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INITIATING COVERAGE REPORT



William C. Dunkelberg Owl Fund October 26, 2016 Kenny Ho: Lead Analyst [email protected] Cameron Schwab: Associate Analyst [email protected] Ryan Rist: Associate Analyst [email protected]



Abbott Laboratories Exchange: NYSE



Ticker: ABT



Target Price: $46.27



Healthcare: Equipment



COMPANY OVERVIEW Abbott Laboratories is a global healthcare manufacturer and provider of a broad range of branded generic pharmaceuticals, diagnostics, vascular, and nutrition products. Abbott operates through four main segments: Nutritional Products (38.5% of revenue), Diagnostic Products (25.6%), Established Pharmaceuticals (20.5%), and Vascular Products (15.4%). The Nutritional Products segment includes a broad line of pediatric and nutritional products such as prepared infant formula, pediatric products, and other nutritional products. The Diagnostic Products segment includes clinical testing systems that screen/diagnose cancers, drugs of abuse, infectious diseases, and pathogens. The Established Pharmaceuticals segment includes products that treat pancreatitis, migraines, and gynecological disorders. The Vascular Products segment includes lines of coronary, endovascular, vessel closure, and structural heart devices for the treatment of vascular disease. Abbott’s FY15 geographic breakdown is 40% in the Americas, 28% in Europe, 25% in Asia/Pacific, and 7% in Africa.



Sector Outperform Recommendation: BUY Key Statistics: values in mm except per share Price



$40.19



Return



17.77%



Shares O/S



1.47B



Market Cap



$59.0B



52 Week Low 52 Week High Yield Enterprise Value



$36.34 $46.05 2.50% $64.0B
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Earnings/Revenue Surprise History: INVESTMENT THESIS ABT is currently trading at 5.5% discount to its 3 year forward PE multiple of 19.44x. This discount can be attributed to announcements of the acquisitions for Alere and St. Jude Medical. Also, St. Jude Medical (STJ) announced that the batteries for its implanted heart devices has potential to deplete prematurely. This caused investors to overreact causing the stock to fall 6.2% within the day. Our team is bullish on the STJ acquisition and believe that it will help ABT become the dominant player within the cardiovascular market. Also, we believe that the STJ battery issue is a minor roadblock that STJ will be able to overcome. Going forward, we believe that the STJ acquisition, approval of Absorb, and the FreeStyle Libre Pro approval will drive ABT to its intrinsic value of 19.44x giving the fund a return of 17.77%.



Quarters



EPS



Revenue



Δ Price



4Q15



1.81%



-3.20%



-9.29%



1Q16



4.33%



-0.20%



0.27%



2Q16



3.19%



3.10%



2.03%



3Q16



1.55%



2.90%



-2.82%



Earnings Projections: Fiscal Year



Q1



Q2



Q3



Q4



Total



2015



$0.47



$0.52



$0.54



$0.62



$2.15



2016



$0.41



$0.55



$0.59



$0.65



$2.21



2017e



$0.48



$0.60



$0.65



$0.70



$2.44



2018e



NA



NA



NA



NA



$2.68



All prices current at end of previous trading sessions from date of report. Data is sourced from local exchanges via FactSet, Bloomberg and other vendors. The William C. Dunkelberg Owl fund does and seeks to do business with companies covered in its research reports.



October 26, 2016 SEGMENTS OVERVIEW ABT reports in four operating segments: Nutritional Products, Diagnostic Products, Established Pharmaceuticals, and Vascular Products.



Segment Breakdown 15%



Nutritional Products



Nutritional Products (39%) 39% Diagnostic Products These products include a broad line of pediatric 21% and nutritional products manufactured and sold Established worldwide. They are generally marketed and Pharmaceuticals sold directly to consumers, wholesalers, and Vascular Products retailers. Principal products included within the 26% Nutritional Products segment are: various forms of prepared infant formula; adult and other pediatric nutritional products; including Ensure, Ensure Muscle Health, PediaSure, and Pedialyte; nutritional products used in enteral feeding in healthcare institutions; and Zone Perfect bars and the EAS family of nutritional brands. Diagnostic Products (26%) These products include a broad line of diagnostic systems and tests manufactured and sold worldwide. These products are generally marketed and sold directly to blood banks, hospitals, commercial laboratories, clinics, physician’s offices, government agencies, and plasma protein therapeutic companies from Abbott-owned distribution centers. Principal products included in the Diagnostic Products segment are: immunoassay and clinical chemistry systems, which are used to screen/diagnose cancer, cardiac, drugs of abuse, fertility, infectious diseases such as hepatitis and HIV, and therapeutic drug monitoring; a full line of hematology systems; an instrument that automates the extraction, purification, and preparation of DNA and RNA from patient samples, and detects and measures infectious agents including HIV and HPV; an instrument used to rapidly identify a broad range of infection-causing pathogens, including bacteria, fungi, and viruses in critically ill patients. Established Pharmaceuticals (21%) These products include a broad line of generic pharmaceuticals marketed and sold outside the United States. They are generally sold directly to wholesalers, distributors, government agencies, pharmacies, and Abbott-owned distribution centers. Some products are co-owned, co-promoted with, or licensed from other companies. Principal products in the Established Pharmaceuticals segment are: Gastroenterology products, including Creon, for the treatment of cystic fibrosis and chronic pancreatitis; Duspatal and Dicetel, for the treatment of irritable bowel syndrome or biliary spasm; Heptral, for the treatment of intrahepatic cholestasis (associated with liver disease) or depressive symptoms; Duphalac, for regulation of the physiological rhythm of the colon; and women's health products for the treatment of many different gynecological disorders and a hormone replacement therapy for postmenopausal women. Vascular Products (15%) These products include lines of coronary, endovascular, vessel closure, and structural heart devices for the treatment of vascular disease that are sold worldwide. In the United States, these products are generally marketed and sold directly to hospitals from Abbott-owned distribution centers and public warehouses. Outside the United States, sales are made either directly to customers or through distributors, depending on the market served. The principal products included in the Vascular Products segment are: Xience, drug-eluting coronary stent systems; Absorb, a drug-eluting coronary bioresorbable vascular scaffold; Multi-Link coronary metallic stents; and coronary balloon dilatation products.
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October 26, 2016 INDUSTRY OVERVIEW Cardiovascular Device Market Outlook: The overall cardiovascular device market is expected to grow at a CAGR of 4.4% from $41.9B 2014 to $54.2B in 2020. The coronary stent market is expected to grow from $8.8B from 2015 to $15.1B by 2024 representing a 6.2% CAGR. This market will primarily be driven by the technological advance in preventing coronary heart disease among an aging population and increased prevalence of heart disease due to smoking, obesity, and high blood pressure. According to the Center of Disease Control (CDC), heart disease is the leading cause of death in the world, accounting for about 30% of all deaths. Coronary heart disease, makes up about 2/3 of those deaths, accounting for approximately 20% of all deaths in the world. The cardiac rhythm management (CRM) market, which includes products such as implantable cardioverter defibrillators (ICDs), cardiac resynchronization therapy devices (CRT), pacemakers, etc. is expected to grow to $25.5B by 2020, representing a 4.8% CAGR. Much of this growth can be attributed to the innovation in rhythm management for patients with slow/irregular heartbeats or failing hearts. Conventional CRT-D (defibrillation), or CRT-P (pacemaker) would use biventricular technology that connects two leads, shock delivering wires, one to the right atrium and one conjointly to the right and left ventricle. St. Jude’s received the first the world’s first approved multipoint CRT-D & CRTP, which represents a huge advancement in pacing technology. Through the use of three or more leads, now with one attached to each of the ventricles, creating a greater range of treatment option, improving heart synchronization and increased pumping efficiency. Trials showed that after use of traditional pacing technologies, 75% of patients were free from complication but through multipoint technology, 93.2% of patients were free from complications. It is estimated that over 30% of the CRM market could use these innovative products. $ in Billions



Cardiovascular Device Market



$50 $40



MOAT



Diversified Revenue Stream: Unlike most pharmaceutical companies, Abbott is highly diversified. The company operates in a wide range of segments from pharmaceuticals to medical devices to nutritional products. Abbott is also diversified geographically, with 29% of revenue accounted in the U.S., 30% from developed nations outside the U.S., and 41% in emerging markets. The diversity in segments and geographic location provides a strong moat. RISKS



Mylan Investment Risk: Abbott is Mylan’s largest shareholder, with a 13% stake. Mylan’s EpiPen pricing controversy and resulting share price decline has resulted in Abbott writing down $947 million in the value of its investments. Currently, this is just a loss on paper. But if Mylan’s stock price declines further, or if Abbott needs to sell shares, Abbott’s investment value will continue to decline. International Exposure: Abbott’s business is subject to risk associated doing business internationally. Sales outside the U.S. account for about 70% of revenue, and changing import/export regulations, political and economic instability, tax laws, inflation, and interest rates can be headwinds to the business.
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October 26, 2016 2008 Milk Powder/Baby Formula Scandal and Impact Today: In 2008, one of China’s largest dairy producers, The Sanlu Group, was accused of adding the chemical Melamine to their baby formula milk products. A few other dairy farms were accused in one of the world’s largest food safety scandals, where over 300,000 babies in China became sick and suffered kidney stones and kidney disease, leading to the death of 6. This damaged the reputation of Chinese dairy producers and also Chinese food exports. After 2009, more than 100 foreign brands flooded into the Chinese market to win consumer confidence. The rise in foreign imports for food and baby formula has led to over half of the baby formula market being dominated by foreign brands, some cities account 80% to imports. In the Spring of 2016, the scare reimbursed itself, where over 17,000 cans of fake Abbott’s Similac and Beingmate had been traced to a syndicate milk powder producer. The problems that these companies currently face are problems to their brand recognition, rearrangement of distribution lines, and shift to e-commerce channels that are up to regulation with the CFDA. China reacted by imposing law that will come into effect in 2018, that will require official approval of foreign infant milk formula brands before they are imported as well as increased tariffs on imports. Though tariffs have increased, consumers have the upmost confidence in U.S., the infant formula market today is estimated to be about $2.7B in China, growing at a CAGR of 8% into 2020, where about 22% of sales come from imports, an increase from 2% in 2010. Consolidation in the HealthCare Industry: The Healthcare industry has undertaken the largest amount of M&A activity from 2012-2015, growing at a 50% 3 year CAGR compared to the rest of the industry, which grew at a 24% CAGR. In 2015, deals reached $546B, a 26% increase from 2014. This can be directly correlated to an increase in financial and competitive pressure and new markets for health care and companies. Though, inorganic growth is not a sustainable solution, organic growth is slow and M&A is assisting in achieving growth opportunities. Economic conditions have been tepid in recent years, and companies are taking advantage of inexpensive debt and expanding into high-growth markets, achieving greater economies of scale, and diversifying their portfolios to expand into lucrative markets. End market consumers in the healthcare sector, such as institutions and hospitals, have been cutting R&D costs, directly impacting the Life Sciences and Medical Device industries. Much of these reductions have occurred due to healthcare reform from the ACA and pricing pressures. Much of what is shifting the demand in the healthcare sector is the scrutiny behind the value of an instrument, drug, or device and the cost associated with that device. This has not only pressured prices, but also the functionality of devices in product portfolios. The industry is seeking out companies who can achieve multiple treatment options or supply multiple treatment options/devices in their portfolio to justify the means. As mentioned above, inorganic growth is not a sustainable practice but it is a strategic growth driver that will position these companies for more sustainable and organic growth. Consolidation is an expectation and is what is driving innovation to create flexibility around pressured margins.
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October 26, 2016 CATALYSTS Acquisition of St. Jude Medical On April 28, 2016 ABT announced its acquisition of St. Jude Medical (STJ) for approximately $25B, representing a 37% premium. ABT plans to use cash and stock to finance this deal. St. Jude Medical shareholders will receive $46.75 in cash and .08708 shares of ABT stock for each STJ stock. This strategic acquisition will allow ABT to gain a strong position within the cardiovascular market by making ABT the 2nd largest player ($8.7B) within the cardiovascular market, behind Medtronic. St Jude Medical’s cardiovascular products will be complementary to ABT’s product and will allow ABT to compete in nearly every area of the cardiovascular market such as cardiac rhythm management, surgical heart valves, remote heart failure monitoring, etc. Heart disease remain the leading cause of death for both men and women in the US. Around 614,000 Americans die of heart disease every year, according to the US Department of Health and Human Services. Due to the increasing number of people suffering from cardiovascular disease, the global cardiovascular device market is expected to grow at a CAGR of 4.4% from $41.9B in 2014 to $54.2B in 2020. The combined cardiovascular portfolio of ABT will allows it to be the number one player in the coronary stents market and number two player in cardiac rhythm management, to treat cardiovascular diseases globally. The combined portfolio of ABT and St. Jude Medical is $8.7B and is exposed to a $30B market out of the $42B. The acquisition ideally positions ABT to benefit from the increased cardiovascular market. Coronary stents, which is a segment within the ABT’s cardiovascular medical devices, are tube-shaped devices placed in the coronary arteries that supply blood to the heart. It helps keep the arteries open in the treatment of coronary heart disease and help reduces the chances of heart attacks. Currently the size of the coronary stent market is approximately $8.8B in 2015 but is projected to grow to $15.1B in 2024, representing a CAGR of 6.2%. Our team expects to see ABT continuing to be the market leader in coronary stents due to its recent FDA approval of Absorb, July 5th, which is the only fully dissolving vascular stent. Traditionally, stents created of tinywired metal that props open an artery and are left there permanently. These metal stents are permanent implants that restrict vessel motion for the rest of the person’s life. Absorb, on the other hand, is made up of a naturally dissolving material that disappears in approximately three years. Without the metal, the treated artery can pulse and flex naturally as demands on the heart change with everyday activities. It can also reduce the potential of future blockages that occur with permanent metallic stents, and allows easier access to other treatment options should they prove necessary in the patient's future. Although there is potential for market cannibalization between ABT’s previous products, our team feels that this is a necessity in order for ABT to continue to be the dominant leader in the market, similar to the IPhone cannibalization of the IPod. Another market that ABT will gain exposure to is the cardiac rhythm management (CRM), CRM products include pacemakers, implantable cardioverter defibrillators (ICDs), cardiac resynchronization therapy (CRT) devices, and other devices. These products are devices that treat and manage arrhythmia, or irregular heartbeats. These irregular heartbeats usually occur when the electrical signals to the heart that coordinate heartbeats are not working properly. Cardiac rhythm management devices are projected to grow at a 4.8% CAGR from $20.2B in 2015 to $25.5B in 2020. This acquisition will also provide ABT with revenue cost synergies of approximately $500M by 2020. The revenue synergies will come from ABT being able to increase it scale and gain pricing power. The cost synergies will come from the optimization of the supply chain and distribution infrastructure The acquisition will be accretive to earnings by 21 cents in 2017 and 29 cents in 2018, which represents 10-13% of EPS in 2015. The transaction is expected to close in the Q4 of the year. St Jude will owe ABT $685M in termination fee if the deal isn’t completed. We believe that the synergies and the market position that STJ will provide for ABT will help drive ABT to its intrinsic value.
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October 26, 2016 Approval of FreeStyle Libre Pro System On September 28, 2016 the FDA approved ABT’s FreeStyle Libre Pro system. The FreeStyle Libre Pro system is a revolutionary continuous glucose monitoring system for healthcare professionals to use with their patients with diabetes. The product works as a replacement for the blood glucose meters, while giving patients many of the benefits of continuous glucose monitoring (CGM), real-time glucose values, and trend information and comprehensive reports. Diabetes currently affect approximately 386M people worldwide and is expected to increase to 592M by 2035. This growth can be attributed to the rising obesity rate, dietary changes, and the aging population. Generally, people of older age are more susceptible to diabetes than younger people. On June 13, 2016 ABT announced favorable results of the FreeStyle system clinical trial. Patients who use the Freestyle Libre Pro spent approximately 38% less time in hypoglycemia, compared to people who manage their glucose with traditional self-monitoring blood glucose (SMBG) systems. Hypoglycemia occurs when the level of glucose in your blood drops below normal. Hypoglycemia can be deadly because it prohibits the patient from attaining optimum glucose control and can lead to heart problems and death. These SMBG systems traditionally involves pricking the finger to draw a drop of blood that is added to a test strips and inserted into a glucose meter. It is recommended that SMBG patients with type 1 and type 2 diabetes self-test 4-6 times per day but in reality these patients only test an average of 3 times per day. Much of this stems from the pain and hassle of routine finger sticks. But when people with diabetes don’t monitor their glucose levels regularly, additional complications including hypoglycemia can occur without the knowledge of the patient. The trial notes that patients who use the FreeStyle Libre Pro system on average checks 15 times per day. In addition to this, the study has found serious hypoglycemia was reduced by 50%. Because of this, physicians are viewing the FreeStyle Libre Pro system as more favorable than the traditional method. The product provides patients with a simplified and clear overview of the glucose level and help healthcare professionals make better, customized treatment decisions for their patients. Going forward, there would be strong adoption of this method over the traditional method due to 3 main reasons. First it is more convenient for the doctor and the patient because there is no requirement for finger stick calibrations. Once the scanner is put on the patient, the patient will have no requirement to interact with the system. Second, the systems provide simple and reliable glucose data and trends that are easily accessible. Lastly, the system help reduces equipment costs, maintenance, and time. The system costs significantly less than other professional CGM products on the market. The doctor’s office only need to purchase one FreeStyle Libre Pro reader for multiple patients without having to spend on extra recorders, receivers and transmitters. Time is saved because the doctor will not have to devote time to routine disinfect or recharge the patient use components. Also, the positive data received from the trial give us a bullish outlook of the FreeStyle Libre Pro system. The global diabetes care devices market is expected to grow from $19.1B 2015 to $24.6B in 2020, representing a CAGR of 5.2%. Of this growth, glucose monitoring devices will be the largest category in the market representing approximately $11.2B and is expected to grow at a CAGR of 6.02% to $14.2B in 2019.
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October 26, 2016 POSITIVES Divestiture of Medical Optics Business ABT plans to sell its medical optics business, 5% of sales, to Johnson & Johnson for approximately $4.3B. ABT acquired this business for $2.8B in 2009 and paid an additional $280M and $260M in 2009 and 2013 to help expand this business. This represents a total cost of $3.34B, ABT gains a profit of approximately $960M. The medical optics business consists of products in areas of cataract surgery, laser vision correction (LASIK) and corneal care products such as contact solutions, eye drops, etc. This divestiture will allow ABT to streamline its operations and focus on its core markets as well as help ABT obtain cash for its St. Jude Medical acquisition. Our team feels that this divestiture will be more beneficial for the company. Since 2010, sales growth has been lackluster. The medical optic business is also a lower margin business and with this divestiture, margins are expected to expand approximately 50bps. With this divestiture, ABT will be able to improve sales growth and expand margins. The net impact of the transaction is not expected to influence ABT’s ongoing-targeted EPS for 2017 and will be offset through M&A or buybacks. The transaction is expected to close in the first quarter of 2017. Exposure into Emerging Markets ABT is one of the leading nutrition and medical devices companies globally. While medical devices in the US is the world’s largest and most profitable segment, with the growing middle class in emerging markets such as China, India, Latin America, and the Middle East, our team sees this as a great revenue driver for the company going forward. Currently China and India are among the fastest growing markets for medical devices. The medical devices market in China is expected to grow from $27.7B in 2014 to $50.8B in 2020, representing a CAGR of 10.6%. The increasing size of the medical device market in China can be attributed to the healthcare reforms initiated by the Chinese government and China’s plan to spend 5.5% of GDP in healthcare expenditure through 2020. Another tailwind in China that we see is the increase in Chinese food regulations. Due to the over 300,000 deaths attributed to food counterfeits in 2008 by Chinese food distributors there has been increased regulations in China. Our team views this as a positive because approximately 17,000 cans of fake ABT products were distributed in China. This has negatively affected domestic Chinese sales of nutrition products as consumer fear for health concerns. Consumers are increasingly having a preference for ecommerce products. This will likely reduce counterfeit ABT nutrition products in China and allow ABT to actually sell its real products. Going forward, increased regulations will help reduce competition in China and allow current market leaders such as Mead Johnson and ABT to gain scale. Currently, ABT has an 8.8% exposure to China. Another top growing region is India. The country’s medical device market in 2014 was 3.7B and is expected to grow to $8.6B by 2020, representing a 15.1% CAGR. This growth is attributed to the rising disposable income and increasing medical expectation. India’s middle class is expected grow its population from 50M in 2013 to 200M in 2020. This is an attractive market for ABT, given its 5.2% exposure to India. With these industry tailwinds, we believe that ABT will be able to utilize its current infrastructure and relationships in China to capitalize on this opportunity.
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October 26, 2016 FINANCIALS Revenue For Q316, revenue grew 2.9% YoY to $5.3B, beating estimates by $10mm. Revenue for FY15 was $20.4B, and is expected to grow 2.6% to $20.9B for FY16. Revenue has been driven by steady growth in the Diagnostic market, innovative products between Diagnostics and Medical Devices, and sustained double-digit growth in emerging markets.



$ in Millions $23,000



Revenue Growth



$22,000 $21,000 $20,000 $19,000 $18,000



Nutritional (39%):



2013



2014



2015



2016 Est.



2017 Est.



2018 Est.



Nutritional sales declined by 1% in Q316, which were driven down by the company’s exposure to the scandal of counterfeited baby formula products in China. ABT and Beingmate have been the largest firms impacted due to specific cases of counterfeited products killing babies. E-commerce imports has grown nearly 25% YoY in China to seek foreign, perceived safer, products. Due to new Chinese laws, recent shifts in supply chain to e-commerce have occurred. As a result, ABT has realized an oversupply of products. These market conditions are only subject to effect ABT in the short-run, yet ABT has a well-equipped product portfolio and a strong supply network to counter these headwinds. ABT is experiencing above market growth in Southeast Asia and Latin America. Nutrition sales figures have similar forecasts for Q416, of around 7-8%% growth and expected 10% growth come 2017. The market has primarily reacted negatively to the anticipated food safety laws in China, which will not be implemented until January 2018.



Diagnostics (26%): The diagnostic segment in Q3 had sales growth of 5.5%, driven primarily by core laboratory and point-of-care diagnostics. There is a very positive outlook in this segment going forward due to the recent innovative suit, Alinity, which will provide new solutions for point of care, immunoassay testing, clinical chemistry, and blood screening over the next few months. The focus going forward in this segment is delivering next generation instruments like the Alinity profile, expanding further into emerging markets, and improving operating margins.



Vascular (15%): Xience drug-eluting stent franchise is the market leading brand, and holds the only products in the U.S. market to treat chronic total occlusions, with is XIENCE Alpine product, which is a part of the interventional cardiology and peripheral vascular devices market which is set to grow on a 7.4% CAGR to reach $26.72B by 2019. The cardiovascular business grew in the high single digits, led by double-digit growth of MitraClip, which is used for the treatment of mitral regurgitation, backflow of blood caused by the failure of the heart’s mitral valve to close tightly. MitraClip has received additional approval in the US for severe mitral regurgitation and has generated $250mm in revenue as of 2015. ABT also experienced high single digit growth in endovascular products, driven by growth of the Supera which is a unique stent for the treatment of blockages in the leg. ABT also received FDA approval for Absorb, the only fully dissolving vascular stent, which complement the drug-eluting stent portfolio in the endovascular segment. Lastly, in ABT’s diabetic business, sales grew 20% YoY in Q3 2016 and are forecasted double-digit growth for Q4 as well. Much of the sales have been driven by the recent approval of FreeStyle Libre, a prick free solution to monitoring Type 2 diabetics.
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October 26, 2016 Established Pharmaceuticals (21%): ABT’s EPD business operates entirely in emerging markets which is driving this segments steady growth. Sales growth from operations increased 14.9% in 2014 and 16.1% for FY15, now valued at $3.7B or 21% of ABT’s core business. More recent growth is still driven by the rise of the middle class in India, China, and Latin America, who are spending more on higher quality brands. Q316 sales increased in the double-digits, bringing 9% YoY increase in these emerging markets. ABT plans to continue R&D investment and strategic positioning, like the acquisition ABT made of CFR back in 2014, which doubled its generic pharmaceutical business in Latin America. Margins In Q316 ABT reported a gross margin of 57.3%, an increase of 30 bps. Estimates for the year fall 70.0% around 57%. Gross margin has been increasing 60.0% at a healthy single-digit rate, growing 9.5% from 50.0% 40.0% 2014 to 2015 and now increasing 5% for FY Gross Margin 30.0% 2016e from 54.2% in 2015. This is due to higher Operating Margin 20.0% margins across the Nutritional, Diagnostic, and 10.0% Net Income Margin Vascular Products segments. EBIT margins are 0.0% expected to be 24.8% for FY 2016, and increase to 3.5% to 25.7% in FY 2017. Growth is due to increased efficiencies in manufacturing and supply chain functions. Margins are expected to shrink from Q3 2016 results of 25% to 24.8% due to the increased strength in the US dollar. Net Margins are expected to be 15.6% for FY 2016e and grow 4.9% to 16.4% for FY 2017. ABT looks stable in increasing its margins in the future due to changes distribution lines in the nutrition segment and increasing efficiencies through online sales in China.



Margins



Earnings ABT has proven to be efficient in earnings releases in the past 8 quarters, beating 8 of 8 and surprising by an average of 3.67%. Management has raised guidance for the year, and narrowed the range to $2.19-2.21, a 25% decrease from $2.94 in 2015. This decrease in YoY earnings is primarily attributed to an adjustment of $0.66 in losses from the company’s equity position in Mylan. Guidance for Q416 is around $0.64-$0.66 representing YoY growth of about 11%, also up 11.9% from analyst estimates of $0.58-$0.59. Analysts forecast earnings to reach $2.44 FY2017, a 9% YoY increase. Guidance suggests higher YoY growth due to new product launches, the growing strengths of the medical device business, and the promising close of St Jude’s medical. The company received the brunt of headwinds from China in Q316, and because the company is not over indexed in this area, earnings guidance remains strong. Cash Flows & CapEx: FCF is expected to grow 20.2% from $1,856 in 2015 to $2,231 by FY 2016, and grow a substantial 62.6% to $3,627.5 by FY2017. Analysts have been concerned with ABT’s ability to generate cash flow from operations in the past, but ABT is improving operating and net margins to a point that we feel confident in their position to generate cash for investments in the future. Capital expenditures have increased slightly from $1.07B to $1.11B, yet ABT plans to continue its investment in emerging markets to capture the high growth opportunities found within its segments. ABT has been developing its global infrastructure in 2016, opening three new facilities in China, India and the US to meet demand of products.



The William C Dunkelberg Owl Fund



Page 9



October 26, 2016 Shareholder Returns Since 2004, ABT has returned $35B in cash to its shareholders through dividends and share repurchases. ABT paid out dividends of $0.26 for Q3 2016 and is expected to deliver the same amount for Q4 2016, totaling $1.04 per share for the year. ABT has steadily been increasing dividends since FY 2013, growing from $0.56 per share to an estimated $1.04 per share for FY 2016 at a 16.74% CAGR. Estimates for FY 2017 are $1.14, representing 9.6% growth YoY. In September 2014, ABT established a share buyback program to spend $3.512B. In 2015 ABT repurchased 47.5mm shares at a cost of $2.2B, accreting $0.03 to earnings. With $1.31B in cash to use for share buybacks, there has been no discussion of deploying that cash in 2016. At ABT’s current price, and 2017 net income estimates, ABT could accrete $0.72 to earnings in 2017. R&D: For Q3 2016, R&D was 6.2% of sales and is expected to be 6.5% of sales for FY 2016. This is a decrease of 5.7% from FY 2015, yet the company has continued its investment across every business segment. R&D is paying off through two major approvals. The first was Absorb, the first absorbable stent approved in the US, a product that comes with a greater value and premium to other products. Second was the approval of MitraClip, used for patients with severe mitral regurgitation, which has already driven in $250mm in revenue in 2015 with for its current usage. ABT has invests a substantial portion in diagnostic systems, 34% of R&D, which are beginning to launch under the Alinity product line. The company expects to launch multiple new systems in the next few months in fields of immunoassay, clinical chemistry, hematology, blood screening, point of care and molecular diagnostics. This is rare to launch an array of new systems across every category of business, yet ABT has achieved this through efficient use of capital in R&D. Rebates: ABT provides rebates to state agencies that monitor the Special Supplemental Nutrition Program (a program that brings healthier foods to low-income families at a cheaper price), which affects approximately 42% of the company’s Nutritional Products and Diabetes Care segments. Rebate amounts are based primarily on the volume that is purchased. Rebates are calculated by which products are sold subject to rebate, the customer and government price terms, and lag time between sale and payment of rebate (where settlement usually takes 1-6 months.) Percentage of sales that rebates have been for 2013, 2014, 2015 have been 19.1%, 20.1%, 21.6%, or $1.9B, $2.1B, $2.2B, and are currently not set to increase.



Divestures: ABT is expected to sell its medical optics business for $3.34B to Johnson & Johnson for a $960mm profit, after deduction investments made, in Q1 2017. Because this segment operates on extremely low margins, this divesture is expected to add 50 bps to ABT’s operating margins. On February 27th, 2015, Abbott sold its developed markets generics pharmaceuticals business to Mylan in exchange for an equity stake in the company. Abbott received 110mm shares of Mylan N.V. at an estimated worth of $5.77B, representing a 22% stake in Mylan N.V. ABT’s netafter tax gains were $1.6B from the deal. Abbott has recently sold 31.8% of those shares, and currently owns approximately 15% of Mylan N.V. On February 10th, 2015 ABT sold its animal health business to Zoetis Inc. for $255mm. On January 2, 2013 Abbott Laboratories and AbbVie separated businesses. ABT divested so the company could focus on its core Nutrition, Diagnostic, and Medical Devices businesses and for AbbVie could focus on its biotechnology portfolio. Favorable adjustment in tax expenses have been $193mm, $166mm, and $4mm for 2013,2014, and 2015 respectively. Debt Short term and long-term debt totaled 9.0B for FY 2015. The company has a stable debt to equity ratio of 42.21. From the purchase of St. Judes Medical, the company’s Debt/EBITDA is expected to rise to 4.5x, but will decrease to 3.5x from share buybacks. Standard & Poor’s gives ABT as credit rating of A+.
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October 26, 2016 VALUATION ABT is currently trading at a 5.5% discount to its 3 year forward PE multiple of 19.44x. On August 8, 2015, Morgan Stanley downgraded the company to equal weight from overweight due to concerns of FX headwinds. On December 28, 2015, ABT announced its acquisition of Alere at a 50.5% premium. This acquisition was delayed due to Alere’s delay in reporting its 2015 financial reports and news of Alere’s possible fraudulent activities in India. Our sector does not expect to see the Alere acquisition given ABT’s long delay to close the acquisition and ABT’s concerns over the business. On April 27, 2016, ABT announced its acquisition of St. Jude Medical for a 37% premium. Investors reacted negatively due to the high premium that was paid. Our sector sees the acquisition as critical in order for ABT to gain scale and being able to gain pricing power. This acquisition will also help ABT become dominant within the growing cardiovascular market. On October 14, 2016, St. Jude Medical announced that batteries for its implanted heart devices had a potential to deplete prematurely. This caused investors to overreact, causing the stock to fall 6.2% within the day. It is important to note that battery default is expected to incur in less than 1% of the products. Our team views this as a minor roadblock and STJ will be able to overcome this given the minor default rate on its product line. Going forward, we believe that the STJ acquisition and the recent FDA approval of Absorb and FreeStyle Libre Pro will drive ABT to its intrinsic value of 19.44x. Our sector believes that ABT’s approval of Absorb and its FreeStyle Libre Pro systems are innovative and revolutionary products that will gain traction as doctors gain awareness of the products.
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October 26, 2016 PEER GROUP ANALYSIS Nutrition:



Herbalife (HLF): Herbalife is an American multinational corporation that develops, markets, and sells nutritional supplements, weight management, sports nutrition and personal-care products. Herbalife's products include protein shakes; protein snacks; nutrition, energy and fitness supplements; and personal care products.



Mead Johnson (MJN):



Mead Johnson is a pediatric nutrition company, and is a major manufacturer of infant formula both domestically and globally with its flagship product Enfamil. Diagnostics:



Johnson & Johnson (JNJ): Johnson & Johnson is engaged in the research and development, manufacture and sale of a range of products in the healthcare field. The Company's segments include Consumer, Pharmaceutical and Medical Devices. Establish Pharmaceuticals:



Teva Pharmaceutical Industries (TEVA): Teva Pharmaceutical Industries is the largest generic drug manufacturer in the world. The company operates through two segments: Generic medicines and Specialty medicines. Products include generics for Ibuprofen, Adderall, and Oxycodone.



Allergan (AGN):



Allergan is a specialty pharmaceutical company whose products include medical aesthetics, biosimilar, and over-the-counter pharmaceuticals. Its segments are US Brands, US Medical Aesthetics, and International Brands. Vascular:



Medtronic (MDT): Medtronic is a medical technology and services company. It operates in four segments: Cardiac and Vascular Group, Minimally Invasive Technologies Group, Restorative Therapies Group and Diabetes Group.



Boston Scientific (BSX):



Boston Scientific is a developer and manufacturer of medical devices used a range of interventional medical specialties. The Company offers its products by seven core businesses: Interventional Cardiology, Peripheral Interventions, Cardiac Rhythm Management, Electrophysiology, Endoscopy, Urology and Pelvic Health, and Neuromodulator.



Edwards Lifesciences (EW):



Edwards Lifesciences Corporation is focused on technologies that treat structural heart disease and critically ill patients. The Company manufactures heart valve systems and repair products used to replace or repair a patient's diseased or defective heart valve.
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October 26, 2016 $ mm except per share; data from Bloomberg Professional Market Valuation LTM Financials



Johnson & Johnson



Equity Value



Enterprise Value



Revenue



YoY Growth



Rerun on Investment



EBIT



EBIT Margin



Net Profit Income Margin



ROE



ROA



ROIC



Leverage Ratio Leverage Debt to Interest Ratio Equity Coverage



332,050



315,709



71,595



1.5%



19,173



26.8%



15,776



22.0%



20.7%



10.9%



15.7%



1.2x



27.9%



28.5x



Edwards Lifesciences 21,213



20,755



2,867



17.5%



686



25.0%



552



19.2%



22.2%



13.8%



18.1%



0.8x



24.0%



37.0x



Boston Scientific



31,753



36,742



7,956



8.3%



(611)



(7.7%)



(345)



(4.3%)



-5.4%



(2.0%)



(1.4%)



27.7x



89.8%



-1.2x



Medtronic



121,099



140,428



28,725



23.5%



5,328



18.5%



3,648



12.7%



7.0%



3.6%



5.0%



3.9x



60.0%



4.2x



Median



76,426



88,585



18,341



12.9%



3,007



21.8%



2,100



16.0%



14%



7.3%



10.3%



2.6x



44.0%



16.3x



Average



126,529



128,408



27,786



12.7%



6,144



15.7%



4,908



12.4%



11%



6.6%



9.3%



8.4x



50.4%



17.1x



62,166



62,380



20,708



0.7%



3,052



14.7%



1,369



6.6%



10.4%



5.4%



7.5%



2.1x



42.2%



17.3x



Current Price



Consensus Price Target



Yield



EV/ Sales



EV/ EBITDA



NTM EV/ EBITDA



P/E



5 YR Av P/E



NTM P/E



PEG



Wacc



Cost of Debt



Cost of Equity



Beta



Abbott Labs



Price



Johnson & Johnson



EV Multiples



Price Multiple



Cost Of Capital



$113.96



$126.95



2.8%



4.1x



14.2x



11.8x



18.4x



15.7x



16.5x



-



7.3%



1.5%



7.8%



0.80



Edwards Lifesciences $113.68



$123.42



-



8.3x



27.6x



24.1x



40.9x



33.3x



34.8x



-



7.7%



2.0%



7.9%



0.81



Boston Scientific



$22.44



$27.62



-



4.5x



187.5x



15.0x



31.5x



21.8x



19.4x



-



7.3%



2.5%



8.1%



0.84



Medtronic



$82.47



$94.74



2.1%



4.6x



17.2x



13.1x



24.4x



17.3x



17.3x



-



7.4%



1.8%



8.9%



0.94



Median



2.4%



4.6x



22.4x



14.1x



28.0x



19.6x



18.3x



-



7.4%



1.9%



8.0%



0.82



Average



2.4%



5.4x



61.6x



16.0x



28.8x



22.0x



22.0x



-



7.4%



2.0%



8.2%



0.85



2.6%



3.1x



14.5x



11.0x



28.4x



32.0x



16.9x



-



8.3%



1.3%



9.3%



1.00



Abbott Labs



$40.19



$47.50



WACC Calculations The WACC of 7.61% was calculated by first taking the equity and debt weights for the last period. The equity value was calculated at $85.8B with a total capital weighting of 91.2%. Net debt value was calculated to be ($252M), implying total capital weight of 8.8%. Cost of equity was calculated to be 8.07% by using the market risk premium of 6.03%, a risk free rate of 1.56%, and a beta of 1.08. After tax cost of debt was found to be 2.9% by tax affecting the pretax cost of debt of 3.5% with an effective tax rate of 18.1%. By adding together, the product of the debt weighting and the cost of debt, and the product of the equity weighting and the cost of equity, we derived a WACC of 7.61%.
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October 26, 2016 MANAGEMENT Chairman and CEO – Miles White Miles White is Chairman and Chief Executive Officer of Abbott Laboratories. He joined Abbott in 1984, became Chairman and CEO in 1999. In addition to being Chairman of the Abbott Board of Directors, Mr. White currently serves on the boards of Caterpillar Inc., and McDonald’s Corporation. He earned both a bachelor's degree in mechanical engineering and a master's degree in business administration from Stanford University. A filing with the SEC shows Mr. White purchased 1,281,500 shares of Abbott's common stock in July 2016. Executive Vice President, Finance and Administration– Thomas Freyman Thomas Freyman is Executive Vice President, Finance and Administration. He was appointed to his current role in June 2015. Prior to assuming his current role, he served as Executive Vice President, Finance and Chief Financial Officer. Mr. Freyman joined Abbott in 1979, and has served in a number of financial planning and analysis positions. He also served as Division Controller, Corporate Materials Management, Vice President and Treasurer, and Vice President and Controller, Hospital Products Division.
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October 26, 2016 APPENDIX ABT and STJ Market Positions



Forecasted Income Statement
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October 26, 2016 Forecasted Balance Sheet



1 Year Price Chart
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October 26, 2016 YTD Performance vs XLV



Debt Distribution
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October 26, 2016 DISCLAIMER This report is prepared strictly for educational purposes and should not be used as an actual investment guide. The forward looking statements contained within are simply the author’s opinions. The writer does not own any ABT stock. TUIA STATEMENT Established in honor of Professor William C. Dunkelberg, former Dean of the Fox School of Business, for his tireless dedication to educating students in “real-world” principles of economics and business, the William C. Dunkelberg (WCD) Owl Fund will ensure that future generations of students have exposure to a challenging, practical learning experience. Managed by Fox School of Business graduate and undergraduate students with oversight from its Board of Directors, the WCD Owl Fund’s goals are threefold:   



Provide students with hands-on investment management experience Enable students to work in a team-based setting in consultation with investment professionals. Connect student participants with nationally recognized money managers and financial institutions



Earnings from the fund will be reinvested net of fund expenses, which are primarily trading and auditing costs and partial scholarships for student participants.
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