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Key Stock Statistics 

52-Week Price Range  $72.76 – 46.25 

Market Capitalization (B) $132.48 

Shares Outstanding (B) 2.77 

Institutional Ownership 59.70% 

60-Month Beta 0.65 

Dividend Yield 3.9% 

Price/Earnings (ttm) 11.20 

Price/Book 3.35 

Price/Sales 2.23 

ROA (ttm) 12.19% 

ROE(ttm) 30.17% 

Projected 5-Year Growth 8.3% 

EPS ($)  

Year 2006 2007 2008 2009E 2010E 2011E 

EPS 3.82 3.72 4.68 4.46 4.93 5.14 

All earnings represent earnings from operations and have been filtered 
from net nonrecurring gains.

 

Valuation Models 

Discounted Cash Flow 84.53 

Economic Profit 84.53 

Relative P/E 58.42 

Dividend Discount Model 72.76 

INVESTMENT THESIS 

Johnson and Johnson (JNJ) is a strong company with a 
solid history in the pharmaceutical market.  Being the 
biggest company in the pharmaceutical industry, JNJ 
has a competitive position in its business segments and 
good opportunities for development in the long term.  

z (+) JNJ has a strong financial position, triple A 
rating and low exposure to the credit market 
volatility.  Additionally, the company produces 
continuous strong cash flows.  

z (+) The company has positive long-term growth 
potential and a strong pipeline with at least three 
potential blockbusters (Golimumab, Ustekinumab, 
and Rivaxoraban) that will contribute to revenues 
since 2010. 

z (+) Management lowered 2009 expectations 
announcing expected EPS between $4.45-4.55

1
. 

We believe that JNJ focus on expenses control 
can improve expected results. Besides, the policy 
of shares repurchase strengthens shareholders 
prospects and prevents shrinkage in price.    

z (+) Possible gain of international market for 
Remicade, whose sales were $2.19 billion

2
 in 

2008 due to the deal between Schering Plough 
and Merck. 

z (-) We expect a reduction in JNJ revenue and 
profit margins in 2009.  The company will be 
affected by higher generic competition and patent 
expiration in three drugs: Risperdal, Razadyne 
and Topamax.  Moreover, changes in the health-
care policy might weaken revenues of the medical 
devices segment. 

z (-) Negative economic environment for the 
pharmaceutical industry might drive JNJ stock 
down below its intrinsic value. 

mailto:ibeth-molinabano@uiowa.edu
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EXECUTIVE SUMMARY 

Johnson and Johnson (JNJ) is, by market capitalization 
and sales, the biggest health-care company in the 
world. As world leader, the company has a competitive 
position, strong brand and market penetration in its 
three business segments.  Additionally, JNJ has a very 
balanced participation of revenue generation between 
its segments and between local and international 
markets.  The company has also a strong financial 
position and it is characterized by its strong and smooth 
cash generation. 

Three of the company’s blockbusters (Topamax, 
Risperdal and Razadyne) will be affected by patent 
expiration and increasing generic competition during 
2009.  This, together with the possible changes in local 
health-care policy, might weaken JNJ profits and 
revenue in 2009.  However, the company has in its 
pipeline at least five products with potential to become 
blockbusters that might start generating revenue as 
early as 2010. Moreover, JNJ has positive long-term 
prospects due to the growth in aged-population and 
chronics’ diseases worldwide.  Therefore, we believe 
that JNJ’s current share price is undervaluing the 
company and overweighting the negatives of the 
current environment over the long-term growth 
opportunities of JNJ. Moreover, we believe that JNJ’s 
strong financial position and shares repurchase policy 
can generate additional value to its shareholders. 

 

COMPANY DESCRIPTION 

Johnson and Johnson (JNJ) is a multinational company 
with more than 250 operating companies under its 
control worldwide in over 57 countries and a very 
diverse revenue stream.  In the last five years, the 
company registered a CAGR of 7.78% and 11.07% for 
revenues and net income respectively.  The graph 
below depicts the growing trend of sales and net 
income from 2004 to 2008.  
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In 2008, 51% of the company’s sales were generated in 
the U.S.  The pharmaceutical segment was the main 
contributor to local revenues, with a participation of 
23% over total revenues. International sales showed a 
strong increase in the last decade as shown in the 
following graph.   

 

JNJ operates in three business segments: 
Pharmaceutical, Consumer Healthcare, and Medical 
Devices and Diagnostics. The following graph depicts 
the evolution of sales by segment in the last seven 
years.   

 

Between segments, pharmaceutical has been the 
biggest revenue generator but being such a sensitive 
and highly exposed segment, the company has pushed 
to reach a balanced composition stream. In 2008, 
Pharmaceutical products contributed with 38.54% of 
total revenues, while medical devices generated 
36.28% and consumer 25.18%.   

The three segments had increasing sales year after 
year.  However, the growth rates reflect a slowdown in 
the growth pace of the pharmaceutical and medical 
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devices segments.  This trend is reflected in the graph 
below. 
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The consumer healthcare segment had the highest 
growth rate in 2007 due to the acquisition of the Pfizer’s 
consumer segment.  Growth in consumer is expected to 
slowdown in the coming years, especially in the local 
market.  Pharmaceutical and medical devices growth 
will be highly influenced by the economic environment 
and the policy adjustments that might occur. 

The operating profit margin generated by JNJ segments 
is presented in the table below.  The consumer 
segment is the lowest by operating margin; whereas the 
pharmaceutical segment registered historically the 
highest margins.  Although, in 2008, the operating 
margins of the pharmaceutical and medical devices 
segment were both around 31%. 
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} Pharmaceuticals 

The Pharmaceutical segment includes products in the 
following therapeutic areas: anti-infective, antipsychotic, 
cardiovascular, contraceptive, dermatology, 
gastrointestinal, hematology, immunology, neurology, 
oncology, pain management, urology and virology

3
. A 

description of the drugs, its uses, and expected 
revenue life (patent) is presented in Appendix 1.   JNJ 
pharmaceutical products are distributed directly to 

retailers, wholesalers and health care professionals for 
prescription use.  The company aims to get agreements 
with health-care providers and insurers worldwide.  The 
main goal of this segment is delivering strong revenue 
streams from productive R&D investments. 

Inside the pharmaceutical segment Remicade is the 
drug with major participation in revenue generation, as 
the following graph depicts.   

 

Between the major revenue producers, Topamax, 
Razadyne and Risperdal are the ones whose patents 
expired in 2008. Risperdal patent expired in June, 
Razadyne’s patent expired in December, and 
Topamac’s in September; however, for Topamax an 
extension for pediatric use was granted until March of 
2009. Worldwide, Risperdal faced generic competition 
through 2008. Teva and Mylan have approval for 
generics for Riperdal (Risperidone – Teva) and 
Topamax (Topiramate – Mylan).  The entrance of 
competitors with generics affected pharmaceutical 
results.     

Pharmaceutical sales showed a contraction of 1.2% in 
2008 with a 5.11% growth in international markets 
upset by a 4.95% decrease of sales in the U.S. market. 
The graph below depicts growth rates by origin of sales 
in the pharmaceutical segment. 
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In the pharmaceutical segment, the company has 
developed several agreements and partnerships with 

other pharmaceutical companies. With Grʟnenthal, JNJ 

is co-developing Tapentadol (Nucynta).  The drug 
received FDA approval in November 2008 and it is 
expected to show strong growth during 2009-2010.    

For the development of Rivaroxaban, anticoagulant, 
JNJ partnered with Bayer. Once the drug enters the 
market, Bayer will hold the commercialization rights 
outside the U.S.  

Outlook 

Looking forward, there are important developments that 
are expected to add value to JNJ’s pipeline. The most 
important is Golimumab expected to enter market in 
2010. Another important contribution to the pipeline is 
expected to come at the end of this year from 
Rivaroxaban Superior, a product in whose development 
JNJ has partnered with Bayer. To replace Risperdal, 
JNJ has introduced Risperdal Consta whose patents 
will expire in 2014 and already has a next generation, 
called Invega that can be a block buster in the future. 

JNJ’s management already announced to the market 
that sales for this segment will decrease in 2009, 
especially in the local market.  We believe that JNJ’s 
pharmaceutical sales will decrease in 2009 due to the 
loss of patents in key drugs, the increasing competition 
of generics in key products (Risperdal and Topamax), 
and the pressure that will come from the economic 
downturn.  Moreover, as the U.S. government seeks to 
reduce health-care expenditures, margins and volume 
of sales will be negatively affected.  However, as new 
products add value to the pipeline, the pharmaceutical 
segment is expected to show strong recovery in the 
following years. 

} Consumer 

In the consumer segment, the year to year growth rate 
was 10.72% in 2008, with an important participation of 
over-the-counter products. The successful launch of the 

allergy medication Zyrtec was vital to this segment 
performance. Also important was the participation of 
skin care products and baby care products.  In the Skin 
care line, products such as Neutrogena and Aveeno 
had increased significantly and contribute to the strong 
results.   

Products inside this segment are categorized into six 
franchises: over-the-counter products, skin-care, baby-
care, women’s health, oral-care, and wound-care. The 
segment composition of sales by franchise in 2008 can 
be seen in the graph below. 

 

 

 

The over-the-counter and skin-care franchises 
accounted for most than 50% of the consumer segment 
revenues in 2008. This trend that is expected to 
continue in the next three years.   In the last three years 
(after acquisition of Pfizer’s consumer segment), the 
franchise that grew the most is oral-care with 100% 
CAGR over that period, mostly due to the addition of 
the Listerine brand. Over-the-counter franchise grew by 
47% in the last three years, and it became the main 
revenue producer in the segment ever since.  Sales 
generated by the consumer segment franchises in the 
last three years are depicted in the graph below. 
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The consumer segment has the lowest profit margin 
inside JNJ segments. In 2008, the operating margin 
compared to revenue was 17%, almost half of the 
margins generated by the other two segments.  Hence, 
as the revenues generated by this segment increase, 
the overall profitability of the company might reduce if 
sales in the other two segments weaken. 

Outlook 

Going forward, we expect the consumer segment to 
increase its participation in total revenues as more 
products are added to the over-the-counter business 
line. Moreover, in this segment, brand is essential to 
increase market share; and, JNJ has a strong position 
in the market and highly differentiated products (brand 
loyalty). That is the case of products like Listerine, 
Visina, and Neutrogena.  These factors will help to 
anchor revenue for the company in the negative 
environment of the pharmaceutical products. Appendix 
2 presents a broad description of the franchises, 
products inside this segment and expectations we have 
for future development. 

} Medical Devices 

The Medical Devices and Diagnostics segment 
includes

3
 a broad range of products used principally in 

the professional fields by physicians, nurses, therapists, 
hospitals, diagnostic laboratories and clinics. The 
franchises under this segment include:  

- Cordis’ circulatory disease management products;  
- DePuy’s orthopaedic joint reconstruction, spinal 

care and sports medicine products;  
- Ethicon’s surgical care and women’s health 

products;  
- Ethicon Endo-Surgery’s minimally invasive surgical 
products; LifeScan’s blood glucose monitoring and 
insulin delivery products; Ortho-Clinical 
Diagnostics’ professional diagnostic products and 
Vistakon’s disposable contact lenses. 

The following graph depicts the composition of sales by 
franchise in 2008.  

 

Depuy’s orthopedic franchise is the business line with 
bigger contribution to sales, followed by the products in 
the Ethicon Endo-Surgery. Both lines were successful 
in 2008 due to good performance of technologic and 
bio-surgical products.   

The Medical Devices & Diagnostics segment showed in 
2008 a growth rate of 6.4%. The U.S. market had low 
development with a growth rate of only 1%. Sales in 
international markets increased by 11.3% that year. 
The following graph depicts the trend of sales by origin 
in the last seven years. 
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Outlook 

Bio-surgical products are expected to contribute the 
most to revenue generation in the coming years.  JNJ 
has allocated many resources to continue developing 
competitive products in this segment that in 2008 was 
the most profitable one with operating profit of 31% 
over sales. 

A broad description of the products and its expected 
contribution to JNJ sales is presented in Appendix 3. 
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RECENT DEVELOPMENTS 

- Sales Results and Earnings 

At the end of 2008, J&J registered sales of $63.7B, 
4.3% increase over 2007 results. Worldwide 
pharmaceutical sales experienced a decline of 1.2%. 
Sales in the U.S. reduced by 4.9% in 2008; however, 
this effect that was tempered by the 5.1% increase in 
sales in the rest of the world (5% explained just by 
currency effect).  The following graph depicts the 
decomposition of sales growth by currency, volume and 
price effects from 2002 to 2008. 
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As shown by the graph, the volume of sales has 
declined continuously.  The price shows a smooth trend 
but it can change; especially affected by the likelihood 
of the U.S. government renegotiating contracts to push 
drug prices down.  The currency effect can either affect 
or benefit results depending on the evolution of the 
dollar.  We believe that over the next two years, the 
dollar is more likely to strengthen; hence, the currency 
effect will negatively impact JNJ sales. 

Given the negative environment, JNJ’s management 
has showed a cautious attitude in its guidance for 2009 
results.  With announced EPS of $4.45 - $4.55; which 
implies negative or no growth in 2009; management set 
lower than expected goals for the company. Still, the 
commitment to control expenses and seek cost 
reductions was ratified. As a matter of fact, a strong 
sing of control expenses was given by William 
Weldom’s -CEO of JNJ- rejection to a salary increase in 
February 2009.  

- Financial Position and Shares Repurchase  

In 2008, JNJ had over $11 billion of cash sitting on its 
balance sheet, a value slightly bigger than the industry 
average of $11 billion.  In that year, the company had 
long term debt of only $8 billion, equivalent to around 
10% of its assets.  JNJ currently has access to 
substantial sources of funds with agreements that 
secure credit access to $7.7 billion; of which, $6.3 

expire this year.  Moreover, the company is one of the 
few that holds triple A credit rating, which secures 
access to credit at favorable terms.  

Between its contractual obligations, JNJ owned at the 
end of 2008, $728 millions in operating leases and 
$748 million in unfunded retirement plans.  Those 
amounts are to be paid from 2009 to 2013 and beyond.  
Additionally, as JNJ does not own financial instruments 
for trading; hence, there is no risk from market effects. 

We believe that JNJ will not experience problems to 
obtain financing.  Not only does the company own cash, 
but it also has sufficient access to credit and good 
reputation to secure favorable rates. 

JNJ has a policy of shares repurchase for $10 billion. 
Until 2008, the company has purchased $8.1 billion. As 
JNJ’s cash position continues to be strong, we believe 
that the shares’ repurchase policy will continue in 2009 
and 2010. 

- Acquisitions and M&A Activity  

In December 2008, Johnson and Johnson announced 
its decision to acquire Mentor Corporation in an attempt 
to expand its position in the aesthetic surgery market.   
In November, JNJ acquired Omrix Biopharmaceuticals 
to expand the scope of its pharma business. Earlier that 
year, the company acquired Beijing Dabao Cosmetics 
Co., Ltd.  This acquisition is expected to strengthen 
JNJ’s position in the Chinese market. These 
movements reflect the orientation of JNJ to use 
acquisitions as a way to boost profit, and to increase its 
business scope and market participation. 

Additionally, the recently announced agreement 
between Merck and Schering-Plough will affect JNJ 
given the arrangement that the company has with 
Schering-Plough for the development and 
commercialization of Golumimab and Remicade.  
According to the initial agreement between JNJ and 
Schering Plough, if any of the companies gets acquired 
by a third company, the products they share will belong 
exclusively to the surviving company. This will give JNJ 
total control in the U.S. and international markets of the 
two blockbuster drugs. However, Schering-Plough and 
Merck are structuring an agreement to make Schering-
Plough look as the remaining company under the name 
Merck.  If JNJ appeals and successes, it will capture 
international sales of Remicade, which was Schering-
Plough top selling product of 2008 with revenues of 
$2.12 billion, plus incremental sales that might account 
for Golumimab, product that is not yet in the market.  
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- Investments 

The company has tried to strengthen its position in 
emerging markets.  In 2007, JNJ opened a research 
center in Shanghai in 2007 to develop better products 
for emerging markets. The company also opened a 
$100 million orthopedic-equipment manufacturing plant 
outside Shanghai in April 2008. 

 

INDUSTRY TRENDS 

} Policy changes 

The current administration of the U.S. attempts to 
increase health-care coverage.  To succeed, the 
government needs to cut current spending in health-
care.  The main source of savings will be cost 
reductions in drug spending.  To get lower drug costs, 
the government will try to change the negotiation 
process with pharmaceutical companies.  A direct 
negotiation will give governmental authorities higher 
power to pressure for a decrease in prices of branded 
drugs.  According to the Standard & Poor’s report, such 
adjustment could cause a contraction of 10% in U.S. 
sales for the pharmaceutical industry

4
.   

The government is also considering modifications to 
Medicare reimbursement policy.  This will impact the 
medical devices segment as a bigger fraction will pass 
to direct coverage by the patient. Additionally, the 
administration tries to increase the generic participation 
in the market by stopping pharmaceuticals from paying 
to delay generics entrance to market. Additionally, the 
FDA is considering adjustments in drug approval.  
These changes, if executed, will affect the margins and 
incentives of the pharmaceutical industry to continue 
investing in R&D.  

Last February, after the announcement of the 
introduction to Congress of bills with some of the 
proposed changes for health-care, stocks in the 
pharmaceutical sector decreased. The graph below 
depicts JNJ and S&P Pharmaceutical index evolution 
after the announcement. 

 

We believe that these changes will happen over a 
rather long time.  However, we acknowledge that 
whenever the changes are executed, the industry will 
experience a significant contraction on share prices.  
Changes in Medicare reimbursement can affect 
margins and revenue for the medical devices segment, 
but we think this effect was already priced by the 
market.  Still, we think that JNJ, being the biggest 
pharmaceutical and given its strong position in the 
market, will be less affected than other pharmaceutical 
companies.   

} M&A  

M&A is an ongoing characteristic of the pharmaceutical 
industry. During the last 12 months there has been a 
significant increase in the number of transactions, with 
a total value of $98 billion of announced trades, 
excluding the Pfizer-Wyeth and Merck – Schering-
Plough deals.  The following chart shows the 
acquisitions that occurred during the last 5 years with a 
value of over $10 million.  

Acquirer Company Target company
Acquisition 

Cost (Billion)
Technology/product

Pfizer Wyeth 68
Prevnar, Enbrel 

Pharmaceuticals

Merck Schering Plough 41 Pharmaceuticals

Novartis Alcon 39 Eye care

Boston Scientific Guidant 27.5 Medical Devices

Bayer Schering 19.7 Pharmaceuticals

J&J Pfizer OTC 16.6 Consumer health

Schering Plough Organon 14.5 Pharmaceuticals

Major Acquisitions in 2005-2009

 

We believe that this trend will continue in 2009. Looking 
forward, we believe that JNJ will continue to target 
small companies as a way to increase the scope of its 
business and strengthen its pipeline.  JNJ might target 
companies producing biologics that got affected by the 
credit crunch and have cash requirements.  Possible 
targets for acquisition will then be Biogen, Elan, 
BioMarine, NeurogesX, Rigel, Arena Pharmaceuticals, 
and Vertex.  However, as the company made no offer 
or attempt to compete with Merck in the acquisition of 
Schering-Plough, we believe that it is very unlikely that 
JNJ will participate in a takeover of a big pharma 
company.  Additionally, considering that JNJ is the 
biggest pharma company in the market we do not 
expect it to be targeted and acquired by any other 
company.  

} Increasing Generic Competition 

According to data shown by IMS, in 2006 the sales of 
unbranded generics grew by 22% and the number of 
prescription rose by 13%.  Consequently, as this trend 
bolsters, the market share of drug developers versus 
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generic producers has changed dramatically. Generics 
gained space with a market share that went from 51% 
in 2000 to 67% in 2007.  In 2008, the generics market 
grew to reach $80 billion, equivalent to almost 10% of 
the pharmaceutical market. Teva Pharmaceutical was 
the bigger by sales, as the graph below depicts.  

 

Teva
15%

Sandoz
9%

Mylan
6%

Watson
3%

Ratiopharma
3%

Other 
companies

64%

Generics Sales by Company

Source: Knol, Global Generic Market, 2008  

In the next five years, big pharma companies are 
expected to see significant erosion to their profits 
caused by higher penetration of generics in the market. 
PriceWaterHouse mentions that sales of branded drugs 
might cause a profit erosion of 2% to 40% for the top 
ten pharma companies. The main blockbusters 
exposed to generic competition in the next five years 
are: Lipitor (Pfizer), Prevacid (Takeda-Novartis), 
Fosamax (Merck).  For JNJ, the drugs that will be 
exposed to generic competition during 2009 are 
Risperdal and Topamax. 

We believe that as the exposition to generic competition 
increases, JNJ will see a detrimental effect over its 
margins. However, we expect that the products in the 
pipeline will add value to the company in the future 
(starting in 2010) and that will upset the losses that will 
come this year. 

 

MARKETS AND COMPETITION 

JNJ is the biggest health-care company in the world 
measured by both market capitalization and sales.  
Hence, the company is the leader in the pharmaceutical 
industry.  

Several of JNJ products are leaders in their markets.  In 
the consumer segment, Clean&Clear is the leader skin 
care brand for young women. Listerine and Visina are 
also leaders in their business lines.  The Medical 
Devices segment positions JNJ as the largest medical 
device company in the world, with leader position in 
local and international markets.  Moreover, the recently 

acquired Mentor has the leader position in the aesthetic 
medicine market.  

Compared to its peers, defined as the top ten biggest 
pharma companies in the industry, JNJ has a P/E 
slightly lower than the average of its group. 

Sales EPS
Dividend 

Yield

5yr. 

Dividend 
J&J 11.20 4.30 12.46 3.90 14.18

Pfizer 11.40 -0.30 37.62 4.72 16.36

Novartis 9.90 9.30 16.49 4.47 15.96

Bayer 12.40 16.00 -30.58 4.27 NA

Roche 13.70 -1.10 23.92 3.03 24.82

Sanofi Ventis 14.10 -2.00 15.61 4.96 21.24

GLaxoSmithKline 11.70 6.10 13.72 6.29 6.81

AstraZeneca 7.70 6.90 23.21 8.46 23.11

Abbott 15.10 13.90 13.58 3.53 8.00

Merck 6.60 1.90 16.58 5.63 0.95

Average 11.38 5.50 14.26 4.93 14.60

Company P/E

Growth Rates 2008

 

In 2008, the sales growth for this group was on average 
of 5.5% and the dividend yield was 4.93%.  The values 
that JNJ registered were inferior, with a growth rate of 
4.3% for sales and a 3.9% dividend yield. 

In comparison to its peer group, JNJ had in 2008, R&D 
investments lower than the average.  The values are 
presented in the table below.  However, given the 
acquisitions and partnerships that JNJ has, we do not 
consider the lower R&D a treat for future development. 

Company 
2008 

Revenue R&D R&D/Rev. 

J&J 63.75 7.58 11.89% 

Pfizer  48.30 7.95 16.45% 

Novartis  42.58 7.22 16.95% 

Bayer  42.50 2.30 5.40% 

Roche  40.60 8.85 21.79% 

Sanofi Ventis 39.09 4.58 11.70% 

GLaxoSmithK 35.15 3.51 9.98% 

AstraZeneca 31.60 5.01 15.86% 

Abbott 29.53 2.69 9.10% 

Merck 23.85 4.81 20.15% 

Average 39.69 5.45 13.93% 

At the end of 2008, JNJ was one of the companies with 
higher availability of cash.  Its cash position was at least 
$3 billion bigger than the average of its peers.  The 
long-term debt was lower than the average in both 
absolute value and as a percentage of assets.  The 
numbers are depicted in the table below. 
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Cash LT Debt Assets Debt/Assets

J&J 12.81 8.34 84.91 9.82%

Pfizer 24.56 7.96 111.15 7.16%

Novartis 6.12 2.18 78.30 2.78%

Bayer 3.32 14.72 55.89 26.34%

Roche 20.77 2.97 76.09 3.91%

Sanofi Ventis 4.63 4.17 71.99 5.80%

GLaxoSmithK 6.87 15.23 39.39 38.67%

AstraZeneca 4.67 10.86 46.78 23.20%

Abbott 5.08 8.71 42.42 20.54%

Merck 5.49 3.94 47.20 8.35%

Average 9.43 7.91 65.41 14.66%

Company
2008 Results

 

Strength of JNJ is the strong margins that its business’ 
model produces. In 2008, the net profit and pretax 
margins were 20.31% and 26.56%; values higher than 
the peer average of 18.74% and 23.69% respectively. 
The following table depicts the net profit and pretax 
margin for JNJ peer group. 

Net Profit 

Margin 

Pretax 

margin
J&J 20.31 26.56

Pfizer 16.67 20.07

Novartis 19.17 22.31

Bayer 7.92 6.74

Roche 23.77 31.04

Sanofi Ventis 12.08 14.44

GLaxoSmithKline 19.35 27.34

AstraZeneca 19.4 27.47

Abbott 16.03 19.83

Merck 32.74 41.12

Average 18.74 23.69

Company

Profitability Ratios

 

JNJ has a strong position in the market, a diverse, wide 
and well positioned portfolio of products and a 
competitive position in its three business segments.  
For its size, the company benefits of economies of 
scale in its production and thanks to its big cash 
availability it can benefit of new developments through 
acquisitions. 

Between its peers group, JNJ is the only company that 
has a third of its revenues generated by consumer 
segment.  The company can increase the weight of this 
segment and if it succeeds in the development and 
introduction of new products to market, it can improve 
the overall margin profit of that segment. 

Furthermore, due to its big portfolio of products, the 
company can anchor its performance in different 

segments of the market diversifying the risk of being 
extremely affected by only one of its divisions. 

Therefore, JNJ is relatively stronger in its industry and 
due to the size of its business and the possibilities of 
cash generation; the company can create value for its 
shareholders and secure better results than its 
competitors. 

ECONOMIC OUTLOOK 

} Economic Growth 

In 2008, the world economy deteriorated.  In the U.S., 
the annualized GDP increased 1.1%.  However, the 
economy tightened in the second half of the year with a 
GDP contraction of 0.5% and 6.3% in the third and 
fourth quarters respectively.  The following graph 
depicts evolution of GDP and other significant variables 
of the U.S. economy in 2008. 

 

Expectations on the future are not any better. The 
World Bank recently announced that the economic 
growth for the world is expected to shrink by 1-2% in 
2009

5
. IMF also warned that the previously released 

forecast of a stagnation growth in 2009 was too 
optimistic. Their new numbers include a negative 
growth forecast for the world, with negative rates to be 
seen in advanced economies and a growth rate close to 
5% in emerging and developing economies

6
.  

We believe that 2009 will, indeed, display a contraction 
in the economy.  We expect the U.S. economy to 
contract by 0.5%. Major retrenchment is expected 
during the first semester.  This environment will 
negatively impact the pharmaceutical industry. We 
expect that as the economy weakens, the 
pharmaceutical companies will regain their position as 
safe heavens which will cause higher trading volumes 
and increasing prices.  However, if the market 
perception favors a recovery momentum, we believe 
that the stocks of pharmaceutical companies will be 
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affected as more investors drop this investment to 
benefit riskier stocks. 

} Unemployment and Consumer Spending 

The unemployment rate rose to 8.2% in February, its 
highest level in a quarter century. Consequently, 
consumer consumption and drug prescription spending 
had slowed down. Consumer confidence has lessened 
since the beginning of the crisis, and in February it 
reached its all time lowest level

1
.   The graph below 

depicts evolution of unemployment rate over the last 
two years. 

 

 

We expect the unemployment rate to continue 
increasing, and that tendency will prevail during the first 
half of 2010, when we expect the unemployment rate to 
reach levels around 10%.  As unemployment increase, 
we believe that consumer spending will continue to 
shrink impacting drug consumption, especially for 
branded drugs.  Raising unemployment pushes more 
people out of insurance plans affecting volume of sales 
in pharmaceutical and medical devices segment of JNJ 
business lines.  The confidence that the government 
can create with supportive measures will be the key 
variable to turn things around. 

} Dollar volatility 

Currency fluctuations can have a huge impact over JNJ 
results. A 1% variation in U.S. dollar would create an 
impact of $300 million over sales and $50 million on 
income, according to what the company states in its 
annual report. 

In 2008, the dollar had high volatility due to the changes 
in economy.  We believe that in 2009, this trend will 
continue and as the dollar continues to strengthen, we 
expect negative effects over multinational companies. 

 

 

CATALYSTS FOR GROWTH 

In this negative environment, JNJ appears as a 
company with a strong position in the market and a well 
diversified portfolio of products that will allow it to 
weather the crisis. 

The company has a strong financial position and growth 
opportunities in the long run. The main effects that 
patent expiration will have on JNJ portfolio appeared 
already in 2008 and the company is working on cost 
reduction to smooth these effects.  Besides, products in 
the pipeline are very likely to become blockbusters and 
ease the transition. 

JNJ has a culture and size that allow it to benefit from 
possible acquisitions and to get new markets without 
much challenge to its structure.  Moreover, the 
company had at the end of 2008, $11 billion in cash, 
cash, which gives it freedom to pursue new acquisitions 
and secure a healthy pipeline in the future.  It is also 
important that the company has shown strong ability to 
succeed in this strategy and offers stability to investors 
due to its capacity of generating stable strong cash 
flows. 

Generic competition might erode revenue together with 
changes in government but JNJ is preparing for such 
challenges by increasing the diversity and focus of its 
business. Additionally, the focus on emerging markets 
brings opportunity for further development and to 
anchor revenues during the crisis. 

The stock is currently trading very close at its 52-weeks 
lowest level and has decrease significantly since the 
last September, but we expect a recovery based on the 
development that JNJ will show in the next one to three 
years. 

 

INVESTMENT POSITIVES 

z Diversity of products and shift towards a more 
balanced participation in revenue generation 
between the segments of the company. 

z Strong financial position and cash generation 
together with a program to produce value for 
shareholders through share repurchase. 

z Cash availability enables JNJ to pursue new 
acquisitions to boost revenues and experience in 
incorporating new companies to its business. 

z Continual investment in R&D and strong pipeline 
with potential blockbusters coming to market in 
2010. 
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z Management committed to look cost control and 
reduction to weather the crisis. 

 

INVESTMENT NEGATIVES 

z Decrease in revenues and profits for 2009 due to 
patent expiration and risk of generics entrance in 
market. 

z Government new policies might affect drug revenues 
by pushing down margins and favoring generics 
consumption. 

z Negative environment can push stock down, despite 
its intrinsic value. 

VALUATION 

Johnson and Johnson’s share price has lately 
fluctuated between $47- $49. Our valuation model yield 
a price of $84 using the models of discounted cash flow 
(DCF) and Economic Profit (EP).  Appendix 4 presents 
the valuation model. 

The assumptions used to build the model were: first 
revenue is considered the big driver of performance, to 
forecast this item, we have decomposed revenue by the 
main drivers of revenue in each segment as well as 
adding considerations of new products that will add to 
the pipeline in the next five years. During the last seven 
years JNJ showed an average growth rate of 9.9% in 
revenues. Our model yield a growth rate of 6.8% over 
the next five years accounting for a significant decrease 
of revenues in pharma sales (in US) during 2009 and 
the first half of 2010.  During 2009 and 2010 sales of 
Medical Devices and consumer are expected to be very 
modest in US market and relatively lower to the values 
seen in previous years in international markets. 

Other key assumptions include SG&A and R&D 
expenses and we expect a modest decrease of these 
expenses (especially SG&A) in 2009 with a recovery of 
R&D in 2010 going forward. For other values, averages 
seen in previous years were considered to be 
maintained going forward. We do not account for any 
new acquisitions in our forecast; however, we expect 
JNJ to continue looking for good acquisitions and 
mergers to boost its pipeline. 

The results of the model yielded a price 73% higher 
than the current market price. Therefore, and given the 
value that we see in the company and the opportunities 
it has going forward, we consider that JNJ is a stock 
that has to be held in our portfolio.  We recommend 
increasing the investment in this stock if the price 

approaches to its 52-week low level or if the company 
were to add to its pipeline new blockbuster products to 
be marketed in less than a year.  We recommend 
holding JNJ stock in the portfolio until its price offers a 
premium over the intrinsic value found with the 
valuation model.  If the company has a significant delay 
in key pipeline products or significant loss of market 
share in pharmaceutical or medical devices segment, 
we recommend selling the stock. 
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communication abilities of Henry Fund students.  Henry Fund 
analysts are not registered investment advisors, brokers or officially 
licensed financial professionals.  The investment opinion contained in 
this report does not represent an offer or solicitation to buy or sell any 
of the aforementioned securities. Unless otherwise noted, facts and 
figures included in this report are from publicly available sources. This 
report is not a complete compilation of data, and its accuracy is not 
guaranteed. From time to time, the University of Iowa, its faculty, 
staff, students, or the Henry Fund may hold a financial interest in the 
companies mentioned in this report. 
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Appendix 1: Product Description ï Pharmaceutical Segment 

Pharmaceuticals 

 Aciphex/Pariet  
Gastro esophageal reflux disease - Patent expiration extended to May 2013 - strong opposition from Teva  - 
sales reducing due to competitors  

 Concerta  Hyperactivity disorder - recently increased competition from Shire's Vyvanse - we expect very modest growth 

 Duragesic  Medication for chronic pain control that has faced generic competition 

 Procrit/Eprex  
Local market Procrit - use for anemia - competes with Amgen's Aranesp and that product received a warning 
from FDA regarding its chances to cause diseases for non-label uses which depressed the market of both 
products 

 Levaquin/Floxin (Anti-
infectives)  

Patent extended from 08 to 2010 

 Remicade  
.ƛƻƭƻƎƛŎ ŀǇǇǊƻǾŜŘ ŦƻǊ /ǊƻƘƴΩǎ ǘǊŜŀǘƳŜƴǘ - Good development of line outside USA with small loss of local market 
share + recent approval for pediatric use   

 Risperdal  Schizophrenia drug - patent expired in June 

 Invega  Consta new generation in phase III of approval process and also for bipolar mania 

 Risperdal Consta  Will replace Risperdal 

 Topamax  Growing for migraine and prevention control - patent extension for pediatric use - generics entry 

 Velcade  Myelodysplastic syndrome  drug that performs very well abroad 

 Prezista  
HIV treatment for all conditions approved in December when results proved higher efficiency than Abbott's 
Kaletra 

 Doribax  Intrabdominal infections- expected to get approval for pneumonia 

 Ultram ER  Pain reliever with low potential to foster sales ς Low growth rates are expected in 2009-2012 

 Intelence (TMC 125)  
Non-nucleoside reverse transcriptase inhibitor (NNRTI) to show antiviral activity in treatment- experience ς The 
drug was launched in 2008 and its sales are expected to increase slowly, no potential to become a blockbuster. 

 Golimumab (CNTO 148) *  Anti TNF antibody - arthritis and will replace Remicade 

 Ustekinumab (CNTO 1275)*   Inmunomodulator and will compete with Humira  

 Rivaxoraban -partner with 
Bayer *  

Inhibitor for anticoagulation recently approved by FDA - will compete with Lovenox of Sanofi Aventis (3.6 billion 
local sales in 08) 

 Carisbamate * designed to replace Topamax but will not be in the market on time 

 Jurnista *  Drug to replace duragesic is currently in phase III of clinical trials and it is expected to generate sales in 2012 

 Tapentadol (Nucynta)* Opoid analgesic for acute pain approved in November 2008 

* Drugs in development that are expected to add to JNJ pipeline. 
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Appendix 2: Franchises Description ï Consumer Segment 

Consumer Segment 

 OTC Pharmaceuticals and 
nutritionals  

Launch of Zyrtec (26% market share of allergy products in 08) - expected to 
continue growing trend in 2009-2012 

 Skin Care  
Aveeno, Clean & Clear, Neutrogena- strong brands, well positioned in the market.  
Additional growth expected from the acquisition of Dabao cosmetics 

 Baby Care   Growth mostly caused by international markets 

 Women's Health  Big portfolio, mix of products very well positioned in the market 

 Oral Care  Listerine -> high market penetration and customer loyalty 

 Wound Care/Other  Small increase in market is expected in 2009-2010 

 

Appendix 3: Franchises Description ï Medical Devices and Diagnostics Segment 

Medical Devices & Diagnostics 

 Cordis  
Cypher lost 8% market share in 2008. Abbott received approval for Xience stent and took a big 40% of 
market share and competitors are increasing : Promus, Liberte and endeavor 

 Depuy  Growing knee and hip businesses 

 Ethicon  Strong sales of wound care and acquisition of Mentor  

 Ethicon Endo-Surgery  Harmonic sales and Acquisition of SurgRx with Enseal product 

 Lifescan - Diabetes care  Growing market but increasing competition 

 Ortho-Clinical Diagnostics  Chagas sales continue to be high ς smooth growth is expected 

 Total Vision Care  Good development of line - Visine has a high market penetration 
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Appendix 4: Valuation Model 

Johnson and Johnson
Key Assumptions of Valuation Model

Ticker Symbol JNJ

Current Share Price 49 12-Mar-09

Terminal growth rate 1.50%

Risk free rate 3.67%

MRP 5.00%

Rate of debt 6.11%February bond emission of a similar pharma company

5-yrs. Beta 0.577

Cash (% of revenue) 15.61%Historical avg.

Marketable Securities (% of revenue) 3.20%Value in 2008

Receivables, net  (% of revenue) 15.10%Historical avg.

Inventory turnover 3.5 Historical avg.

Prepaid expenses (% of revenue) 5.7%Historical avg.

Marginal tax rate 23.50%Value in 2008

Other assets (% of revenue) 4.13%Historical avg.
Accounts payable days 136.9Historical avg.
Long-term Debt, net 10.0%Avg. 2007 -2008 debt 

Employee related obligations (% of SG&A) 31.6%Historical avg.
Payout ratio 40%Declared target  
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Johnson and Johnson
Revenues Decomposition 
Fiscal Year Ended December 30 - In USD millions

Sales by Segment 2006 2007 2008 2009 E 2010 E 2011 E 2012 E CV

Consumer Segment 9,774 14,493 16,054 16,756 17,653 18,632 19,648 19,942
OTC Pharmaceuticals and nutritionals 2,742 5,142 5,894 6,200 6,604 7,033 7,490 7,602
Skin Care 2,633 3,051 3,381 3,526 3,703 3,888 4,082 4,143
Baby Care 1,740 1,982 2,214 2,329 2,446 2,568 2,696 2,737
Women's Health 1,666 1,806 1,911 1,968 2,047 2,129 2,214 2,247
Oral Care 406 1,488 1,624 1,697 1,799 1,907 2,002 2,032
Wound Care/Other 587 1,024 1,030 1,034 1,055 1,108 1,163 1,180

Medical Devices & Diagnostics 20,283 21,736 23,126 23,193 24,192 25,578 27,048 27,454
Cordis 4,088 3,425 3,135 2,633 2,502 2,552 2,603 2,642
Depuy 4,105 4,587 4,989 5,288 5,659 6,055 6,478 6,576
Ethicon 3,223 3,603 3,840 3,782 3,972 4,170 4,379 4,444
Ethicon Endo-Surgery 3,376 3,834 4,286 4,479 4,792 5,128 5,487 5,569
Lifescan - Diabetes care 2,074 2,373 2,535 2,548 2,599 2,729 2,865 2,908
Ortho-Clinical Diagnostics 1,538 1,705 1,841 1,850 1,887 1,982 2,081 2,112

Total Vision Care 1,879 2,209 2,500 2,613 2,782 2,963 3,156 3,203

Pharmaceuticals 23,267 24,866 24,567 22,372 23,333 24,356 25,193 25,423
Aciphex/Pariet 1,239 1,357 1,158 961 817 735 662 665
Concerta 930 1,028 1,247 1,284 1,323 1,363 1,383 1,404
Duragesic 1,295 1,164 1,036 901 766 690 655 590
Procrit/Eprex 3,180 2,885 2,460 1,968 1,732 1,559 1,403 1,277
Levaquin/Floxin (Anti-infectives) 1,530 1,646 1,591 1,527 916 806 742 727
Razadyne/Reminyl 531 541 544 555 582 611 621
Hormonal Contraceptives 925 853 857 874 918 964 978
Remicade 3,013 3,327 3,748 3,980 4,227 4,489 4,579 4,648
Risperdal 334 3,420 2,126 850 723 614 522 530
Invega 114 303 410 553 951 1,056 1,072
Risperdal Consta 849 1,128 1,309 1,440 2,045 2,249 2,474 2,511
Topamax 2,027 2,453 2,731 1,639 1,147 860 714 718
Velcade 534 787 791 807 847 889 903
Prezista 150 360 504 680 850 1,063 1,078
Doribax 0 37 44 155 202 263 267
Ultram ER 110 150 180 216 248 286 290
Intelence (TMC 125) 0 30 35 106 133 166 168
Other 8,870 4,094 4,100 4,121 4,141 4,162 4,183 4,204

Golimumab (CNTO 148) 0 0 100 480 562 646 710
Ustekinumab (CNTO 1275) 50 225 259 285
Rivaxoraban -partner with Bayer 150 675 810 932 1,025
Carisbamate 25 225 326 473 480
Jurnista 0 0 0 70 71
Tapentadol 60 120 174 200 203

Pipeline Drugs

 



Henry Fund Research 

THE UNIVERSITY OF IOWA 

Henry B. Tippie School of Management 

 

 

 
17 

Johnson and Johnson
Income Statement
Fiscal Year Ended December 30 - In USD millions

2006 2007 2008 2009 E 2010 E 2011 E 2012 E CV

Consumer Segment 9,774 14,493 16,054 16,756 17,653 18,632 19,648 19,942 
Medical Devices & Diagnostics 20,283 21,736 23,126 23,193 24,192 25,578 27,048 27,454 
Pharmaceuticals 23,267 24,866 24,567 22,372 23,333 24,356 25,193 25,423 
Sales to customers 53,324 61,095 63,747 62,321 65,178 68,565 71,889 72,819 
Cost of products sold 12,880 14,974 15,679 15,741 16,497 17,621 18,642 18,881 
Depreciation and Amortization 2,177 2,777 2,832 2,792 2,755 2,769 2,809 2,847 
Gross Profit 38,267 43,344 45,236 43,788 45,926 48,175 50,438 51,091 
SG&A 17,433 20,451 21,490 20,850 21,676 22,940 24,051 24,363 
In-process research & development 559 807 181 441 461 485 509 515 
Research & development expense 7,125 7,680 7,577 7,424 7,756 8,619 9,037 9,831 
Restructuring 0 745 0 0 0 0 0 0 
Interest expense 63 296 435 457 454 468 487 506 
Interest income (loss) (829) (452) (361) (326) (341) (359) (376) (381)
Other income (expense), net (671) 534 (1,015) (328) (275) (231) (194) (157)
Earnings before taxes 14,587 13,283 16,929 15,270 16,194 16,254 16,925 16,415 
Provision for taxes on income 3,534 2,707 3,980 3,588 3,806 3,820 3,977 3,858
Net Income 11,053 10,576 12,949 11,681 12,389 12,434 12,948 12,558
Retained Earnings 6,786 5,906 7,925 7,009 7,433 7,460 7,769 7,535
Dividends paid to shareholders 4,267 4,670 5,024 4,673 4,955 4,974 5,179 5,023
Year end shares outstanding 2,893 2,840 2,769 2,622 2,515 2,419 2,330 2,244
Dividends per common share 1.46 1.62 1.80 1.84 1.97 2.11 2.25 2.43
Earnings per share $3.82 $3.72 $4.68 $4.46 $4.93 $5.14 $5.56 $5.60 
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Johnson and Johnson
Balance Sheet
Fiscal Year Ended December 30 - In USD millions

2006 2007 2008 2009 E 2010 E 2011 E 2012 E CV

Cash & cash equivalents 4,083 7,770 10,768 9,731 10,178 10,706 11,225 11,371
Marketable Securities 1 1,545 2,041 1,995 2,087 2,195 2,302 2,331
Receivables gross 8,872 9,637 9,987 9,701 10,081 10,536 10,975 11,044
Less: allowance for doubtful accounts 160 193 268 197 206 217 227 230
Receivables, net 8,712 9,444 9,719 9,504 9,875 10,320 10,748 10,814
Inventory 4,889 5,110 5,052 5,335 5,542 5,870 6,175 6,255
Prepaid Expenses and other receivables 3,196 3,467 3,367 3,521 3,683 3,874 4,062 4,114
Deferred Taxes on income 2,094 2,609 3,430 3,639 3,860 4,083 4,314 4,539
Total Current Assets 22,975 29,945 34,377 33,726 35,224 37,048 38,826 39,424

Property & equipment gross 24,028 26,466 27,392 28,607 30,161 32,016 33,870 35,725
Land & land improvements 611 756 886 1,014 1,142 1,270 1,398 1,526
Buildings & building equipment 7,347 7,913 7,720 7,907 8,093 8,280 8,466 8,653
Machinery & equipment 13,108 14,554 15,234 15,904 16,794 18,014 19,234 20,454
Construction in progress 2,962 3,243 3,552 3,782 4,132 4,452 4,772 5,092
Acumulated depreciation 10,984 12,281 13,027 14,422 15,733 16,976 18,165 19,296

Property & equipment, net 13,044 14,185 14,365 14,185 14,428 15,039 15,705 16,428
Goodwill, net 13,340 14,123 13,719 13719 13719 13719 13719 13719
Intangible assets, net 15,348 14,640 13,976 14,299 14,954 15,731 16,494 16,707
Marketable Securities, non current 16 2 4 4 4 4 5 5
Deferred Taxes on income 3,210 4,889 5,841 5,886 5,916 6,066 6,246 6,426
Other assets 2,623 3,170 2,630 2,571 2,689 2,829 2,966 3,004
Total Fixed Assets 47,581 51,009 50,535 50,663 51,711 53,388 55,134 56,289
Total Assets 70,556 80,954 84,912 84,390 86,935 90,436 93,960 95,713

Loans and notes payable 4,579 2,463 3,732 3,030 3,125 3,281 3,438 3,503
Accounts payable 5,691 6,909 7,503 6,952 7,221 7,648 8,046 8,150
Accrued liabilities 4,587 6,412 5,531 5,407 5,655 5,949 6,237 6,318
Accrued rebates, returns/promotions 2,189 2,318 2,237 2,294 2,399 2,524 2,646 2,680
Accrued salaries, wages and commissions 1,391 1,512 1,432 1,389 1,444 1,529 1,603 1,623
Accrued taxes on income 724 223 417 376 399 400 417 404
Total Current Liabilities 19,161 19,837 20,852 19,449 20,244 21,331 22,387 22,679

Long-term Debt, net 2,014 7,074 8,120 8,517 8,465 8,720 9,071 9,425
Deferred taxes 1319 1493 1432 1,291 1,369 1,374 1,431 1,388
Employee related obligations 5,584 5,402 7,791 7,082 7,384 7,838 8,242 8,373
Other liabilities 3,160 3,829 4,206 3,288 3,439 3,617 3,793 3,842
Total Long-term Liabilities 12,077 17,798 21,549 20,178 20,657 21,549 22,536 23,027
Total Liabilities 31,238 37,635 42,401 39,627 40,901 42,880 44,923 45,706

Common Stock 3,120 3,120 3,120 3,120 5,596 8,234 11,044 14,040
Acumulated other comprehensive income -2,118 -693 -4,955 -2,500 -2,000 -1,500 -1,500 -1,500
Retained earnings (accum. deficit) 49,290 55,280 63,379 70,388 77,821 85,281 93,050 100,585
Common stock held in treasury 10,974 14,388 19,033 26,245 35,382 44,459 53,558 63,117
Net shareholders' equity 39,318 43,319 42,511 44,763 46,035 47,556 49,037 50,007
Total Liabilities & Sh's Equity 70,556 80,954 84,912 84,390 86,935 90,436 93,960 95,713 
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Johnson and Johnson
Cash Flow Statement
Fiscal Year Ended December 30 - In USD millions

2006 2007 2008 2009 E 2010 E 2011 E 2012 E CV

Net earnings 11,053 10,576 12,949 11,681 12,389 12,434 12,948 12,558
Adjustments to reconcile earnings Operation 
Depreciation and Amortization 2,177 2,777 2,832 2,792 2,755 2,769 2,809 2,847
Increase in AR -1,702 -732 -275 215 -371 -445 -428 -66
Increase in inventories -930 -221 58 -283 -207 -327 -305 -80
Increase in prepaid expenses -754 -271 100 -154 -161 -191 -188 -53
Increase in deferred taxes -1,966 -2,020 -1,834 -395 -173 -367 -355 -448
Increase in AP 1,376 1,218 594 -551 270 427 398 104
Increase in Accrued liabilities 1,058 1,825 -881 -124 248 294 288 81
Increase in Accrued rebates, returns/promotions 172 129 -81 57 105 125 122 34
Increase in Accrued salaries, wages and commissions 225 121 -80 -43 55 84 74 21
Increase in Accrued taxes on income -216 -501 194 -41 23 1 17 -13

Net Cash flow from Operations 10,493 12,901 13,576 13,154 14,932 14,804 15,379 14,985

Investing Activities
Increase in Marketable Securities 86 -1,530 -498 46 -92 -109 -107 -30
Additions to PPE -4,312 -2,438 -926 -1,215 -1,555 -1,855 -1,855 -1,855
Increase in other assets 598 -547 540 59 -118 -140 -137 -38
Intangible assets -16,513 -75 1,068 -323 -656 -777 -762 -213
Other Investing activities 954 -1,396 -1,912 -1,398 1,031 1,113 1,191 1,280

Net Cash flow from Investing -19,187 -5,986 -1,728 -2,830 -1,388 -1,767 -1,670 -856

Financing Activities
Change in notes payable and L-T debt 3,908 2,944 2,315 -305 42 411 508 419
Changes in accumulated other comprehensive income -1,363 1,425 -4,262 2,455 500 500 0 0
Change in other liabilities 3,453 487 2,766 -1,627 453 632 579 180
Payments of dividends -4,267 -4,670 -5,024 -4,673 -4,955 -4,974 -5,179 -5,023
Repurchases of common stock -5,009 -3,414 -4,645 -7,212 -9,137 -9,077 -9,099 -9,560

Net Cash flow from Financing -3,278 -3,228 -8,850 -11,361 -13,098 -12,507 -13,190 -13,984

Net Increase in Cash -11,972 3,687 2,998 -1,037 446 529 519 145

Cash and Cash equivalents, beginning of year 16,055 4,083 7,770 10,768 9,731 10,178 10,706 11,225
Cash and Cash equivalents, end of year 4,083 7,770 10,768 9,731 10,178 10,706 11,225 11,371 
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Johnson and Johnson
Common Size Income Statement
Fiscal Year Ended December 30 - In USD millions

2006 2007 2008 2009 E 2010 E 2011 E 2012 E CV

Consumer Segment 18.3% 23.7% 25.2% 26.9% 27.1% 27.2% 27.3% 27.4%
Medical Devices & Diagnostics 38.0% 35.6% 36.3% 37.2% 37.1% 37.3% 37.6% 37.7%
Pharmaceuticals 43.6% 40.7% 38.5% 35.9% 35.8% 35.5% 35.0% 34.9%
Sales to customers 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%
Cost of products sold 24.2% 24.5% 24.6% 25.3% 25.3% 25.7% 25.9% 25.9%
Depreciation and Amortization 4.1% 4.5% 4.4% 4.5% 4.2% 4.0% 3.9% 3.9%
Gross Profit 71.8% 70.9% 71.0% 70.3% 70.5% 70.3% 70.2% 70.2%
SG&A 32.7% 33.5% 33.7% 33.5% 33.3% 33.5% 33.5% 33.5%
In-process research & development 1.0% 1.3% 0.3% 0.7% 0.7% 0.7% 0.7% 0.7%
Research & development expense 13.4% 12.6% 11.9% 11.9% 11.9% 12.6% 12.6% 13.5%
Restructuring 0.0% 1.2% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
Interest expense 0.1% 0.5% 0.7% 0.7% 0.7% 0.7% 0.7% 0.7%
Interest income (loss) -1.6% -0.7% -0.6% -0.5% -0.5% -0.5% -0.5% -0.5%
Other income (expense), net -1.3% 0.9% -1.6% -0.5% -0.4% -0.3% -0.3% -0.2%
Earnings before taxes 27.4% 21.7% 26.6% 24.5% 24.8% 23.7% 23.5% 22.5%
Provision for taxes on income 6.6% 4.4% 6.2% 5.8% 5.8% 5.6% 5.5% 5.3%
Net Income 20.7% 17.3% 20.3% 18.7% 19.0% 18.1% 18.0% 17.2% 
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Johnson and Johnson
Common Size Balance Sheet
Fiscal Year Ended December 30 - In USD millions

2002 A 2003 A 2004 A 2005 A 2006 2007 2008 2009 E 2010 E 2011 E 2012 E CV

Cash & cash equivalents 8.0% 12.8% 19.4% 31.8% 7.7% 12.7% 16.9% 15.6% 15.6% 15.6% 15.6% 15.6%
Marketable Securities 12.6% 9.9% 7.8% 0.2% 0.0% 2.5% 3.2% 3.2% 3.2% 3.2% 3.2% 3.2%
Receivables gross 15.4% 16.2% 14.9% 14.2% 16.6% 15.8% 15.7% 15.6% 15.5% 15.4% 15.3% 15.2%
Less: allowance for doubtful accounts 0.5% 0.5% 0.4% 0.3% 0.3% 0.3% 0.4% 0.3% 0.3% 0.3% 0.3% 0.3%
Receivables, net 14.9% 15.7% 14.4% 13.9% 16.3% 15.5% 15.2% 15.3% 15.2% 15.1% 15.0% 14.9%
Inventory 9.1% 8.6% 7.9% 7.8% 9.2% 8.4% 7.9% 8.6% 8.5% 8.6% 8.6% 8.6%
Prepaid Expenses and other receivables 4.6% 4.3% 4.5% 4.8% 6.0% 5.7% 5.3% 5.7% 5.7% 5.7% 5.7% 5.7%
Deferred Taxes on income 3.9% 3.6% 3.7% 3.7% 3.9% 4.3% 5.4% 5.8% 5.9% 6.0% 6.0% 6.2%

Total Current Assets 53.1% 54.9% 57.7% 62.1% 43.1% 49.0% 53.9% 54.1% 54.0% 54.0% 54.0% 54.1%

Property & equipment gross 39.4% 40.7% 39.4% 39.0% 45.1% 43.3% 43.0% 45.9% 46.3% 46.7% 47.1% 49.1%
Land & land improvements 1.3% 1.4% 1.1% 1.0% 1.1% 1.2% 1.4% 1.6% 1.8% 1.9% 1.9% 2.1%
Buildings & building equipment 12.0% 12.5% 12.5% 11.6% 13.8% 13.0% 12.1% 12.7% 12.4% 12.1% 11.8% 11.9%
Machinery & equipment 21.7% 22.8% 22.1% 21.4% 24.6% 23.8% 23.9% 25.5% 25.8% 26.3% 26.8% 28.1%
Construction in progress 4.4% 4.0% 3.8% 5.0% 5.6% 5.3% 5.6% 6.1% 6.3% 6.5% 6.6% 7.0%
Acumulated depreciation 15.4% 17.2% 17.4% 17.6% 20.6% 20.1% 20.4% 23.1% 24.1% 24.8% 25.3% 26.5%

Property & equipment, net 24.0% 23.5% 22.0% 21.4% 24.5% 23.2% 22.5% 22.8% 22.1% 21.9% 21.8% 22.6%
Goodwill, net 0.0% 0.0% 0.0% 11.9% 25.0% 23.1% 21.5% 22.0% 21.0% 20.0% 19.1% 18.8%
Intangible assets, net 25.5% 27.6% 25.0% 12.2% 28.8% 24.0% 21.9% 22.9% 22.9% 22.9% 22.9% 22.9%
Marketable Securities, non current 0.3% 0.2% 0.1% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
Deferred Taxes on income 0.7% 1.7% 1.2% 0.8% 6.0% 8.0% 9.2% 9.4% 9.1% 8.8% 8.7% 8.8%
Other assets 8.2% 7.4% 6.6% 6.4% 4.9% 5.2% 4.1% 4.1% 4.1% 4.1% 4.1% 4.1%

Total Fixed Assets 58.7% 60.4% 54.9% 52.7% 89.2% 83.5% 79.3% 81.3% 79.3% 77.9% 76.7% 77.3%
Total Assets 111.7% 115.3% 112.6% 114.9% 132.3% 132.5% 133.2% 135.4% 133.4% 131.9% 130.7% 131.4%

Loans and notes payable 5.8% 2.7% 0.6% 1.3% 8.6% 4.0% 5.9% 4.9% 4.8% 4.8% 4.8% 4.8%
Accounts payable 10.0% 11.9% 11.0% 8.5% 10.7% 11.3% 11.8% 11.2% 11.1% 11.2% 11.2% 11.2%
Accrued liabilities 10.5% 6.3% 7.4% 7.0% 8.6% 10.5% 8.7% 8.7% 8.7% 8.7% 8.7% 8.7%
Accrued rebates, returns/promotions 0.0% 5.5% 4.9% 4.0% 4.1% 3.8% 3.5% 3.7% 3.7% 3.7% 3.7% 3.7%
Accrued salaries, wages and commissions 3.3% 3.5% 2.3% 2.3% 2.6% 2.5% 2.2% 2.2% 2.2% 2.2% 2.2% 2.2%
Accrued taxes on income 2.0% 2.3% 3.2% 1.9% 1.4% 0.4% 0.7% 0.6% 0.6% 0.6% 0.6% 0.6%

Total Current Liabilities 31.5% 32.1% 29.4% 25.0% 35.9% 32.5% 32.7% 31.2% 31.1% 31.1% 31.1% 31.1%

Long-term Debt, net 5.6% 7.1% 5.4% 4.0% 3.8% 11.6% 12.7% 13.7% 13.0% 12.7% 12.6% 12.9%
Deferred taxes 1.8% 1.9% 0.9% 0.4% 2.5% 2.4% 2.2% 2.1% 2.1% 2.0% 2.0% 1.9%
Employee related obligations 5.4% 5.4% 5.6% 6.1% 10.5% 8.8% 12.2% 11.4% 11.3% 11.4% 11.5% 11.5%
Other liabilities 4.9% 4.7% 4.2% 4.4% 5.9% 6.3% 6.6% 5.3% 5.3% 5.3% 5.3% 5.3%

Total Long-term Liabilities 17.7% 19.0% 16.0% 14.9% 22.6% 29.1% 33.8% 32.4% 31.7% 31.4% 31.3% 31.6%
Total Liabilities 49.2% 51.1% 45.4% 39.9% 58.6% 61.6% 66.5% 63.6% 62.8% 62.5% 62.5% 62.8%

Common Stock 8.6% 7.5% 6.6% 6.2% 5.9% 5.1% 4.9% 5.0% 8.6% 12.0% 15.4% 19.3%
Acumulated other comprehensive income -2.4% -1.5% -1.1% -1.5% -4.0% -1.1% -7.8% -4.0% -3.1% -2.2% -2.1% -2.1%
Retained earnings (accum. deficit) 73.2% 72.9% 74.4% 82.1% 92.4% 90.5% 99.4% 112.9% 119.4% 124.4% 129.4% 138.1%
Common stock held in treasury 16.9% 14.7% 12.7% 11.8% 20.6% 23.6% 29.9% 42.1% 54.3% 64.8% 74.5% 86.7%
Net shareholders' equity 62.5% 64.2% 67.2% 75.0% 73.7% 70.9% 66.7% 71.8% 70.6% 69.4% 68.2% 68.7%
Total Liabilities & Sh's Equity 111.7% 115.3% 112.6% 114.9% 132.3% 132.5% 133.2% 135.4% 133.4% 131.9% 130.7% 131.4% 
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Johnson and Johnson
Weighted Average Cost of Capital (WACC) Estimation

     Common Shares Outstanding 2,770,000,000
     Current Price $49.00
     Market Value of Equity ($M) 135,730 89.1%

     Book value of Debt ($M) 8,120
     Operating Leases, as declared on 2008 report 728
     Post-employment obl. & other L-T liabilities 7,791
     Total Obligations 16,639 10.9%

     Value of Capital (D + E + PFD) 152,369 100.0%

     Risk Free Rate 3.67%
     Market Premium (LT Ave, geo.) 5.00%
     Beta - 3 yrs 0.577
     Cost of Equity 6.56%

     Cost of Debt 6.11%
     Tax rate 23.50%

WACC 6.37% 
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Johnson and Johnson
Value Driver Estimation
Fiscal Year Ended December 30 - In USD millions

2006 2007 2008 2009 E 2010 E 2011 E 2012 E CV

NOPLAT
EBITA 14,650 13,579 17,364 15,727 16,648 16,722 17,412 16,921 
Effective tax rate 24.2% 20.4% 23.5% 23.5% 23.5% 23.5% 23.5% 23.5%
Provision for taxes on income 3,534 2,707 3,980 3,588 3,806 3,820 3,977 3,858
Plus: Tax Shield on Interest Expense 15 60 102 107 107 110 114 119
Less: Tax on Interest Income 201 92 85 77 80 84 88 90
Plus: Tax on Nonoperating income 163 -261 239 77 65 54 46 37
Taxes on EBITA 3,511 2,415 4,236 3,696 3,897 3,900 4,049 3,924
Plus: Change in deferred taxes 1,966 2,020 1,834 395 173 367 355 448
NOPLAT 13,105 13,185 14,962 12,425 12,925 13,189 13,718 13,445

INVESTED CAPITAL
Working Capital
Plus: Normal Cash (15% of sales) 7,999 9,164 9,562 9,348 9,777 10,285 10,783 10,923
Plus: Inventories 4,889 5,110 5,052 5,335 5,542 5,870 6,175 6,255
Plus: Receivables 8,712 9,444 9,719 9,504 9,875 10,320 10,748 10,814
Plus: Prepaid Expenses 3,196 3,467 3,367 3,521 3,683 3,874 4,062 4,114
Less: Payables 5,691 6,909 7,503 6,952 7,221 7,648 8,046 8,150
Less: Accrued liabilities 4,587 6,412 5,531 5,407 5,655 5,949 6,237 6,318
Less: Income Taxes 724 223 417 376 399 400 417 404
Less: Rebates and returns 2,189 2,318 2,237 2,294 2,399 2,524 2,646 2,680
Less: Notes payable 4,579 2,463 3,732 3,030 3,125 3,281 3,438 3,503
Less: Salaries and related exp. 1,391 1,512 1,432 1,389 1,444 1,529 1,603 1,623
Net Operating Working Capital 5,635 7,348 6,848 8,260 8,633 9,017 9,381 9,427
Net PP&E and Intangibles 28,392 28,825 28,341 28,483 29,383 30,770 32,199 33,135
Operating Leases 849 737 728 721 714 706 699 692
Other assets 2,623 3,170 2,630 2,571 2,689 2,829 2,966 3,004
INVESTED CAPITAL (IC) 31,864 32,732 31,699 31,775 32,785 34,305 35,864 36,832
Change in Invested Capital 11,628 868 (1,033) 76 1,010 1,520 1,559 968

ROIC
NOPLAT 13,105 13,185 14,962 12,425 12,925 13,189 13,718 13,445
INVESTED CAPITAL (Beginning) 20,236 31,864 32,732 31,699 31,775 32,785 34,305 35,864
ROIC 64.8% 41.4% 45.7% 39.2% 40.7% 40.2% 40.0% 37.5%

FREE CASH FLOW = NOPLAT - Ќ)+ 1,477 12,317 15,995 12,349 11,915 11,669 12,159 12,477

ECONOMIC PROFIT
INVESTED CAPITAL (Beginning) 20,236 31,864 32,732 31,699 31,775 32,785 34,305 35,864
ROIC 64.8% 41.4% 45.7% 39.2% 40.7% 40.2% 40.0% 37.5%
WACC 6.37% 6.37% 6.37% 6.37% 6.37% 6.37% 6.37% 6.37%
ECONOMIC PROFIT 11,816 11,155 12,877 10,406 10,901 11,101 11,533 11,160  
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Johnson and Johnson
Discounted Cash Flow (DCF) and Economic Profit (EP) Model Valuation
Fiscal Year Ended December 30 - In USD millions

2009 E 2010 E 2011 E 2012 E CV

1 2 3 4 4
DCF Model
     FCF 12,349 11,915 11,669 12,159 265,064
     PV(FCF) 11,609 10,531 9,696 9,498 207,055

     PV(FCF) 248,388
     + PV(Non-Oper) 2,045
     -  PV(Debt) 16,639
     -  PV(ESOP) 2,645
     PV(Equity) 231,149
     Shares Outst. 2,770
     Target Price 83.45
     Target Price 84.52

EP Model
     ROIC 39.2% 40.7% 40.2% 40.0% 37.5%
     EP 10,406 10,901 11,101 11,533 229,200
     PV(EP) 9,783 9,635 9,224 9,009 179,039
     PV(EP) 216,689
     Invested Capital 31,699
     PV(Operations) 248,388
     + PV(Non-Oper) 2,045
     -  PV(Debt) 16,639
     -  PV(ESOP) 2,645
     PV(Equity) 231,149
     Shares Outst. 2,770
     Target Price 83.45
     Target Price 84.52  
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84.52 0.5% 0.8% 1.0% 1.5% 1.7% 2.0% 2.3%
5.37% 89.97 94.58 98.00 108.11 112.92 121.21 131.13
5.62% 85.21 89.30 92.31 101.14 105.30 112.40 120.79
5.87% 80.90 84.53 87.21 94.97 98.59 104.73 111.90
6.12% 76.96 80.22 82.60 89.46 92.64 97.98 104.17
6.37% 73.37 76.29 78.43 84.52 87.33 92.01 97.39
6.62% 70.07 72.71 74.62 80.07 82.55 86.69 91.40
6.87% 67.03 69.41 71.14 76.03 78.24 81.91 86.06
7.12% 64.21 66.38 67.95 72.35 74.33 77.60 81.28
7.37% 61.61 63.58 65.00 68.98 70.77 73.69 76.97

84.52  0.5% 0.8% 1.0% 1.5% 1.7% 2.0% 2.3%
0.537  75.53 78.68 80.99 87.62 90.68 95.83 101.76
0.547  74.98 78.07 80.33 86.82 89.82 94.84 100.63
0.557  74.43 77.47 79.69 86.04 88.97 93.88 99.53
0.567  73.90 76.88 79.05 85.27 88.14 92.94 98.45
0.577  73.37 76.29 78.43 84.52 87.33 92.01 97.39
0.587  72.85 75.72 77.81 83.78 86.53 91.11 96.36
0.577  73.37 76.29 78.43 84.52 87.33 92.01 97.39
0.567  73.90 76.88 79.05 85.27 88.14 92.94 98.45
0.557  74.43 77.47 79.69 86.04 88.97 93.88 99.53

84.52 0.5% 0.8% 1.0% 1.5% 1.7% 2.0% 2.3%
3.00% 88.06 92.74 96.21 106.48 111.37 119.82 129.93
3.50% 83.83 87.95 91.00 99.92 104.14 111.33 119.83
4.00% 80.00 83.66 86.35 94.17 97.82 104.01 111.24
4.50% 76.53 79.80 82.19 89.07 92.26 97.62 103.84
5.00% 73.37 76.29 78.43 84.52 87.33 92.01 97.39
5.50% 70.48 73.11 75.02 80.44 82.92 87.05 91.74
6.00% 67.82 70.19 71.91 76.77 78.97 82.62 86.74
6.50% 65.37 67.52 69.07 73.43 75.40 78.64 82.28
7.00% 63.10 65.06 66.47 70.40 72.16 75.05 78.29

Sensitivity Analysis
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Johnson and Johnson
Dividend Discount Model (DDM) or Fundamental P/E Valuation Model
Fiscal Year Ended December 30 - In USD millions

2009 E 2010 E 2011 E 2012 E CV

1 2 3 4 4
EPS 4.46$         4.93$         5.14$         5.56$         5.60$         

Key Assumptions
   CV growth 1.50%
   CV ROE 30.46%
   Cost of Equity 6.56%

Future Cash Flows
     P/E Multiple 14.50
     EPS(next period) 5.60$         
     Future Stock Price 81.16$      
     Dividends Per Share 1.84$         1.97$         2.11$         2.25$         2.43$         
     Future Cash Flows 1.84 1.97 2.11 2.25 83.59

     Discounted Cash Flows 1.73 1.73 1.74 1.75 64.84

Intrinsic Value 71.79$      
Fundamental P/E Target 72.71$       
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Relative P/E Analysis

EPS EPS Est.
Ticker Company Price 2009 E 2010 E P/E 09 P/E 10 5yr Gr. PEG 05 PEG 06

BAX Baxter Internation 50.56$      $3.74 $4.23 13.5           12.0           12.03 1.12           0.99           Market Leader in Medical Instruments & Supplies
ACL Alcon Inc. 85.77$      $6.19 $6.96 13.9           12.3           13.14 1.05           0.94           Market Leader in Medical Instruments & Supplies
ABT Abbott Laboratories 46.23$      $3.68 $4.12 12.6           11.2           11.52 1.09           0.97           Well positioned company in the Drugs major producers
RHHBY Roche 30.39$      $2.26 $4.88 13.4           6.2             6.78 1.98           0.92           Well positioned company in the Drugs major producers
WYE Wyeth 42.78$      $3.62 $3.49 11.8           12.3           4.15 2.85           2.95           Well positioned company in the Drugs major producers
MYL Mylan 12.96$      $0.99 $1.37 13.1           9.5             9.4 1.39           1.01           Market Leader in Drugs - Generics
WPI Watson Pharmaceuticals 28.36$      $2.10 $2.15 13.5           13.2           8.1 1.67           1.63           Market Leader in Drugs - Generics

Average 13.1           10.9           1.6             1.3             

JNJ Johnson and Johnson 49.00$      $4.46 $4.93 11.0           9.9             6.8 1.6             1.5             

Implied Value:
   Relative P/E (EPS09)          58.42 
   Relative P/E (EPS10) 53.92        
   PEG Ratio (EPS09) 48.30$      (average PEG ratio * growth * EPS)
   PEG Ratio (EPS10) 45.03$       


