change in P/BV (TTM) Triangular 5.53 0% -3.42

Change in P/E (FW) Triangular 10.10 0% -10.57

Recovery Rate Triangular 10.00% 0% -10%

Valuation

DCF Valuation

Base Explicit Period (Average) Continuing Period

Revenues

$2,058.77 $4,125.23 $6,273.57

Net Margin

5% 8% 9%

LFCF

$68.15 $314.11 $638.37

Ke 9.01% 8.76% 8.76%

ROE 7.15% 14.31% 8.76%

Relative Valuation

Median Justified Multiple Basis Implied Equity Value

EV/Rev (FW) 2.9x $2,432.42 $6,159.67

EV/EBITDA (FW) 23.0x $255.85 $5,087.81

P/BV (TTM) 5.1x $1,448.18 $7,334.03

P/E (FW) 33.3x $149.49 $4,978.59

Other
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Intrinsic Value Distribution--Probability (Upside)=46%

1.44%

0.02%

0.00%

0.00%

0.00%

15.84%

61.66%

17.49%

3.49%

Asset Recovery Rate

P/E

P/BV

TEV/EBITDA

TEV/Rev

Discount Rate

CAPEX/Rev

EBITDA Margin

Revenue growth

Sensitivity: Price Variance Attribution Analysis


