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SELL: “The Death of a eam”

HEALTHCARE:
Biotechnology and Drugs

Financial Highlights

S&P AMGN
Purchase Price $59.66
Current Price $58.86
Exchange NASDAQ
Beta 0.75
Market Cap $79.0B
Shares Outstanding 1.25B
52 Week Low $65.24
52 Week High $52.00
ROA 7.4% 8.1%
ROE 19.5% | 12.0%
Price/Equity 21.6 25.8
1-yr EPS growth  24.8% | 6.0%
Intrinsic Value (DCF) $58.64

Chart 1: 2-Year Amgen v. S&P Return

COMPANY PROFILE

Qualitative Issues
Future revenue growth slowdown
Missed 4th quarter earnings
Scrapped development of Parkinson's drug
Issued warning on key drug, Aranesp (23.7% of sales)
Despite similar drug, has not capitalized from "Vioxx scare"
Reimbursement risk with Medicare regulatory strife
Saturation and IPO failures lend to sector's lackluster performance
Increased FDA regulations puts biotechs on alert
Inefficiencies in Biotech relate to slowing growth
Adopting big Pharma stagnating bureaucratic business model

Quantitative Issues
DCEF reveals that stock is fairly priced
High P/E Ratio relative to competitors
ROE lower than aggregate and several competitors
ROA low in comparison to aggregate and several competitors
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Amgen Inc., which is a global biotechnology company, strives to
discover, develop, manufacture, and market human therapeutics based
on advances in molecular and cellular biology. The company’s three
main areas of focus are oncology, nephrology, and inflammation, and
the company has five main therapeutic agents that account for over
90% of their product sales. Aranesp and Epogen are both prescription
drugs designed to treat anemia that develops in patients on
chemotherapy or who suffer from chronic kidney failure. Neulasta and
Neupogen are used to prevent infection in cancer patients who are

undergoing chemotherapy. Enbrel is a drug designed for patients suffering from rheumatoid arthritis. In July 2004,
Amgen acquired Turalik for over $1 billion in an attempt to expand its R&D capabilities in the areas in which it has
already invested, including oncology and inflammatory diseases.

INVESTMENT THESIS

Amgen seems to exhibit little room for growth. It has recently revealed some unfavorable news, which
causes us to question its growth potential. Additionally, our exposure to the biotechnology sector should
be reevaluated due to the climate of change for FDA regulation and Medicare reimbursement, saturation

of the market, and the move towards and inefficient, more bureaucratic business model.

Our DCF

indicates that Amgen is fairly priced. As a result of each of these considerations, we recommend that
the Ann Rife Cox Portfolio sells Amgen.
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BUSINESS FUNDAMENTALS

Earnings Disappointment Could Indicate Future

At the end of January, Amgen announced that it missed its 4" Quarter earnings estimates for
2004. It fell short of analyst EPS estimates by three cents per share. This failure to meet earnings
could be the beginning of a predicted slowdown for Amgen in 2005. Amgen’s CEO, Ken Sharer
recently revealed that Amgen would not continue its past phenomenal growth in 2005.

Drug Woes
Certain negative issues have arisen this year regarding certain side effects produced by Amgen’s

drugs. In mid-January, Amgen issued a statement to warn doctors that one of its key drugs,
Aranesp, can cause cardiovascular problems when administered in high doses. The FDA
recommended that Amgen issue this warning after learning that two other comparable drugs
produced this effect. Aranesp, a drug used to treat anemia in chemotherapy and dialysis patients,
accounted for $2.5 billion (23.7%) of Amgen’s 2004 sales.

Additionally, Amgen has not benefited from the removal of a competitor’s arthritis drug from the
market. After Merck pulled Vioxx as a result of its potentially mortal side effects, we speculated
that Enbrel, Amgen’s arthritis drug, might be able to capture its market share. However, Enbrel
did not increase its market share in 2004 as a result of the emergence of another competitor’s
drug. Abbott’s rival drug, Humeria, prevented Enbrel from capitalizing on Merck’s loss.

Lastly, Amgen halted the development of a drug after it caused harmful effects in test subjects.
Amgen discontinued the Phase II study of its Parkinson’s drug, GDNF as a result of two findings.
First, the drug was not found to be any more effective than a placebo, which was administered to
another test group. Secondly, upon further research, Amgen realized that the drug could cause
irreversible brain damage. Amgen does not plan to continue further development or testing of
this drug.

Continued Reimbursement Risk

Oncology focused biotech firms, such as Amgen, are particularly vulnerable to the uncertainty
regarding Medicare reimbursements to doctors who prescribe cancer drugs. "Preliminary data
obtained by MedPac (Medicare Payment Advisory Commission) indicate that handling charges
could be as much as 26% to 28% of drug’s cost. Presently, these costs are covered by the 'spread’
that doctors earn under the current Average Wholesale Price-based system. This spread, however,
will be cut significantly in 2006 when HOPPS (hospital outpatient) reimbursement changes to
ASP (average sales price)," said Bear Stearns. These increasing handling costs apply to 70% of
Amgen's sales, thus increasing the risk that doctors might opt to prescribe cheaper generic
substitutes for Amgen’s drugs.

Although we anticipate that Amgen will ultimately survive these Medicare changes, a significant
struggle is likely for the remainder of 2005 while the system adapts. The first quarter results have
not been affected by these changes; however, we predict that there may be more risk to the
second quarter as a result of the typical billing cycle length for many oncologists.

Inefficiencies in Biotech relate to Slowing Growth
"I see great inefficiencies in pharma and biotech firms. We have all these opportunities but
insufficient structures to pursue them," reported an analyst for Bear Stearns. Biotechnology was
supposed to save big pharmaceutical companies by essentially outsourcing to provide new drugs
and compounds for development. However, expanding biotech firms are currently starting to
adopt the same bureaucratic systems as big pharmaceutical companies. While big pharmaceutical
companies are beginning to combat the negative effects associated with this structure, many
biotechnology firms, which were historically known as innovators, are falling victim to these
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downfalls. The changing industry structure represents a continued cost that, in effect, forces
investors to consider biotechnology as the death of a dream. "It's going to make investing in this
group of companies much more treacherous," said Elliot Spar, a marketing analyst with Ryan
Beck & Co. "This is a wakeup call."

Investors are still suspicious of biotechnology investments as a result of bad news in recent
months, including Chiron Corp.'s flu vaccine shortage, Amgen’s forecast for slowing growth, and
the withdrawal of the multiple sclerosis treatment by Biogen and Elan Corp. In January of 2005
alone, the combined market capitalization of the biotechnology industry fell by 4.6 percent, while
the Amex biotechnology has already decreased by 8 percent this year.

Additionally, the FDA has been more carefully scrutinizing drug approvals for biotechnology and
pharmaceutical firms as a result of recent events, such as the “Vioxx scare.” This will likely
impact Amgen’s bottom line, as it will translate into more exhaustive and costly clinical trials for
drugs in their pipeline.

The Pharma Precedent in conjunction with the FDA

The increasing size of biotech firms is causing them to follow marketing precedents set by
pharmaceutical companies. Amgen recently decided to follow in the footsteps of pharmaceutical
giants like Pfizer by taking its message straight to the public. Amgen created and aired a
commercial for its psoriasis drug, Enbrel, in an effort to reach a larger audience who might
benefit from this drug. After Amgen launched this ad, the Food and Drug Administration forced
the company to pull the ad. Amgen referred to Enbrel as a “breakthrough,” and this exaggeration
is prohibited in drug advertising where similar products provide the same benefits but lack the
benefit of the added hyperbole. Perhaps most significant, the FDA felt Amgen's ad minimized the
risks associated with Enbrel, which may include developing tuberculosis. The removal of this ad
reflects another kink in surviving their changing environment.

Saturated Sector lends to Lackluster Performance

Five biotechnology companies have already gone public this year, all consistently pricing at the
low end below their proposed range. After going public, the majority of these companies have
seen their share prices drop by more than 10 percent since the offering. These difficult market
conditions have put additional public offerings at a standstill.

Biotechnology did very little in 2004 and is longer considered to be a current market leader. The
leaders are in energy, instead and money is now rotating out of the biotechnology sector. Over
the last year, this process has accelerated and is reinforced by decreasing growth rates and return
on equity and assets. The 52-week chart below shows the mirror-like performance of an ETF
from the hot oil services sector, the Energy Select Sector SPDR, compared with two biotech
ETFs.

Chart 2: Biotech and Oil ETFs
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We believe that several smaller, more innovative companies will not be negatively impacted.
However, we are fairly certain that Amgen, who is becoming a larger, less innovative player, will
be affected by this phenomenon.
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COMPARABLE ANALYSIS

Amgen is a unique company considering that it boasts the largest market cap and highest revenue
of all biotechnology companies. Thus, for our comps, we chose to use three biotechnology
companies who engage in similar activities as Amgen. However, since none of these companies
has a market cap or revenue that equals or exceeds Amgen’s, we chose to include a larger
company (Novartis) that devotes half of its business to biotech.

While Amgen boasts a high gross margin, a high EBITDA margin, and strong historical 3-year
revenue and EPS growth ratios, we do not believe that it can sustain these rates of growth in the
future. Its revenue growth rate of 26.3% in 2004 fell drastically from its revenue growth rate of
51.3% in 2003. We believe that Amgen has reached its growth peak and will not continually
exhibit these strong growth rates and margins.

Other areas of concern include:

e Present and Future Return on Equity: Amgen’s ROE of 12.0% is lower than three of the
four comps, and it is substantially lower than the Aggregate ROE of 20.2%.
Additionally, Amgen’s ROE will not improve in relation to its peers as it exhibits the
lowest projected 2005 ROE among each of these comparable companies.

e Return on Assets: Amgen’s ROA of 8.1% is lower than all but one comparable
company, and it is much lower than the aggregate ROA.

e P/E Ratios: Amgen seems to be trading slightly cheap when compared with the
Aggregate. However, Amgen’s P/E ratios are higher than every company but Genetech.
Considering Amgen’s size in the biotech field, it is slightly alarming that it exhibits high

P/E ratios in relation to smaller biotech companies.
Healthcare - Biotechnology
(Dollars in Millions)

Company Name: Amgen, Inc.

Ticker: AMGN Amgen Comp Baxter  Genetech Novartis Serono
AMGN Adggregate BAX DNA NVS SRA
(Stock Data):
Total Mkt. Capitalization (Tot. Net Debt+MV of Equity) $78,845 $219,545 $25,296 $60,547  $122,791 $10,911
(Financial Ratios excl. debt ratios-see Risk Section)
LFY Gross Margin 83.6% 41.2% 85.4% 76.5% 86.1%
LFY EBITDA Margin 34.9% 12.7% 32.2% 28.1% 27.2%
ROE 12.0% 20.2% 10.5% 11.6% 17.1% 18.2%
ROA 8.1% 19.3% 2.7% 8.3% 10.6% 11.1%
Receivable Turnover 8.5 4.7 5.1 6.1 6.9
Inventory Turnover 1.7 2.4 0.6 1.5 1.0
Current Ratio 2.21 1.40 2.75 2.22 2.36
(Growth/Return):
Historical 3 Year Revenue Growth Rate 38.0% 9.0% 31.3% 1.4% 21.2%
Historical 3 Year EPS Growth Rate 20.5% -17.1% 70.8% 9.2% 19.3%
Projected ROE (NFY) 17.8% 31.1% 22.4% 19.5% 21.8%
CFY - NFY EPS Growth Rate 17.1% 14.6% 11.3% 31.8% 11.7% 21.7%
Proj. Growth in EPS 5 Years 17.8% 14.0% 10.8% 28.4% 12.1% 13.4%
Dividend Yield 0.0% 1.7% 0.0% 1.8% 0.9%
(Risk):
Beta 0.64 0.40| 0.66 1.06 0.04 1.12
VL Safety
LT Debt / Market Capitalization (MV of Equity) 0.07 0.06 0.20 0.01 0.05 0.07
LT Debt/ Common Equity (BV of Equity) 0.25 0.21 0.15 0.11 0.28 0.22
(Valuation):
MV of Equity / Book Value 3.7 4.5 5.7 8.9 3.5 4.2
LTM Price / EPS Ratio ("P/E") 25.7 27.6 18.7 77.7 22.6 21.7
CFY Price / EPS Ratio ("P/E") 21.0 22.1 18.2 52.3 17.7 19.1
NFY Price / EPS Ratio ("P/E") 17.9 19.3 16.4 39.6 15.9 15.7
Total Market Capitalization / EBITDA 21.4 19.6) 21.0 40.6 15.5 18.4
Relative P/E (CFY) 32.1 53.0 78.8 20.0 22.7
CFY P/E to CFY-NFY EPS Growth Rate 1.2 1.5 1.6 1.6 1.5 0.9
CFY P/E to Proj. Growth in EPS 5 Years 1.2 1.6]| 1.7 1.8 1.5 1.4
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DISCOUNTED CASH FLOW ANALYSIS

We performed a discounted cash flow (Exhibit 1) analysis in order to determine the intrinsic
value of Amgen’s stock. Our DCF calculated the intrinsic value by averaging the results of five
different methods — Unlevered Value, Adjusted Present Value, Flow to Equity, WACC with FCF
and AT WACC with UFCF. The average of the results of each method revealed that the intrinsic
value of Amgen’s stock is $58.64 per share. The price deviation across the five models was
merely $49m or 3.9%. Thus, according to our DCF, Amgen is fairly priced, which supports its
status as a sell.

Valuation model used Summary

| Equity $M $ Per Share
Unlevered value $70,413 $56.20
Adjusted Present Value $73,713 $58.83
Flow to Equity $71,753 $57.27
WACC with FCF $73,877 $58.96
AT-WACC with UFCF $74,547 $59.49
Average across models $73,473 $58.64
Current M arket Price per share: $58.86
ASSUMPTIONS
Beta

We calculated our beta based on Amgen’s 5-year and 2-year historical betas. Bloomberg
calculated the 5-year historical beta to be .94, while Reuters considered Amgen’s 2-year historical
beta to be .56. We calculated an average of these two betas to arrive at our beta of .75.

Revenue Growth Percentage

Amgen’s revenue growth rate decreased from 51.6% in 2003 to 23.6% in 2004. In predicting
future growth rates, we strongly considered the current situation of the biotechnology industry
and Amgen’s CEO’s admissions. He stated that their high past revenue growth rates would not
continue and that investors should expect the 2005 revenue growth rate to be in the single digits.
We estimated that the 2006 growth rate to be 7%. This rate declines each year by .5% until it
reaches a growth rate of 5% in 2009. At this point, we continued to grow by 5% each year.

Capital Expenditures to Deprecation Ratio

We calculated this ratio to be 108.5% by averaging the capital expenditures to depreciation ratios
of the past three years. We assumed that this ratio was constant for purposes of growing capital
expenditures in forecasted years.

Depreciation

We calculated depreciation in forecasted years as 8.0% of PP&E from the previous year. Our
8.0% growth rate reflects our expectations for future depreciation based on the continual growth
of the depreciation percentage in the past three years.

Other Estimates

Other estimates used to calculate the intrinsic value of the firm include:
Risk Free Rate 3.60%

Equity Market Risk Premium 7.00%

Long Term Inflation 2.50%

Cost of Equity Capital 8.85%

Weighted Average Cost of Capital 8.64%

Terminal Growth Rate 5.00%
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Exhibit 1: Discounted Cash Flow

(Dollars in Millions) Time "0" 2005 2006 2007 2008 2009 2010 2011 2012
Net Income $ 2,944 § 3,266 $ 3,650 $ 3977 $ 4306 $ 4629 $ 4949 $ 5,262
Plus Depr. & Amort. 1,604 1,599 1,610 1,620 1,630 1,641 1,651 1,661
Equals Value Line "Cash Flow" 4,548 4,865 5,260 5,597 5,936 6,269 6,599 6,924
- Change in NWC Increases/(Decreases) (1,604) (592) (603) (611) (614) (613) (606) (594)
= Cash Flow contributed by operations 2,945 4,273 4,657 4,986 5,322 5,657 5,993 6,329
- Capital Expenditures: all categories (1,725) (1,647) (1,639) (1,650) (1,661) (1,672) (1,684) (1,697)
Equals OCF to Equity (Before Debt Adjs.) $ 1,219 § 2,626 $ 3,017 § 3,335 §$ 3,661 $ 3,985 §$ 4309 §$ 4,632
[Tax Rate for leverage adjustments 31.2% 31.2% 31.2% 31.2% 31.2% 31.2% 31.2% 31.2%)
+ Increase (decrease) in debt 409 (1,591) 283 286 288 287 284 279
Equals "EFCF" or "FCFE" $ 1,628 $ 1,035 $ 3,300 $ 3,622 $ 3,949 §$ 4272 $ 4593 $ 4,911
+ Interest Expense 264 273 186 190 193 206 218 230
Equals "FCF" $ 1,483 $ 2,899 $ 3,203 $ 3525 §$ 3,855 § 4190 $ 4527 $ 4,862
- Interest Tax Shields (82) (85) (58) (59) (60) (64) (68) (72)
Equals "UFCF" $ 1,401 § 2814 § 3,145 § 3,466 $ 3,794 § 4126 $ 4459 § 4,790
|(Capital Structure Overview)
Accounting balance sheet (book value)

Net Assets (LT Assets + NWC - Other LT Liab) $ 24815 $ 26,540 $ 27,180 $ 27,813 § 28,454 $ 29,099 $ 29,743 $ 30,382 § 31,013
Total Debt $ 5110 §$ 5519 § 3,928 $ 4211 § 4,497 $ 4,785 $ 5072 $ 5356 $ 5,635
percentage of capital 20.6% 20.8% 14.5% 15.1% 15.8% 16.4% 171% 17.6% 18.2%
Total Equity Book Value $ 19,705 $ 21,021 $ 23252 $ 23,602 $ 23,957 $ 24314 § 24,671 $ 25,026 $ 25,378
percentage of capital 79.4% 79.2% 85.5% 84.9% 84.2% 83.6% 82.9% 82.4% 81.8%

Economic balance sheet (intrinsic value - Time 0 based on avg. model price, 1-10 based on flow-to-equity)
Total Market Value $ 79,954 $ 84,219 $ 88,558 $ 93,031 § 97,556 $ 102,130 $ 106,760 $ 111,451 $ 116,208
Total Debt $ 5189 §$ 5519 § 3,928 $ 4211 § 4497 $ 4785 $ 5072 $ 5356 $ 5,635
percentage of market value 6.5% 6.6% 4.4% 4.5% 4.6% 4.7% 4.8% 4.8% 4.8%
Intrinsic Value of Equity $ 74,765 $ 78,700 $ 84,630 $ 88,819 § 93,058 $ 97,345 $ 101,688 $ 106,094 $ 110,573
percentage of market value 93.5% 93.4% 95.6% 95.5% 95.4% 95.3% 95.2% 95.2% 95.2%
Current Valuation Summary as of the beginning of yr. 2005 - Intrinsic Share Price (avg. across models): $59.67
Valuation model used Summary Debt Cost of Capital Calculations: Debt Rates
[Equity $M $ Per Share Principal MV Pre Tax After Tax
Unlevered value $72,229 $57.64 Long Term Debt $ 3,937 $4,016 5.8% 4.0%
Adjusted Present Value $74,524 $59.48 Notes and LT Debt Due $ 1,173 $1,173 4.0% 2.7%
Flow to Equity $73,797 $58.90 Debt Type 3 0 $0| 0.0% 0.0%
WACC with FCF $75,166 $59.99 Total Debt $ 5110 § 5,189 (a)
AT-WACC with UFCF $75,574 $60.31 wid. avg. debt rate 5.4% 3.7%
Average across models $74,765| $59.67 Implicit cost of debt according to CAPM: 4.3% 3.0%
[Price deviation across models $30 2.4% Equity Cost of Capital Calculations:
Key A 1s for the models: Without APV: 2.4% Total Value of Equity $ 73,752 (c)
Date of valuation 12/31/03 Total Market Capitalization As ¢ 0 $ 78,940
Risk Free Rate: 3.60% Actual Unlevered _[Debt rates used
Risk Free Rate 3.60% 3.60% 4.3% 3.0%
Equity Market Risk Premium: 7.00% Market Premium 7.00% 7.00%
Beta Debt 0.10]
Long term inflation: 2.50% Beta Equity 0.75 0.72
Beta - Adjusted Market Premium 5.25% 5.04%
Terminal Growth: 4.00%
Various Costs of Capital
Equity beta based on VL: 0.75
R(u) - required return for firm if unlevered 8.64%
No. of shares (diluted): 1,253 R(e) - required return for equity as levered 8.85%
WACC 8.55%
Current Market Price per share: $58.86 AT-WACC 8.46%
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