The Henry Fund 'R ESEARCH

Henry B. Tippie College of Business HenryFund.Org
Chellvyn Lai [mingxuan-lai@uiowa.edu]

Managed Healthcare February 8, 2023

Healthcare Sector Stock Rating OVERWEIGHT
Investment Thesis Key Industry Statistics

Market Cap: (in $ billion)

We recommend an overweight rating for the Managed Healthcare  UNH 441.0
industry over the next year. As healthcare is naturally a defensive  ELV 114.3
sector, it would be beneficial to the portfolio if we overweight the  CVS 112.0
sector when we forecast a potential economic slowdown in the next 6- HUM 61.6
12 months. The insured population has been increasing steadily as  CNC 40.2
more people are getting hired as well as more people getting eligibility NTM P/E
in the government-sponsored plans. UNH 18.8
ELV 14.4
Drivers of Thesis CVS 9.6
HUM 17.1
e The national health expenditure (NHE) has been increasing at a  CNC 11.0
CAGR of 3.6% for the past decade and CMS projects NHE to grow at Operational Margin
a CAGR of 6.3% for the next 6 years. NHE is expected to reach nearly = UNH 8.8%
20% of the U.S. GDP in 2028. ELV 5.5%
e Medical cost inflation has been increasing at a greater rate thanthe ~ CVS 4.9%
general goods and services and the annual NHE would not get HUM 3.3%
affected by the economic environment. CNC 4.5%
e Among the healthcare sub-industries, managed healthcare has the EV/EBITDA
highest profit share and has the steadiest stream of revenue as ~ UNH 15.3x
compared to biotechnology and pharmaceuticals. ELV 12.9x
CVS 7.4x
Risks to Thesis HUM 16.4x
CNC 11.3x
e The healthcare industry has more regulations and compliances that EUNH ®ELV ECVS EMHUM mCNC
companies have to follow; thus, limiting their profit margin. 5 25.81
e The U.S. government is currently in a budget deficit and might want 25
to deduct spending on the national healthcare expenditure and 20 - 16.4
eventually affecting the plan’s eligibility. 15 |
e Slowing merger and acquisition activities due to the economic 10 4
environment and the deals are being reviewed by the Department
of Justice more often as it is concerned about anti-trust law. >
0 -
P/E ROE EV/EBITDA

12 Month Performance Company Description

= |Managed Healthcare = ====S&P 500

Managed Health Plans, also referred to as
prepaid health plans, work through a network
of providers with the intent to reduce the cost
of healthcare and provide insurance plans to
individuals. Companies often supply the whole
vertical chain of services to their clients
including prescribed drugs and technology
platforms. Other than the commercial side of
-20% the insurance plans, Medicare and Medicaid are
also provided.
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Important disclosures appear on the last page of this report.
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INDUSTRY DESCRIPTION

Unlike other sub-industries within the healthcare industry
like Biotechnology and Pharmaceuticals, the Managed
Healthcare sub-industry captures more than 23.4% of the
profit share of the entire Healthcare industry with a
relatively low EBITDA margin!*?. This is due to the United
States of America’s unique healthcare structure that
strongly encourages the population to purchase insurance
plans to protect them from high healthcare costs.
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PROFIT SHARE MAP OF THE HEALTH CARE SECTOR*
(5-year average)
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Source: CFRA, S&P Global Market Intelligence.
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Sources: Net Advantage

As of 2022, it is estimated that 300.8 million people in the
U.S. has some form of health insurance plan and the
uninsured population dropped to 26.4 million people,
which is about 8% of the population, making the uninsured
rate recover back to the pre-pandemic level. ™

Uninsured Population from 2013 - 2022
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Sources: statista

While the industry has a low threat of new entrants, the
industry is competitive among its big players; 6 companies
contributed 97% of the market capitalization in the
managed healthcare sub-industry . With that, UNH has
thrice the industry average market capitalization, making
them the sole market leader in the managed healthcare
space.
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Managed Health Care:
Market Capitalizaion Breakdown ($ Billion)

Others . 270

Centene Corp 444
Humana Inc 62.1
Cigna 85.6
Elevance Health 109.6
CVS Health Corp 1127
UnitedHealth Group Inc [ | 475.9
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Sources: FactSet
Stock Price Performance from 03/2022 - 02/2023
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UNH: -3.83%

CVS: -13.71% HUM: +14.13%

CNC: -14.54% S&P500: -7.39%

Sources: FactSet

Overall, the managed healthcare industry has constantly
outperformed the S&P500 index. As of February 2023,
healthcare stocks contribute 14.66% to the S&P500 index,
having the second most weightage after the Informational
Technology sector .

In the past twelve months, three out of five managed
healthcare stocks outperformed the index. CVS and CNC
stocks underperformed the S&P500 quite a bit since they
both face similar headwinds of losing the Centers for
Medicare and Medicaid Services (CMS) star rating and not
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being eligible for the bonus payment for future payment
years.

One of the investment drivers for the Healthcare industry
is that people would always require healthcare products
and services, regardless of the economic environment;
therefore, during a period where we would expect a
bearish market in the short term, overweighting the
defensive industries would be beneficial and potentially
diversify some risks away.

As mentioned above, more than 20% of the profit share in
the Healthcare industry comes from Managed Healthcare;
thus, if we estimated the unemployment rate to maintain
at a low rate in the future and with more people get
enrolled in the plans, the managed healthcare sub-
industry would continue to experience its slow but steady
growth.

Below is a table that summarizes the top six players within
the managed healthcare sub-industry. At first sight, UNH is
the largest company in the space and has the best financial
performance among its peers. CVS generated the second
most revenue in 2022 but that is mainly driven by its
pharmacy benefit management services as only 28% of
CVS' revenue was generated with insurance plans.

Company Name Ticker Market cap =
Revenue  NetIncome

UnitedHealth Group Inc UNH 444.0 324.16 20.64
CVS Health Corp Ccvs 112.0 32247 4.17
Elevance Health ELV 114.3 156.60 6.02
Centene Corp CNC 40.2 144.55 1.20
Humana Inc HUM 61.6 83.06 2.93
Cigna Cl 88.2 180.52 6.75

Sources: Companies 10-K

Types of Managed Health Plans

As the percentage of the uninsured population decreases
over years, the private and public coverage trend changes
over time as well. While most companies have more
commercial businesses, Humana and Centene focus their
business on Medicare and Medicaid.
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2022 Healthcare Membership Enrollment,
by Categories
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20,000 15,975
32,045 31,413
10,000 17,032 16,650 14,956
UNH ELV cvs a HUM CNC
Commercial Medicare Medicaid
Commercial Medicare Medicaid
UNH 62% 22% 16%
ELV 66% 6% 28%
Cvs 70% 19% 11%
Cl 92% 8% 0%
HUM 3% 88% 9%
CNC 20% 21% 59%

Sources: Companies 10-K
Private and Commercial Insurance

In 2021, private health insurance is still insuring 66% of the
insured population; private and commercial insurance are
often employer-based healthcare plans and represent the
majority of managed healthcare companies’ total insured
membership %, The trend could see a significant shift
when more of the population reaches 65 years old and will
be eligible for Medicare.

Percantages of Insurance Coverage
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Government Sponsored Insurance

Government-sponsored insurance or public insurance is
often more affordable than private insurance as it has
lower administrative costs. However, it could be less
flexible, and the network providers could be limited.

Medicare
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Medicare is federal health insurance for anyone age 65
and above, and some people who are under 65 with
certain disabilities. Ever since Medicare began its service
in 1965, it has been steadily serving more individuals who
are eligible for the program. As of 2021, up to $839 billion
was spent on Medicare for the members U1, While it is a
government-sponsored program, they were largely
offered by public companies like UNH and CVS . In 2021,
18.4% of Americans were covered under Medicare
healthcare plans and we expect to see an upward trend
moving forward ™,

Percentage of US Americans covered by Medicare
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Sources: Statista

As Medicare is an age-sensitive health insurance plan, the
demographic of the US population would affect
membership enrollment as time goes by. As of 2021, up to
23.7% of the US population belongs to the Baby Boomer
Generation (born during 1946 — 1964) and the total
Medicare enrollment is 64 million as of October 2021 ™,
When only approximately 40% of the Baby Boomer
generation is eligible for the plan, the enrollment was high;
therefore, with the rest of the Baby Boomer Generation
growing older and eventually be eligible for the federal
service, the Medicare population is expected to grow at an
even faster rate [,

Population in the US in 2021, by Generation
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The population of disabled individuals enrolling in
Medicare has been staying quite constant at 8.5 million
people annually, but the population of elderly has been
growing at a 3% annual rate . Historically, Medicare
enrollment has been growing at 2.85% annually and it is
expected to stay if not increase in the future. By the end of
2030, when the youngest Baby Boomer turns 65, it is
estimated that Medicare enrollment would increase by
50%, making 80 million people eligible for the service [®.
This would give the healthcare plan providers plenty of
room for growth for the government-sponsored health-
care plans.

Enrollment in Medicare from 2012 - 2021,
by Type of Benef[ciaw
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Medicaid

Medicaid is a joint federal and state program that provides
medical assistance to people with low income. Some
individuals could be eligible for both benefits, so both
plans would work together and provide them with health
coverage. As of 2021, there are approximately 11 million
people who are eligible under both plans ..

Every state has its own income requirement to be eligible
for Medicaid but overall, one would be eligible to sign up
for the healthcare plan if you are under the federal poverty
level !, Starting in 2023, the government changed the
level from 100% to 138% of the federal poverty level,
estimating to have additional 16.7 million people eligible
for the plan . While the chart below shows the historical
and projected Medicaid enrollment, the original
projection shows that there will be about 78.5 million
individuals enrolled in the plan, the actual enrollment in
2021 was up to 84.4 million B, Since the beginning of
2020, there was an increase in Medicaid enrollment by
more than 32% and this trend can be explained that
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individuals lost their job during the pandemic; hence were
eligible to sign up for Medicaid ®.

Total/Projected Medicaid Enrollment from 2012 - 2027
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Children’s Health Insurance Program (CHIP)

CHIP provides healthcare coverage to eligible children who
are under 19 years old through Medicaid and/or CHIP. In
2021, there are 7 million children enrolled in CHIP and
children represent 46.5% of the total Medicaid and CHIP
program enrollment !,

The US federal and state budgets are currently facing a
deficit, especially when they spent 10% of 2021’s federal
budget to fund Medicare, Medicaid, the Affordable Care
Act, and CHIP . As a result of this large spending, the
federal and state governments have been looking for ways
to reduce their spending on Medicaid like cutting
payments to health providers 2, The state governments
see a cumulative budget shortage of $555 billion as of
2022 Bl With these budget shortages, some states have
decided they would modify some healthcare plan benefits
to save costs. For example, Nevada is cutting 6% payment
rates for hospitals, physicians, providers, and nursing
homes while Washington canceled dental coverage from
Medicaid . If federal and state governments continue to
reduce payments to the providers, we could see a
decrease in Medicaid enrollment in the upcoming years.

MARKETS AND COMPETITIONS

The Managed Healthcare industry is highly competitive
among its big players, with the top 5 companies capturing
48.6% of the market share in health insurance plans 2.,

Major Players:

1. UnitedHealth Group
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Based on the number of membership enrollments within
the top 6 companies in 2022, UNH and ELV made up more
than half of the market share and follow by the remaining
four companies having almost the same market share. It
would be tough for the other companies trying to capture
more market shares in the industry as they each have
established programs and customer bases; therefore, UNH
and ELV are likely to remain the two main healthcare plan
providers in the U.S.

Market Share of Leading Health Insurance Companies in US

in 2021

CVS Heatlth Corp 15%

HealthCare Services Corp 9%
Humana Inc 10%
Centene Corp 13%

Elevance Health 26%

UnitedHealth Group Inc [ | 28%
0% 5% 10% 15% 20% 25% 30%

Sources: Companies 10-K

The table below shows some industry-wide operating
margins. By looking at the NTM P/E ratio, medical cost
ratio, and operational margin, we could arrive at a
conclusion that UNH is the market leader of the managed
healthcare industry with the other competitors trying to
gain more market shares by differentiation.

Market Cap P/E Medical Operational  Enrollment
(NTM)  Benefit Ratio margin (membership)
UNH 452.9 18.8 82.0% 8.8% 51,695
ELV 113.2 14.0 87.4% 5.5% 47,531
Ccvs 106.0 9.2 84.7% 5.1% 24,396
Cl 86.6 11.3 81.7% 4.5% 18,004
HUM 62.9 17.4 86.3% 4.5% 17,079
CNC 38.5 10.6 87.8% 2.7% 27,061

Sources: FactSet

Generally, companies like CNC and HUM that focus on
government-sponsored plans would have a higher
revenue per member since it is receiving a standard
payout and bonus payment from the government, so it has
a relatively more stable cash flow as compared to the
companies that have more commercial business.
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Revenue per Member Enroliment in 2022

CNC 5.34
HUM 4.86
Cl 1.00

Cvs 3.75

Sources: Companies 10-K

UnitedHealth Group, Inc (UNH)

UNH provides healthcare coverage and data consultancy
services and has the highest market share among health
insurance companies. In 2022, there are a total of 50.63
million people enrolled in their healthcare plans, giving
them 12% of the managed healthcare market share . In
2022, they see revenue of $324.2 billion3. Most UNH
operations are still performed under UnitedHealthcare,
and itis also subjected to extensive government regulation
since UNH is the largest managed healthcare company in
the US.B3 1t offers different kinds of services based on its
consumer profile. Currently, UNH operates in 4 different
segments:

2022 UNH Revenue Decomposition

= United Healthcare

= Optum Health

= Optum Insights Optum Rx

Source: UNH 10-K
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a. United Healthcare: benefits provider for more
than 50 billion members under the plan. Offered
plans including Employer & Individual, Medicare &
Retirement, and Community & State

b. Optum Health: provides patient-centered care,
through clinical sites in-home or virtual services to
more than 102 million customers.

c. Optum Insights: connects healthcare systems with
analytical platforms to enhance performances.

Optum Rx: operates as a PBM and has more than 67,000
retail pharmacies in its network.

Elevance Health/Anthem (ELV)

ELV changed its name from Anthem to Elevance Health in
June 2022 and it is under independent licensee of the Blue
Cross and Blue Shield Association and is the second largest
healthcare provider after UNH with a total membership of
45.37 billion people 2%, While UNH is currently the market
leader in the managed healthcare industry with the most
members, ELV would be able to acquire some
independently operate BCBS into the publicly traded

company 3. In 2022, ELV has a revenue of $155.7 billion
[30]

ELV has relatively fewer members in the government plans
as compared to UNH, making most of their memberships
come from their commercial business. Below are the 4
segments of their business profile:

2022 ELV Revenue Decomposition

m CarelonRx Other

= Government

» Commercial & Specialty

Source: ELV 10-K

a. Commercial & Specialty: benefits providers for 31
billion members. Insurance plans are separated
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into Individual, Group Risk-Based, Fee-Based, and
BlueCard memberships.

b. Government: offer government-sponsored plans
like Medicare, Medicaid, and Federal Employees
Health Benefits Program for 16 billion people.

c. CarelonRx: responsible for ELV’'s Pharmacy Benefit
Management administrative function, and they
entered into a 5-year agreement with Caremark
PCS Health, a subsidiary of CVS!2,

d. Other: offers Carelon Services which focuses on
integrated care delivery, behavioral health, and
health and wellness programs.

ELV is a steady insurance company that has a balanced
enrollment in both government and private plans. While
they are reported to be the second largest benefits
provider in the U.S,, it is worth noticing that ELV only
consists of 14 out of the 34 independently operated BCBS
companies. That being said, it is believed that ELV, or BCBS
has a larger presence in the insurance industry than
reported as a public company.

ELV has the second-highest peer-compared MBR, which
resulted from additional quality improvement realignment
costs in 2022. MBR is not as concerning as ELV maintained
its 4-star CMS rating with the quality of care provided in
2023.

Centene Corporation (CNC)

CNC offers healthcare plans but their business model
focuses on underinsured and uninsured individuals.
Therefore, we can observe that 76% of their membership
enrollment belongs to Medicare or Medicaid, a percentage
that is more than twice higher than the industry average
(18] Most of CNC’s revenues come from state governments,
so they receive a fixed premium per member per month,
making its revenue stream steadier than its competitors.
In 2022, they have a revenue of $144.5 billion 8!,

CNC only has two operating segments:
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2022 CNC Revenue Decomposition

= Managed Care

Specialty Services

Source: CNC 10-K

(1) Managed care: operates benefits provider for over
27 billion members. Other than Medicare and
Medicaid, the company also offers Commercial
plans for small employer groups.

(2) Group and Specialty Services: generate revenue
under contracts with state and federal programs
as well as other organizations.

Humana, Inc (HUM)
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Unlike other companies like UNH and ELV who provide
other types of health services, 89.2% of HUM’s revenue
comes from their insurance premium ™, A significant
amount of HUM’s revenue comes from Medicare as they
offer services like health assessments and clinical guidance
programs to ensure the plans would be more cost-
effective for the elderly. HUM entered into a contract with
the Centers for Medicare and Medicaid Services (CMS) to
provide the insurance plans in exchange to a fixed
payment per member per month %, In 2021, they found
a revenue of $83 billion 91,
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2022 HUM Revenue Decomposition

5.16%

m [nsurance = CenterWell

Source: HUM 10-K

a. Insurance: operates as a benefits provider for 22
billion members in the retail, group, and specialty.
They also account for their PBM business in this
segment.

b. CenterWell: represents their healthcare services
offerings like pharmacy dispensing, provider
services and home services.

CVS Health Corporation (CVS)

CVS engages more in pharmacy, retail and long-term care
services where they involve more in the sale of
prescription drugs and various health products and
merchandise 2. While the Health Care Benefits segment is
not the segment that bought the most revenue to CVS,
they still capture at least 5% of the market share in the
health insurance industry 2, Especially after CVS acquired
Aetna in 2018, they have been getting more market share
as an insurance plan provider. In 2021, CVS generated a
revenue of $292 billion ®7. CVS has the following
segments:
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CVS 2022 Revenue Decomposition
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Source: CVS 10-K

Healthcare Benefits
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UNH and ELV continue to be the two leaders in the
managed healthcare industry by having the most
membership enrollments. Overall, UNH, ELV, and CVS
serve more commercial consumers while CNC and HUM
focus more of their business on government-sponsored
plans ™,

In conclusion, among the 6 major players in the managed
healthcare sub-industry, UNH is the company that Henry
Fund will recommend investing in if we are only allowed to
pick one stock in the space. This is mainly due to its diverse
business line and merger activities that made UNH to be
able to provide a wider range of services while maintaining
its quality of services and cost structure. UNH is by far the
best-positioned managed healthcare company and
followed by ELV. ELV is in a unique position since the Blue
Cross and Blue Shield Association has a larger national
network than UNH but most states chose to hold their
private licenses, making ELV not reach its full potential as
compared to the network they have.

Medical Cost Ratio

One important metric in the managed healthcare industry
is the medical cost ratio, which is calculated by dividing the
total medical expense paid by an insurer by the total
insurance premium they collected 2. While a lower ratio
indicates that the insurer has higher profit, the Affordable
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Care Act requires companies to spend at least 80% of the
premium money to improve the quality of the individual
and small group markets and 85% on large group markets
B If the company failed to meet the limit, the provider
would need to provide a rebate to its customers. At the
same time, the company would have to manage their cost
if the MCR went above 85%, and shareholders would be
unhappy about the company’s cost management.

Medical Cost Ratio

Cvs 84.7%
HUM 86.3%
CNC 87.8%
ELV 87.4%
UNH 82.0%
78% 80% 82% 84% 86% 88% 90%

Sources: FactSet
M&A Activities
UnitedHealth acquiring Change Healthcare, Inc

In October 2022, UnitedHealth Group completed the
acquisition of Change Healthcare for $13 billion deal. The
deal was first announced in January 2021 but was pushed
back since the Department of Justice attempted to block
the deal and mentioned that it could potentially violate the
anti-trust law as UNH would now gain access to sensitive
data and technology from the acquisition **. Optum
commented “increasing efficiency and reducing friction
will benefit the entire health system and result in lower
costs and a better experience.” [*!

Centene acquiring Magellan Health

In January 2022, Centene completed the deal with
Magellan Health Inc for $2.5 billion in cash X1, The strategic
acquisition would put Magellan Health under the
Healthcare Enterprise segment, adding at least 5.5 million
members to CNC’s government program and 16 million
pharmacy members 41,
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Centene acquires Magellan Health

Closed Date 4-Jan-22
Transaction Value $2,502M
1 Day Premium 14.70%
Method of Payment Cash

United HealthGroup acquires
Change Healthcare

Closed Date 3-Oct-22
Transaction Value $8,454M
1 Day Premium 41.20%
Method of Payment Cash

Sources: FactSet
Analysis of M&A Transaction

Since the managed healthcare industry has 5 main
competitors with a large market cap, M&A activities play
an important role in the industry. Some managed care
companies are trying to turn the operation into vertical
integration to have a greater scale and larger influence on
the market. The industry would see an increase in vertical
integration because if a company has its own PBMs, like
UNH and HUM and CNC, it will be able to reduce some
medical costs and then lower its medical cost ratio.

ECONOMIC OUTLOOK

GDP Forecast

Due to the reduction in consumer spending and business
investment, the US economy saw a slowdown of 1.4% in
the first quarter of 2022 ™. While inflation and supply
chain disruption continue to be an issue, the US economy
had a negative growth rate in two consecutive quarters in
Q2 2022 with -0.9% which brought the US into a technical
recession by definition 4. This did not last for long as the
economy bounced back 3.2% in the third quarter and the
advanced GDP reading for Q4 2022 is 2.9%, signaling that
the economy has been performing steadily well despite
the recession fears and concerns 4,
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US GDP Growth Rate (2020-2022)
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The Henry Fund analysts projected a short-term real GDP
growth of -0.3% in the following year as we estimated that
there is a 54.6% chance that the US economy would fall
into recession sometime in the next 6 -12 months. While it
is only an economic indicator, this projection is parallel
with the 47.3%, the highest level in 40 years, probability of
US recession predicted by Treasury Spread in the next
twelve months that was released by the New York Fed in
December 2022 11,

Historically, GDP growth and managed care market have a
positive relationship, as more percentage of GDP has been
spent on US national health expenditure every year. By
2028, economists expect 19.7% of the US GDP, or
approximately $6.2 trillion will be spent on national health
expenditure; an amount that is higher than any country in
the world ™,

While the U.S. GDP is expected to decrease, it is unlikely
that the NHE would decrease along with the GDP since the
services would still be demanded, and when there is a
political environment that the government has to take
care of. Therefore, the Henry Fund expects the NHE to take
up a higher percentage of the U.S. GDP when we see an
economic slowdown in the future.

National Healthcare Expenditure

In 2022, $4.3 trillion was spent on national health
expenditure, and up to 66% ($2.84 trillion) was spent on
Medicare, Medicaid, or Private Health Insurance . The
national healthcare expenditure has grown at a CAGR of
3.6% in the past decade and is expected to grow at a CAGR
of 6.3% in the next five years. If the NHE grew as
forecasted, it will be growing at a much higher rate than
the projected U.S. GDP and increase the government
deficit even further.
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The chart below compares the inflation rate between the
U.S. medical cost and the general goods and services. Since
2000, the medical cost inflation has been growing at a
quicker speed than the general goods and services; within
the past 22 years, it has grown 115% compared to the
general inflation of 78%. With advancing technology and
medical research, medical costs are expected to continue
increasing. Now, it is for the government to decide if the
government or the public will be absorbing the increased
healthcare cost — the government is likely to subsidy
certain increased costs, but not likely to provide more
advanced medical services and technologies to the public.

Inflation rate between medical cost vs general
goods and services from 2000 - current
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Sources: Healthcare System Tracker

—— All goods and services

In 2021, the U.S. has the highest health expenditure as a
percentage of GDP in the world and the rate is significantly
higher than its comparable countries’ rate. However, with
the high medical cost, the U.S. did not show to provide a
better quality of healthcare as the U.S. has one of the
lowest life expectancies of 77 years old as compared to
other developed countries as of 2020. (HST) Moreover, the
U.S. also has the lowest healthcare quality and access
index rating among the Q5 countries.
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Health expenditure as a % of GDP
in G5 Countries in 2021
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Inflation and Interest Rate Expectations

2022 has been a historically abnormal year for Consumer
Price Index (CPI) as the YOY inflation rate once went as
high as 9.1%, the highest rate in 40 years . That makes
the inflation data to be one of the economic data that the
FED as well as the whole market is paying close attention
to. According to monetary policy, the FED mentioned that
they would use the Federal Reserve Fund Rate to tame
inflation down to the usual 2%. While the aggressive
interest rate hike managed to bring inflation down to
6.42% in January 2023, the Henry Fund in-house projection
shows that the inflation rate is very likely to be sticky
around the 5-6% level before going back to the low and
constant inflation rate.

U.S. YoY CPI 2019 - current
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Sources: Statista

This then brings us to the discussion of the interest rate.
The current yield curve has been inverted for months,
indicating that the market expects inflation to continue
being high for the short term and eventually correct itself.
As of February 2023, the FED Fund rate is 450-475 basis
points, a relatively high rate as compared to the past few
years. [©
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As mentioned above with the inflation expectations, the
terminal FED Fund rate that the market predicted and is
currently being priced in is 5.1%, signaling at least one
more 25bps hike, from the next FED meetings. According
to the CME Group’s FED Watch Tool, 70% of the analysts
believe that there will be a second 25bps hike in May,
making the FED Fund rate to be 500-525bps [©.. However,
observing how the FED pays high attention to the
Consumer Price Index and unemployment claim data, their
decision would change according to the short-term market
outlook.

Unemployment Rate

Unlike most of the economic data mentioned above, the
unemployment rate remained at a steadily low rate for the
past months. While the economy is starting to see hiring
freezes or layoffs from bigger companies, especially in
technology companies, the job market is still looking solid
as the unemployment rate as of January 2023 is 3.4%, the
lowest rate in the past five decades *®\. The Henry Fund
analysts do not pose as many fears of job cuts as we
believe that these companies had hired more employees
in the past 2 years than the current layoffs. However, we
are also paying close attention to the unemployment rate
as it could be used as one of the indicators for a recession
warning.

In the Managed Healthcare industry, the unemployment
rate is an important driver since 50.1% of the population’s
health insurance plans were offered by their employers ™.
Moreover, employer-sponsored health insurance plans
could cover employees’ families, making the average
annual premiums for employer-provided family health
insurance plans in 2021 to be $21,381 [, Therefore, if the
economy sees an increase in the unemployment rate, the
total insured population is expected to be affected as well.

CONCLUSION

As discussed in the industry overview, the Managed
Healthcare sub-industry has been over-performing the
S&P500 index for the past years. While the past three
years have shown an interesting climate in the equity
market due to the pandemic, we do believe that investing
heavily in the defensive industries would be important to
diversify some portfolio risks. However, we only think we
should overweight the sector in the short term (6-12
months) when we are predicting a potential recession
hitting the US economy and the weight should reverse to
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its usual weight when the economy stabilizes. The National
Healthcare Expenditure has been and will continue to be a
large percentage of the US GDP, making the healthcare
industry to be profitable in a business point of view. As the
labor market is expanding and the unemployment rate of
3.4%, we can expect more employees will be covered with
private insurance plans; at the same time, with more
Americans growing older to age 65, Medicare coverage is
expected to increase in the next decade as well, giving the
industry some room of expansion. Overall, we have a
positive outlook and expect slow but constant growth for
the managed healthcare sub-industry and recommend an
overweight rating for the next year.

Currently, the top managed healthcare company that the
Henry Fund would recommend buying is UNH as it has the
best financial performance, the most stable revenue
stream as well as the most insured populations under its
plans. Other than selling traditional insurance plans, UNH
also provides technology services through its Optum
brand. Therefore, making them the best-positioned
managed healthcare company. However, if we are looking
for a company that has managed healthcare presence and
is also involved in other healthcare businesses, CVS is a
good investment too. CVS has a significant managed
healthcare business while being the largest pharmacy
benefit manager and retail pharmacy in the U.S., making
CVS to provide a different business exposure than other
managed healthcare companies.

At the same time, CNC is the worst-positioned company as
it does not have the market capitalization advantage as
compared to other peers. Since CNC focused its business
on the government-sponsored program, the latest
announcement of losing the CMS 4-star rating would make
CNC not eligible for the bonus payment starting from fiscal
year 2024 and it would affect the revenue negatively.
Furthermore, almost 60% of CNC revenue was generated
from Medicaid in 2022, and if the U.S. government decided
to reduce spending on Medicaid payments as mentioned
in the report, CNC would see a reduction in membership
enrollment and revenue in the upcoming years.
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DISCLAIMER

Henry Fund reports are created by graduate students in
the Applied Securities Management program at the
University of lowa’s Tippie College of Business. These
reports provide potential employers and other interested
parties an example of the analytical skills, investment
knowledge, and communication abilities of our students.
Henry Fund analysts are not registered investment
advisors, brokers or licensed financial professionals. The
investment opinion contained in this report does not
represent an offer or solicitation to buy or sell any of the
aforementioned securities. Unless otherwise noted, facts
and figures included in this report are from publicly
available sources. This report is not a complete
compilation of data, and its accuracy is not guaranteed.
From time to time, the University of lowa, its faculty, staff,
students, or the Henry Fund may hold an investment
position in the companies mentioned in this report.
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