-

View metadata, citation and similar papers at core.ac.uk brought to you by .. CORE

provided by Repositério da Universidade Nova de Lisboa

A Work Project, presented as part of the requirements for the Award of a Master Degree in
Finance from the NOVA — School of Business and Economics.

JOHNSON & JOHNSON EQUITY REPORT —J&J FUNDAMENTALLY
UNDERAPPRECIATED
How Opioid’s litigation can affect Johnson & Johnson’s valuation — A scenario analysis

GONCALO BORGES DA COSTA ESPIRITO ANDRE - 23842

TOMAS ANDRADE GUERRAFAZENDA BRANCO - 26301

A Project carried out on the Master in Finance Program, under the supervision of:

Filipa Frade Castro

6 January 2020


https://core.ac.uk/display/389472173?utm_source=pdf&utm_medium=banner&utm_campaign=pdf-decoration-v1

Abstract
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J&J fundamentally underappreciated

Recommendation: BUY
Mispriced and as valuable as the sum of its parts

Price Target FY20: $ 166.00
We initiate our coverage with a BUY recommendation. We value
J&J at $166.00, meaning total upside potential of 17%. We expect

Price (as of 22-Jan-20) $ 145.87

the company to show strong results in its pharmaceutical and

medical devices sector, ousting uncertainty on recent opioid and Bloomberg: JNJ US EQ

baby powder litigations. 52-week range ($) 125.00 — 147.84
Market Cap ($bn) 384.17

Onc°|°gy driVing J&J’'s growth Outstanding Shares (m) 2,635.2

We expect the oncology division to be the main driver of J&J's :
Source: Bloomberg

growth, with sales evolving at a CAGR of 11.8% and representing
17% of total sales by 2023. Darzalex® to grow 13.7% YoY and 180 1

Imbruvica® to grow at 12.8%. 160 1

140 -
Current pipeline enough to outperform
120 -

Operational forecast leads to the conclusion that J&J's current 100 |

pipeline would be enough to ensure future strong performance. In 80 ‘ ‘ ‘ ‘ ‘
.. . Dec-14 Dec-15 Dec-16 Dec-17 Dec-18 Dec-*

a scenario in which nearly-approved drugs do not get approved, —J8J —S&P500

J&J would still be trading at a discount. This scenario leads to a Source: Bloomberg as of 03/January/2020
target price of $155.56, above current market price.

(dollars in billions except per

share amounts) 2018 2019E 2020F

Valuation
Revenues 81.6 82.7 85.7
Our target price of $166.00 is based on a DCF model (WACC of EBITDA %67 251 260
EBITDA margin 32.8% 30.4% 30.3%
6.34% and terminal growth of 3.26%), with expected return of 17%. EBIT 19.8 18.3 18.7
In a bullish scenario, upside potential is 24%. Main risks regard the Net Profit 14.0 155 16.5
EPS 5.6 5.8 6.2

settlement of current litigations and the possibility of future law - - — ,
Source: Company information; Analyst estimates

suits.

Company description

Johnson & Johnson is a U.S. based healthcare company engaged
in researching, developing and selling pharmaceutical products,
consumer healthcare goods and medical devices. In 2018
revenues accounted for roughly $81.6bn.

THIS REPORT WAS PREPARED EXCLUSIVELY FOR ACADEMIC PURPOSES BY [ GONGALO ANDRE AND TOMAS BRANCO], TWO MASTER IN
FINANCE STUDENTS OF THE NOVA SCHOOL OF BUSINESS AND ECONOMICS. THE REPORT WAS SUPERVISED BY A NOVA SBE FACULTY
MEMBER, ACTING IN A MERE ACADEMIC CAPACITY, WHO REVIEWED THE VALUATION METHODOLOGY AND THE FINANCIAL MODEL.
(PLEASE REFER TO THE DISCLOSURES AND DISCLAIMERS AT END OF THE DOCUMENT)
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Company Overview

Exhibit 1. Revenue breakdown by Founded in 1886, in New Jersey, by Johnson brothers, Johnson & Johnson (J&J)
segment (2018)

started its activity being the first company to produce cotton white, sterile and
- absorbent for surgery purposes, breaking through the surgical care industry. 134
’ years later, J&J is one of the biggest companies in the healthcare industry,

engaged in research and development, manufacture and sale of products. It

5.0% employs more than 130,000 people worldwide.

= Consumer = Pharmaceutial = Medical Devices , Lo - . . - .
J&J’s activities are divided into three different segments: pharmaceutical, medical

devices (MD) and consumer products, reporting revenues from U.S and

Exhibit 2. Revenue breakdown by international operations. In 2018, the pharmaceutical segment accounted for c.
geography (2018)

half of J&J’s total revenues, 49.9% ($40.7bn), while MD and consumer products
4.9% accounted for 33.1% ($27.0bn) and 17.0% ($13.8bn), respectively. Total sales

amounted to $81.6bn. During the 1% nine months of 2019, pharmaceutical,

5.1%
medical devices and consumer revenues were $31.7bn, $19.3bn and $10.3bn,
respectively, adding up to $61.3bn of total revenues. As such, we expect J&J to

US = Intemational generate around $82.6bn in FY 2019.
Pharmaceutical
Exhibit 3. Pharmaceutical revenue J&J engages in researching and developing drugs to address some of the most

breakdown by division (2018)

devastating diseases. Drugs produced are sold and distributed to hospitals,
1.4%

- medical care professionals and retailers, for prescription use. The segment is

0.6%
\ divided in six different areas: immunology, infectious diseases, neuroscience,

oncology, pulmonary hypertension (PH) and cardiovascular/metabolism. In 2019,

2an o7 sales are expected to be $42.7bn, meaning a 5.0% growth year-on-year (YoY).
1.5%
= Immuology Infectious Diseases
Neuroscience * Oncology Immunology is the main driver of pharmaceutical revenue, representing 32.4%
= Pulmonary Hypertension Cardiovascular and Metabolism
of the segment’s revenue ($13.1bn) and having grown 7.2% in 2018. In 2019 is
expected to generate sales of $14.1bn, meaning a growth of 7.7%. Remicade®,
Exhibit 4. Immunology revenue (2017 - J&J’s best-selling drug for the last 5 years, is used for treating immunological

2019)

diseases such as rheumatoid arthritis, ulcerative colitis or Chron’s disease. As a

$1.4
§12
$1.0
08
$06
504
$02

consequence of the Food and Drug Administration’s (FDA) approvals for the

production of biosimilars in 2016 (which resulted in J&J losing its Remicade®

patent in 2018), Remicade® sales have been decreasing in the last two years. In

2018, sales decreased by 15.6%. The increasing number of biosimilars entering
2017 .'ZJZ"“.Zi?gE the market will significantly impact future sales — we expect a decrease from
$5.3bn in 2018 to about $4.4bn in 2019, representing a fall of 18.1%. However,
immunology sales have been increasing, mostly due to J&J’s second best-selling
drug, Stelara®, which accounted for $5.2bn, increasing 28% in 2018. Due to

further R&D developments, during 2019, an extension to treat patients suffering
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Exhibit 5. Oncology revenue (2017 -
2019)

§1.2 $11
1.0
$1.0 M

$0.8 $0.7
$08
0.4
$02

$-
oncology

2017 w2018 m2019E

LATITUDE findings: according to
cancerNetwork, home of the journal
Oncology, the combination of
abiraterone acetate plus prednisone
along with androgen deprivation
therapy resulted in significantly longer
survival for patients.

Exhibit 6. Neuroscience revenue (2017 -
2019)

$08
$0.7
$06
$05
$04
$03
$0.2
$0.1
3-

$06

Neuroscience
=2017 =2018 m2019E

Exhibit 7. Cardiovascular, infectious
diseases, PH revenue (2017 - 2019)

596 s0e
505
$03 $03 $03 $03
$0.3
i II

Cardiovascular Infectious diseases Pulmonary Hypertension
2017 =2018 =2019E

from Ulcerative Colitis was approved in the E.U. (still filed for approval in the
U.S., showing good clinical results). In addition, an extension to be used in
patients with Pediatric Psoriasis, was filed. Therefore, we expect Stelara® sales

to continue growing. In 2019, revenue should grow 25.6%.

Oncology accounted for 24.3% of total segment’s revenue ($9.8bn), growing
35.6% from 2017 to 2018. This growth was mostly supported by Darzalex®, due
to the increasing number of patients with multiple myeloma and J&J’s market
share expansion, resulting in sales growth 63.0%. Growth was also driven by
Imbruvica® gaining market share, with revenues growing 38.1% and by Zytiga®
sales growing by 39.6%, as a consequence of an increasing market for prostate
cancer drugs and LATITUDE findings regarding Zytiga®’s Active Pharmaceutical
Ingredient (API). Although at a slower pace, the oncology division is expected to
continue growing, as in 2019: two new extensions to Darzalex® approved in the
U.S. and filed for approval in the E.U.; two extensions to Imbruvica® approved
both in the U.S. and E.U.; and two New Molecular Entities (NMEs) approved in
the U.S. — Erleada®, used on metastatic castrate sensitive prostate cancer and
Balversa™, used on urothelial cancer. Together with the increase of the market

for oncology drugs, J&J’s revenue is expected to grow 11.7% in 2019.

Neuroscience represents 15.0% of the segment’s sales, growing 1.5% in 2018,
from $6.0bn to $6,1bn, following 3 years with decreasing sales. This was mostly
due to Invega® drugs sales growth. In the first three quarters of 2019, sales
amounted to $4.8bn, expected to be $6.4bn by year-end. Growth in 2019 is
mostly because of the increasing market for mood disorders drugs (growing
11.8% YoY) and the launch of a NME, Spravato™™.

As for the remaining three divisions, cardiovascular/metabolism/other sales
decreased from 2017 to 2018 by 7.5%. This was mainly due to the decrease in
the market share of Invokana®, Invokamet® and Xarelto®. This trend is expected
to continue in 2019, as the two new extensions for Xarelto® and Invokana®
approved in the U.S., are not likely to overcome the continuous decrease of both
market shares. On the other hand, infectious diseases sales increased 4.8%
from 2017 to 2018, being expected to grow 2.6% by the end of 2019. Pulmonary
hypertension, a reporting segment established in June 2017, following the
acquisition of Actelion, reported full year sales for the first time in 2018, which
amounted to $2.6bn. In 2019 revenues are expected to reach $2.7bn, (5.4% YoY

growth), as a result of Opsumit™s extension approved in the U.S..

Pharmaceutical activity highly depends on pipeline performance and patents
protecting intellectual property. The future impact of both in J&J’s valuation is

further discussed on this report.
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Medical Devices

Exhibit 8. Medical devices revenue The MD segment is, in terms of revenue, J&J's 2" largest segment. It is
breakdown by division (2018)

responsible for the research, production and sale of medical devices, that are

o
1.7% 0.4% 1.0% Diabetes Care

distributed to wholesalers, healthcare providers and hospitals around the world.
menentional  The segment is divided in diabetes care, interventional solutions, orthopaedics,

Solutions

= Orthopedios surgery supplies and vision care. In 2014 the diagnosis division was divested,

3.3% . . . . .
= Surgery reporting sales until 2017, which referred to a transactional services agreement,

Vision concluded in that same year. In 2018, MD revenues grew by 1.5%, amounting to
$27.0bn and representing 33.1% of J&J’s total revenues. Until the 3™ quarter of
2019, revenues were $19.3bn and are expected to be around $26.0bn by year-
end, decreasing 3.7% YoY. This poor performance can be explained by recent

divestitures and by the loss of market share in orthopaedics and surgery.

Exhibit 9. Surgery revenue (2017-2019)  Surgery sales increased 3.6% from 2017 to 2018, being the largest division in

$12 610 MD. Nonetheless, we expect this increase to be reverted, with a decrease of
oo = — 3.5% in sales by the end of 2019. J&J is being negatively affected, as
$08 competitors are selling digital surgery robots. With the acquisition of Auris in April
:2: 2019 (surgery robots) and because of the success of gastric and thoracic surgery

> Surgery innovation (endocutter stapler), we expect surgery’s sales to recover from 2020

2017 w2018 m2018E . . . . , .
' onwards, as it is further discussed in the revenue drivers’ section.

Exhibit 10. Orthopaedics revenue (2017- Orthopaedics revenue, following the trend of the last years, decreased by 1.9%
2019)

between 2017 and 2018, as a consequence of recent divestitures. Orthopaedics

$1.0 $09  §09 s09 is divided in four divisions: hips, knees, trauma and spine & other. During 2018,
508

508 spine & other sales decreased due to the divestiture of Codman Neurosurgery

s04 and market share loss due to digital surgery robots, as they are used in spine
502 . . . . . .
interventions. Sales in knees division also decreased, consequence of

Orthopaedics

2017 w3018 w2019E competitive pressure on U.S. prices. In 2019, revenues are expected to continue

decreasing, at -0.9% YoY, as J&J's orthopaedics segment will keep being
affected by not having implemented digital robot surgeries. However, as in

Exhibit 11. Vision revenue (2017-2019) surgery, from 2019 onwards, we expect sales to recover and grow (see valuation

5038 chapter).
$0.7

$06
$05

$0.4 $05 $0.5
S04
$03
$0.2
so01
$-

Vision

2017 w2018 w2019E

Vision segment experienced growth of 12.1% in 2018 (16.9% of 2018 revenues).

Between 2016 and 2017 sales grew 45.9%. The segment reports sales from two

different divisions: contact lenses and surgical. Recent growth is consequence of
three factors: the continuous growth in contact lenses and related products’
revenues under Acuvue brand — the top-selling contact lenses brand; the
reallocation of vision surgery revenues from the surgical division to the vision

one, in 2017; and cataract surgery’s performance outside the US. We expect the
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Exhibit 13. Consumer goods revenue
breakdown by division (2018)

Exhibit 14. Beauty revenue (2017 — 2019)

0gy 0% 1.3%

3.2%

3.1%

1.1%
Baby care = Beauty Oral Care
=0TC Women's health Wound care

505
$04
$03
s02
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$05
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Beauty
m2017 m2018 m2019E

Exhibit 15. OTC revenue (2017 — 2019)

$05
504
$03
$02
501
5-

s04 S04 $04

oTC
=2017 m2018 =2019E

trend to be maintained in 2019, at a slower pace, with revenue growing 1.8%,

mostly supported by increasing market share in contact lenses.

Regarding interventional solutions, sales grew 15.2% on 2018, mostly due to
market growth for Atrial Fibrillation procedure and continued uptake from
previously launched Contact Force Sensing Catheter. In 2019 we expect sales to
increase 13.4%, continuing to benefit from market growth.

Diabetes care division, representing 3.7% of total medical devices sales,
decreased by 37.5% in 2018. This decrease was consequence of J&J’s
divestiture of Animas and Lifescan. With this, J&J completed the sale of its

diabetes care portfolio.

The results of J&J's MD segment are highly correlated with the launch of new
products and the ability of competitors to do so, as well. Our thought on the

impact on J&J’s future results is further discussed on the drivers’ chapter.
Consumer Goods

Consumer goods is J&J’s smallest reporting segment. It is responsible for the
development and marketing of many well-known household products, sold to
distributors and retailers around the globe. Consumer products are divided in six
different areas: baby care, beauty, oral care, over-the-counter (OTC), women’s
health and wound care. In 2018, consumer sales grew by 1.8% from 2017,
amounting to $13.9bn. In the 1* nine months of 2019 it reported revenues of
$10.3bn and is expected to achieve $13.8bn by the end of the year (YoY growth
of 0.1%). Low growth in this segment results from decreasing sales in baby care,
women health and wound care.

Beauty sub-segment, the main revenue driver within the segment, represented
31.6% of total sales. This division has been facing growth in the last years,
mostly due to an increasing market for beauty products, mainly in emerging
markets. From 2017 to 2018, sales grew by 4.3% driven by its Neutrogena®,
OGX, Aveeno® and Dr.Cl: Labo products, whose international market share grew
by 1.9%, overcoming the decrease in U.S." market share by 1.16%. In 2019 we

expect this upward trend to continue, with sales growing 5.2%.

OTC sales accounted for 31.3% of the segment’s revenue in 2018. It is the
division showing higher growth, as sales grew by 5.0% in 2018, supported by:
growth of 4.0% in the market for OTC products, mostly outside the U.S.; increase
of J&J’s market share on products such as Zyrtec®, Tylenol® and Motrin®; and
acquisition of Zarbee’s Inc. (that made OTC sales grow 0.9%). In 2019, sales are

expected to continue growing, for the same reasons, around 2%.
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Exhibit 16. Oral care, baby care, In 2018, Oral care sales increased by 1.6%, accounting for 11.2% of the
women’s health revenue (2017 -2019)  qagment’s total sales. Growth was mostly driven by strong marketing campaigns
$02 02, and the launch of new LISTERINE® products. In 2019, sales should decrease
II si'isoz $01 so1 1.8%, as a consequence of market share loss both in international and U.S.
markets. However, we do not expect further revenue decreases, due to J&J’s

strong brands within oral care, as it is further explained.

Baby . 02::18 - Viomen's heaith
Sales of the remaining divisions decreased in 2018. Baby care sales fell by
3.0%, as a consequence of decreasing market for baby care products in the U.S.,
together with findings of asbestos in J&J’s baby powder products, which caused
reputational damage and decreased the company’s market share. In 2019,
revenues are expected to continue decreasing, by 9.5%, following consumers’
awareness on J&J’'s baby powder case. Regarding women’s health and wound
care divisions, sales decreased by 0.1% and 13.3%, respectively. J&J has been
losing market share on these two markets in the past years, as products are also
suffering from reputation damage due to baby powder litigations. As such, we

expect sales to continue decreasing in 2019.

Consumer Healthcare, is J&J’s smallest segment and it is expected to grow at a
lower pace than the other segments, following J&J’s market share loss in recent
years and most recently, due to litigations on products within the segment.

Further impact on J&J’s future financials and valuation are discussed ahead.

Shareholder Structure

Exhibit 17. Shareholder Structure Johnson & Johnson is a publicly traded company, listed in the NYSE since 1944.

0.0%

3.0% ‘

= |nstitutional = Free floating Insider Ownership

J&J’s common shares amount to 3.2bn with 457.5m being held in treasury.

Institutional shareholders such as big pension and investment funds, hold 70.2%

of the market’s floating stocks. Top 3 institutional shareholders are The Vanguard
Group, Inc. (8.5%), SSgA Funds Management, Inc. (5.8%) and BlackRock Fund

Advisors (4.9%). Moreover, 0.1% of total shares outstanding are held by insiders.

7.0%

Exhibit 18. Peers’ shareholder structure  The remaining 29.7% are free floating stocks, being traded daily on the stock

exchange. The average trading volume for the last 3 months was 7.2m. By

comparing free floating shares of J&J and its peers (excluding institutional

shareholders), we were able to conclude on the volatility of J&J’s stock. As

I I m observed, J&J has a lower percentage of free floating shares (29.7%) than the
B average of its peers’ (37.2%). As such, J&J’s stock should be more volatile, since

,_,fo @05\ Q@' e° Q &@

‘\o & o g o by having a lower number of shares that can be bought or sold, in case of a

major event happening, share price will vary in higher proportions.
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Exhibit 19. J&J and S&P500 returns
(2017 - 2018)

===S&P 500 =——J&J

0.4%

Exhibit 20. J&J and eers’ dividend yield
04% 0.4%
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Exhibit 21. Global pharmaceutical
market revenue (2014 — 2019)

$1 600
$1 200
$800

$400

2014A 2015A 2016A 2017A 2018A 2019E
= International = U.S.

Source: Passport (Euromonitor)

Stock Performance

By analysing J&J’s stock in the last year, we can see that legal liability and
uncertainty regarding litigations have dominated J&J’s investment debate. In the
beginning of December 2018, J&J’s stock was trading at a relative price 5.4%
above S&P500. In late October 2019, after months of discussions and lawsuits
regarding J&J's baby powder and following the intensification on opioid talks,
J&J’s share was trading at a relatively low record of 15.6% below the S&P500.
After J&J's SEC filing on the 26" of October 2019, stating an agreement in
principle to settle opioid litigation at $4.0bn, J&J’s price started recovering, going
from $128.35 to $145.75, currently trading 10.6% below the S&P500.

Dividend Policy

J&J has defined a fixed policy regarding dividends, being paid on a quarterly
basis. Dividends per share have been increasing (DPS) YoY, going from 2.8% in
2014, to $3.5 in 2018. This is the result of a dividend payout ratio between 47.6%
and 62.1%. In 2017, when J&J’s net income fell by 92.1%, from $16.5bn in 2016
to $1.3bn (due to Tax Cut and Job Act implemented in 2017) J&J's DPS
increased, leading to an abnormal payout ratio of 687.9%. Following that, we can
conclude that J&J is keen in increasing its DPS, even when results decrease.
During 2019, the four dividend payments amounted to a total of $3.75 per share.
We expect DPS in 2020 to increase by $0.05 following past years, to $1 DPS per

quarter.

When comparing J&J’s dividend yield in 2018 with its peers’, we can observe that
Johnson & Johnson’s stock is yielding a return below its peers’ average —

dividend yield of 2.8% versus peers’ average of 3.1%.
Industry Overview & Revenue Drivers

In the following sections, we discuss how J&J’s market share in each segment
has evolved and how we expect it to change. Moreover, we present our

estimates on how the different markets will evolve and how that impacts J&J.
Pharmaceutical

The pharmaceutical industry is responsible for the development, production and
marketing of medications. Between 2014 and 2018, worldwide industry sales
recorded a CAGR of 3.7%, with annual turnover always exceeding $1.3tn. In
2019, worldwide sales are expected to be $1.5tn, with ~19% happening in the
U.S.. In the U.S. alone, annual turnover increased 6.2% per year, on average,

with revenues expected to be $289.1bn in 2019. The U.S. is the leading country
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Exhibit 22. Global pharmaceutical
market shares - Pfizer, Novartis, Roche,
J&J
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Exhibit 23. Gross profit margin - Pfizer,
Novartis, Roche, J&J
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Exhibit 24. EBITDA margin - Pfizer,
Novartis, Roche, J&J
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in this market, with its companies accounting for ~47% of total sales. Yet, the
Chinese and Brazilian pharmaceutical sectors recorded the largest growth in the
last 5 years, growing on average 9.6% and 8.7% per year, respectively. China’s
largest pharmaceutical company (Sinopharm Group) recorded sales growth of
14.6%, with revenue in 2018 of $48.5bn. Such companies have been claiming a
larger market share. However, most innovative medicines still come from the
u.s..

Johnson & Johnson is the 4" largest global player regarding revenue, with
turnover of $40.7 bn in 2018 and market share of ~2.7%, only surpassed by:
Pfizer (U.S.) with market share of ~3.6%, Novartis (Switzerland) with market
share of ~3.5% and Roche (Switzerland) with market share of ~3.0%. Regarding
the U.S., J&J's market share is 8.0%, with sales of $23.3 bn. Since 2015, J&J is
the company recording the largest revenue growth, as its market share has been
increasing, while that of Pfizer and Novartis has been decreasing. Other relevant
players include Merck & CO (U.S.), Sanofi (France), Abbvie (U.S.) and
GlaxoSmithKline (U.K.), all recording sales above $30bn in 2018. J&J recorded
the largest net income in 2018 ($15.3 bn) and is the largest in terms of market
capitalization - about $383.6bn, substantially above the 2m largest, Roche
Holding AG with a market cap of $280.3 bn.

Out of the four leading pharmaceutical companies, J&J has clearly the best gross
profit margin, consistently above 81.5% in the last 5 years (83.3% on average).
During that period, Pfizer's average margin was 79.1%, Novartis’ 65.0% and
Roche’s 74.2%. Even with higher production efficiency, J&J’'s average EBITDA
margin of 40.4% is below that of Pfizer (44.3%) and very close to Roche’s
(40.6%). This is mainly due to J&J’s large R&D expenses, which is one of the
main drivers of J&J’s value. J&J's R&D charges are ~21.2% of total revenue,

while Pfizer only spends ~14.8% of sales revenues in R&D.

The pharmaceutical industry is probably the most R&D-dependent industry. As
science develops and the investment in the treatment of rare diseases increases,
it is expected that more innovative and effective drugs arise, which will lead to an
industry expansion. In 2018, J&J was the world’s 2 largest spender in R&D,
with expenses of $8.4bn in its pharmaceutical segment, which represented
20.7% of the segment’s revenue. Roche was the largest spender, with $9.7bn in
R&D costs. Due to all the efforts in R&D, patents play a major role in the
pharmaceutical industry. In the U.S., patents typically last for 20 years. However,
after a company files for a patent, the FDA’s approval may take many years. This
means that, as the product starts to be sold, companies will have less than 20

years of exclusivity. Yet, most of J&J’s drugs have been approved in less than a
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year. Even if a drug is already on the market, companies can file for patent
extensions and expand the drug’s medical use. Compensating the expiration of a
certain patent with the creation of a new one (through NMES), or the extension of
an existing one, is crucial to ensure sustainability and growth. A study by the
University of Groningen in July 2018" determined that after a patent expires,
prices usually go down up to 66%, five years after expiration. Moreover, a study
by the National Bureau of Economic Research in August 2014, estimated that 3
- 5 new players usually enter the market after patent expiration, with global
revenue actually increasing after the price drops, as a result of higher demand.
However, profit margins decrease and global revenue is divided amongst the
original patent owner and the new entrants. The impact of patent losses in J&J’s

sales was estimated in accordance with these studies.

Together with governments, the FDA, the World Health Organization (WHO) and
the Medicines and Healthcare Products Regulatory Agency (MHRA) have been
tightening pharmaceutical companies’ pricing strategies, as pressure for price
decreases keeps surging. The goal is to have a balance between rewarding and
enhancing medical innovation, while making medicines accessible for everyone.

Exhibit 25. Pharmaceutical spending per The U.S. president Donald Trump announced in early 2019 that he intended to
capita— U.S. vs European countries

lower drug prices in the U.S., following policies that already exist in many

Austria = ies. S included making i difficult for d

Belgium $ ggg EuUropean countries. Some measures included making it more difficult for drug
France $ 653 manufacturers to raise prices, while others make sure information regarding
germany i ggg negotiations between firms, health insurers and pharmacy benefit managers are

reece

Ireland $ 599 disclosed. Thus, even though U.S. drug prices are still fairly unregulated, there
Italy $ 601 are signs of that changing in the near future. After analysing pharmaceutical
3p§|n i L ggg spending in European countries with strict price regulation (Austria, Belgium,

France, Germany, Spain, Greece, Italy and Ireland), we could conclud that drug
prices in the U.S. are ~54% higher. As price regulation intends to make
medicines more accessible for people, we believe that revenue will not decrease
as prices get lower, since demand increases. Therefore, we expect gross profit
margins of pharmaceutical companies to suffer as regulation tightens. In our
estimates, we assume that by 2030, U.S. drug prices will be between current
levels and European prices (meaning U.S. prices ~27% higher than in Europe).
As a result of that, we estimate J&J's U.S. gross profit margins to have
decreased 3.6pps by 2030 (from 2019’s margin of 83.2%).

The industry’s major segments are oncology, antidiabetics, respiratory and

autoimmune diseases, which combined turnover exceeded $290bn in 2018.

! Vondeling, Gerard T; Cao, Qi; Postma, Maarten J and Rozenbaum Mark H. 2018. “The Impact of Patent Expiry on Drug Prices”.
Applied Health Economics and Health Policy, 16(5), 653-66.

2 Rena, M. Conti, and Ernst R. Berndt. 2014. “Specialty drug prices and utilization after loss of U.S. patent exclusivity, 2001-2007".
Measuring and Modeling Health Care Costs
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Exhibit 26. Percentage of people over 60
years of age
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Source: United Nations (2017).

Exhibit 27. Worldwide immunology
drugs market revenue (2018 — 2023)

2018 WW
Market Sales
$67.28B

2023 WW
Market Sales
$81.28B

+%148B
Net New
Growth

75 /

65

CAGR 2018-2023
~4.0%

/

H Immuno-Dermatology

M Gastroenterology
Il Rheumatology

Source: J&J Investor Presentation (May, 2019).

Branded, patented medications represent the largest portion of the pharma
industry - around 78.7% in 2018 - while unbranded generics accounted for 11.7%
and branded generics for 9.6%. Ageing populations, driven by decreasing fertility
rates and increased life expectancy, will drive up the demand for pharmaceutical
products. The percentage of people over 60 years of age is expected to grow at a
fast pace, going from ~12% in 2017 to over 16% in 2030. A study by Mercer
Capital in 2016 found that, on average, people above 65 years of age spend 3x
more on healthcare than other adults and 5x more than children. Thus, as
populations get older, the average revenue per capita of pharmaceutical
companies increases. Another factor driving the demand for pharmaceutical
products is the growing disposable income of low and middle class families, as
drugs become more accessible. Below we discuss our beliefs on how J&J’s

pharmaceutical divisions will evolve.

Immunology: estimates by EvaluatePharma state global annual sales will grow
at 3.9% until 2023, reaching $81.2bn. We believe that afterwards, growth will
slow down to 3.8% as a result of a decrease in dermatology’s growth rate, from
11.4% (EvaluatePharma’s growth estimate until 2023) to 7.7%. We predict
growth in dermatology to reduce, as opportunities to serve unmet needs through
innovative drugs will decrease, and growth will mostly be due to increases of
market reach. We expect annual global dermatology sales to achieve $28.7bn by
2023. J&J serves two other immunology divisions — gastroenterology and
rheumatology. Global rheumatology market is forecasted to expand only 0.3%
per year until 2023, as current drugs fulfil patients’ needs, achieving $33.4bn. We
believe growth will be the same after 2023. Worldwide gastroenterology revenue
is forecasted to grow 1.8% per year until 2023. Even if the number of gastric
diseases is expected to increase at 6.5%, according to Mayo Clinic, the shift
towards surgery and bacterial transplants will continue (according to Zion Market
Research), lowering the demand for non-post-surgery recuperation drugs. After
that, we believe growth will increase to 2.6%, more in line with the number of
gastric diseases. Thus, gastric global market turnover will expand from $17.5bn
in 2018 to $19.1bn in 2023.

J&J’s market share in the immunology market, in 2018, was 19.6%, expected to
rise to 20.4% in 2019. This is due to Stelara®s success in the gastric division,
following an increase in sales due to an extension approval in 2016 (representing
36.4% of global gastric drugs’ revenue) and because Tremfya®™s market share
keeps increasing, after the drug’s approval in 2017. Even if we believe these
drugs will continue to increase in sales and gain market share, we expect that the
expiration of Remicade®s patent in 2018 (J&J’'s most sold drug) will ultimately

lead to a decline in J&J’s immunology market share. We expect J&J's market
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Exhibit 28. Worldwide oncology drugs
market revenue (2018 — 2023)

2018 WW Market Sales 2023 WW Market Sales

$78.6B $127.0B

/

CAGR 2018-2023
10,1

Ml Hematologic malignancies

M Lung, urothelial and
gastrointestinal cancer

M Prostate cancer

Source: J&J Investor Presentation (May, 2019).
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share to have decreased to 16.5% by 2023 and to slightly reduce afterwards, as

we do not predict new approvals in this division, reaching 15.6% in 2030. As

such, we expect J&J’'s immunology sales to evolve as follows:

Market size ($bn) $67.1 $694 $720 $748 $77.8 $81.2 .. $105.1
J&J market share 19.6% 20.4% 19.1% 17.8% 17.2% 16.5% ... 15.6%
J&J revenue ($bn) $13.1 $141 $138 $133 $134 $134 .. $164

Oncology: global market is expected to grow 10.1% per year until 2023, with
hematology growing 10.4% and prostate cancer medicines growing 4.0%,
according to EvaluatePharma’s estimates. This expansion is mainly due to the
increasing number of new cancer cases worldwide, resulting mostly from ageing
populations (17M cases in 2018, expected to reach 27.5M by 2040 — data from
Cancer Research U.K.), and due to the development of new drugs to fulfil unmet
needs. As both population ageing and drug innovation are expected to continue,
we expect growth to slightly decrease after 2023, to 8.2%. As such, global
oncology turnover should increase from $78.6bn in 2018 to $127.0bn in 2023.
We believe hematology will keep growing above the remaining divisions, at a
pace of 8.5% after 2023, as innovation should continue. Thus, global hematology
revenue is predicted to grow from $42.0bn in 2018 to $69.0bn in 2023. As for
prostate cancer, we believe growth will stay the same after 2023, at 4.0%,
expanding from $9.7bn in 2018 to $11.8bn in 2023. With the introduction of
Balversa™ in 2019, J&J entered the market for urothelial cancer drugs, a
reasonably smaller market. Yet, annual revenue is expected to experience large
growth, reaching $2.9bn by 2023 (from $1,051m in 2018).

With the approvals of Erleada® for the treatment of prostate cancer and
Balversa' in 2019, J&J's share of oncology drugs’ revenue should rise to 12.7%
in 2019 (0.2pps above 2018). We believe both drugs will experience high
revenue growth, with Erleada® sales representing 8.1% of prostate cancer drugs
and Balversa™ representing 9.0% of global urothelial cancer drugs’ market, by
2023. We also expect recently-approved Darzalex” to continue growing in sales
and become a best-seller. Together with Imbruvica®, we believe these drugs may
represent 15.6% of the hematologic market by 2023 and 16.6% by 2030.
Therefore, we believe J&J will increase its share of global oncology drugs’
revenue to 13.5% by 2023 and 13.7% by 2030. All things considered, we

estimate J&J’s oncology revenue to be:

Market size ($bn) $786 $865 $95.2 $104.8 $1154 $127.0 .. $221.1
J&J market share 12.5% 12.7% 12.9% 13.1% 13.4% 13.5% .. 13.7%
J&J revenue ($bn) $ 9.8 $11.0 $123 $138 $154 $172 .. $302
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Exhibit 29. Worldwide neuroscience Neuroscience: according to EvaluatePharma, schizophrenia global revenue is

drugs market revenue (2018 — 2023) expected to grow 3.3% per year, reaching $8.0bn in 2023. The disease affects
O e 2023 W et == ~23m people worldwide, with most facing multiple relapses and shifting towards

long-acting injectable medicines such as J&J’s Invega®, which will drive up the

/

CAGR 2018-2023
~3.0%

H Alzheimer’s Disease M Schizophrenia
M Mood Disorders [l Multiple Sclerosis

Source: J&J Investor Presentation (May, 2019).  should grow 11.4% per year, until 2023, reaching $12.5bn, as a result of people’s

market's total revenue. J&J joined the mood disorders market with the

introduction of SpravatoT'vI in March 2019, a drug for adults suffering from

depression. We believe this drug can have a large impact, since depression

affects more than 300M people worldwide. According to the WHO, about 800k

people suicide every year because of depression. The mood disorders market

increasing concern and as innovative drugs such as SpravatoT'VI are developed.
Afterwards, we predict growth to slow down to 7.6%. J&J is set to enter multiple
sclerosis market as a result of Ponesimod’s approval, which is expected to
happen in 2021. Worldwide multiple sclerosis turnover is expected to grow 0.2%,
reaching $23.2bn by 2023, according to iHealthcareAnalyst. We believe growth
will be sustained afterwards. Overall, global neuroscience sales are expected to
grow 2.9% per year, reaching $44.8bn in 2023.

With the approval of Spravato™ in 2019 and the expected approval of
Ponesimod for treating multiple sclerosis in 2020, we expect J&J to increase its
market share in the neuroscience division, in spite of litigations related to
Risperdal Consta®. We believe it will increase from 15.6% in 2018, to 18.2% by
2023, with SpravatoT'\’I representing 8.5% of global mood disorder sales and
Ponesimod representing 1.9% of worldwide multiple sclerosis revenue. However,
after that, we expect J&J’s market share to decrease following patents expiration
for Risperdal Consta® in 2023 and Concerta® in 2022. Following these patent

losses, we believe J&J's market share will gradually fall to 17.6%. Overall, we

expect J&J’s neuroscience revenue to be as follows:

Market size ($bn) $389 $400 $41.2 $423 $436 $448 .. $546
J&J market share 15.6% 15.9% 16.6% 17.5% 18.2% 182% ... 17.6%
J&Jrevenue ($bn) $ 61 $ 64 $ 68 $ 74 $ 79 $ 81 ... $ 96
Exhibit 30. Worldwide PH d ket . . .
,exve'n:Je (201;;"_ 2\'(\;'233 rugs marke Pulmonary hypertension (PH): annual turnover is expected to increase 5.1%
2018 WW Market Sales! 2023 ww Market sales  PEr yeQr, until 2023, reaching $7.7bn. PH is a deadly disease with 1 out of 3

%6.0B $7.78
11

patients dying within 5 years of diagnosis. Main reasons for the market’s

expansion are: late diagnosis is reducing (as awareness is increasing) and

/ s4.18

CAGR 2018-2023
5.1%

$2.98 /
1

M PDE-5s/sGC Meras  HEprci2s

$2.1B

because 2/3 of all PH patients are only using a single drug in their treatments,

2w o uw om w B

still not benefiting from the advantages of combined treatments. As such, we

expect growth to be sustained after 2023, around 5.1%.

Source: J&J Investor Presentation (May, 2019).
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Johnson & Johnson leads the market for PH drugs, as sales in 2018 accounted
for 42.9% of global revenue. Since J&J's Uptravi® continues to gain market
share, we believe that until 2022, J&J will increase its total share of PH drugs
market, to 44.5%. Yet, with the expiration of Tracleer®s patent in 2022, J&J's

market share should gradually decrease to 43.0%. As such, we estimate J&J’s

PH sales as:

Market size ($bn) $ 60 $63 $66 $70 $ 73 $ 77 .. $109

J&J market share 42.9% 43.0% 43.8% 44.4% 445% 44.4% ... 43.0%

J&Jrevenue ($bn) $ 26 $ 27 $ 29 $ 31 $ 33 $ 34 ... $ 47
Exhibit 31. Worldwide infectious Infectious diseases: global sales are expected to increase 2.8% per year as a
diseases drugs market revenue (2018 — . . . .
2023) result of the continuous development of therapeutics and vaccines to treat life-
2018 WW Market Sales 2023 WW Market Sales threatening diseases. Drugs for treating of HIV represent most of the market, as

8M new infections occur every year. We expect global infectious diseases
revenue to reach $38.7bn by 2023 ($33.7bn in 2018). J&J has kept a share in the

infectious diseases market of around 9.8%. We expect a slight decrease in J&J's

/

CAGR 2018-2023

2.8%

Murv  Mrsv Minfluenza BHBY  the expiration of PREZISTA®s patent, we believe J&J's market share to fall,

Source: J&J Investor Presentation (May, 2019).  regching 7.4% by 2030. We forecast the company’s revenue to be:

market share as its “other infectious diseases drugs” revenue keeps decreasing.

By 2025 we expect the company’s market share to be around 9.4%. In 2026, with

Market size ($bn) $337 $346 $356 $366 $37.6 $387 .. $470
J&J market share 9.8% 98% 9.7% 9.7% 96% 9.6% .. 7.4%
J&Jrevenue ($bn) $ 33 $ 34 $ 35 $ 36 $ 36 $ 37 ... $ 35
Exhibit 32. Worldwide cardiovascular Cardiovascular, metabolism and others: global annual revenue is expected to
and metabolism drugs revenue (2018 = . .
increase 4.8% each year until 2023 (reaching $41.3bn), after the U.S.
2018 WW Market Sales 2023 WW Market Sales
w #1930 4.9 government’s health insurer, Medicare, decided to increase spending in this

27

2 / $21.08
2

CAGR 2018-2023
5.2%

/

division and as the expansion of new-generation anti-coagulants continues.

$15.48

J&J’s market share is expected to fall in 2019, to 15.1% (17.8% in 2018),

following the success of Pfizer's and Bristol-Myers Squibb’s drug, Eliquis. This

18
15
12
]
6
3
0

drug competes directly with Xarelto® and is clearly reducing its market share, as it

$3.98

Mooacs M other is sold at a lower price. Eliquis’ sales have been growing ~20% per year. We

Source: J&J Investor Presentation (May, 2019).  aypect Eliquis to continue gaining market share over Xarelto®. However, we
expect Invokana®s market share to recover to 2018’s level of 2.7%, as a new
extension was approved in October 2019. Still, this should be partially offset by
the expiration of Procrit™s patent. Overall, we estimate J&J's market share to
have decreased to 13.1% by 2022. With the approval of Aprocitentan in 2022, we
believe J&J will start to recover market share. Following that, we predict J&J’'s

market share will be 13.8% from 2026 onwards, and sales in this division to be:
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Exhibit 33. Global medical devices
revenue (2014 — 2019)

$200
$100

$500

$400
$300

2014A 2015A 2016A 2017A 2018A 2019E
u Intemnational

Source: Passport (Euromonitor)

Exhibit 34. Global medical devices
market shares — Medtronic, Koninklijke
Philips, Siemens Healthineers, Stryker,
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Exhibit 35. J&J gross profit margin
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Exhibit 36. Medical devices industry
revenue (2013 - 2020)

2013 2020 CAGR
U.S. $ 137 $ 174 3.5%
Japan $ 41 $ 49 2.6%
Germany $ 26 $ 29 1.6%
China $ 22 $ 55 14.0%
Other emerging $ 17 $ 33 9.9%
Rest oftheworld $ 97 $ 130 4.3%
Total $ 340 $ 470 4.7%

Source: Statista
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Market size ($bn) $326 $342 $358 $37.5 $394 $41.3 $57.3
J&J market share 17.8% 15.1% 13.9% 13.4% 13.1% 13.2% 13.8%
J&J revenue ($bn) $ 58 $ 52 $ 50 $ 50 $ 52 $ 54 $ 7.9

Medical Devices

The medical devices industry is broad, ranging from large imagology devices to
pacemakers and surgical instruments. Between 2014 and 2018, worldwide sales
recorded a CAGR of ~2.1%, with revenue in 2018 exceeding $394.5bn. The U.S.
market did not grow during the period, but is expected to grow ~2.8% in 2019.

J&J is one of the industry’s main players, alongside Medtronic (U.S.), the largest
in terms of sales, with market share of 7.7% in 2018; Koninklijke Philips NV (The
Netherlands) with market share of 5.4%; Siemens Healthineers AG (Germany)
with market share equal to 3.4% and Stryker (U.S.) also with 3.4%. These are
J&J’s main competitors in the medical devices segment. J&J’s market share has
fallen below 7% for the 1% time since 2014, being 6.8% in 2018 and expected to

be 6.5% in 2019. Yet, J&J still has the industry’s 2™ largest market share.

Most medical devices customers are healthcare systems such as Medicare
(U.S.), who buy these appliances for patients and hospitals. Since healthcare
insurers are almost only focused on lowering costs, sellers are forced to compete
mostly based on prices. A study by The Commonwealth Fund in September,
2017°, concluded that health insurers will increasingly have bargaining power to
reduce prices. We believe that price decreases and increased shopping
efficiency will not lower revenues, as demand increases should compensate
lower prices. This should cause operating margins to fall. Yet, we expect this to
be compensated following the firm’s restructuring program and the increase in
the use of new production technologies such as 3D printing. However, investing

in 3D printers will lead to higher capital expenditures.

Ageing populations and the overall evolution of science will continue to drive up
the medical devices market, as innovative products are developed. Moreover,
according to the WHO, government health expenditure in developing countries
per capita has doubled since the year 2000. However, companies from emerging
economies have been claiming a larger share of the medical device industry.
According to Statista, Chinese companies’ sales should grow at a CAGR of
14.0% between 2013 and 2020. As for other emerging regions, revenue should

grow at 9.9%. As for U.S. companies, revenue growth is expected to be 3.5%.

Medical and surgical equipment: the U.S. market is expected to continue

growing. According to Passport (Euromonitor), sales will grow 2.0% per year until

% Scheffler, Richard. 2017. Insurer Market Power Lowers Prices in Numerous Concentrated Provider Markets. The Commonwealth Fund
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2023, with total revenue reaching $104.7bn. After that, annual revenue should
grow at 1.8%. In international markets, growth is expected to be superior, as
healthcare spending and disposable income in emerging countries keeps
increasing. Thus, sales should increase 5.6% YoY, reaching $308.5bn in 2023.

J&J’s U.S. market share in this division has increased between 2014 and 2017,

Exhibit 37. Worldwide medical/surgical ) . .
equipment revenue (2018 — 2023) but fell to 6.7% in 2018 being expected to decrease further, to 6.0% in 2019.

$500 International market share decreased from 3.7% in 2017 to 3.6% in 2018 and

$400

$300

5200 due to poor performance in specialty surgery equipment. Yet, J&J's products

$100 . . . . .

N remain the best in treating and preventing strokes and the company is set to
2018A 2019E 2020F 2021F 2022F 2023F

® International

Source: Passport (Euromonitor) average surgery time in half. Also, J&J is investing in innovative solutions for

3.3% (expected) in 2019. This is due to the discontinuation of diabetes care and

launch in the next 18 months a smart micro-catheter that will decrease the

gastric and thoracic surgery, which we believe will cause J&J to gain market
share in the surgery division. All things considered, we trust that by 2023 J&J’s

U.S. market share will be 6.4% and in international markets, 3.4%. From then on,

we believe these will stay the same. Therefore, we estimate sales to be:

Market size ($bn) $329.5 $334.9 $354.1 $372.5 $392.3 $413.2 .. $570.3
J&J market share 45% 41% 41%  42%  42%  42% .. 4.0%
J&J revenue ($bn) $ 148 $ 138 $ 146 $ 155 $ 164 $ 172 ... $ 227
Exhibit 38. Worldwide orthopaedic Orthopaedic devices: sales in the U.S. are estimated to grow 1.7% per year,

devices revenue (2018 — 2023)

$60

$50 2023. Again, international markets are expected to increase at a faster pace
$40

530 (4.5%), reaching $37.9bn by 2023.
$20
$517° I I I I In the U.S., J&J is the leading player, with market share consistently above

e :T:::mj;:; T ™ 32.6% since 2014. Still, J&J's market share decreased in 2018 to 34.4% and is

Source: Passport (Euromonitor) expected to decrease again in 2019, to 33.8%, due to poor sales of its spine-

according to Passport (Euromonitor). As such, revenue should reach $16.7bn by

R

related products. The company’s spine division will be underperforming until
2021, as digital surgery at J&J is still not fully developed. Following the
company’s partnerships with Brainlab, with China's #1 robotic surgery company
and the acquisition Auris, by 2021 digital surgery should be fully operational.
From then on, we believe J&J will recover some of its U.S. market share,
increasing it from 33.6% in 2021 to 34.8% by 2026. In international markets all
divisions have been performing worse, as players from emerging economies
continue to gain market share. J&J’'s market share reduced from 14.1% in 2014
to 11.8% in 2018. In 2019, J&J’s share in international markets will decrease to
11.6%. We expect further losses in market share until 2021, to 11.1%. Following
the development of digital surgery in 2021, we believe J&J will be able to sustain

its market share, from then onwards. As such, we forecast revenue as:
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Market size ($bn) $ 458 $ 458 $ 482 $ 502 $ 524 $ 546 ... $ 703
J&J market share 19.4% 19.2% 18.8% 18.4% 18.3% 182% .. 17.4%
J&Jrevenue ($bn) $ 89 $ 88 $ 90 $ 92 $ 96 $ 99 ... $ 122

Contact lenses: global turnover is expected to grow at a similar pace in the U.S.

Exhibit 39. Worldwide contact lenses and in international markets. According to Grand View Research, innovation will
revenue (2018 — 2023)

o5 continue to drive up the market, together with rising disposable income levels and

520 the tendency to wear contact lenses instead of glasses. As such, global revenue

?2 should grow 4.4% per year, until 2023. After that, we believe that growth in the

I I I I I I U.S. will decrease to 4.1%, as the effect of the shift in preferences fades.

2018 2|mth ziozwl 2021 2022F 2025 Therefore, we expect U.S. revenue to be $8.7bn in 2023. In international
# Intemationa

@D oy &
(9]

_ markets, annual sales are estimated to reach $15.0bn by 2023.
Source: Passport (Euromonitor)

J&J’s U.S. market share has been increasing since 2016, from 15.7% to 17.6% in
2018 and 2019. As for international markets, J&J’s market share is increasing
since 2014, from 14.4% to 17.1% in 2018 and 2019. With the launch of Acuvue®
Oasys (innovative contact lenses that adapt to light conditions), we expect J&J to
keep increasing its global market share. Therefore, we believe J&J will have
increased its U.S. market share to 18.9% and to 18.5% in international markets,

by 2023. Thus, we believe revenue will evolve as follows:

Market size ($bn) $ 191 $ 197 $ 207 $ 217 $ 227 $ 237 .. $ 318
J&J market share 17.3% 17.3% 17.7% 18.1% 18.4% 18.7% .. 18.7%
J&Jrevenue ($bn) $ 33 $ 34 $ 37 $ 39 $ 42 $ 44 ... $ 59

Consumer Goods

All consumer goods’ industry considerations in this report only account for J&J’s
divisions of the consumer goods segment — beauty and women care, baby care,
OTC drugs, wound care and oral care. Since each division’s revenue drivers and

trends are different, these were analysed separately, as follows:

Exhibit 40, Worldwide OTC drugs & OTC Drugs & Wound Care: wound care includes bandages, tapes, patches and

wound care revenue (2018 — 2023) other products, while OTC medicines are drugs sold without the need for a
$150 prescription from a healthcare professional. Drivers of the demand for wound
$100 care include the growing need for faster wound recovery and increase in the
I I I I number of surgeries. Estimates by Passport (Euromonitor) state that the U.S.

market will grow less than international markets (at 0.7% per year), reaching

2018A 2019 2020F  2021F  2022F  2023F . o i i

a Intemnational $1.0bn in 2023. In the remaining countries, revenue is expected to grow at 3.9%,

Source: Passport (Euromonitor) going from $2.4bn in 2018 to $2.8 in 2023. The market for OTC drugs should

expand fast, mainly due to a growing number of patent expirations on
prescription drugs that emerge as OTC. The U.S. market is projected to grow
2.1% per year, from $26.8bn in 2018 to $29.8bn in 2023. As for international
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markets, growth is projected to be 5.4%, with annual revenue reaching $107.4bn
in 2023.

J&J is a leading player in OTC and wound care, with market share of ~5.0% in

Exhibit 41. Global OTC/wound care 2018. J&J’s main competitors are multinational pharmaceutical companies, such
market share — Sanofi, Novartis, Bayer

AG. GSK. J&J as Sanofi (market share of 6.3%), GlaxoSmithKline (4.8%), Bayer AG (4.5%) and
;f; Novartis (4.2%). J&J recorded the largest revenue in 2015 and 2016, but since
5% % then has been surpassed by Sanofi. J&J's global market share has been
4% —"

% P decreasing because of international sales. In the U.S., the company’s market
2% /

1% - share has been increasing due to its best-selling products such as Zyrtec®,

2014 2015 2016 2017 2018
—Sanofi — Novartis —Bayer AG —GSK —J&J Benadryl® or Nicorette®, with sales growing for the last 4 years. Following this,

and the acquisition of Zarbee’s™ in 2018, we believe J&J's market share will
keep increasing. J&J’'s U.S. market share in 2019 is expected to rise to 7.3%
(from 6.9%) and by 2023 it should be about 8.0%. Moreover, J&J’'s share in
international markets is expected to slightly decrease from 2.9% to 2.8%. After
that, we expect the company’s share to continue decreasing as the impact of
Zarbee’s™ on revenue will happen mostly in the U.S. and as pharmaceutical
companies from emerging markets continue to gain ground. We expect J&J's

international market share to reach 2.7% by 2023. We estimate OTC drugs and

wound care revenue to be as follows:

Market size ($bn) $116.4 $117.9 $123.7 $129.0 $134.8 $141.1 ... $201.7
J&J market share 43% 43% 42% 42% 41% 41% ... 3.7%
J&J revenue ($bn) $ 50 $ 51 $ 52 $ 54 $ 55 $ 57 ... $ 75

Exhibit 42. Worldwide baby care market Baby Care: products include wipes, feeding accessories, disposable diapers,
revenue (2018 — 2023)

soaps, shampoos, body care products and others. It has been verified an
$50
$40 increase in baby care products due to rising concerns on child and baby health

$30 protection. Even though global fertility rates have been decreasing for many
$20
0 years, being at all-time low levels, the above-mentioned concerns are expected
T ooiea 2019E 2000 2021F  2022F 2023¢ O iNcrease the global market for baby products. However, in the U.S. alone, low

$
m International

e LKW

’

fertility rates are expected to dictate a shrinking market. Following Orbis
Source: Orbis
estimates, we believe annual U.S. sales will decrease 0.3% per year, remaining

at $6.1bn by 2023. On the other hand, global international sales are expected to

Exhibit 43. Global baby care market rise 3.2% a year, reaching $37.0bn in 2023 (from 2018’s turnover of $31.1bn).

shares — P&G, Kimberly-Clark, J&J . .
The three main players are Johnson & Johnson (leader with market share equal

8%

o \ to 5.0% in 2018), Kimberly-Clark (3.2%) and Procter & Gamble (2.1%). J&J’s

o market share has been decreasing since 2014 (from 7.6% in 2014 to 5.0% in
_
_\*——_‘_______ . . . ) . . .

2% 2018). This is mainly due to J&J’s recent law suits regarding its baby powder

% e ws wm e w  Products. It is clear that those litigations are causing reputational damage that is

e e impacting J&J’s performance. However, the negative effect of law suits is
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happening mostly in the U.S.. In international markets, market share loss is
mainly driven by the entrance of new players from emerging markets (such as
Brazil’s Natura&Co who entered the baby care market in 2017, and in 2018 its
global market share was ~1.6%). We expect that, companies from emerging
economies continue to gain market share worldwide, since most growth expected
for the baby care market growth will happen in those countries. Thus, we believe
J&J's U.S. market share will stabilize around 5.8% by 2021, as reputational
damage dissipates, while in international markets it should keep decreasing. We
expect J&J’s international market share to fall to 3.2% by 2023 and to 2.7% by

2030, after which we expect it to stabilize. As such, we forecast sales to be:

Market size ($bn) $374 $387 $399 $411 $422 $432 .. $517
J&J market share 500 43% 40% 38% 3.7% 36% .. 3.1%

J&Jrevenue ($bn) $ 19 $ 17 $ 16 $ 16 $ 16 $ 16 ... $ 16

Exhibit 44. Worldwide beauty & women ~ Beauty & Women Care: the industry is mostly dominated by large multinationals

care fevene (2018 - 2029 such as J&J itself (market share of 1.2% in 2018), L’Oréal Paris (leading
2333 company with market share of 7.2%), P&G (2.8%), Nivea (1.9%) and Chanel
iiﬁﬁ (undisclosed revenue). Global beauty products sales in 2018 were $441.9bn,
:fgg I I I I meaning a CAGR of 0.6% since 2014. According to Passport (Euromonitor), U.S.

a01ea 2019 2020F  20mF  oooar 2023 FEVENUE Will grow 1.9% per year, while international markets will expand 6.6%

= Intemational per year, until 2023, mostly due to the increase in the average disposable income
Source: Passport (Euromonitor) . . L
of populations and due to the effect of climate changes that are driving up the
need for skin care products and sunscreens. Moreover, there has been a recent
increase in the use of beauty and care products for men. As such, we believe
that, after 2023, growth will stay the same, as the above-mentioned drivers
should continue. U.S. should reach $89.1bn by 2023. As for international

markets, we expect annual turnover to be $497.4bn in 2023.

J&J’s market share has been the same for the last 5 years. Nivea has also kept

Exhibit 45. Global beauty & women care its share during the period, while P&G has lost some market share (-0.3pps when

Ei?/fek;tfghafes—'-’oréa' Paris, P&G compared to 2014), and L'Oréal Paris, has consolidated its position (+0.2pps
o than in 2014). J&J’s U.S. international market share has been increasing due to
% Dr.Ci:Labo’s success in Japan (most sold medical cosmetic skincare brand in
% Japan with ~40% of market share) and due to the success of the company’s anti-

2%

ageing products. We expect J&J’s international market share to increase to 0.6%.

2014 2015 2016 2017 2018 ’ 0,
L LOréal Parie PG —Niven 18 In the U.S., we expect J&J’s market share to return to 3.0% by 2022 as the

0%

reputational damage of the company’s law suits in relation to asbestos findings in

baby powder, dissipates. Overall, we estimate sales to be as follows:
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Market size ($bn) $441.9 $459.7 $489.1 $518.4 $550.9 $586.6 ... $880.0
J&J market share 12% 12% 12% 12% 12% 12% .. 11%

J&J revenue ($bn) $ 54 $ 56 $ 58 $ 61 $ 65 $ 68 ... $ 94

Oral Care: J&J's oral care division relies on LISTERINE®, the world’s most sold

Exhibit 46. Worldwide oral care market ~ mouthwash product. The leading players worldwide are P&G’s Oral-B brand and
revenue (2018 — 2023)

Colgate-Palmolive. However, even if these companies sell mouthwash elixirs that
$60
$50 directly compete with LISTERINE®, their products focus mostly on toothpastes

$40
530 and toothbrushes. According to Passport (Euromonitor), revenue will grow 1.3%
:fﬁ per year in the U.S., until 2023. In other markets, revenue is expected to fall 0.9%

2018a 2019 2020F  2001F  2022F 2023 1IN 2019, but to grow afterwards, 3.2% per year as a result of growing concerns

= Intemational regarding oral hygiene. We believe that, afterwards, growth may continue the

Source: Passport (Euromonitor) . . . .
same. U.S. annual revenue should achieve $9.1bn by 2023, while international

turnover should reach $42.5bn.

LISTERINE®s market share in the U.S. is expected to fall to 7.2% in 2019, after
being above 7.3% for the past 5 years. We believe the brand might recover some
share, to 7.4% from 2021 onwards. Expectation is that LISTERINE® will remain
as the #1 mouthwash product, due to its effectiveness and brand reputation. In
international markets, LISTERINE® is also the leading brand. Yet, its market
share has been decreasing every year, as private label products keep increasing
their share of the market. Still, in 2019, expectation is that market share will be
the same as in 2018 — 2.4%. We believe that, after having experienced a
decrease in market share, J&J will be able to sustain its share of 2.4% in

international markets, retaining its position as the world’s most sold oral care

brand. We forecast J&J’s oral care revenue to be as follows:

Market size ($bn) $46.4 $46.2 $475 $489 $50.2 $516 .. $628
J&J market share 33% 33% 33% 33% 33% 33% .. 32%
J&Jrevenue ($bn) $ 16 $ 15 $ 16 $ 16 $ 1.7 $ 17 ... $ 20

Intrinsic Valuation

Our fundamental valuation was performed by estimating the firm’s cash flows
until 2030. By then, we expect J&J to have achieved a mature state in which the
return on invested capital (ROIC) and growth are very stable. The DCF model
resulted in a share price of $166.00, defined as our target price and meaning that
J&J is trading at a discount. We decided to compute a sum-of-the-parts (SOTP)
DCF model, to assess if the sum of J&J’s segments, valued individually, was
different from J&J’s value as a whole. The outcome of the SOTP DCF model was
very close to that of the DCF, a price of $164.07 per share. From this, we could

conclude that there is no conglomerate premium or discount.
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Exhibit 47. Revenue breakdown by
segment (2018 — 2023)

100 4

2021F

2018A 2019E 2020F 2022F 2023F

[ Pharmaceutical [ Medical Devices [l Consumer Goods

Exhibit 48. Revenue CAGR (2019 - 2030)

Pharmaceutical 4.9%
Medical Devices 4.2%
Consumer Goods 3.6%
Total 4.5%

Exhibit 49. Pharmaceutical segment
R&D expenses forecast ($bn)

$15

$12.0
. soq $98 $103 $11.1
$10 | $8.4 99. -

$5I IIII
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Model Description

In addition to J&J’s three operating segments, a 4" one was added, that regards
centralized matters of operations which cannot be allocated to any particular

segment (general corporate).
= Revenue

Following the estimation of revenues for all of J&J’s division within each segment,
presented in the Industry Overview section, we believe J&J’s revenue from core

operations will evolve as such:

Pharmaceutical
Market size ($bn) $1500 $1539 $1637 $1731 $1834 $1941 $2 839
J&J market share 2.7% 2.8% 2.7% 2.7% 2.7% 2.6% 2.5%
J&J revenue ($bn) $ 407 $ 428 $ 442 $ 46.1 $ 488 $ 51.3 $ 723
Medical Devices
Market size ($bn) $ 394 $ 400 $ 423 $ 444 $ 467 $ 492 $ 672
J&J market share 6.8% 6.5% 6.4% 6.4% 6.4% 6.4% 6.1%
J&J revenue ($bn) $ 27.0 $ 260 $ 27.3 $ 286 $ 30.1 $ 31.6 $ 40.9
Consumer Goods
Market size ($bn) $ 642 $ 663 $ 700 $ 737 $ 778 $ 823 $1 196
J&J market share 2.2% 2.1% 2.0% 2.0% 2.0% 1.9% 1.7%
J&J revenue ($bn) $ 139 $ 139 $ 142 $ 147 $ 152 $ 158 $ 205
Total Revenue $ 816 $826 $85.7 $894 $941 $ 98.6 $133.7

= Operating Costs

Pharmaceutical: gross profit margin is expected to be 16.8% in 2019. We
expect this margin to get lower as a result of stricter U.S. drug price regulation
and patent losses that drive prices down. We estimate gross profit margin of U.S.
operations to have decreased 1.1pps by 2023 and 3.6pps by 2030. In addition,
we believe a patent loss will decrease the drug’s gross profit margin in 5.4pps,
four years after expiration. We expect that four years after patent expiration, all

new entrants to be successfully producing the drug. Therefore, we forecast J&J’s

pharmaceutical gross profit margins and COGS to evolve as follows:

Revenues ($bn) $40.7 $428 $442 $46.1 $488 $51.3 $72.3
Gross Profit Margin 84.5% 83.2% 83.0% 82.9% 82.6% 82.5% 81.2%
COGS ($bn) $-13.2 $-12.4 $-13.1 $-13.7 $-145 $-15.2 $-19.7

Regarding R&D, in the 3" quarter earnings report, J&J’s management stated that
investment in R&D would increase in the next years, to ensure the continuous
discovery of innovative solutions. As such, we expect R&D expenses to continue
growing faster than revenues, on average, 7.2% per year until 2023. After that,
we predict them to grow at the same pace as revenues. Since we do not expect

any restructuring program in this segment, we assume no future charges. D&A
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expenses were forecasted based on PP&E and intangible assets, while SM&A
expenses were estimated as a constant % of revenues (21.8%). The same

rationale was used for the remaining segments. Therefore, we expect J&J’s

pharmaceutical operating results to be as follows:

Gross Profit $344 $356 $36.7 $382 $403 $423 .. $587
EBITDA $17.3 $168 $170 $175 $182 $188 .. $257
EBIT $135 $130 $130 $132 $137 $140 .. $193

Medical devices: in 2015 Johnson & Johnson started a restructuring program to
eliminate 4% to 6% of its MD workforce and increase the availability of resources
to invest in new and innovative solutions. The program finished in 2018 with total
restructuring costs reaching $2.5 bn. The program led to pre-tax annual savings
of $0.7 bn in 2018, expected to be 0.8bn to $1bn from 2019 onwards. We believe
that operating margins will not decrease after 2019, following health insurers’

pressure for lower prices, since J&J (and its MD competitors) are investing in 3D

printers to maximize production efficiency. As such, we estimate COGS as:

Revenues ($bn) $270 $26.0 $27.3 $286 $301 $316 .. $409
Gross Profit Margin 51.0% 52.2% 52.1% 52.1% 52.0% 52.0% ... 51.8%
COGS ($bn) $13.2 $-124 $-13.1 $13.7 $145 $-152 ... $19.7
Exhibit 50. Medical devices segment In the medical devices segment, J&J's management also expects to increase its

R&D expenses forecast ($bn) . .
levels of R&D charges, growing on average 5.7% per year, until 2023. Moreover,

we do not expect any relevant impairments or restructuring charges. All things

considered, we forecast J&J’s medical device results to be as such:

Gross Profit $13.8 $136 $142 $149 $157 $164 .. $21.2
2018A 2019E 2020F 2021F 2022F 2023F EBITDA $ 6.8 $ 6.2 $ 6.4 $ 6.7 $ 6.9 $ 72 $ 9.2
EBIT $ 47 $ 41 $ 42 $ 43 $ 45 $ 46 ... $ 57

Consumer goods: the gross profit margin has been decreasing since 2016,
when it was 49.7%. In 2019, we expect it to be the same as in 2018, 45.5%. In
the 3" quarter earnings release, J&J’s management stated that margins would

start improving in the coming year, following increases in competitiveness of the

Exhibit 51. Consumer goods segment products’ portfolio. As such, we believe the gross profit margin will gradually
increase, reaching 48.8% by 2023, and COGS to be as follows:

R&D expenses forecast ($M)

$800
$686
600 | $565 $603 9619 $640 9662

$400 Revenues ($bn) $139 $139 $142 $147 $152 $158 ... $205
$200 Gross Profit Margin 45.5% 45.5% 46.4% 47.2% 48.0% 48.8% ... 48.8%
COGS ($bn) $-75 $-76 $-76 $-78 $-79 $ -81 .. $105

3-
2018A 2019E 2020F 2021F 2022F 2023F

We forecast R&D charges to be 4.3% of revenues and do any restructuring

charges. Thus, we estimate J&J’s consumer goods future operating results to be:
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Gross Profit $ 63 $ 63 $ 66 $ 69 $ 73 $ 7.7 ... $100
EBITDA $ 32 $ 27 $ 29 $ 31 $ 33 $ 36 .. $ 46
EBIT $ 25 $ 20 $ 22 $ 24 $ 25 $ 28 ... $ 35

General corporate: in 2018 the company announced a restructuring of its global

Exhibit 52. General corporate D&A and  gypply chain to enable the focus on critical processes and technologies. The
SM&A expenses forecast ($M)

- company expects to generate annual pre-tax savings of $0.6bn to $0.8bn, while
]

$1000 total restructuring costs should remain below $2.3 bn. This segment includes the

$800
sso0 | 3336 gaaz  $366

$400 program, together with SM&A and D&A expenses that are not allocated to any of

s200 l l | I i the remaining operating segments. Moreover, we considered operating cash

s 2018A  2019E 2020F 2021F  2022F 2023F
uSM&A ~ D&A

s305 $430 %465 agbove-mentioned restructuring expenses and the savings that arise from this

taxes in accordance with Mckinsey & Company’s Valuation (2015)".

Overall, we forecast J&J’s consolidated results from core operations to be:

Revenues $81.6 $826 $857 $894 $941 $986 .. $133.7
Gross Profit $545 $556 $578 $605 $640 $67.2 .. $ 90.7
EBITDA $267 $251 $260 $271 $285 $299 .. $ 397
EBIT $198 $183 $187 $194 $203 $21.2 ... $ 28.0
NOPLAT $140 $155 $165 $171 $180 $188 .. $ 2438

= Net Working Capital & Capital Expenditures

To forecast inventories, accounts payable and accounts receivable, we analysed
the evolution of the average holding period, collection period and payable period,
respectively, with 2018’s value being assumed from 2019 onwards. Operating

Exhibit 53. Average inventory holding )
period cash was assumed to be 3.1% of revenues, the average of previous years. The

remaining captions were forecasted based on revenues, purchases or SM&A
# days 138 136 121 117

expenses. As J&J does not disclose information on production capacity, we
Exhibit 54. Average collection period forecasted PP&E as a % of revenues. As we expect J&J to keep investing in 3D

— printers to maximize production efficiency in the MD segment, we expect PP&E
# days 57 57 60 62

in proportion to sales to have increased to 23.6% by 2023, following larger

Exhibit 55. Average payable period . . .
CAPEX in the next few years. Intangible assets will change as patents are

# days 113 116 119 104 | approved and expire, so they were forecasted based on revenue, as revenue

drivers account for patent additions and losses. The table below summarizes our

forecast for NWC, PP&E and intangible assets:

* Koller, Tim, Goedhart, Marc and David Wessels. 2015. Valuation “Measuring and managing the value of companies”. New Jersey: John
Wiley & Sons, Inc. and Hoboken.
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NwWC $ 27 $-11 $ 36 $ 37 $ 38 $ 40 ... $ 55
ANWC $-14 $-38 $ 47 $ 00 $ 01 $ 02 ... $ 02
PP&E + intangible assets $64.6 $649 $686 $722 $767 $811 .. $109.9
CAPEX $ 13 $ 71 $110 $11.3 $12.7 $13.1 ... $ 134

= Target D/E Ratio

In 2017 J&J’s D/E ratio was 31.3%, while in 2018 it was 22.5%. As for its peers,

- _ the median D/E ratio is 34.9%. We believe that the average D/E ratio between
Exhibit 56. Target D/E ratio

2017 and 2018 is a fair assumption for J&J’s target capital structure, being also

Target D/E (book value) 27% | . . , . .
Debt book-to-market 11x Similar to its peers’ capital structure. Therefore, we assume a target D/E ratio of
Equity book-to-market 6.6x 27% from 2019 onwards. After determining J&J’s debt repayment schedule, and
WACC D/E 4.5%

in order to maintain the target D/E ratio, we assume the company will keep
issuing debt. Having defined the target D/E ratio (in book values), we were able
to compute the D/E ratio to use in our WACC computations (in market values),
using J&J’s book-to-market ratios. As such, J&J’s target D/E in market values is
4.5%.

= Discount Rates

Exhibit 57. Cost of Debt (r°) o )
CAPM estimations were based on a MRP of 5.96% retrieved from Damodaran’s

YTM - LGD*P(D) Approach

MRP database, updated on January 2019°. The 10-year U.S. treasury yield was

Weighted-average YTM 2.00% \sed as the risk-free rate, as J&J is a U.S. based company (1.92%).

LGD 53.90%

Default Probability 0.00% . . .

Cost of Debt 2 00% Cost of debt: to estimate the cost of debt we used two different approaches. The

first was to estimate the weighted-average yield-to-maturity from the company’s
outstanding debt and subtract J&J’s probability of default * LGD. The default

YTM - LGD*P(D) Approach

XASA %:0'3;_?235”% yield (1)352//" probability was retrieved from Bloomberg (0.0001%). As for the LGD, we used a
redit Spreas .75%

Cost of Debt 2.67% standardized value for large cap firms: 53.90%. The weights for the YTM were
computed using the market value of outstanding debt. The result was a cost of

debt equal to 2.00%. The second approach was to retrieve the credit spread that
should be applied to J&J’s debt, given that its AAA rating: 0.75%. Afterwards, we
applied the spread to the current risk-free rate (1.92%) and reached cost of debt
for J&J equal to 2.67%. Even if the first approach is the most accurate approach
for determining J&J’s cost of debt, we believe that a r° of 2.0% might be too low
to use in perpetuity, as it might be driven down by the low current interest rate
environment. For instance, some of J&J’'s European peers have current costs of
debt that are clearly not to be sustained in perpetuity (Novo-Nordisk’s r® =-0.18%
and Sanofi's r° = 0.02%). Therefore, we decided to use the average between the

two approaches: r° equal to 2.33%, which implies a B of 0.07. This cost of debt

® NYU Stern School of Business. 2019. “Country Risk Premiums”. Aswath Damodaran. Accessed December 27.
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Exhibit 58. J&J’s peer group unlevered g Was used in the WACC estimation and is assumed to be the interest rate for all

Johnson & Johnson 0.70 debt issues happening from 2019 onwards.

Novartis 1.01 . ] ] U
Roche Holding 1.05 Cost of equity and WACC: to estimate J&J's costs of equity, unlevered (r”) and
Merck & Co. Inc. 0.69 |evered (rF), we retrieved from Bloomberg J&J's and its peers’ levered equity B.
Sanofi 0.78

Pfizer 0.74 Peers were selected based on the similarity of operations and market size.
Novo Nordisk 1.01 Afterwards, we unlevered the s, to remove the effect of leverage and reflect only
Procter & Gamble 0.55

the operational risk. The remaining companies included in the peer group were:
Novartis; Roche; Merck & Co.; Sanofi; Pfizer; Novo Nordisk; P&G and Medtronic.
Median Unlevered § SHEL We assumed the peer group’s median unlevered B of 0.75 as J&J's unlevered
beta and, therefore, we estimate J&J's r¥ to be 6.37%. Then, with J&J’s D/E ratio
of 4.5% and B° = 0.07, we determined the company’s 8 of 0.78 and rF of 6.55%.

Medtronic 0.75

Exhibit 59. Cost of equity & WACC

Risk-free rate 1.92%

MRP 5.96% Finally, we estimated a WACC of 6.35%.

Unlevered B 0.75

Ll‘j"ered B 62-77:/3 In addition, we regressed J&J’s returns on the S&P500. The result was a 85 of

r o (0]

rE 6.55% 0.72 and r® equal to 6.22%. The upper and lower values (95% confidence) for the
E 0 0 . . . e .

Cost of debt 0330 | Q1€ 6.92% and 5.53%, respectively, which were used in the sensitivity analysis.

Tax rate 21.00% .

Target D/E ratio 4.5% DCF Valuation

Having assessed J&J’'s WACC and FCFs until 2030, the only thing missing to

compute the EV was the terminal growth. For the terminal growth we assumed
the average growth rate between 2029 and 2030, using growth = ROIC *
Reinvestment rate, as we believe that RONIC is at times, too dependent on
patent approvals and expirations, being less stable through time. Moreover,
between 2027 and 2030, growth ranges between 3.23% and 3.29%, being very
stabilized. Thus, we computed J&J’s terminal value with growth = 3.26%. This

Exhibit 60. J&J historical ROIC derives from ROIC = 17.16% and RR = 18.97%. The weighted-average inflation
Z:j e rate expected for J&J in 2030 is 2.88%. We believe that, in perpetuity, J&J’'s
m: 20.5% 20.7% growth will be at least 2.88%, as revenue and FCFs should grow at least at the
15% /\Ef"“/ﬁ% same rate of inflation. As such, we consider 3.26% to be a fair assumption for
10% J&J’s terminal growth. In addition, we believe that a terminal ROIC considerably
o above the company’s WACC may be reasonable in this case, as J&J is a mature

0%
015A - 2018A 20174 2018A 2019 company, with ROIC consistently around 20%. We believe J&J’s capacity to

develop innovative solutions, as a result of its rich resources and large R&D

investment will continue in the future.

Finally, we reached an Enterprise Value of $494.5bn. Our EQ-EV bridge included
the value of financial (net) debt ($25.6bn), the value of non-core operations
($25.8bn), the value of in-the-money stock options ($3.2bn) and J&J’s litigation
charge expected for 2019 ($2.5bn). Total bridge value is $57.1bn, as there are no
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minority interests or associates. Therefore, we reached a market value of equity
equal to $437.4bn and share price of $166.00.

= SOTP DCF

Exhibit 61. J&J’s peer group unlevered  FOr our SOTP approach we computed a WACC for each segment. Given J&J’s
by segment

operating segments, peer groups of the most comparable companies were set

Pharmaceutical Peers . . .
solely with pure players from each segment. Besides being pure players, peers

Novartis Ag-Reg 1.00

Merck & Co. Inc. 0.69 were also selected according to similarity of product portfolios and market cap.

Pfizer Inc 0.73 .

Abbvie Inc 093 The result was an unlevered B of 0.85 for the pharmaceutical segment, 0.77 for

Bristol-Myers Squibb Co 0.85 the MD and 0.55 for the consumer goods segment. Using J&J’s capital structure,

Nowo Nordisk A/S-B 1.02 . E .

Astrazeneca Plc 0.68 We estimate a r- of 7.17% for the pharmaceutical segment, 6.72% for the MD

Median Unlevered § U8l segment and 5.35% for the consumer goods segment. Finally, the WACC for

megtical_ Devices Peers 075 each segment was computed: 6.94% (pharmaceutical), 6.50% (MD) and 5.20%
edatronic .

Siemens Healthineers AG 0.42 (consumer goods). Since there is no allocation of NWC and CAPEX per

Styker. . 0.80 segment, all investment cash flows were discounted at the weighted-average

Koninklijke Philips NV 0.95

Median Unlevered B vl WACC (6.65%) based on the weight of each segment’s CF from operations,

Consumer Peers together with general corporate expenses.

P&G 0.55

Colgate-Palmolive 0.56 Using the previously mentioned terminal growth rate of 3.26%, we reach an EV

Kimberly-Clark 0.48 . .
Estee Lauder Cos 0.77 €qual to $489.4, Equity value of $438.0 and share price of $164.07.

. .
Relative Valuation

Our multiples valuation was performed using EV/EBITDA, through a SOTP
approach, as we believe comparable companies for each segment provide a
more accurate way to relatively evaluate J&J. Our relative valuation emerges as
an attempt to corroborate our price target and to see whether investors might be

wrongly positioning J&J. Therefore, the previously mentioned peer groups were

Exhibit 62. Peers’ trading multiples used (excluding Estee Lauder and Pfizer, which were clear outliers).

U Tl EVIEBITDA  peers’ multiples were obtained by going from Bloomberg’s market caps to the
Novartis Ag-Reg 17.6x . . . o .
Merck & Co. Inc. 16.2x respective Enterprise Values, by summing up net debt and the remaining bridge
Bristol-Myers Squibb Co 19.9x value, which were derived from the financial reports. EVs were then divided by
Nowo Nordisk A/S-B 18.3x the 2019E adjusted EBITDA, sourced on broker consensus.

Astrazeneca 21.2x

zslieal Zedues EVIEBITDA  considering an interval ranging from the 1% quartile to the 3™ quartile for each
Medtronic 17.6x

Siemens Healthineers AG 19.2x group multiples, we got the respective ranges for each segment’s EVs and J&J’s
Stryker 22.5x implicit EV, using each segment’s 2020F adjusted EBITDAs — Pharma ($17.6bn),
Koninklijke Philips NV 15.0x MD ($6.4bn) and consumer ($2.9bn). After subtracting J&J's total bridge we
Consumer Goods EV/EBITDA

P&G 19.5x reached J&J’s implicit market cap. Finally, by dividing it by the number of
Colgate-Paimolive 15.7x outstanding shares, we got a share price ranging between $145 and $175.
Kimberly-Clark 13.7x
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Focusing on the median price ($159) and comparing it with J&J’s current price,
we can conclude that, as shown by our DCF, the stock is trading at a discount.

Range 1st Quartile Average Median 3rd Quartile
Pharma 17.6x 18.6x 18.3x 19.9x

MD 16.9x 18.6x 18.4x 20.0x
Consumer 14.7%x 16.3x 15.7x 17.6x
Range 1st Quartile Average Median 3rd Quartile
Pharma $ 306 375 $ 324428 $ 319065 $ 346 861
MD $ 108402 $ 118859 $ 117782 $ 128 239
Consumer $ 42'243 $ 46'856 $ 45'076 $ 50'579
Range 1st Quartile Average Median 3rd Quartile
EV $ 457 019 $ 490143 $ 481923 $ 525 679
Market Cap $ 399928 $ 433051 $ 424832 $ 468 588
Share Price $ 151.76 $ 164.33 $ 161.21 $ 177.82

Sensitivity Analysis

The following sensitivity analysis estimates how sensitive the price target is to our
terminal growth assumption and how a different correlation between J&J and the

S&P500, which impacts the stock’s § can affect our price target.

Our terminal value weights 76% on the total enterprise value. We consider the

worst case scenario for the growth rate, to be the weighted-average inflation rate,

Worst 2.88% $ 150
Base 3.26% $ 166 petween the U.S. and the world - 2.88%. For the upside case, we assume the
Best 3.76% $ 195

growth rate of our last forecasted years, through RONIC - 3.76%. Ceteris
paribus, our target price would range from $150 to $195.

From J&J’s regression on the S&P500 we built a range for the WACC, using a
95% confidence interval for the B. The upper value leads to a WACC of 6.91%,
while the lower value leads to WACC = 5.51%. Ceteris paribus, our DCF target
price would be $137 with the largest WACC and $236 with the lowest.

Considering both assumptions to vary along the above-mentioned ranges, our

232 % 296
$ 150 $ 166 $ 195
$ 126 $ 137 $ 156

price would range from $125 (worst case scenario) to $296 (best case scenario).

Scenario Analysis

In addition to measuring how sensitive our target share price is to variations in
the terminal growth and cost of capital, we decided to analyse how changes in
J&J’s operating outcomes impact the share price. For that, we defined three
scenarios regarding critical aspects of J&J’s operations: the success of J&J’s
nearly-approved drugs and U.S. drug prices regulation. The scenarios were
defined are as follows: Upside - nearly-approved drugs are approved and
perform better than expected; price regulation does not take place and operating

margins do not fall, Base Case - nearly-approved drugs are approved and
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perform as expected; price regulation reduces drug prices by 17.5%, on average,
until 2030 (disregarding inflation); Downside - nearly-approved drugs do not get

approved and price regulation levels U.S. drug prices with European prices.

The table below summarizes the target price for each scenario, valued through

our DCF model and the expected return in 12 months, accounting for dividends:

Upside 125% 0.0% $ 176.75 24%
Base Case 100% 17.5% $ 166.00 17%
Downside 0% 35.0% $ 146.89 3%

Even with very strict price regulation and new patents not being approved, we
believe J&J is worth more than its current price. We trust that an upside scenario
is much more likely to happen than a downside: in addition to nearly-approved
drugs not getting approved being an unlikely outcome, we think that in 10 years
U.S. drug prices will still be different from European prices. It is important to note
that J&J has been conducting a stock repurchase program, which signals that
management believes the company is trading below its fair value. This reinforces

our idea that J&J is being underpriced by the market.

Investment Risks

Main operating uncertainty lies on the settlement of the opioid dispute and in
future law suits, as these lead to reputational damage and litigation charges.
Moreover, our DCF model heavily relies on our WACC and growth assumptions.
As seen, a higher WACC, together with a terminal growth rate equal to inflation,
leads to a share price of $125. Still, we believe J&J will rise above inflation as a
result of continuous innovation and advantages that come from J&J’s large R&D

investments, and that our WACC assumptions are reasonable.

Macroeconomic risks relate to changes in interest rates and in the state of the
economy and stock market. The U.S. stock market has been bullish for a long
time, with all U.S. indexes reaching record highs in 2019. A stock market crash is
an ever-growing concern, mostly due to signs of an inverted yield curve, of an
economic slowdown and due to a contracting U.S. manufacturing industry.
Moreover, policies increasing interest rates could drive down J&J’s value, as its

opportunity cost would rise.
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Financial Statements

Income Statement - amountsin million $

Revenues $ 81581 $ 82646 $ 85736 $ 89409 $ 94129 $ 98 626
COGS $ 27091 $ -27089 $ -27958 $ -28910 $ -30170 $ -31 390
Gross Profit $ 54490 $ 55557 $ 57778 $ 60499 $ 63959 $ 67 236
SM&A expense $ -15611 $ -18480 $ -19171 $ -19993 $ 21048 $ -22 054
R&D expense $ -10775 $ -11420 $ -12093 $ -12890 $ -13922 $ -14 945
Impairment and restructuring charges $ -1377 % -509 $ -509 $ -509 $ -509 $ -375
EBITDA $ 26727 $ 25147 $ 26005 $ 27107 $ 28480 $ 29 862
D&A expense $ 6929 $ -6889 $ 7291 $ 7684 $ 8175 $ -8 655
EBIT $ 19798 $ 18258 $ 18714 $ 19423 $ 20305 $ 21 207
Operating Cash Taxes $ 5791 $ 2719 $ 2193 $ 2275 $ 2316 $ -2 440
NOPLAT $ 14007 $ 15539 $ 16 520 $ 17 148 $ 17989 $ 18 767

Other income (expense), net $ -1405 $ -2500 $ -590 $ -590 $ -590 $ - 337
Interest Income $ 611 $ 583 $ 602 $ 622 $ 649 $ 676
Total Income (expense) $ -794 % <1917 $ 12 $ 32 3% 59 $ 339
Non-Operating Income Taxes $ 436 $ 445 % -3 3% -7 -14 8 -79
Total Other Comprehensive Income (Loss) $ 1791 $ -1684 $ -1684 $ -1684 $ -1684 $ -1 684
Net Non-operating Income $ 2149 $ -3156 $ -1675 $ -1660 $ -1639 $ -1 424

Interest expense, net of portion capitalized $ 1005 $ -949 $ -1038 $ -1086 $ 1125 $ -1196
Tax shield $ 233 % 220 $ 241 $ 252 $ 261 $ 277
Net Financing Result $ -351 % -363 $ -463 % -595 $ -772 % - 729

Balance Sheet - amounts in million $

Operating Cash $ 2619 $ 2667 $ 2683 $ 2798 $ 2946 $ 3087
Inventories $ 8599 $ 9173 $ 8960 $ 9265 $ 9669 $ 10 060
Accounts Receivable, net $ 14098 $ 14801 $ 14497 $ 15118 $ 15916 $ 16 676
Prepaid expenses and other receivables $ 2699 $ 2220 $ 3558 $ 3746 $ 3921 $ 4075
Total current assets $ 28015 $ 28861 $ 29697 $ 30927 $ 32451 $ 33898
PP&E, net of accumulated depreciation $ 17035 $ 17048 $ 18546 $ 20011 $ 21773 $ 23 553
Intangible assets, net $ 47611 $ 47846 $ 50036 $ 52179 $ 54934 $ 57 558
Goodwill $ 30453 $ 33291 $ 33291 $ 33291 $ 33291 $ 33291
Total non-current assets $ 95099 $ 98185 $ 101872 $ 105481 $ 109998 $ 114 402
Total operating Assets $ 123114 $ 127046 $ 131570 $ 136408 $ 142 449 $ 148 300
Accounts payable $ 7537 $ 7491 $ 7903 $ 8322 $ 8709 $ 9 053
Accrued liabilities $ 7601 $ 9004 $ 9077 $ 9466 $ 9965 $ 10 441
Accrued rebates, returns and promotions $ 9380 $ 10977 $ 7761 $ 8093 $ 8520 $ 8928
Total current liabilities $ 25336 $ 29977 $ 26081 $ 27273 $ 28650 $ 29 942
Total operating liabilities $ 25336 $ 29977 % 26081 $ 27273 % 28650 $ 29 942
Net core business $ 97778 $ 97 069 $ 105488 $ 109 135 $ 113799 $ 118 359
[NonCore Business
Total non-operating assets $ 5132 $ 5501 $ 4982 $ 5195 $ 5470 $ 5731
Total non-operating liabilities $ 29880 $ 31590 $ 30768 $ 30433 $ 30234 $ 29 297
Net non-core $ -24 748 $ -26 089 $ -25786 $ -25238 $ -24 765 $ -23 566

Excess Cash $ -15488 $ -13582 $ -14090 $ -14693 $ -15469 $ -16 208
Marketable securities $ -1580 $ -1696 $ 1759 $ -1835 $ -1932 $ -2 024
Loans and notes payable $ 279% $ 1660 $ 1612 $ 1612 $ 1478 $ 1478
Long-term debt $ 27684 $ 26184 $ 25134 $ 23338 $ 21338 $ 19 785
Debt Issued $ - $ 6520 $ 10534 $ 14137 $ 18525 $ 22 458
Total Financial Liabilities $ 13412 $ 19086 $ 21431 $ 22559 $ 23940 $ 25 489
Total Shareholders' equity $ 59 618 $ 51894 $ 58271 $ 61338 $ 65094 $ 69 304

Cash Flows Map - amountsin million $

EBIT $ 19798 $ 18258 $ 18714 $ 19423 $ 20305 $ 21 207
Operating cash taxes $ 5791 $ 2719 $ 2193 $ 2275 $ 2316 $ -2 440
Noplat $ 14007 $ 15539 $ 16520 $ 17148 $ 17989 $ 18 767
D&A $ 6929 $ 6889 $ 7291 $ 7684 $ 8175 $ 8 655
OCF $ 20936 $ 22428 $ 23811 $ 24833 $ 26164 $ 27 422
Net CAPEX $ -1342 % -7137 $ -10978 $ -11293 $ -12692 $ -13 060
ANWC $ 1364 $ 379 $ 4732 $ 39 % 147 $ 155
Goodwill $ 30453 $ 33291 $ 33291 $ 33291 $ 33291 $ 33291
A Other Operating Assets $ 1453 $ 2838 $ - $ - $ - $ -
Oieratini FCF $ 22411 $ 16248 $ 8101 $ 13501 $ 13325 $ 14 207
Net Non-operating income $ 2149 $ -3156 $ 1675 $ -1660 $ -1639 $ -1 424
A Non-operating Assets, net $ -797  $ 1341 $ -303 $ -548 $ -473  $ -1 199
Non-operating FCF $ 2946 $ -1815 $ -1978 $ 2208 $ 2112 $ -2 623
Total FCF $ 19465 $ 14432 $ 6123 $ 11293 $ 11213 $ 11 584
[Financing activites
Tax Shield $ 233 % 220 $ 241 $ 252 $ 261 $ 277
Interest expense, net $ 1005 $ -949 $ -1038 $ -1086 $ 1125 $ -1196
A Net Debt $ 5802 $ 5674 $ 2345 $ 1128 $ 1381 $ 1548
Equity CF $ -12891 $ -19377 $ 7671 % -11587 $ 11730 $ -12 214
Financial FCF $ -19698 $ -14652 % 6364 $ -11545  $ -11474 % -11 861
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Disclosures and Disclaimers

Report Recommendations

Buy Expected total return (including expected capital gains and expected dividend yield)

of more than 10% over a 12-month period.

Hold Expected total return (including expected capital gains and expected dividend yield)

between 0% and 10% over a 12-month period.

Sell Expected negative total return (including expected capital gains and expected

dividend yield) over a 12-month period.

This report was prepared by Gongalo André and Tomas Branco, two Master in Finance students of Nova

School of Business and Economics (“Nova SBE”), within the context of the Field Lab — Equity Research.

This report is issued and published exclusively for academic purposes, hamely for academic evaluation and
master graduation purposes, within the context of said Field Lab — Equity Research. It is not to be construed
as an offer or a solicitation of an offer to buy or sell any security or financial instrument.

This report was supervised by a Nova SBE faculty member, acting merely in an academic capacity, who

revised the valuation methodology and the financial model.

Given the exclusive academic purpose of the reports produced by Nova SBE students, it is Nova SBE
understanding that Nova SBE, the author, the present report and its publishing, are excluded from the
persons and activities requiring previous registration from local regulatory authorities. As such, Nova SBE, its
faculty and the author of this report have not sought or obtained registration with or certification as financial
analyst by any local regulator, in any jurisdiction. In Portugal, neither the author of this report nor his/her
academic supervisor is registered with or qualified under COMISSAO DO MERCADO DE VALORES MOBILIARIOS
(“CMVM”, the Portuguese Securities Market Authority) as a financial analyst. No approval for publication or
distribution of this report was required and/or obtained from any local authority, given the exclusive academic
nature of the report.

The additional disclaimers also apply:

USA: Pursuant to Section 202 (a) (11) of the Investment Advisers Act of 1940, neither Nova SBE nor the
author of this report are to be qualified as an investment adviser and, thus, registration with the Securities and
Exchange Commission (“SEC”, United States of America’s securities market authority) is not necessary.

Neither the author nor Nova SBE receive any compensation of any kind for the preparation of the reports.

Germany: Pursuant to 834c of the WpHG (Wertpapierhandelsgesetz, i.e., the German Securities Trading
Act), this entity is not required to register with or otherwise notify the Bundesanstalt fir

Finanzdienstleistungsaufsicht (“BaFin”, the German Federal Financial Supervisory Authority). It should be
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noted that Nova SBE is a fully-owned state university and there is no relation between the student’'s equity

reports and any fund raising programme.

UK: Pursuant to section 22 of the Financial Services and Markets Act 2000 (the “FSMA?”), for an activity to be
a regulated activity, it must be carried on “by way of business”. All regulated activities are subject to prior
authorization by the Financial Conduct Authority (“FCA”). However, this report serves an exclusively
academic purpose and, as such, was not prepared by way of business. The author - a Master’s student - is
the sole and exclusive responsible for the information, estimates and forecasts contained herein, and for
the opinions expressed, which exclusively reflect his/her own judgment at the date of the report. Nova SBE
and its faculty have no single and formal position in relation to the most appropriate valuation method,

estimates or projections used in the report and may not be held liable by the author’s choice of the latter.

The information contained in this report was compiled by students from public sources believed to be reliable,
but Nova SBE, its faculty, or the students make no representation that it is accurate or complete, and accept

no liability whatsoever for any direct or indirect loss resulting from the use of this report or of its content.

Students are free to choose the target companies of the reports. Therefore, Nova SBE may start covering
and/or suspend the coverage of any listed company, at any time, without prior notice. The students or Nova
SBE are not responsible for updating this report, and the opinions and recommendations expressed herein

may change without further notice.

The target company or security of this report may be simultaneously covered by more than one student.
Because each student is free to choose the valuation method, and make his/her own assumptions and
estimates, the resulting projections, price target and recommendations may differ widely, even when referring
to the same security. Moreover, changing market conditions and/or changing subjective opinions may lead to
significantly different valuation results. Other students’ opinions, estimates and recommendations, as well as
the advisor and other faculty members’ opinions may be inconsistent with the views expressed in this report.
Any recipient of this report should understand that statements regarding future prospects and performance

are, by nature, subjective, and may be fallible.

This report does not necessarily mention and/or analyze all possible risks arising from the investment in the
target company and/or security, namely the possible exchange rate risk resulting from the security being

denominated in a currency either than the investor’s currency, among many other risks.

The purpose of publishing this report is merely academic and it is not intended for distribution among private
investors. The information and opinions expressed in this report are not intended to be available to any
person other than Portuguese natural or legal persons or persons domiciled in Portugal. While preparing this

report, students did not have in consideration the specific investment objectives, financial situation or

particular needs of any specific person. Investors should seek financial advice regarding the appropriateness

of investing in any security, namely in the security covered by this report.
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The author hereby certifies that the views expressed in this report accurately reflect his/her personal opinion
about the target company and its securities. He/ She has not received or been promised any direct or indirect

compensation for expressing the opinions or recommendation included in this report.

[If applicable, it shall be added: “While preparing the report, the author may have performed an internship
(remunerated or not) in [insert the Company’s name]. This Company may have or have had an interest in the
covered company or security” and/ or “A draft of the reports have been shown to the covered company’s
officials (Investors Relations Officer or other), mainly for the purpose of correcting inaccuracies, and later
modified, prior to its publication.’]

The content of each report has been shown or made public to restricted parties prior to its publication in Nova
SBE’s website or in Bloomberg Professional, for academic purposes such as its distribution among faculty

members for students’ academic evaluation.

Nova SBE is a state-owned university, mainly financed by state subsidies, students tuition fees and
companies, through donations, or indirectly by hiring educational programs, among other possibilities. Thus,
Nova SBE may have received compensation from the target company during the last 12 months, related to its
fundraising programs, or indirectly through the sale of educational, consulting or research services.
Nevertheless, no compensation eventually received by Nova SBE is in any way related to or dependent on
the opinions expressed in this report. The Nova School of Business and Economics does not deal for or
otherwise offer any investment or intermediation services to market counterparties, private or intermediate

customers.

This report may not be reproduced, distributed or published, in whole or in part, without the explicit previous
consent of its author, unless when used by Nova SBE for academic purposes only. At any time, Nova SBE
may decide to suspend this report reproduction or distribution without further notice. Neither this document
nor any copy of it may be taken, transmitted or distributed, directly or indirectly, in any country either than
Portugal or to any resident outside this country. The dissemination of this document other than in Portugal or

to Portuguese citizens is therefore prohibited and unlawful.
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Abstract

With law suits and legal litigations being part of a pharmaceutical company day-to-today
activity, its impacts have to be considered when evaluating a company like Johnson &
Johnson. Normally, it results on the arise of a new liability for the company. Following recent
developments and latest discussions on the opioid’s legal case, that puts several states,
counties and cities from the U.S. against several pharmaceutical companies (including J&J),
and by proceeding to a scenario analysis, in this report I try to estimate the liability that will
result from these cases and the consequent impact on J&J’s valuation and share price.

Keywords: J&J; Opioids; Suits; Plaintiffs; Litigation; Liability; Scenarios; NPV;
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How Opioid’s litigation can affect Johnson & Johnson valuation — A Scenario analysis

Opioid Litigation — What is it about?

Beginning in 2014 and dragged on until today, along with other two dozen drug makers and
drug distributors companies, Johnson & Johnson have been involved in more than 2,500
lawsuits regarding the marketing of opioids. The referred lawsuits arise from plaintiffs filed
against these companies, by certain state and local governments, individuals representing
children suffering from Neonatal Abstinence Syndrome, health insurers and hospitals.
Pharmaceuticals companies have been accused of overstating the upsides of painkillers
containing opioids while understating the risks of addiction, causing an addiction epidemic in
the U.S.. According to Centers for Disease Control and Prevention’, (U.S federal agency under
the Department of Health and Human Services) between 1999 and 2017 more than 702,000
died from drug overdose. Only in 2017, about 70,000 people died from the same reason. 68%
of those deaths involved an illicit or prescript opioid. Moreover, companies have been hold
responsible for the extorsion of doctors to prescribe more products containing opioids, trying
to increase the demand for these addictive drugs. Looking to the concrete case of Johnson &
Johnson and according to company’s information on its 2019 3™ quarter results release, the
lawsuits filed against the company relate to the distribution and marketing of Duragesic®,
Nucynta® and Nucynta ER®, painkillers containing opioids. Duragesic®, previously approved
by FDA, in spite of still being produced by J&J, is no longer marketed (since 2008) by the
company. Marketing rights from both Nucynta® drugs, also FDA-approved, were sold in 2015.
Moreover, some legal actions against J&J relate with the already divested subsidiaries (2016),

that were responsible for the supply of active pharmaceutical ingredients (API) — Tasmanian

! cdc.gov. (2020). [online] Available at: https://www.cdc.gov/injury/features/prescription-drug-
overdose/index.html
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Alkaloids Pty, Ltd. and Noramco, Inc. In total, J&J has more than 350 cases pending in different
states, counties and cities and more than 2,200 federal cases that are being synchronized on a
federal Multi-District Litigation (MDL) by the U.S District Court for the Northern District of
Ohio against Johnson & Johnson and several other pharmaceuticals.

Recent Developments on Opioid’s lawsuits and plaintiffs

On August 26, Oklahoma Judge Thad Balkman ruled Johnson & Johnson a fine of $572 million
in the Oklahoma’s state suit against Johnson & Johnson, considering that the pharmaceutical
company had a significant role on fueling the opioids’ epidemic. According to CNBC news?
the judge concluded on “Johnson & Johnson’s misleading marketing and promotion of
opioids”. J&J decided to appeal on this case as it thinks that facts do not support the outcome
of the trial. On October 15, the judge recognized that had wrongly calculated the liability,
restating it at $465 million.

On October 21, just before the beginning of the MDL, Wall Street Journal reported? that a group
of pharmaceutical companies, including U.S based companies AmerisourceBergen, Cardinal
Health, Mckesson, Johnson & Johnson and the Israel based company Teva, agreed on purposing
potential settlement agreements with Cuyahoga and Summit counties. The deal can add up to
$50bn between all companies, including a $4bn liability from J&J. Through this agreements,
pharmaceutical companies are trying to resolve all the claims at once and put an end to this very
long case.

On October 23, Johnson & Johnson took out some doubts about the abovementioned agreement,
with a 8-k SEC filling confirming the existence of a “publicly announced and outlined by a

committee of State Attorneys General (...)” agreement on contributing with a $4billion

2 Lovelace, Berkeley. 2019. “Judge rules against Johnson & Johnson in landmark opioid case in Oklahoma”.
CNBC. Available at: https://www.cnbc.com/2019/08/26/judge-rules-against-johnson-johnson-in-landmark-
opioid-case-in-oklahoma.html

3 Timsit, Annabelle. 2019. “Four major players in the US opioid crisis reached a tentative deal in Ohio”. Quartz.
Available at: https://qz.com/1732237/four-major-players-reach-settlement-in-ohio-opioids-lawsuit/
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payment to settle opioid litigations. To reflect this matter and in spite of the agreement not

being closed as it subject to be approved by the other parties involved, J&J stated a retroactive

GAAP of $4bn.

Scenario Analysis

In order to try to measure J&J’s potential exposure to the liability related to the opioid litigation

to pharmaceutical companies and the subsequent impact on its share price, a scenario analysis

was performed. As some uncertainty remains regarding the actual share of Johnson & Johnson

on the total opioid litigation liability, presenting different scenarios allows to show how much

J&J’s share price will be affected in a worst and in a best outcome from future settlement

agreements. Therefore, three different scenarios were settled, as presented below.

Best case scenario: This considers a litigation liability of $4bn, equal to the one on the
agreement in principle announced by Johnson & Johnson on its 8-k SEC filing in October
23, as it shows that J&J is willing to pay at list this value as it is more and more committed
to finally put an end to these cases.

Base case: It takes into account the absence of clarity on whose claimants are already
incorporated in this $4bn settlement. Therefore I applied a “premium” of 1.2x on the base
case liability, in order to estimate the litigation amount regarding claimants that are not
already included. Also, this case also incorporates the liability of $465 million, ruled by
Judge Backman in August 26. All things considered, it results on a base case considering
a opioid related liability of $5.3bn.

Worst case scenario: As previously discussed, settlement agreements are not exclusive to
J&J and represent an attempt of drug makers and drug distributors to finally put an end on
opioid litigations. Searching on other companies’ recent settlement discussions, no other
was founded to be higher than Purdue’s (the producer of the opioid painkiller OxyContin),

that was trying to reach to an agreement between $10-$12bn to settle its opioid plaintiffs,

2019/2020 Work Project Gongalo André 4



according to NBC news on 27 August 2019, For that reasoning I don’t expect J&J liability

to be higher than the average of that range, $11bn.
Considering the abovementioned scenarios, I have computed the liability net present value
(NPV) for each one of the cases. NPV computations assumed the same WACC used in our
DCF valuation of 6.34%, and that this liability will be paid at least over 10 years, as Teva
(company participating in the settlement agreement of October 21) disclosed in its third quarter
release on November 7, that these agreements would be paid over the next 10 years. The work
performed resulted in an impact on J&J’s share price ranging from - $2.9 in a worst case
scenario to - $1.2 in a best case scenario. The base case expects a share price impact of - $1.5.
By attributing probabilities to each case, assuming that the base case will occur with a
probability of 50% and the other two with 25% probability, I reached a probability-weighted

impact to Johnson & Johnson’s share price of $ -1.8 , as it is presented below:

Worst case $ 100 § 2.9 25%
Base case $ 53 % -1.5 50%
Best case $ 40 § -1.2 25%
Probability-weighted $ 6.2 $ -1.8

Conclusion

Recent developments on Opioid’s cases led to lower uncertainty on how much pharmaceuticals’
liabilities will arise to. However, the settlement agreements announced are not final and not

clear whether already incorporate all plaintiffs opened against Johnson & Johnson. Therefore,

4 Strickler, Laura. 2019. “Purdue Pharma offers $10-12 billion to settle opioid claims”. NBC news. Available at:
https://www.nbcnews.com/news/us-news/purdue-pharma-offers-10-12-billion-settle-opioid-claims-n1046526
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the scenario analysis described above, by trying to estimate the liability that will arise from

Opioid’s lawsuits, allows for a better understanding on how J&J’s valuation can be affected.
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