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CI Faces CMS MA Sanctions; Not Good News but
Unlikely to be Material
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This morning Cigna filed an 8K disclosing that “CMS announced its intent to impose intermediate sanctions
suspending the enrollment of and marketing to new customers of all Cigna Medicare Advantage and Standalone
Prescription Drug Plan Contracts, effective at 11:59 p.m. on January 21, 2016. The suspension does not impact
current Cigna Medicare Advantage and Medicare Part D enrollees' benefits or plans. CMS imposed sanctions
due to deficiencies discovered with Cigna's operations of its Parts C and D appeals and grievances, Part D
formulary and benefit administration, and compliance program. Cigna is working to resolve these matters as
quickly as possible and is cooperating fully with CMS on its review.” While this is obviously unfortunate news
with respect to Cigna’s reputation and operations, we anticipate that Cigna will likely be able to resolve the
issues without a material financial impact on the company in 2016-2017. Perhaps most importantly, we do not
believe the issue will impact the pending acquisition by ANTM.
 MA Open Enrollment Concluded on 12/7/15 – It is fortunate that the suspension occurred after the
conclusion of open enrollment given that the bulk of new enrollment occurs during this period. Existing CI
MA and PDP enrollment will not be impacted. CI’s MA membership climbed ~7% in the open enrollment
period (slightly above our estimates), no additional enrollment during 2016 would be in line with our full year
estimate. Last week, CI announced that PDP membership would decline materially in 2016 (CMS January
data show a decline of over 300k lives), we had not modeled any incremental growth during 2016. Therefore,
the marketing ban during 2016 will not impact our 2016 earnings estimates, nor do we believe it would
materially impact Cigna’s guidance for “upper single digit EPS growth excluding share repurchase in 2016”.
 Impact on 2017? If the marketing ban extends into the 2017 open enrollment season, we’d anticipate modest
impact on 2017 EPS. AET faced a similar ban that extended from April 2010-June 2011, which meant it was
banned from marketing its plans to new customers during the 2011 open enrollment season. AET’s MA
membership declined 10% from 2010-2011. If CI were to experience a similar 10% decline of MA enrollment
for 2017, we estimate a (-3%) EPS impact vs our current 2017 cash EPS of $10.40.

Investment Thesis
We believe there is a high probability that the deal will be approved by the DOJ with modest divestitures in the nationalgroup ASO segment. We believe CI is undervalued on a stand-alone basis, offering a compelling risk/reward opportunity
for investors. We view antitrust risk as moderate but believe the acquisition is likely to close with modest local
divestitures. Management has provided cash EPS accretion guidance of 10% in year-1, ~20% in year-2, including the
assumption of nearly $2b of synergies by year-2. If realized, ANTM estimates 2018 pro forma cash EPS >$17.00/share.
ANTM shares today trade at only 9.1x that estimate, leaving room for material multiple expansion over the next 2 years, in
our view.
Valuation
Our $169 12/31/16 price target on CI is based on the probability-weighted value (80% likelihood) of the takeout agreement
with ANTM (at ANTM’s current share price – CI shareholders will get 0.5152 shares of ANTM per share of CI +$103.40
cash) and our current stand-alone valuation of Cigna of $152. Our price target is predicated on the merger closing by yearend 2016.
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On a stand alone basis, we estimate CI shares would be worth $152/share (on a year-end 2016 basis), based on a 14.6x
forward P/E multiple applied to 2017E earnings. Given the company’s market cap, we utilize the average of current-year
(2015E) and forward year (2016E) S&P500 P/E as a starting point, then adjust for the company's relative growth, earnings
quality, reimbursement risk, FCF ROAIC and balance sheet leverage to derive the target 2017 P/E (our view is that by
12/31/16, the stock will be valued off 2017 earnings). Each of the adjustment factors is calculated to drive a premium or
discount vs. the S&P500 multiple. For example, we assign a higher target P/E to a company expected to grow earnings
faster than the relative index (in this case the S&P500) during 2016-2017.
Risks to Rating and Price Target
The acquisition of CI by ANTM may not close. The acquisition is subject to review by the Department of Justice as well as
various other regulatory bodies and could require significant divestitures or be outright blocked.
Medical cost trends could accelerate unexpectedly. Overall medical cost trends have remained benign relative to historical
trend. Any material uptick in trend could adversely impact operating income.
Commercial pricing trends have generally outpaced commercial cost trends in recent years. Should this trend reverse, the
company could face margin pressure.
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