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Recommendation 

 At $23.5, PETS is undervalued and we recommend a 
BUY. 
 A combination short-term guidance misfires and 
PetSmart’s acquisition of Chewy have caused market-wide panic, 
float short % to skyrocket, and PETS’ market cap to halve over the 
past 9 months.  
 A price correction was deserved but the market has 
overreacted. PETS’ price-implied-expectations (discussed later in 
detail) indicate a contraction in sales growth and margins that defy 
rationality. 
 Our analysis indicates a fair value range of $30 to $34, 
with an expected return of 4.5% to 7.2% CAGR over the next five 
years.  
 A target price of $16 to $18 would upgrade this 
recommendation to STRONG BUY. 

Industry overview 

 PetMed Express controls 45% of the $600m Online Pet 
Medications market. The remaining market share includes 
dominant firms such as Chewy and Allivet, along with several 
smaller players. As of Q1 2019, Amazon sells OTC pet medication 
and does not offer prescription medication.  
 The broader Online Pet Food and Pet Supply market has 
grown at a CAGR of 9.7% over the last five years and is projected 
to grow at 4.7% CAGR till 2023. 
 
Key external drivers: 
1. Number of pets (cats and dogs): 70% of US households have 
pets and this is expected to increase. 
2. Number of broadband connections: More connections 
increases access to e-retailers. 
3. Per capita disposable income - deciding factor in determining 
the quantity and quality of online purchases. Expected to rise. 
Source: IBISWorld Industry Report 

 Industry growth has also occurred due to an increased 
acceptance of pets as full-fledged members of the family. 
Consumers with such a mentality are likely to purchase premium 
products for their pets. 

Industry Structure 

Business overview 

 PetMed Express, Inc. (“Company”) is a leading 
nationwide pet pharmacy. The Company markets prescription and 
non-prescription pet medications, and other health products for 
dogs and cats, direct to the consumer. The Company offers 
consumers an attractive alternative for obtaining pet medications 
in terms of convenience, price, and speed of delivery. 
 The Company markets its products through national 
advertising campaigns, which aim to increase the recognition of 
the “1-800-PetMeds” brand name, and “PetMeds” family of 
trademarks, increase traffic on its website at www.
1800petmeds.com, acquire new customers, and maximize repeat 
purchases. 
 Although the Company offers a broad selection of 
products for dogs and cats, it is overwhelmingly a pet pharmacy. 
Its current product line includes 3,000 SKUs of the most popular 
pet medications, health products, and supplies. The majority of 
sales are attributable to just 100 SKUs, all of which fall under pet 
medication, especially prescription based. 
 Generally, PETS prices are competitive with the prices for 
medications charged by veterinarians and retailers. PETS also 
offers pet supplies including food, beds, crates, stairs, strollers, 
and other popular pet supplies. 
 The Company’s product line neatly divides into two 
categories: 
 Prescription Medications (Rx): Heartworm and flea and 
tick preventatives, arthritis, thyroid, diabetes, pain medications, 
heart/blood pressure, and other specialty medications, as well as 
generic substitutes.  
 Non-Prescription Medications (OTC) and supplies: Flea 
and tick control products, bone and joint care products, vitamins, 
treats, nutritional supplements, hygiene products, and supplies. 
  

Has it created Economic-Value-per-share?* 

 PetMed has created significant value for owners over the 
last ten years. Our model shows that $1 of equity invested in 2009 
would be worth $4.37 today (CAGR of 16%). 
 During this period PETS grew BV/sh from $3.22 to $6.43, 
and generated $235m in NOPAT. It returned $195m to 
shareholders, of which $157m were in the form of dividends and 
$39m as buybacks.  
See Appendix A for details. 
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Price  
$23.51

Fair Value Range 
$30 to $34

Uncertainty 
Medium

Enterprise Value 
$394m

Consider Strong 
Buy 
$18

Economic Moat 
Weak to None

Stewardship Rating 
Standard 

Market Cap 
$487m

PETS reveals no economic moat, but recent 
bad news has produced an opportunity 



’09 - TTM financial performance overview 

• In the last ten years, revenue and EBIT have grown at similar rates 
of 3% and 4% CAGR, respectively. Over the last five years, EBIT 
has grown at an annualized rate of 13%. EBIT margins expanded 
due to improved cost control (12% in 2015 to 18% TTM). Most 
notably, advertising expense has reduced from $25m in 2015 to 
$20m today, as PetMed has discontinued using inefficient 
advertising avenues without negatively impacting sales growth. 

• The cost of acquiring a new customer is defined as total 
advertising costs divided by new customers acquired. This has 
ranged from $36 in 2009, increasing to $48 in 2015, and 
reducing to $36 again in 2018. 

• The number of new customers acquired has reduced over ten 
years. In 2009, PetMed gained 797 new customers. In 2016, this 
number was 489. Over the past four quarters, the company 
gained 521 new customers. 

• PetMed’s customer retention rate has improved over ten years. In 
2009, returning customers accounted for 72% of sales. In 2018, 
this figure was 83%. 

• ROIC dramatically increased from 49% (2009) to 101% (TTM). 
Growing EBIT margin and steady tax rates have been 
contributing factors, especially in the last two years where the tax 
rate has decreased. PETS shows evidence of a lowering Capital 
Intensity, as the Sales/InvestedCapital ratio is often as high as 7. 

• The Company has managed to improve its cash conversion cycle 
from 65 days (2009) to 25 days (TTM). This was as a result of 
delaying payments to creditors, increasing its ‘Days Payable Out’ 
figures. 

• PetMed has always been and continues to be an asset-light, 
cash-rich company. TTM figures are as follows: 

Total assets: $157m 
Current assets: $129m (82% of total assets) 

Cash and equivalents: $93m (60%) 
Inventories: $32m (20%) 

Total long-term assets: $28m (18%) 
All liabilities are current liabilities, which only includes 
payables of $23m. Zero debt. 
Total Equity: $133m 

Does it stand out among competitors? 

The Company’s impressive financial performance over the past 
decade stemmed from three features: Improved operating 
efficiency, Favorable industry growth, and Pharmacy licensing as a 
barrier for new entrants. 

• Improved operating efficiency: The Company’s key 
operating expenses are two-fold: staff costs and marketing 
expense. PETS managers have managed to dramatically 
reduce the SG&A as a percentage of revenue from 22.9% in 
2009, to 15.7% in TTM. This has been the key force behind 
PETS’ growing operating margin and impressively high 
ROIC figures. Costs, however, cannot be lowered indefinitely 
and will eventually reach the minimum SG&A required to 
remain competitive. PETS shows no evidence of pricing 
power, as seen in the weakening Gross Margins over the 
same period (from 39% down to 35%). 

• Favorable industry growth: The broader pet food & supplies 
market as well as specialized online pet products retail has 
grown with zest over the past decade ($4.1bn to $6.6bn). 
First, pet owners increasingly view themselves as ‘pet 
parents’ and assume pets to be part of the family. This 
encourages price insensitivity, leading customers to spend 
freely on providing the best pet care possible. Second, an 
increasing share of pet owners are now millennials, who are 
more comfortable than other age cohorts in shopping 
online and prefer the convenience of receiving pet food & 
supplies at their doorstep.  
From 2013-2018, the online pet products industry grew at 
9.7% per year. By comparison, PETS has grown at an 
annualized rate of 3.7% - indicating a loss in market share to 
competitors - and evidence of an eroding moat. 

• Pharmacy licensing: In the US, dispensing prescription 
medication requires licensing at the state and federal levels. 
PETS is licensed to sell in every state in America. This is not a 
significant barrier as PETS’ major competitors including 
Chewy, Walmart, PetSmart, PetCo & Costco hold similar 
licenses for prescription pet medicine. Medication is the 
only segment in the pet-supplies industry that requires 
licensing. 

• The Company’s combination of high operating efficiency 
and a weak licensing moat is unlikely to protect today’s high 
margins in the long term. New online retailers may be mildly 
hindered by the time lag and paperwork required to obtain 
state and federal pharmacy licenses nationwide. However, 
this ‘barrier’ is powerless against the formidable competitors 
of PETS that already account for a majority of the industry. 

• Since 2014, PETS has improved its Capital Asset Velocity 
(Sales/Invested Capital), which has aided in boosting ROIC.  
This improvement in Capital Velocity is as a result of 
reinvestment in PP&E. Early in 2016, PETS acquired property 
in order to expand its office and warehouse spaces. The 
Company bought the land and buildings using excess cash. 
Importantly, in just one fiscal year, the investment led to a 
large rise in sales growth and the Company now has a cash 
level that exceeds pre-purchase. This has led the invested 
capital to fall and Cap Velocity and ROIC to climb. Although 
PETS lacks a robust moat, it is a prime example of the low 
capital intensity and fast return on investment in the online 
retail business. 

• Company websites and smartphone apps are the points of 
contact with the customer. Comparing websites of PetMed 
Express, PetSmart, Chewy, PetCo, and Amazon reveals some 
interesting differences. The PetMed Express website is 
optimized for pharmacy purchases, with an appealing, easy-
to-use layout, and ample information about pet medicine. It 
reflects legitimacy, high quality, and appears to have the 
most comprehensive offering of pet medications among 
competitors. 

• Chewy and Allivet are the most relevant competitors to 
PETS, as they offer a similarly wide variety of prescription 
medications online. 

• We selected two popular pet medications and compared 
prices on several websites. PETS prices appeared to be ~7% 
higher than Amazon and Chewy. 
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• In an effort to produce some customer ‘stickiness’, PetMed 
Express and Chewy websites now allow customers to ‘auto-
reorder’ fast-moving pet medications that need routine 
replenishing. Customers can avail lower prices when they 
sign up for this service. 

• PetSmart and PetCo differ in that they offer a large number 
of brick-and-mortar stores, providing many of the same 
SKUs found online, as well as in-person services including 
vet care and grooming. 

• About Veterinarians: Vets control a majority of the broader 
offline pet medications industry. Vets have been losing 
revenue as online retailers offer lower prices due to scale 
and fewer overheads. Recently, however, veterianarians have 
partnered with start-up firms that furnish an web-based sales 
channel to vet offices, allowing them to sell online at 
competitive prices.*  
Vetsource and Vets First Choice (VFS) are currently offering 
the necessary tools. These firms streamline the process of 
obtaining prescriptions online and delivering products to 
the customers’ doorstep. Vetsource, for instance, has 
assembled a large roster of vets to avail scale economies 
and a compelling website. This industry development puts 
new pressure on PETS’ ability to remain competitive. 

• About Amazon: Pet segment sales at Amazon grew by 31 
percent in the first half of 2018* and the e-retail giant has 
aggressive growth plans in the near future.  
Amazon does not presently offer prescription medicine yet. 
However, it is possible that Amazon may choose to enter the 
prescription medication segment by seeking to license and 
offering add-on services such as calling a customer’s vet to 
obtain prescriptions. As of Q1 2019, Amazon is not a 
significant competitor to PETS.  
Amazon’s standard website layout did not appear ideal for 
pet medications - as important information seemed scarce, 
difficult to find and harder to read. 

• PETS states in its annual report that “a significant portion of 
sales is attributable to products representing approximately 
100 SKUs, including the most popular flea and tick, and 
heartworm preventative brands.”  
99% of PETS’ sales are as an online pharmacy business. 
Powerful competing pharmacies from Amazon (OTC only), 
Walmart and Costco can pose a significant hindrance to 
PETS from gaining market share over the next decade. 

• The majority of pet medicine sold to the broader pet-care 
industry ($70bn industry sales) is through veterinarians 
selling medicine directly to pet owners during their office 
visits. Medicine sold by vets are generally priced higher and 
savvy customers have begun to take notice as online 
retailers offer up bargains. Many vets resist and discourage 
pet owners to buy from physical and online retailers, 
sometimes going as far as refusing to offer the necessary 
prescriptions. 

Management quality and incentive structure 

• Upon contacting the Company, we learned that PETS’ goal 
has been and intends to continue as a niche leader. Within 
the broader pet supplies and medications market, PETS has 
focused (almost) exclusively on being an Online Pet 
Medications company - with an emphasis on prescription 
medicine. Within this niche market of $600m, PETS has 45% 
market share. Further, PETS observes that profitability is highly 
favorable with medications for an online retailer, given the 
low shipping costs and attractive value-to-weight ratios. 
Heavier supplies such as dog food and cat litter put pressure 
on profitability due to high shipping costs and fierce 
competition. Lastly, PETS has deliberately chosen not to grow 
sales in non-meds SKUs and plans to cautiously chase slow 
growth within its profitable niche. 

• PETS is not a closely held company. Executive officers and 
directors own just 3.7% of the shares outstanding, with a 
majority of this owned by Menderes Akdag, the CEO. 
Principal stockholders own 31.7% of the Company, including 
BlackRock Inc., The Vanguard Group and Renaissance 
Technologies. 

• We are impressed to observe that executive compensation 
approach is tied to financial performance, and not to stock 
price performance. The two executives of the Company (CEO 
& CFO) are awarded a base salary, bonuses, and stock-based 
compensation. The overall philosophy for compensation has a 
strong qualitative element, whereby directors ascertain 
intangible contributions of executives’ such as developing a 
fruitful culture within the firm, strategic contribution and 
leadership. The quantitative side involves benchmarking base 
salary against peer companies, and a financial performance 
evaluation method influenced by improvements in Net 
revenue, Operating profit, Inventory average cost reduction, 
net promoter score and, SG&A cost reduction. The incentive 
structure display robustness for the recent collapse in stock 
price will not have a material impact on executive 
compensation. 

• We were disappointed to read Menderes Akdag’s CEO letter 
from June 2018. Besides stating plain facts related to financial 
performance, dividend payout and industry facts, the CEO 
did not lay out plans for growth and capital allocation for the 
Company going forward. 

Price Implied Expectations (PIE) 

 The idea behind PIE is to start with the current stock 
price and use a DCF model to ‘read’ what the market implies about 
a company's future performance. 
 In the case of PETS, we observed that profitability has a 
much greater impact on valuation than sales growth. We 
considered two scenarios (each with a unique narrative) that may 
reflect the market’s expectations for a five-year time horizon.  
 Scenario 1: $23.5 may imply a severe contraction in EBIT 
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margins (from 18% to 12%), and a large contraction in YOY sales 
growth compared to previous five years (3.7% to 1.3%). Given the 
competitive position of the Company, the emphasis on cost 
control and the projected growth of the industry, we deem this 
scenario highly unlikely. 
 Scenario 2: Alternatively, $23.5 may imply some 
contraction in EBIT margins (18% to 15%) and a severe negative 
sales growth (-5%). While there is a non-zero chance of some 
contraction in margins, we see deteriorating sales figures as highly 
unlikely given the positive expected industry growth along with 
PETS’ significant market share within its niche. 

Valuation 

 With a 5-year time horizon, we project that PETS will stay 
true to its selected niche of being an online medication retailer 
with an emphasis on prescription meds. Today, online sales 
account for 12% of the $5bn pet medications market. In other 
words, PETS’ niche industry is worth $600m. Assuming the 
consensus annualized growth of 4.7% in the broader industry, the 
$5bn industry is expected to grow to just over $6bn in 2024. With 
a conservative estimate that online sales will continue to account 
for 12% of sales in 2024, the online pet medications industry 
would be worth $720m. 

Total Shareholder Return (TSR) 

Base case: 7.2% CAGR, Worst case: 4.5% CAGR. 

Scenario

Expecte
d $ 
sales in 
2024

Implied 
sales 
growth

EBIT 
margin 
in 2024

Narrative

Base case 
2019-2024

$360m 2.5% 17%

PETS controls 45% of 
online pet medication 
market today. We see it as 
l i ke ly that PETS wi l l 
protect this market share 
g i v e n l i c e n s i n g a n d 
administrative hurdles, as 
well as the small size of 
this niche making it an 
uninteresting pursuit for 
large online juggernauts. 
 
If the niche is worth 
$720m in 2024, 45% 
control would imply a 
sales of $324 for PETS, or 
an implied annualized 
sales growth of 2.5%. 
 
We also believe that PETS 
will protect cost and 
pricing so that margins 
will contract only to 17%. 
The above assumptions 
yield an IV/sh of $33.5.

Worse case 
2019-2024

$292 0.4% 16%

T h i s i s a s o b e r i n g 
scenario for PETS where 
market share contracts 
from 45% to 40% by 
2024, absolute revenue 
grows to $292m, or an 
annualized implied sales 
growth of 0.4%. This 
scenario would occur if 
competitors like Chewy 
and Walmart are able to 
win a majority of new 
customers, at the expense 
of PetMed Express. 
 
T h i s s c e n a r i o a l s o 
assumes that margins 
would contract to 16%, 
wherein marketing and 
staff costs rise at a rate 
faster than sales, while 
prices remain unchanged 
given a lack of pricing 
power. 
 
The above assumptions 
yield an IV/sh of $30.

The resulting Intrinsic Value per share range is $30 to 
$33.5. 
 
Note: In the case of PETS, assumptions about reinvestments are 
insignificant. And WACC and tax rate assumptions at 8% and 30% 
respectively. PETS has no debt on its balance sheet.

Scenario

Expecte
d $ 
sales in 
2024

Implied 
sales 
growth

EBIT 
margin 
in 2024

Narrative

Time horizon
Projected  
CAGR return at 
today’s price

Key 
assumptions

Base case 5 years 7.2%

2.5% sales 
growth,  
 
17% EBIT 
margin,  
 
3.5% dividend 
yield,  
 
Reinvestment  
$13m

Worst case 5 years 4.5%

0.4% sales 
growth 
 
16% EBIT 
margin,  
 
3.5% dividend 
yield 
 Reinvestment  
$2m
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Appendix A

`

2009

TTM

BV = 75

ROIC = 49.1%

IC/sh = 1.92

BV = 132.9

 ΣCash Returned = 195.4

ΣNOPAT = 234.7

ΣAcquisitions = 0 ΣFCFE = 237.1

ΣBuybacks
=

38.7

BV/sh = 3.22

BV/sh = 6.43

△BV = 57.9

△BV/sh = 3.21

  0.2 %

  80  %   20  %

Total (in $mm) = ̗BV + ΣCash Returned
Total (in $mm) = 57.9 + 195.4 = 253.3

$Per share = ̗BV/sh + ΣDividend/sh
Per share b= 3.21 + 7.64 = 10.85

Date: 17th February, 2019

All figures in USD millions, except per share

The Berkshire Cow - Measuring Economic-Value Creation

Rev/sh = 9.41
ROIC = 101.5%

IC/sh = 1.92

Rev/sh = 13.84

ΣDividends
=

156.7

ΣGrowth Capex = 22.9 22.9 %

Ticker: PETS

ΣR
e-

In
ve
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m

en
ts

 =
 2

3.
3

Σ̗in Non-Cash WC = 0.4

     0 %

ΣMaint. Capex = ΣD&A = 13.2

ΣChanges in Debt, Net = 0
+
ΣAfter-Tax Debt Service = 0.7

_9
.9

_%
 o

f N
O

PA
T

of NOPAT

$1 in BV per share grows to $ 4.37  in 
Economic-Value per share.

}

WACC = 

Economic-Value Creation

Milk boxes 
represent NPV of 
future cash flows

About the model: The Berkshire Cow attempts to approximate the economic value a business has created (or destroyed) for owners 
over the past 10 years. Change in BV/sh plus the cumulative cash returned to owners frequently makes a good proxy for economic 
value creation. We do not aim for precision - only an indication of the quality of the business.


