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Price: $43.46

52 Week Range: $37.50 - $50.00

Shares Outstanding: 1.539B

Market Cap: 66.87B

P/E (ttm): 19.8

Forward P/E (06): 17.1

PEG 1.4

EPS (ttm): $2.19

Div & Yield: 1.18 (2.70%)

ROE: 23.4%

ROA: 15.0%

Proj. 5yr EPS Growth: 10.0%

Beta: 0.86

Ron Gunst  rwgunst@smu.edu               NYSE:ABT 
Ryan Hudson  ahudson@smu.edu 
 
Abbott Laboratories Recommendation: BUY 
 
Company Highlights: 
o Worldwide sales for 2005 were a record $22.3 

billion, up 13.5 percent from $19.7 billion in 04  
o Pharmaceutical sales increased nearly 10%, 

helped by HUMIRA, whose worldwide sales 
were $1.4 billion for the full year, exceeding 
Abbott's prior forecast. 

o Extensive drug pipeline that is very well 
diversified 

o Has agreed to buy Guidant’s vascular device 
business which reported more than $1 billion in 
sales for 2004 

Valuation Highlights: 
o According to DCF model stock is valued at 

$51.50, about 18.5% undervalued 
o CFY - NFY EPS Growth Rate is 13.8% 
o On a comparable basis valued fairly on a P/E 

(ttm), however, it is valued cheaply on a Forward 
P/E and PEG basis 

o From 2006 – 2010 revenue is predicted to grow at  
a 9.5% CAGR 
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Operating Revenues

Pharmaceuticals

Nutritionals

Diagnostics

Other

57%

4%

18%

21%

 
 
Investment Thesis 
 
Based on our quantitative and qualitative analysis, we believe that Abbott Laboratories is a very 
solid company with a diverse product line and numerous growth opportunities from business 
acquisitions and new product approvals.  Our DCF analysis has Abbott substantially undervalued 
in the market.  Due to this strong valuation and the company’s relative low price to comparable 
companies, we believe a beneficial opportunity exists to buy Abbott Laboratories. Abbott will 
continue to have strong pharmaceutical sales, although industry sales are declining, and the 
potential growth in their newly acquired vascular device business is huge, which is not being 
reflected the current market price. 
 
Company Profile 
 
Abbott Laboratories engages in the discovery, development, manufacture, and sale of health care 
products worldwide. Its four segments are Pharmaceutical Products, Diagnostic Products, Ross 
Products, and International. Pharmaceutical Products segment offers adult and pediatric 
pharmaceuticals, which are sold on the prescription or recommendation of physicians. It offers 
products for the treatment of epilepsy, migraine, and bipolar disorder; obesity; HIV; and 
hyperparathyroidism. Diagnostic Products segment sells diagnostic systems and tests for blood 
banks, hospitals, commercial laboratories, physicians' offices, alternate-care testing sites, plasma 
protein therapeutic companies, and consumers. It offers immunoassay systems; chemistry 
systems; assays used for screening and/or diagnosis for drugs of abuse, cancer, therapeutic drug 
monitoring, fertility, physiological diseases, and infectious diseases, such as hepatitis and HIV; 
hematology systems and reagents; blood glucose monitoring meters, test strips, data management 
software, and accessories for people with diabetes; and point-of-care diagnostic systems and tests 
for blood analysis. Ross Products segment includes pediatric and adult nutritionals.  Abbott’s 
products are sold in more than 130 countries throughout the world. 
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Industry Outlook 
 
We believe that the healthcare industry is going to do very well in 2006.  Because of the 
emphasis on research and development in the pharmaceuticals sub-sector, which makes up the 
largest part of the Healthcare sector, it is constantly thriving with a seemingly unlimited potential 
for growth.  Healthcare expenditures account for about 16% of U.S. GDP annually and are 
expected to grow at a rate of 7% through the year 2013.   
 
This year through February 17 the S&P Pharmaceuticals Index was up 4.8% versus gains of only 
3.5% for the S&P 1500.  Although generic drugs are eroding profits from major drug companies, 
new product flow and cost streamlining measures are expected to offset these affects.  19 new 
molecular entities (NME’s) were approved by the FDA in 2005, and it is believed that they will 
approve 25 in 2006.  The aging population is expected to keep the pharmaceuticals industry very 
healthy in the long term.  It is already one of the strongest and widest margin industries in the 
United States.  Elderly patients account for about 33% of pharmaceutical sales.   
 
Growth Opportunities 
 
Abbott Labs has an extensive pipeline that is very well diversified.  Included in the pipeline are 
antibiotics for infectious diseases, treatments for epilepsy, bipolar disorder, migraine headaches, 
and metabolic diseases such as obesity.  They also have a variety of specialty pharmaceuticals 
like Oxandrin which helps patients to regain weight that was lost involuntarily through surgery, 
trauma, or chronic infections.  The company has several drugs that are currently being tested for 
approval like Simdax for heart failure and a patch for monitoring glucose levels in diabetic 
patients called FreeStyle Navigator.   
 
FreeStyle Freedom is the newest investment that is expected to revolutionize the way that 
diabetics monitor their glucose levels.  What is supposed to make this system so desirable is that 
it only requires .03 micro liters of blood to test.  This miniscule sample is the smallest that is 
required by any testing system on the market.  The size of the sample is relevant because it 
allows the user to take the sample from an area of the body such as the forearm that proves to be 
relatively painless compared to the tip of the finger.  Abbott has received clearance from the 
Food and Drug Administration to begin marketing the system.  FreeStyle Freedom will be made 
available to patients in April of this year. 
 
Abbott has also agreed to buy Guidant’s vascular device business.  This will result from the 
purchase of Guidant by Boston Scientific.  Abbott will assist Boston Scientific’s bid in order to 
ease antitrust concerns, by providing up to $6.2 billion in an effort to defeat Johnson & Johnson 
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Key Assumptions for the models:
Date of Valuation 3/24/2006 Equity beta: 0.86

Current Market Price per share: $43.46 No. of shares (diluted): 1.539B

Risk Free Rate: 4.25% Long term inflation: 3.00%

Equity Market Risk Premium: 6.50%  Terminal Growth:  5.00%

for the business.  Guidant’s vascular operations unit reported more than $1 billion in sales for 
2004 and is expected to push Abbott into the top tier of medical device makers.  Devices are 
easier and much less costly to develop and get approved than drugs.  Breaking into this market is  
 
 
a great way for Abbott to further diversify its product line and to counteract any losses in 
pharmaceutical sales to generics.  To date, Abbott has not been known for its medical devices, 
and this deal will provide the company with a sales force and commercial infrastructure to sell 
coronary devices.  These will be new to Abbott and will position it well in an extremely 
competitive market.   
 
Risks 
 
There are a number of risks that are inherent with any pharmaceutical company.  The most 
serious of these risks is involves the approval of new drugs by the FDA.  Abbott has several 
products that are currently in testing for approval.  If any of them are rejected, the company may 
have to discontinue the development of the product.  This means that Abbott stands to lose 
millions of dollars that have already been invested.   
 
Abbott executives have not voiced concerns about the approval of any of their new products at 
this point and they remain confident in the success of these products.  In September of 2005 
however, Abbott announced that an FDA advisory panel did not recommend approval of Xinlay, 
a prostate cancer treatment.  Executives believed prior to this that Xinlay would have no trouble 
being approved.  This is a testament to the risks of the pharmaceuticals industry and shows the 
rigorous standards that drugs must measure up to in order to ensure their safety and effectiveness 
for patients.  Xinlay is currently being tested on other solid tumor cancers as the company 
attempts to meet the FDA’s standards. 
 
Valuation 
 
Performing a discounted cash flow analysis on Abbott showed that the stock was undervalued by 
about 18.5%. The average price across the models gave an intrinsic value of $51.50 versus its 
current price of $43.46. One key assumption in deriving this price was the choice of beta. Using 
Bloomberg we found an adjusted beta of .86 over the past 10 years to be appropriate. We 
incorporated very conservative growth estimates for revenue and trended derived income growth 
down to 5.13%. From 2006 through 2010 revenue is growing at a 9.5% CAGR. We believe this 
growth is easily attainable through their continue strength in the Pharmaceutical and Medical 
product lines. 
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Comparable Analysis 
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Company Name Abbott Lab Abbott Lab Aggregate J&J Glaxosmithk Lilly Eli Bristol Myers

Ticker ABT (Street Est.) for Comps JNJ GSK LLY BMY

 

(LFY Income Statement):
Latest Fiscal Year End Date 12/31/05 12/31/05 12/31/2005 12/31/2005 12/31/2005 12/31/2005 12/31/2005

Revenue (millions) $22,338 $22,338 $122,110 $50,510 $37,740 $14,650 $19,210

Gross Profit $11,697 $11,697 $90,080 $36,560 $29,070 $11,170 $13,280

EBITDA $5,730 $6,440 $38,480 $15,460 $13,290 $4,390 $5,340

(Per Share Income Statement Data)
LTM  Date 12/31/2005 12/31/2005 12/31/2005 12/31/2005 12/31/2005 12/31/2005 12/31/2005

LTM EPS $2.19 $2.19 $3.46 $2.64 $1.81 $1.51

CFY EPS Estimate 2006 $2.25 $2.53 $3.68 $3.20 $3.13 $1.19

NFY EPS Estimate 2007 $2.57 $2.83 $4.03 $3.32 $3.39 $1.29

(Balance Sheet Data - MRQ):
Total Debt  (incl. ST Debt and leases) $7,696 $7,696 $29,060 $2,690 $11,270 $6,500 $8,600

Total Common Equity (Book Value) $11,547 $11,547 $118,863 $37,871 $58,992 $10,792 $11,208

(Stock Data): As of 3/24/2006 3/24/2006 3/24/2006 3/24/2006 3/24/2006 3/24/2006

Stock Price $43.46 $43.32 $60.39 $53.70 $58.86 $25.52

Common Shares Outstanding 1,539 1,539 2,980 2,830 1,130 1,960

Market Capitalization (MV of Equity) $66,895 $66,679 $448,464 $179,962 $151,971 $66,512 $50,019

(Profitability ) ABT ABT Aggregate JNJ GSK LLY BMY

LFY Gross Margin 52.4% 52.4% 73.8% 72.4% 77.0% 76.2% 69.1%

LFY EBITDA Margin 25.7% 28.8% 31.5% 30.6% 35.2% 30.0% 27.8%

ROE 23.4% 23.4% 21.8% 28.3% 29.5% 18.2% 26.1%

ROA 15.0% 15.0% 26.0% 16.8% 18.0% 8.3% 10.7%

(Growth/Return):
Historical 5 Year Revenue Growth Rate 10.20% 10.20% 9.26% 3.68% 6.16% 1.84%

Historical 5 Year EPS Growth Rate 3.9% 3.9% 15.4% 0.7% -8.0% -4.7%

Projected ROE (CFY) 30.1% 30.1% 29.0% 15.4% 32.8% 20.8%

CFY - NFY EPS Growth Rate 13.8% 11.9% 7.2% 9.5% 3.7% 8.3% 8.4%

Proj. Growth in EPS 5 Years 10.0% 10.0% 8.6% 11.0% 6.5% 9.8% 4.1%

Dividend Yield 2.6% 2.6% 2.2% 2.1% 2.7% 4.4%

(Risk):
Beta 0.86 0.86 0.57 0.35 0.43 0.92 1.32

LT Debt / MV of Equity 11.5% 11.5% 6.5% 1.5% 7.4% 9.8% 17.2%

LT Debt / BV of Equity 66.7% 66.7% 24.9% 7.1% 19.1% 60.2% 76.7%

(Valuation):
MV of Equity / Book Value 5.8 5.8 3.8 4.8 2.6 6.2 4.5

Price / EPS (TTM) 19.8 19.8 19.7 17.5 20.3 32.5 16.9

Price / EPS (06) 19.3 17.1 17.3 16.4 16.8 18.8 21.4

Price / EPS (07) 16.9 15.3 16.2 15.0 16.2 17.4 19.8

Total Market Capitalization / EBITDA 13.0 11.5 12.4 11.8 12.3 16.6 11.0

PEG 05 to near term growth 1.4 1.4 2.4 1.7 4.5 2.3 2.6

PEG 05 to 3-5 yr growth 1.9 1.7 2.0 1.5 2.6 1.9 5.2  
 
 
Comparing Abbott to the comp aggregate shows that is has a higher CFY - NFY EPS Growth 
Rate at 13.8% and a higher projected 5 year EPS rate at 10.0%. Additionally, it has a higher ROE 



Health Care Sector                   March 29, 2006 

   

7 

of 23.4%. Abbott appears to be trading cheap to the aggregate. Its P/E (ttm) is roughly equal to 
the aggregate; however, the forward P/E in 06 and 07 is lower at 17.1x and 15.5x. Also, they are 
cheaper based on a PEG ratio of 1.4 near term and 1.7 longer term. This comparable company 
analysis shows that Abbott is trading cheaper to its peers and reinforces our view that Abbott is 
undervalued in the marketplace. 
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