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NYSE: PDCO 

Recommendation 

BUY 
Investment Thesis 

 Market leader with a large competitive moat trading at a discount to its 

competitors 

 Low risk business structure given the dynamics of the Dental and Animal 

Health segments  

 Growing demand in Patterson Companies’ (PDCO) two business segments 

(Dental and Animal Health)  

Key Statistics 

Sector: Health Care 

Industry: Health Care Supply-

Chain 

Market Cap: $4.4b 

Dividend Yield: 2.10% 

52 Week High: $53.07 

52 Week Low: $38.51 

Trailing P/E: 20.9x 

Forward P/E: 16.8x 

P/S: 0.88x 

EV/EBITDA: 11.4x 

P/B: 3.2x 

Beta: 0.82 

ROA: 7.8% 

ROE: 15.3% 

Source: Morningstar 

Company Overview Catalysts 

Risks 

Current Price: $44 Implied Return: 38% Intrinsic Value: $62 March 29, 2016 

Price Performance 

 Acquisitions failing to create synergies and value 

 FDA regulation in Animal Health segment  

 Consolidation of manufacturers and customers 

 Synergies from acquisitions  

 Digitization of the dental industry  

 Growing pet ownership and affection  

 Herd expansion 

PDCO distributes dental and veterinary         
supplies. The company serves North American  
dental, U.S. veterinarian, and U.K. veterinarian  
markets.  Patterson’s Animal Health segment is 
divided into two sub-segments, which are     
supply distribution for companion animals and 
distribution for production animals. PDCO     
began as a dental distribution company in 1877 
and expanded its business into Animal Health       
distribution in 2001.   
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Market leader with a large competitive moat trading at a   

discount to its competitors 

PDCO’s vast distribution network requires a high amount of 

capital and economies of scale to operate an efficient network 

across the United States. It has an exclusive distribution   

agreement with Sirona, the market leader in digital dental 

equipment. PDCO has a low customer churn due to its        

comprehensive line of products and services. 

In the U.S dental supply distribution industry, PDCO and Henry 

Schein, Inc. (HSIC) operate in a duopoly market and hold a 68% 

market share. PDCO is currently trading at a cheaper forward 

P/E multiple of 16.8x while HSIC is trading at a forward P/E 

multiple of 24.9x.  

 In the U.S veterinary supply distribution industry, PDCO is the 

leader in North America after its recent acquisition of Animal 

Health International. Patterson’s competitors in this oligopoly 

industry include HSIC and AmerisourceBergen (ABC). PDCO is the only supplier    

allowed by its production animal customers to deliver their products because the 

customers have quality control measures to prevent disease. PDCO’s companion 

animal customers have similar loyalty to Patterson’s dental customers due to 

PDCO’s comprehensive line of products and services. 

Low risk business structure given the dynamics of the Dental and Animal seg-

ments 

The dental industry and animal health industry are very attractive. During a recession, customers will not  

significantly change their spending habits on pets, meat consumption, and dental care. PDCO gives us a safe 

investment during the uncertain times we are in currently, with 80% of revenues coming from within the 

United States. 

Growing demand in its two business segments (Dental and Animal Health)  

 The number of people that own pets is increasing and these pet owners are willing to spend more on their 

pets than before. Also, throughout the world there is a growing demand for high protein diets. This provides 

a strong tailwind for herd expansion, veterinary spending, and PDCO’s Animal Health segment sales.  

Dental practices are investing in productivity enhancing technology because demand for dental services is 

increasing while the number of dentists are decreasing. This will increase the number of patients per practice 

and encourages dental practices to become more productive by investing in more efficient equipment. 

Investment Thesis 
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Growth Catalysts 

Synergies from acquisitions  

Since 2008, PDCO has made seven acquisitions; four that have strengthened its Dental segment and three 
that have strengthened its Animal Health segment. The recent acquisition of Animal Health International in 
mid-2015 was of great importance because PDCO doubled the size of its veterinary business. The acquisition 
of Animal Health International will realize $20 million to $30 million in synergies over a three year period.  

 

Digitization of the dental industry  

The aging U.S population and the consolidation of dental industry are going to encourage dental practices to 
digitize and have a positive impact on demand for the Dental segment.  

 

Growing pet ownership and affection  

Since 2012, the percentage of  U.S. households with pets has increased from 56% to 64%. According to the 
Humane Society, 63% of pet parents consider their pets as family and are willing to spending more on their 
pet’s health than before. These two trends should also have a positive impact for the Animal Health segment 
for PDCO  

 

Herd Expansion 

Overall red meat consumption has continued to rise in the U.S. and rest of the world. Red meat consumption 
represents the largest proportion of meat consumed in the U.S at 58%. Last year, protein consumption      
increased by 3.8%  and this trend will benefit herd expansion and PDCO’s Production Animal segment.  

Company Overview 

PDCO is a healthcare distribution company focused on dental and animal healthcare supply and equipment. 
Founded in 1877, PDCO has a long history of  serving the dental industry. Beginning in the early 2000’s, PDCO 
began expanding through acquisitions to take advantage of fragmented medical rehabilitation and animal 
healthcare supply distribution markets in the U.S.. PDCO refocused its business by recently selling its medical 
rehabilitation supply business. In addition, PDCO recently made one of the largest acquisitions in the animal 
healthcare distribution industry by purchasing Animal Health International and passed HSIC as the leading 
U.S animal healthcare supply distributor. Given PDCO’s history of acquisitions, we do not expect PDCO to  
actively search for potential acquisitions in the near-future, but focus on its existing businesses that are     
well-positioned to capitalize on the growing dental, veterinary, and animal production markets. 

 

Source: PDCO Investor Relations Source: PDCO Investor Relations 
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PDCO’s Dental and Animal Healthcare Segments are divided in three categories: Consumable and Printed 
Products, Equipment and Software, and Value Added Services 

Consumable and Printed Products  

Dental 

Dental supplies consist of powered hand tools, x-ray supplies, impression materials, restorative materials, 
sterilization products, anesthetics, infection control products, disposable products, and dental accessories. 

Printed office products consist of sales allocated to the Dental segment through Patterson Office Supplies. 
These products range from office filing supplies to stamps and envelopes. 

Animal Healthcare 

Animal Health supplies consist of pharmaceuticals, vaccines, parasitoids, diagnostics, nutritional products, 
and consumables supplies. 

Equipment and Software 

Dental 

Dental equipment consists of radiography equipment,   
dental chairs, dental hand piece control units, diagnostic 
equipment, sterilizers, dental lights and compressors. As 
dental practices seek to digitize, they are desiring the CEREC 
family of products manufactured by Sirona and exclusively 
distributed by PDCO in North America. These products  in-
clude CEREC chair-side systems, CAD/CAM technology,    
digital imaging systems (panoramic, 3-D, and cone beam     
x-rays), and intraoral cameras. 

Software consists of proprietary software products EagleSoft and Dolphin as well as third-party developed 
products SIDEXIS by Sirona and Dimax2 by Planmeca. PDCO’s Dental segment develops and markets its     
proprietary technologies internally for practice and clinical management. Products in this category are used 
by dental practices to improve productivity. Hardware consists of the information technology solutions      
required to integrate an entire dental practice. Patient Education services include the CAESY education      
systems line of products used to educate patients in an efficient and cost effective manner. 

Animal Healthcare 

Veterinary equipment includes anesthesia machines, surgical monitors, diagnostic equipment, ultrasound, 
dental power units, cages, lights, digital x-ray systems, and x-ray machines. 

Software consists of Patterson Veterinary proprietary practice management software called INTRAVET,     
proprietary client education software called DIA, and a client communication platform called ePetHealth. 

Value Added Services 

Dentistry/Animal Healthcare 

Value Added Services represent Dental Office Design, Equipment Financing, and Equipment Installation,     
Repair, and Maintenance. 

 

Products 
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Industry 

Companion Animal Industry 

U.S. pet parents spent $35 billion on their pets for veterinary expenditures last year. Two trends that will 
help the U.S. pet health supply distribution industry are increasing pet ownership and higher willingness 
among pet parents to spend more on their pets. 65% of American households care after almost 185 million 
pets, including 164 million dogs and cats. According to our research, the dog and cat population will increase 
by 2.4% annually to 180 million by 2019. The primary drivers behind increasing pet ownership are increasing 
single-person households and the aging population, which are two demographics that seek the                
companionship of pets the most. Pet parents are willing to spend more today since pets are seen as family. 

Production Animal Industry 

PDCO will be distributing more veterinary supplies during our investment horizon because American          
producers will be expanding their cattle herds and swine count to generate attractive returns. The primary 
drivers behind expanding cattle herds and swine count include: 

 Strong domestic demand for red meat and dairy 
products 

 Higher per-capita consumption of meat 
 Historically low livestock feed prices 

Based on our research, 54% of consumers are           
deliberately increasing protein in their diets. Last year, 
U.S. protein consumption growth increased by 3.8% 
while U.S. total food consumption increased by 2.9%. 
As consumers prefer the taste of meat in their diets, 
U.S. per capita meat consumption will increase by 
2.6% to 216.7 pounds by 2019. According to our       
research, the number of U.S. cattle will increase by 
7.1% to 96.2 million by 2019 while the number of 
swine is expected to increase by 3.1% to 69.9 million 
over the same time period.  
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Industry (continued) 

 
Dental Industry 

Dental supply distribution is a $7.2 billion     
market in the United States. Two trends that 
will help the U.S. dental supply distribution  
market grow are increasing U.S. personal dental 
healthcare expenditures and dental practices 
emphasizing the digital aspect of dentistry. 
Based on our research, U.S. personal dental  
expenditures is projected to increase by 4.5% 
annually to $142 billion by 2019. As patients 
spend more money on dental services and 
products, dentists, dental laboratories, and  
other similar parties must purchase additional 
consumables and equipment to replace supplies 
that are out of stock, worn down, and less productive. Technology 
penetration among dental practices is low and more practices are 
understanding that digital dentistry will help them provide a desirable experience to patients while             
improving the efficiency, workflow, and productivity of their practices.  

Risks  

Acquisitions failing to create synergies and value 

PDCO doubled its Animal Health segment after acquiring Animal 
Health International, a leading production animal supply distributor 
in the U.S. for $1.1 billion in June 2015. If the acquisition isn’t 
properly integrated, it could adversely affect PDCO’s shareholder 
value. PDCO has been known to make acquisitions to grow in the 
past that have created shareholder value. In the future, it could  
continue to acquire other smaller distributors to keep up with a 
consolidating industry. PDCO’s CEO said during the firm’s 2016 Q2 
conference call that “we believe from a financial perspective, we have the dry powder to execute on any  
opportunities in front of us. That being said, we've done a lot in the last year and our number one goal is  
successful execution of the M&A strategy that we currently have on our place. But, from an opportunistic 
standpoint, we'll continue to survey how we could improve our business by adding different potential     
companies or products to our portfolio.” They are not actively looking for acquisitions, but they are not     
opposed to further acquisitions if they present themselves. 
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Risks (continued) 

FDA regulation in the animal health segment 
PDCO is subject to regulation by the Federal Food and Drug Administration along with many other          
agencies.  Due to the nature of its business, PDCO is subject to many laws involving regulation of the        
prescriptions and equipment it sells to its customers. The lack of ability to comply with regulations could  
result in a large penalty. PDCO could have a large inventory balance of products if they are labeled as        
unsafe, which could adversely affect its top-line and inventory management. In the Animal Health segment,        
management sees a small percentage of antibiotics being at risk of FDA regulation. However, antibiotics are 
necessary components within the animal production industry because producers must keep their animals 
healthy. If one product gets banned, another would need to be created in its place to make sure animals are 
healthy for consumption. 
 
Consolidation among manufacturers and customers 
Manufacturers that supply PDCO with its products within the Animal Health segment are consolidating,    
implying that manufacturers are gaining more pricing power. PDCO does not see this as a risk because PDCO 
is in an even more consolidated industry, which its suppliers rely mostly on. In addition, there are still an  
adequate number of suppliers where manufacturers will have diluted pricing power during our investment 
horizon. Therefore, if one of PDCO’s suppliers tries to raise the price of their products, PDCO has the option 
to go elsewhere because the products are relatively commoditized.  
 
Animal Health Manufacturer Market Share 

Source: PDCO Analyst & Investor Day Presentation 
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Competition 

FACTOR PDCO HSIC 

Market Cap $4.4b $13.8b 

Revenue $5.4b $10.6b 

Gross Margin 26% 28% 

Operating Mar-

gin 

7% 7% 

Trailing P/E 20.9x 28.3x 

P/S 0.9x 1.3x 

YTD return 1.53% 6.6% 

1 year return -5.5% 19.8% 

HSIC is PDCO’s primary competitor since HSIC company has a presence in both the U.S. dental supplies and 

U.S. animal health supplies distribution industry. Here is a comparison of PDCO and HSCI: 

What attracted us to PDCO is that it does not have much exposure to foreign markets, while HSIC has a   

presence in 33 countries with 36% of their revenue coming from overseas. Unlike PDCO, HSIC has a medical 

distribution segment which accounts for 20% of their revenue. This segment may be negatively affected in 

the near-future by cost pressures emerging  from lower reimbursements rates in the healthcare industry.  

Competitive Moat 

There are three factors that give PDCO a wide economic moat: 

1. Exclusive contract with Sirona 

PDCO has an exclusive agreement to distribute and fully service Sirona products in the United States. Sirona 

is the market leader in digital dental equipment in the world. Sirona products include: CEREC chair-side   

systems, CAD/CAM, imaging systems, treatment centers, instruments, and cabinetry. Having the exclusive 

ability to distribute these products in North America gives PDCO the opportunity to benefit from increasing 

technology penetration in dental practices since Sirona’s line of equipment are the most innovative and  

desirable dental equipment available.  

2. Dense distribution network in the U.S 

PDCO has sales branch locations in 47 states, 10 distribution centers for its Dental segment, and 11           

distribution centers for its Animal Health segment. PDCO’s distribution network is very difficult to replicate 

due to the high capital required to operate at the speed and efficiency it does.  

3. Strong relationship with customers 

PDCO has very loyal customers that tend to be sole-sourced with low churn and concentration. 97% of 

PDCO’s consumable good orders are on time, which are generally before 24 hours and very frequent given 

that dental and veterinary practices hold little inventory on a daily basis. In addition, PDCO’s customers rely 

on the firm for maintenance and customer service for equipment.  

Source: SEC filings and Yahoo! Finance 
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Bear Case: 

In our bear case scenario considering the Dental segment, we assume a greater-than-expected consolidation 
of dental practices putting downward pressure on consumable products due to more buying power.         
Contributing to the consolidation, we also assume that weaker-than-expected economic growth slows the 
investment cycle of dentist practices and reduces dentist visits for routine maintenance, check-ups, and    
aesthetic procedures. Concerning PDCO’s animal healthcare segment, we assume the Companion Animal 
segment does is weaker-than-expected and the Production Animal segment does not grow as expected due 
to herd reduction caused by faster-than-expected slaughter. While all of these scenarios may not               
simultaneously happen, our intrinsic value would reflect a price of $43.96, representing a downside of -2% 
return. Return on Equity declines to 13.51%, 14.16%, and 13.77% for 2017, 2018, 2019, respectively. Sales 
growth is adjusted to 5.4%, 3.8%, and 4.1% in years 2017, 2018, and 2019, respectively. Profit margins are 
adjusted to 4.05%, 4.46%, and 4.54% in years 2017, 2018, and 2019, respectively. 

Bull Case: 

In our bull case scenario considering the Dental segment, we assume that the investment cycle of dentist 
practices is greater-than-expected due to faster adoption of newer technologies such as products made by 
Sirona. Considering PDCO’s Animal Health segment we forecasted better-than-expected cost synergies from 
its recent acquisition of Animal Healthcare international. Better than expected herd expansion from      
worldwide middle class demand of red meat products is considered. Also, faster-than-expected pet          
ownership and growth in family treatment of pets affecting the companion animal sales. Our intrinsic value 
comes to $83.01, representing an upside of 86% return. Return on Equity increases to 18.72%, 20.59%, and 
21.39% for 2017, 2018, 2019., respectively Sales growth is adjusted to 10.16%, 10.78%, 11.02% in years 
2017, 2018, and 2019, respectively. Profit margins are adjusted to 5.31%, 5.80%, and 6.01% in years 2017, 

Scenario Analysis 

Valuation 

Source: Team Estimates 
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Valuation (continued) 

  

According to our analysis, the intrinsic value of PDCO’s share price is $61.53 and our 2019 target price for 

PDCO is $68.62. This implies a compound annualized return of 17.6% after including the dividends we       

forecasted to receive from PDCO. We arrived at our intrinsic valuation by analyzing PDCO’s future free cash 

flows on a risk-adjusted basis and EV/EBITDA multiple. Along with the implied capital gains and dividends 

we’ll receive from investing in PDCO, a reward-risk ratio of 1.39 reflects the low risk dynamics of the markets 

PDCO serves and makes PDCO a very attractive investment. 

The primary drivers behind PDCO’s valuation is increasing earnings per share and decreasing capital            

expenditures. PDCO’s earnings per share will increase due to strong sales growth as it capitalizes on increased 

spending by dental practices seeking to digitize their practices, pet parents seeking to preserve the health of 

their pets, and animal producers seeking to keep their expanding herds healthy. Margin improvement will 

also improve PDCO’s earnings per share as PDCO preserves its pricing power in the fragmented markets it 

serves while realizing cost synergies from its recent acquisition, becoming more efficient after implementing 

its Next Generation enterprise resource planning system, and annually increasing the price on its products 

and services. By 2018, PDCO’s capital expenditures will decrease back to historical levels after it has fully    

implemented its enterprise resource planning system. 

Source: Team Estimates 
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Valuation Based on Fair Value Multiple 

Consolidated and Common Sized Income Statements 

Note 1: 2013 to 2014 sales for Dental and Animal Health  

segments do not add up to 100% of consolidated net sales 

due to past results from PDCO’s divested Medical segment. 

Note 2: 2014 and after sales for Dental and Animal Health 

segments add up to 99% of consolidated net sales due to 1% 

of sales derived from customer financing. 

Source: Team Estimates 
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Consolidated and Common Sized Balance Sheets 

Source: Team Estimates 
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Statement of Cash Flows 

Source: Team Estimates 
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Segment Breakdown  

Source: Team Estimates 
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Source: Team Estimates 


