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ABBOTT CAPITAL INDIA LIMITED 1

DIRECTORS' REPORT

For the year ended 30 November 2005

The directors present their annual report on the affairs of the company, together with the accounts and auditors’ report, for the
year ended 30 November 2005

BOARD OF DIRECTORS

The directors who served throughout the year and since the year end, except as noted, were as follows

T Freyman

L Iglesias-Fernandez (Resigned 13/12/2005)

D Mark (Resigned 13/12/2004)

A Forrest (Appointed 13/12/2004)

S Brown (Appointed 13/12/2005, Resigned 02/02/06)
J Coulter (Appointed 02/02/06}

None of the above have any interests in the shares or debentures of group companies required to be disclosed under
Schedule 7 of the Companies Act 1985

PRINCIPAL ACTIVITIES AND BUSINESS REVIEW

In November 2005 Abbott Laboratones commenced reorganising its subsidiary companies As part of this process Abbott
Equity Holdings Unlimited transferred its shareholding in Abbott India Limited to the company in exchange for 1 share
The company's principal activity 1s that of a holding company

The broad direction of the company’s business will continue for 2006

RESULTS

The audited accounts for the year ended 30 November 2005 are set out on pages 3to 7

The profit after tax for the year was £2,376,000 (2004 £3,422,000)

Intenm dividends of £mil (2004 £rul) were paid duning the year

The directors recommend that no dividend be paid and that the retained profit of £2,376,000 at 30 November 2005 be
transferred to reserves

DIRECTORS' RESPONSIBILITIES

United Kingdom company law requires the directors to prepare financial statements for each financial year which give a true
and fair view of the state of affairs of the company as at the end of the financial year and of the profit or loss of the company
for that period In preparing those financial statements, the directors are required to

- select sutable accounting policies and then apply them consistently,

- make Judgements and estimates that are reasonable and prudent,

- state whether applicable accounting standards have been followed, subject to any matenal departures disclosed and
explained in the accounts, and

- prepare the financial statements on the going concern basis unless it 1s inappropriate to presume that the company will
continue In business

The directors are responsible for keeping proper accounting records which disclose with reasonable accuracy at any time
the financial position of the company and to enable them to ensure that the accounts comply with the Companies Act 1985
They are also responsible for the system of internal contro!, for safeguarding the assets of the company and hence for taking
reasonable steps for the prevention and detection of fraud or other irregulanties

AUDITORS

Deloitte & Touche LLP have expressed therr willingness to continue in office as auditors and a regdution to re-appoint them

will be proposed at the ferthcoming Annual General Meeting

BY CRDER OF THE BCARD,
S BRCWN
Date ‘LS( ? [o’b Company Secretary

Queenborough,
Kent, ME11 5EL




INDEPENDENT AUDITORS' REPORT TO THE MEMBERS OF
ABBOTT CAPITAL INDIA LIMITED

We have audited the financial statements of Abbott Capital India Limited for the year ended 30 November 2005 which
comprise of the profit and loss account, the bafance sheet and the related notes 1 to 12 These financial statements have
been prepared under the accounting policies set out therein

This report 1s made solely to the company's members, as a body, in aceordance with section 235 of the Companies Act
1985 Our audit work has been undertaken so that we might state to the company's members those matters we are required
to state to them in an auditors' report and for no other purpose To the fullest extent permitted by law, we do not accept or
assume responsibility to anyone other than the company’s members as a body, for our audit work, for this report, or for the
opinions that we have formed

Respective responsibilities of directors and auditors

As described in the statement of directors’ responsibilities, the company's directors are responsible for the preparation of the
financial statements in accordance with applicable United Kingdom law and accounting standards QOur responsibility 1s to
audit the financial statements in accordance with relevant United Kingdom legal and regulatory requirements and auditing
standards

We report to you our opimon as to whether the financial statements give a true and fair view and are properly prepared in
accordance with the Companies Act 1985 We also report if, in our opimion, the directors’ report 15 not consistent with the
financtal statements, if the company has not kept proper accounting records, If we have not recewved all the information and
explanations we require for our audit, or If information specified by law regarding directors' remuneration and transactions
with the company 1s not disclosed

We read the directors’ report for the above year and constder the implications for our repont if we become aware of any
apparent misstatements

Basis of audit opimon

We conducted our audit in accordance with United Kingdom auditing standards issued by the Auditing Practices Board An
audit includes examination, on a test basis, of evidence relevant to the amounts and disclosures in the financial statements
It also includes an assessment of the significant estimates and judgements made by the directors in the preparation of the
financial statements and of whether the accounting policies are appropriate to the circumstances of the company,
consistently apphed and adequately disclosed

Woe planned and performed our audit so as to obtain all the information and explanations which we considered necessary In
order to provide us with sufficient evidence to give reasonable assurance that the financial statements are free from matenal
misstatement, whether caused by fraud or other irregulanty or error In forming our opinion we also evaluated the overall
adequacy of the presentation of information in the financial statements

Opinion

In our opinion the financial statements give a true and far view of the state of affairs of the company as at 30 November 2005
and of the profit of the company for the year then ended and have been properly prepared in accordance with the Companies
Act 1985

Dovdu <Toudka L

DELOITTE & TOUCHE LLP
Chartered Accountants and Registered Auditors
London

Date =x SDM 2q4C




ABBOTT CAPITAL INDIA LIMITED

Profit and Loss Account for the year ended 30 November 2005

Operating profit

Income from shares in group undertakings
Other income / (expenses)

Profit on ordinary activities before interest
Interest recevable and similar tncome
Profit on ordinary activities before taxation
Tax charge on profit on ordinary activities
Profit on ordinary activities after taxation

Retained profit for the financial year

All transactions are derived from continuing operations

The accompanying notes are an integral part of this profit and loss account

Notes

{3}

4

(10)

2,170
339

T 2509
133

2,376

2,376

There were no recognised gains or losses (n ether 2005 or 2004 other than the profit for the financial year

2004
£000's

3,398

(51)

3,347

149
T 349
(74)

3,422

3,422




ABBOTT CAPITAL INDIA LIMITED

Balance Sheet as at 30 November 2005

FIXED ASSETS

Investments

CURRENT ASSETS

Debtors
Cash at bank and 1n hand

NET CURRENT ASSETS
TOTAL ASSETS LESS CURRENT LIABILITIES

NET ASSETS

CAPITAL AND RESERVES
Called up share capital
Share Premium

Other Capital reserve

Profit and loss account

EQUITY SHAREHOLDERS' FUNDS

Notes

M

(8)

(1)
9

(10)

)

50,116

10,811
45

10,856

60,972

60,972

9,971
40,145

10,856

60,972

40,145

8,453
27

8,480

48,625

48,625

40,145

8,480

48,625

The accounts on pages 3 to 7 were approved by the board of directors on 25 September 2006 and signed on its behalf by

A Forrest

Director

The accompanying notes are an integral part of

this balance sheet




ABBOTT CAPITAL INDIA LIMITED 5

NOTES TO THE ACCOUNTS
For the year ended 30 November 2005

1 ACCOUNTING POLICIES

A summary of the principal accounting policies, all of which have been applied consistently throughout the year and the
preceding vear, 1s set out below

a) Basis of accounting

The accounts have been prepared on the historical cost basis and have been prepared in accordance with applicable Urited
Kingdom law and accounting standards

The company has taken advantage of the exemption from the requirement of FRS 1 {revised) "Cash Flow Statements” to
present a cash flow statement because it 1s 2 wholly owned substdiary of the ultimate parent company, Abbott Laboratories
incorporated in the state of lllincis, USA, which prepares consolidated accounts that are publicly available (see note 12)

b) Taxation

UK corporation tax 1s provided at amounts expected to be paid, or recovered, using the tax rates and laws that have been
enacted or substantially enacted by the balance sheet date

Deferred tax 15 recogrused in respect of all iming differences that have onginated but not reversed at the balance sheet date
Timing differences are differences between the company's taxable prefits and its results as stated in the accounts that anse
from the inclusion of gains and losses in tax assessments In penods different from those in which they are recognised in the
accounts A net deferred tax asset is recognised as recoverable only when, on the basis of avalable ewidence, it can be
regarded as more likely than not that there will be suitable taxable profits from which the fulure reversal of the underlying
timing differences can be deducted Deferred tax 1s not discounted

c) Foreign currency

Foreign currency transactions are translated into sterling at the rates ruling at the transaction date Amounts payable or
receivable in foreign currency are translated into sterting at the rate ruling at the balance sheet date, or where appropriate, at
the rate of exchange in a related forward exchange contract Any gains or losses are reported as exchange differences in
the profit and loss account

d) Fixed asset investments
Fixed asset investments are shown at cost less provision for impairment

2 SEGMENTAL ANALYSIS

All of the profit on ordinary activities before taxation and all of the net assets of the company are from the company's prnincipal
activity based 1n the UK, except for income from shares in group undertakings, which are from the subsidiary incorporated n
India

3 OTHER (INCCME) / EXPENSES

2005 2004
£000's £000's
(Gan) f Loss on foreign exchange (90} 51

All the audit fees are paid by other companies within the Abbott Laboratories group of companies in both the current and
prior year

4 INTEREST RECEIVABLE AND SIMILAR INCOME

2005 2004

£000's £000's

Bank interest 1 1
Loans to other affihated undertakings 338 148




ABBOTT CAPITAL INDIA LIMITED 6
NOTES TO THE ACCQUNTS {Contihued}
For the year ended 30 November 2005
5 STAFF COSTS AND DIRECTORS EMOLUMENTS
Duning the year, and the preceding year, all the directors were paid by other affihates within the Abbott Laboratones group of
compames The company had no other employees in either year
6 TAX CHARGE ON PROFIT ON ORDINARY ACTIVITIES
2005 2004
The tax charge 15 based on the profit for the year and comprises £000's £000's
UK Corporation tax at 30% (2004 30%) 102 45
Adjustments in respect of prior periods 31 29
Current tax charge for the year 133 74
The difference between the current tax amount shown above and the amount calculated by applying the standard rate of UK
corporation tax to the profit before tax 1s as follows
2005 2004
£000's £000's
Profit on ordinary activittes before tax 2,509 3,496
Tax on profit on ordinary activities at standard UK corporation
tax rate of 30% (2004 30%) 753 1,049
Relief for foreign tax (651} {1,004)
Adjustments in respect of prior penods 31 29
133 74
7 FIXED ASSET INVESTMENTS
The following are included in the company net book value of fixed asset investmenis
2005 2004
Subsidiary undertakings £000's £000's
Cost and net book value at the beginning of the year 40,145 40,145
Addition 9,971 -
Cost and net book value at the end of the year 50,116 40,145
The company has investments in the following subsidiary
Country of Prncipal 2005 2004
Incorporaticn Activity Holding Holdin
Abbott India Limited India Healthcare 61 7% 54 1%
In November 2005 the 7 6% shareholding of Abbott India Limited held by Abbott Equity Holdings Unlimited was transferred
to the company in exchange for the issue of 1 share of the ordinary share capital of Abbott Capital India Lirmited
8 DEBTORS
2005 2004
£000's £000's
Due from other group undertakings falling due withun one year 10,773 8,373
Corporation tax recoverable 38 80
10,811 8,453
9 RECONCILIATION OF MOVEMENTS IN EQUITY SHAREHOLDERS' FUNDS
2005 2004
£000's £000's
Profit for the financial year 2,376 3,422
Share premiurn on share 1ssue In the year 9,971 -
Net addition to shareholders' funds 12,347 3,422
Opening shareholders' funds 48,625 45,203

Closing shareholders’ funds 60,972 48,625




ABBOTT CAPITAL INDIA LIMITED 7

NQTES TQO THE ACCOUNTS {Continued)
For the year ended 30 November 2005

10 RESERVES

Profit and Loss Account £000's
At 1 December 2004 8,480
Profit for the year 2,376
At 30 November 2005 10,85

11 CALLED UP SHARE CAPITAL

2005 2004
£ £
Authonsed
100 ordinary shares of £1 each 100 100
Called up, allotted and fully pard
2 ordinary shares of £1 (2004 1 ordinary share of £1) 2 1

12 ULTIMATE HOLDING COMPANY AND GROUP STRUCTURE

a) The company 1s exempt under the Companies Act 1985 from the obligation to prepare and deliver group accounts

The smallest and largest group into which the results of Abbott Capital India Limited are consolidated 1s the ultimate parent
company Abbott Laboratones, incorporated in the State of lllinois, USA The consolidated are avallable to the public and may
be obtained from Abbott Laboratones, 100 Abbott Park Road, Abbott Park, IL60064-6400, USA

b} A matenal element of the company's transactions are transacted with companies in the Abbott Laboratones Group As
permitted by Financial Reporting Standard 8, details of such transactions are not provided in these accounts as the
company Is a wholly-owned subsidiary undertaking and the consolidated accounts of the group are available to the public
{see (a) above)
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Abbott 2005 Annual Repart

Consoldated Statement of Earmings

(doltars afd shares in thousands except per share data)
Year Ended December 31 2005 2004 2003
Net Sales $22,337,808 $19,680,016 $17.280.333
Cost of products sold 10,641,111 8,884,157 7,774,239
Research and development 1,821,175 1,686,753 1,623,762
Acquired in-process research and development 17,131 279,006 100,240
Sefling, general and administrative 5,496,123 4,921,780 4,808,090
Total Operating Cost and Expenses 17,975,540 15,781,696 14,306,321
Operating Eamings 4,362,268 3,898,320 2,974,012
Net interest expense _ 153,882 149,087 146,365
{income)} from TAP Pharrnaceutcal Products Inc joint venture {441,388) (374,984) (580,850)
Net foregn exchange {gain) loss 21,804 29,059 57,048
! Other (income) expense, net 8270 {30,442} (35,602)
| Earnings trom Contnuing Operations Before Taxes 4,619,920 4,125,600 3,387,151
Taxes on Earnings from Continuing Operations 1,247,855 949,764 862,426
Earmings from Contnung Operations 3,372,085 3,175,836 2,504,725
Earnings from Discontinued Operations, net of taxes — 80,015 248,508
Net Eamings $ 3,372,065 $ 3,235,851 $ 2,753,233
Basic Earnings Per Common Share —
Contnung Operations $ 217 3 203 3 160
Discontinued Operabons — 004 Q16
\ Net Earmings $ 217 $ 207 $ 176
Diluted Earmings Per Common Share —
Contirnung Operations 3 218 $ 202 % 159
Erscontinued Operahons - 004 016
Net Earmings $ 216 3 206 $ 175
! Average Number of Common Shares Qutstanding
WUsed for Basic Eamings Per Common Sharg 1,552,457 1,560,557 1,562,815
. Dilutive Common Stock Options 11,646 10,054 9,054
4 Average Number of Common Shares Outstanding
| Plus Dilutve Common Stock Options 1,564,103 1,570,611 1,571,869
! Outstanding Common Stock Options Having No Diiutive Effect 22,469 44,005 57,706

The accompanying notes to consoldated fnancial statements are an witegral part of the siatament.
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Conschdated Statement of Cash Flows

Abbott 2005 Annual Report

{dodiars n thousands)

Year Ended December 31 2005 2004 2003
Cash Flow From {Used i} Operating Actwvitias of Continumg Operahons

Net eamings $ 3,372,065 $ 3,235,851 $ 2,753,233
Less Farnings from discontinued operations, net of taxes - 60,015 248,508
Eamings from continuing operations 3,372,065 3,175,836 2,504,725
Adjustments to reconcile earmings from continung operations

1o net cash from operating activibes of continuing operations —

Depreciation 868,808 840,591 769,403
Amortization of mtangibles 490,131 448,109 358,036
Acquired in-process research and development 17,131 279,006 100,240
Investing and financing {gans) losses, net 125,328 47,400 76,755
Trade recevables {98.216) (588,575) {121,702}
Inventones 88,257) (285,328) 131,360
Prepaid expenses and other assets (406,858) (431,436) (333,858}
Trade accounts payabie and other habilities 189,703 602,605 (131,809}
income taxes 567,569 217,815 62,084
Net Cash From Operating Actviies of Continung Operations 5,047,404 4,306,023 3,385,234
Cash Flow From {Used i} Investing Actrvibes of Continuing Operations

Acquistions of businesses and technologies, net of cash acquired (295,123) (2,327,821} (497 914)
Acquisiions of propesty and equipment (1,207,493) {1,291,633) (1,050,058)
Purchases of investment securties {15,670) (543,292) {289,432)
Proceeds from sales of investrnent secunties 783,599 224,923 333,757
Other 14,600 14,433 66,465
Net Cash @Used m) Investing Activiies of Continuing Operations {720,087) (3,023,390 (1,437,182}
Cash Flow From (Used in) Financing Actvities of Continuing Operations

Proceeds from {repayments of) commercial paper, net (1,619,000 813,000 (814,000}
Proceeds from issuance of long-term debt 1,851,013 1,500,000 688,643
Repayment of long-term debt (150,000) (1,650,000} -
Other borowing transactions, net 80.820 142,958 (342,570}
Purchases of common sharas (1,302,314) {499,745) (97.817)
Proceeds from stock options exercised 223,637 155,197 75,035
Dmdends paid (1,686,472) (1,599,770} {(1,515,703)
Net Cash {Used in) Financing Actvities of Continuing Operations (2,692,316} {1,138,320} (2,006,212)
Effect of exchange rate changes on cash and cash equivalents {(193,954) 184,271 180,871
Dhscontinuad Operations

Net cash provided by operating actviies of discontinued operations 127,012 161,008 361,286
Investing actvities of discontinued operations - {59,088) {193,423)
Financing actvbies of discontinued operations - 700,000 -
Net cash provided by discontinued operations 127,012 801,920 167,863
Net Increase m Cash and Cash Equivalents 1,668,059 230,504 290,674
Cash and Cash Equivalents, Beginning of Year 1,225,628 005,124 704,450
Cash and Cash Equwalents, End of Year $ 2,893,887 $1,225,628 $ 995,124

The accompanym notes 16 consokdated financia! steterments are sn mipgral part of s statement
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Abbott 2005 Annual Report

Consolidated Balance Sheet

fookars in thoutands)
December 31 2005 2004 2003
Assets
Current Assets
Cash and cash equivalents $ 2,883,687 $ 1,226,628 $ 995,124
Investment secunties, primanty tme deposits and certificates of deposd §2,4085 833,334 291,297
Trade recevables, less allowances of —

T 2005 $203,683, 2004 $231,704; 2003 $258.514 3,576,754 3,606,115 3,313,377
Invenitonses
Firnshed products 1,203,557 1,488,539 1,467 .441
Work in process 630,267 582,787 545,977
Matenals 708,155 548,737 725,021
Totad inventories 2,541,979 2,620,463 2,738,439
Deterred mcome taxes 1,248,569 1,031,746 1,165,259
Cther prepaxd expenses and recenvables 932,691 1,080,143 1,110,885
Assets held for sale 129,902 247,056 -
Total Current Assets 11,386,028 10,734,485 9,614 381
Investment Secuntes, pnmarty equity secumties 134,013 145,849 406,357

Property and Equipment, at Cost

Land 370,949 338,428 356,757
Buidings 2,655,358 2,519,492 2,662,023
Equipment 8,813,517 8,681,655 8,479,044
Construction in progress 920,559 962.114 792,923
12,760,421 12,501,689 13,290,747
Less accumulated depreciation and amortization 6,757,280 6,493,815 7,008,941
Net Property and Equipment 6,003,141 6,007,874 6,281,806 -
Intangible Assets, net of amortzaton 4,741,647 5,171,594 4,089,882
Goodwil 5,219,247 5,685,124 4,449,408
Other Long-ierm Assets and Investments i Jont Ventures 1,624,201 952,928 1,197,474
Assets Held for Sale 32,926 69,639 -
$20,141,203 $28,767 484 $26,039,308

The accompanyng notes 1o consobdated firancial statements are an niegral part of s statement.
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P 2005 2004 2003
biltes and Sharenolders’ investment
rrent Liabimies
fort-{erm bomowings $ 212,447 $ 1,836,649 $ 828,082
! rade accounts payable 1032516 1,054,464 1,078,333
! 5 52 aries, wages and CommISSIons 625,254 637.333 625,525
‘ Y ther accrued habrives . 2,722,685 2,491,956 2,180,098
S Svdends payable 423,335 405,730 383,352
Income taxes payable 488,926 156,417 158,836
Current portion of fong-term debt 1,849,563 156,034 1,709,265
S {abiimes of operabons held for sale 60,788 87,061 -
- Total Current Liabilities 7415514 6,825,644 6,963,501
tong-term Debt 4,571,504 4,787,934 3,452,329
= post-amplayment Obligations and Other Long-term Liabilies 2,154,775 2,606,410 2,561,220
% * Liabities of Operations Held for Sale 1.062 1.644 ~
" Deferred Income Taxes 583,077 220,079 —

¥,
.

Commitments and Contingencies

Shargholders’ Investment

Praferred shares, one dolar par value

M Authorized — 1,000,000 shares, none 1ssued - -
Common shares, without par value

Authonzed — 2,400,000,000 shares

Issued at stated captal amount —
l Shares 2005 1,553,769,958,
i 2004 1,575,147.418, 2003 1,580,247,227 3,523,766 3,239,575 3,034,054
= P Common shares held wn treasury, at cost —
i Shares: 2005 14,534,879,
&%{ 2004 15,128,800, 2003 15,729,296 [212,255) (220,854) (229,696}
g “‘é; Uneamed compensation — restricted stock awards [46,306) (50,110} {56.336)
Eamings employed in the busness 10,404,568 10,033,440 9,691,454
FEE Accumulated other comprehensive ncom {ioss) 745,498 1,323,732 632,752
i} *jié Tota! Shareholders' Investment 14,415,271 14,325,783 13,072.258
e
& %il $20,141,203 $28,767.494 $26,039,308
Y
of 3
3
8
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{
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Abbbtt 2005 Annual Repert

-

Consolidated Siatement of Shareholders’ investment
(dodars m thousands axcept per share data)

Year Ended December 31 2005 2004 2003

Common Shares

Beginning of Year

Shares 2005 1,575,147.418, 2004 1,580,247,227, 2003 1,578,944,551 $ 3,239,575 $ 3,034,054 $ 2,891,266

lssued under ncentive stock programs

Shares 2005 8,752,085, 2004 6,811,550, 2003 4,186,710 299,329 208,880 118,118

Tax benefit from option shares and vesting of

resincted stock awards (no share effect) 52,363 22,871 29,980

Retired — Shares 2005 30,129,545, 2004 11,911,359, 2003 2,884,034 {67,501) (26,230} (5,311)
End of Year

Shares 2005 1,553,769,958, 2004 1,575,147,418, 2003 1,580,247.227 $ 3,623,766 $ 3,239,575 $ 3,034,054

Common Shares Held in Treasury

Beginning of Year

Shares 2005 15,123,800, 2004 15,729,296, 2003 15,876,449 $ (220,854) $ (229,696 $ (231,845
Issued under incentive stock programs

Shares 2005 588,821, 2004 605,496, 2003 147,153 8,589 8,842 2,149

End of Year

Shares 2005 14,534,979, 2004 15,123,800, 2003 15,729,296 $ (212,255 $ (220,854) $ (229,696)
Ureamed Compensation — Restnicted Stock Awards

Beginning of Year $ (50,110) $ (56,336} $ (76472
Issued at market value —

Shares 2005 588,600, 2004 589,000, 2003 130,000 (27,125 {25,528) {5,429)
Lapses — Shares 2005 50,998, 2004 57,899 2,198 3,029 -

Amortization 28,731 28.725 25,565

End of Year $ (45,308 $ (50110 $ (56,336)
Earmings Empioyed in the Business

Beginning of Year $10,033,440 $ 9,691,484 $ 8,601,386
Net earnings 3,372,085 3,235,851 2,753,233
Cash dividends declared on common shares

{per share — 2005 §1 10, 2004 $1i 04, 2003 § 98) (1,704,077} {1,622,148) (1,531,710)
Spin-oif of Hosprra, Inc - (761,916) -

Cost of common shares retired In excess of stated capital amount 1,315,397 {527,197 {135,390)
Caost of treasury shares issued below market value 18,537 17,366 3,965
End of Year $10,404,568 $10,033,440 $ 9,691,484
Accumulated Other Comprehensive Income (Loss)

Beginring of Year $ 1,323,732 $ 832,752 $ (519,782}
Other comprehensve (loss) iIncome and spin-off of Hospira, Inc (578,234} 620,980 1,152,534
End of Year $ 745,498 $ 1,323,732 $ 632,752

The accompanying rotes to consolidated financial statements are an ntegral part of this statament.

50

LY

f
etz X YL S

'
REAE L i b




- LA -

Notfes to Consolidated Financial Statements

Note 1 — Summary of Signficant Accounting Poticies

Nature of Business — Abbott's pnncipal busmess 1s the discovery, devef-
opment, manufacture and sale of a broad ine of health care products

Concentration of Risk and Guarantees — Due 1o the nature of its oper-
ations, Abbolt s not subject to significant concentrabion nsks relating
to customers, products or geographic locations, except that three

U S wholesalers accounted for 24 percent of trade recevables as of
Decamber 31, 2005 and 20 percent of trade recaivables as of
December 31, 2004 and 2003 Product wamanties are not signdicant

Abbott has no material exposures 1o off-batance sheet arangements,
no special purpose entihes, nor actviies that nclude non-exchange-
traded comtracts accounted for at far value Abbott has penodically
enterad nto agreements i the ordinary course of business, such as
assignment of product nghts, with other companies which has
resufted n Abbott becoming secondanity liable for obhgations that
Abbott was previously pnmanly bable Since Abbott no longer main-
tans a business relationship with the oiher parties, Abbott 1s unable

1o develop an estimate of the maxamum potential amount of fulure pay-
ments, f any, under these obhgations Based upon past expenanice, the
ixalinood of payments urkder these agreements 15 remote Abbolt pen-
odically acquires small companes in wihich Abott agrees to pay
contingent consideration based on attaning certan thresholds In con-
nection with the spin-off of Hospira, Abbott has retamed liabities for
taxes on Income pror 1o the spri-off and certan patential katvies,
any, related to alleged mproper pncing prachices in connecton with
federal, state and prvate rambursement for certain drugs

Baws of Consohidation ~ The consohdated financial statements
nclude the accounts of the parertt company and subsidianes, after
alyrnanon of mercompany transactions The accounts of foreign sub-
sicfianes are consolidated as of November 30, dug to the time needed
to consolidate these subsidianes In December 2005, certan toreign
subsidianes bomowed approximately $1 4 tufion These borrowings
and related interest expense have been reflacted on the December 31,
2005 Consolidated Balance Sheet and 2005 Consolidated Statement
of Famings No other events accurred related to these toraign sub-
sidianes m December 2005, 2004 and 2003 that matenally afiected
the financial posttion, results of operations or cash flows

Use of Estrmates — The financial statements have been prepared

in accordanoa with ganerally accepted accounting pnnaiples n the
United States and necessarily nciude amounts based on estimates
and assumptions by management Actual results could differ from
those amounts  Sigrificart estmates include amounts for sales
rebates, ncome taxes, pension and other post-employment benefits,
valuation of Intangibles, khgation, stock compensation, and nventory
and accounts recervable exposuras

Revenue Recognition — Revenue from produdt sales 1s recognized
upon passage of ttle and nsk of loss to customers (when product 1s
delverad 10 commen camer for shipment to domestic customers)
Provisions for discounts, rebates and sales incentives to customers,
and returns and other adustments are provided for in the penod the
related sales are recorded  Sales meentves to customers are not
matenal Histoncal data i readily avalable and reliable, and 1s used for
estimating the amount of the reduction in gross sales Hevenue from
1he faunch of & new product, from an improved version of an existing
product, or for shipments in excess of a customer's normal require~
ments are recorded whan the conditions noted above are met

ENE P ol N T L
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in thase situations, management records & returns reserve for such
revenue, 1 necessary Sales of product nghts for marketable products
are racorded as revenus upon dispostion of the nghts Revenue from
Ircense of product rights, or for performance of research or seling
actwvities, 1S recorded over the penods earmed

Income Taxes — Deferred Income taxes are provided for the tax effect
of diffarences batwean the tax bases of assets and hapiites and their
reporied amounts n the financial stalements at the enacted statutory
rate 10 be in effect when the taxes are paid U S meome taxes are
provided on those samings of foregn subsidianes which are wtended
10 be romitted to the parent company Except for taxes on dvidends
that were rernitied under the Amencan Jobs Creation Act of 2004,
deferred Income taxes are not prowded on urkhistributed eamings
renvested indefintaly i foreign subsidianes as working capital and
plant and equipment Lbss contingency prowsions are recorded for the
estimated amourt of audit setttements urider the provisions of
Statenent of Financial Accounting Standards (SFAS) Na 5,
“Accounting for Contingancies *

Pension and Post-Employment Benefits — Abbott actrues for the
actuanally determined cost of pension and post-employrnent benefits
over the service attnbution penods of the employees With the
assistance of outside actuanes, Abbott rmust develop long-term
assumptions, the most signficant of which are the heatth care costs
trend rate, discount rate and the expected return on plan assets
Differences between the expected long-term returm on plan assets
and the actual annual return are amortized aver a five-year penod
Unrecognized actuanal losses and gans are amortized over the
remaning semvice attnbution penods of the employees under the
comdor method

Valuation of intangible Assets — Purchased mntangible assets are
recorded at far value The fair value of significant purchased intangible
assets 15 based on Independent apprarsals Abbott uses a discounted
cash flow mode! to vakie intangible assets The discounted cash flow
model requires assumptions about the timing and amount of future net
cash inflows, nsk, the cost of caprtal and terminal values Intangible
assets and goodwib are reviewed far imparment at laast on a quarterty
and annual basis, respecively

Stock-Based Compensaton — Through December 31, 2005,

Abbott measured compansation cost using the nnnsic value-based
method of accounting for stock options and replacernent stock
options granted to employees Restncted stock awards and units have
been amortized over thewr vesting penod with a charge to compensa-
tion expense in 2006, Abbott will adopt SFAS No 123 {revised 2004},
“Share-Basad Payment,” which requires that the far value of stock
options be recorded 1 the results of operations

Ltigation — Abbott accounts for liugation losses in accordance
with SFAS No 5 Under SFAS No 5, loss contingency provisions
are recorded for probable losses at management's best estimate

of a loss, or when a best estrmate cannot be made, & MINKMUT jos$
contingency amount 1S recorged

Cash, Cash Equialents and Investment Secumes — Cash eguva-
lents consist of time deposts and certificates of depost with ongmal
maturities of three manths or less investments i marketable equity
secunties are classified as avaiable-for-sale and are recorded at far
valug with any uncealized holding gains or iosses, nat of tax, neluded

E)
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in Accumutated other comprenensive income (loss) Investments in
equity secunties that are not traded on public stock exchanges are
recorded at cost Abbott monitors equity nvestrnants for other than
temporary declines in far value and charges imparrment losses to
ncome when an other than temporary dechne in estrnated value
occurs Investments in debt secunties are classified as held-to-
maturty, as management has both the mtent and ability to hoid these
sacunities to matunty, and are reported at cost, net of any unamortzed
prermium of discount Income relating 1o these secunties 1s reported
as a component of Interest ncome

Abbott reviews the camying value of Investments N equity secunties
each quarter 1o determine whether an other than temporary dechne

in market value exists Abbott considers factors affecting the investee,
factors affecting the industry the nvestes operates in, and general
equity market trends Abbott considers the length of tme an mnvest-
ment's market value has been below camying value and the near- -term
prospects for recovery to camyng value When Abbott determines
that an other than temporary deciine has occurred, the investment 1s
wrtten down with a charge to Other {incomg) expense, net

Inventones — Inventones are stated at the lower of cost (first-in,
first-out basis) or market Cost ncludes matenal and conversion costs

Property and Equipment — Depreciation and amortization are
provided on a straight-hna basis over the estimated usefu! ives of the
assets The following table shows estimated useful ives of property
and egquipment

Classficabion Estynated Usefut Lives
Buiidings 10 to 50 years {average 27 yoars)
Equpment 3 to 20 years {average 11 years)

Product Liabilty — Abbott accrues for product hability clams, on

an undiscounted basts, when ¢ 1s probable that a liabity has been
incurred and the amount of the kability can be reasonably estimated
based on existing nformation The liabilties are adjusted quarterty as
additional Inforrmation becomes avallable Recenables for nsurance
recovenes for product kabiity clams are recorded as assets, on an
undiscourted basis, when & 1s probable that a recovary wll be real-
zed Abbott cames third-party insurarice coverage in amounts that
reflect histoncal ioss expenence, which does not mclude coverage
for catastrophic losses

Translation Adustments — For foreign operations in highly inflabonary
economies, translaton gans and losses are ncluded in Net foreign
axchange (gam) loss For remaning foreign operations, translation
adjustments are mciuded in Accumulated other comprehensive
ncome {(loss)

Ressarch and Development Costs — Internal research and develop-
ment costs are expensed as incurred  Ciirucal tnal costs incurred by
third parties are expensed as the contracted work 1s performed
Where contingent miestone payments are due to third parties under
research and development arrangements, the milestong payment
obligations are expensed when the milestone results are achueved

Reciassification — Operating cash flows and investng cash flows
of discontinued operations have been reclassified separately for 2004
and 2003 in the Consolidated Staternent of Cash Flows
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Note 2 — Supplemental Financial Information

(doliars n thousands)

Other Accrued Liabiies 2005 2004 2003
Accrued rebates payable 10

govemment agencies $ 820,300 $ 519653 § 381,898
Accrued other rebates {a) 206,514 202,363 212,459
Al other 1,885,871 1,760,840 1,585,744
Total $2,722,685 $2491,956 $2.180,008

(8} Accrued wholasaier chargebeck rebates of $83,551 572,634 ano $81,292 &t
December 31 2005, 2004 and 2003, raspactvely, are nettad in trade recenabies.
Accried whoksssler charpeback rebates are neftad It iradé recenvables becauss
Abbott's cuSTomens &8 voiced at a hgher cataiog prce but only remit to Abbatt
ther contract pnce for the prociucts.

Post-employment Qbligations and

Other Long-term Liabilites 2005 2004 2003
Accrued post-employment

medical and dental costs $ 638823 § 747406 § 797,127
Mirnrmum pension liability adjustments 15,003 577,432 458,008
A other 1,500,849 1,281,572 1,256.085
Total 32,154,775 $2,606.410 $2,551.220
Net Interest Expense 2005 2004 2003
Interest expense $ 241355 $ 200206 § 188,288
Interest Income (87.593) 51,119} (41,923)
Total $ 153,662 $ 149087 & 1456365
Comprehensive Income, net of 1ax 2005 2004 2003
Forewgn cummency (loss) gan

tranglaticn adjustments § [953,726) $ 861.139 $1,162,004

Mirvmum pension hability adustments,
net of taxes of ${199,126) n 2005,

$45,690 n 2004 and $57.219 n 2003 346,172 (75,847) (99.155)
Unrealized {(osses) gans

on marketable egurty securbes 9,219) 43,813 106,673
Net adustments for dermvative

msiruments designated as

cash flow hadges 38,574 {39,951) 3.550
Reclassfication edjustiments

for regized (gams) {35} {30 547) (20,538)
Cther comprehensive {loss) income (578,234) 671,081 1,152,534
Net Eamngs 3,372,065 3235851 2,753.233

Comprehansive income $2,793,831 $3,906,932 $3 805,767

Suppiemental Comprahensve
Income Information, net of tax 2005 2004 2003
Cumulative foregn currency

transtation (gan) adjustments

$ (761,175) $(1.714,901) $ (853,762}

Curmulative mmumum pension

atifity adjustments 8,931 355,103 302,337
Curnulative unrealized {Gains)

on markstable equity secunties B4an (17,700 {05,143)
Cumulative losses on denvatve

nstruments designated as

cash flow hedges 15,193 53,767 13,816
Supplemental Cash Flow Information 2005 2004 2003
income taxes pad $ 745504 $ 675728 $ 832,380
Interest pad 213,067 197,554 207,045
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Notes to Consolidated Financial Statements

Note 3 ~ Financual Instruments and Denvatives

Centan Abbott foreign subsidianes enter nto foreign currency fotward
axchange contracts fo manage exposures 10 changes in foreign
exchange rates for anticpated intercompany purchases by those
subaichanes whose funchonal currencies are not the U S dollar
Thesse contracts, fotaling $222 milon, $984 milkon and $802 milion
at December 31, 2005, 2004 and 2003, respectvely, are tesignated
as cash flow hedges of the vanability of the cash flows due 1o ¢hanges
n foreign exchange rates Abbott records the contracts ai fay value,
resulting i crachts of $38 & milkor and $3 6 milton to Accumutated
othar comprehensive mcoms (loss) n 2005 and 2003, respectively,
and a $40 0 millon charge to Accumulated other comprehensive
income (oss) m 2004 No hedge meffectiveness was recordsd n
ncome m 2005, 2004 or 2003 Accumulated gams and losses as

of Decemnber 31, 2005 wilt be ncluded n Cost of products sold at
the time the products are sold, generally through the end of 2006

Abbott enters nto foreign currency forward exchange contracts 0
manage curency exposures for foreign currency denomnated therc-
party trade payables and recevables, and for intercornpany loans and
trade accounts payable where the recenable or payabie s denormi-
nated in a currency other than the functional currency of the entrty
For miercompany loans, the contracts require Abbott 1o sell or buy
foreign currencies, pnmanly European curmencies and Japanese yen,
m exchange for pnmanly U S dollars and other Eurcpean cumencies
For imercompany and trade payables and recenvables, the currency
exposures are pnmanly the U S doliar, European currencies and
Japanese yen These contracts ara recorded at far value, with the
resulting gams or losses reflected in income as Net foreign exchange
{gam) loss At December 31, 2005, 2004 and 2003, Abbott held

$3 9 bilion, $3 3 bilkon and $3 0 bion, respactively, of such foregn
currency forward exchange contracts
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Abbott is a party to mterest rate hedge contracts totaling $3 1 bilion
1o manage (1§ expasure to changes m the far value of $3 1 billon of
fixag-rate debt dus July 2006 thvough March 2014 These contracts
are designated as far value hedges of the vanability of the far value of
fixed-rate debt due to changes m the tong-termn benchmark nterest
rates The effect of the hedge 15 to change a fixed-rate intarest obliga-
tion 10 a vanabie rate for that portion of the debt Abbott records the
contracts at far value and adjusts the carrying amount of the fixed-rate
debt by an offsetiing amount No hedge meffectiveness was racorded
n mcome n 2005, 2004 and 2003

Gross unrealized holding gans {losses) (n thousands) on current

and long-term helg-to-matunty nvestment securthes totaled $300

and $400), respectively, at Decemnber 31, 2005, $1,200 and $(900),
respectively, at December 31, 2004, and $1,400 and $(2,200), respec-
tvely, at December 31, 2003 Gross urwealzed holding gains flosses)
on avalable-for-sale equity secunties totaled $17,700 and $(3.500),
respectvely, at December 31, 2005, $30,800 and ${1,100), respec-
tvely, at December 31, 2004, and $162,700 and $(4,000),
respectvely, at December 31, 2003

The camrying values and farr values of certan financial Instruments as
of December 31 are shown In the table beiow The carrying values of
all other financial mstruments approxmate ther estmated faw values
Fair value 1s the quoted market pnce of the instrument heid or the
quoted market pnes of @ similar instrument The counter partes {o
financial Instruments conaist of select major nternational financial Inst-
tutions Abbott does not expect any losses from nonperformance by
these counter parties

{dofiars m miions) 2005 2004 2003

Camyng Far Carryting Far Camymg Far

Value Value Value Value Value Valug

irvestment Securities
Current $ 624 $ 624 $ 8333 $ 8333 $ 2.3 $ 203
Long-tam
Avaiiable-for-Sale Equity Securtties 64 1164 1256 1253 3811 3811
Other 176 175 203 208 253 245
Total Long-tenm Debt 6421 1) 5,375 1} (4,944 0) 5,012 6) {5,161 6) (5.407.2)
Foregn Currency Forward Exchange Confracts
{Payabie) postion (33 5) (33 5) (117 1} 117 1) {33 3) {333
Recervable position 188 188 372 372 30 30
Interest Rate Hedge Contracts (82 4 @24 @7 87 1287 1287
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Note 4 — Post-Employment Benefits

{dollars in thousands)

Retirement plans constst of defined benefit, defined contribution,
and medical and dental plans Information for Abbott's major defined
benefit plans and post-empioyment medical and dental benefit plans
15 as follows

Defined Benefit Plans Medical and Dental Plans

2005 2004 2003 2005 2004 2003
Projected bensfit abiigations, January 1 $4,753,225 $4,646,321 $3,748,425 $1,112124  §$1,241,.845 §1,286,831
Sernce cost — benefits eamed dunng the year 205,286 187,146 182,529 43,554 34,628 43,737
Interast cost on projected benefit obigabons 259,700 253,249 247,117 64,088 64,054 69,365
Losses (gans), pnmarily changes in discount and medical
trend rates, plan design changes, law changes and differences
between actual and gstimated health care costs 142,453 174,669 497,468 138,442 {44,707 (100,158
Benefits pad (195,964} (191,543} (169,560} {65,907) [67,232) (57,830
Spin-off of Hospira - {425 069) -— - (116,464) -
Other, pnmarily forergn cumency transtation {123,623) 108,452 130,342 = - -
Projected benefit obigations, December 31 $5.041,086 $4753225 §4,646321 $1202301 $1112,124 §1241,845
Plans’ assets at far value, January 1, pnncipatly sted secunhes $3,465666 $3,017,732 $2373,415 $ - 8 - -
Actual retum on plans' assets 384,912 285,794 441,307 9,080 - -
Company contributions 755,982 565,909 309,473 205,907 67,232 57,930
Banefits pard {195,964} (191,543 {169,560} (65,907) 67.232) (57,830
Span-oif of Hosprra - 262,109) - - - -
COther, prmarily foresgn currency transiation (61,817) 49,883 63,087 - — -
Plans' assets at fair valua, December 31 $4,348,779 $3,465666 $3,017.732 $ 149,080 $ -  § -
Projacted benefit obligatons greater than
plans’ essets, December 31 $ (692,307} (1 287.559) §{1,628.588} $01,143,227)  ${1.112,124) $(1,241,845)
Unrecognized actuarial Josses, net 1,501,409 1,494,915 1,438,013 B97.717 587,976 718,215
Unrecognzed pnor senace cost 5,004 {5,835) 13,575 {264,499) {285,655} {334,682}
Net prepad (accrued) benefit cost $ 814106 § 201,521 § (179,001) $ (710,003 $ (809807} § (858.282)
Accrued benefit cost $ 63,7890 § (617,533 § (883.358) $ (710003 $ (809,807) § (858,292)
Prepad benefit cost 1,262,892 241,622 206,349 - - -
Intangila assets 130 17.261 22 460 - - -
Accumutated other comprehensive ncome (oss} 14,873 560,171 475,548 - = -
Net prepaxd {accrued) benefit cost § 814,106 $ 201,521 § (175,001} $ (710,003} $ {809,807) $ (858,202)
Sarvice cost — benefits eamsd dunng the year $ 205286 & 187,146 § 192,629 $ 43554 $ 34628 § 4377
Interest cost on proyected benefit cbiigatons 259,709 253,249 247117 64,088 54,054 £9,365
Expected return on plans’ assets (380,304) (295,294) (288,454) {11,948 - -
Net amortization 65,812 30,809 6,452 10,408 5,650 6,768
Total cost 170.503 175910 157,644 106,103 104,332 119,870
Discontinued operations - 9,781) (20,404} - {14,349) {33,630
Net cost of continuing operations $ 170502 $ 166,128 § 137240 $ 106103 § 89,983 § 86240

The projected benefit obhgations for non-U S defined benefit plans
was $1,148,000, $1,132,000 and $350,000 at December 31, 2005,
2004 and 2003, respectively The accumtlated benefit obiligations for
all defined benefit plans was $4,158,000, $3,854,000 and $3,762,000
at December 31, 2005, 2004 and 2003, respectively In 2005, Abbott
reversed previously recorded minimum pension liabiity adjustrments of
$562,420 because the assets of certan defined benefit plans were

now 11 excess of the accumulated benefit obfigations due prmanly to
plan contributions in 2005 This resufted in a credit to Accumulated
other comprahensive ncome (ioss) of $346,172, net of taxes In 2004
and 2003, Abbott recorded mirimum pension labiry adustments of
$120,475 and $155,134, respectively, because the accumulated ben-
gfit obligations for certain defined benefit plans excesded the market
value of the plans’ assets This resulted i charges to Accumulated

PRy

FRE PR

Sl LW TR T N T

3
2
3
*
3




R T
SR

}

£ L
Sl

»EL
o

25 to Consolidated Financial Statements

Y

£il4] rq;

,.:

. 'rrm

Nl L

= comprehansive income (loss) of $75.947 and $99,155 n 2004

5 2003, respecively, net of taxes For plans where the accumulated
et obigations excesded plan assets at Decernber 31, 2008, 2004
- 2003, the aggrepate accumulated benefit obhigations were
55,000, $3.053,000 and $3,033,000, respectively, the projected
analit obhgations were $508,000, $3,738,000 and $3,824,000,
nectivaly, and the aggregate plan assets were $5,000, $2,909,000
hd $2,567.000, respectvely

B% The weighted average assumptons used to detarmine benefit abliga-

Bt ans for dafined benefit plans and medical and dental plans as of
Jecember 31, tha maasurernent date of the plans, are as follows

o 2005 2004 2008
3 Disount rate 5 5% 5 6% 5 8%
-, Expecied aggregate average

BIZ5. " tong-term change in COMpensation 42% 4 2% 42%

gﬁ f‘“‘rhe waighted average assumphions used 10 determing the net cost for
ﬁ

defined benefit plans and medical and dental plans are as follows

;;fr-t_ 2005 2004 2003
:}}r\} Descount rate 56% 6 0% 55%
E%  Expected return on plan assets 8 4% 8 4% 8.6%
EL" Expected aggregate average

T ong-term change in campensation 42% 42% 41%
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The assumed health care cost rend rates for medical and denta! plans
at Decermber 31 were as follows:

2005 2004 2008
Health care cost trend rate
assumed for the next year 7% 7% 8%
Rate that the cost trend rate
grachsally dechnas 10 5% 59 5%,
Year that rate reaches the
assumed utimate rate 2012 2007 2007

Tne discount rate used to measure labiities as of December 31, 2005

was determuned based on high-quality fixed income investments

that match the duration of the expected retiree benefits Pnor 1o
Decamber 31, 2005, the discount rate was determined by reference
to a composite corporate AA bond mdex The heatth care cost trend
rate represents Abbott’s expected annual rates of change n the cost
ot heatth care benefts and 15 a forward projection of health care

costs as of the measurement date A one-percentage pont
ncrease/(decrease) in the assumed health care cost trend rate would
increase/{decrease) the accumulated post-employment benefit obifiga-
tons as of December 31, 2005, by $201,320/$(161,383), and the total
of the service and interest cost components of net post-employment
heatth care cost for the year then ended by approxmatety
$19,207/8(15,025)

in 2004, Abbott reflacted the requiremnents of Financial Accounting
Standards Board Staff Posfion No  106-2, “Accounting and Disciosure
Requremertts Related to the Medicare Presenption Drug,
Improvernent and Modernization Act of 2003 * As a result, the pro-
jected banefit obiigations related to benefits attnbuted 1o past serice
were reduced by approximately $210,000 and the net cost recogrized
an 2004 was reguced by appraximataty $33,000
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The weighted avarage asset allocation for Apbott's U S defined bene-
fit plans by esset category 15 shown in the table below Abbott's
nternational defined benefit plans have simiar equity content

Asset Category 2005 2004 2003
Equity securies 74% 13% £8%
Fxed income securities 26 27 32

Totat 100% 100% 100%

The investrnent mix betwesn squity securihies and fixed income
securties 15 basad upon achieving a desired retum, balancing tegher
retumn, more valatile equrty securities, and lower return, less voiatiie
fixetd mcome secunties  Abbott’s domestic defined benefit plans are
mnvasted in diversifiad portfolios of public-rmarket equity and fixed
mcome securies Investment aliocations are made across a rangs of
markets, Industry sectors, capralization sizes, and, in the case of fixed
;ncome secunties, matuniies and credit qualty The plans hold no
securities of Abbott Abbott’s mtemational defined benefit plans are
rvested in a coresponding manner, with some vanance m portiolic
structure around local practices

The plans’ expected refum.on assets, as shown above, is basad on
managemem 's expectatons of long-term average rates of return 1o be
“acheved by the underying nvestment portfolios in establishing this
assurmnptan, management considers histoncal and expected retums
for the asset ciasses m which the plans are nvested, as well as curent
economic and capdal market conditons

Abbott funds its domastic pension plans accordng to IRS funding limi-
tations, In 2005, 2004 and 2003, $641,000, $482,000 and $200,000,
respectively, was funded to the main domastic pension plan

Internabonal pension plans are funded according to smilar regulations

Total benefit payments expectad 10 be paid to parhopants, which
nciudes payments funded from company assets for medical and
dental benefits as we! as paid from the plans, are as follows

Defined Madical and

Benefit Plans Dertal Plans

2008 $ 181,780 $ 70,060
2007 195,164 72,093
2008 202,948 78,740
2009 203,824 77.614
2010 212,239 83,805
2011 t0 2015 1,253,092 490,218

The Abbott Stock Retrernent Plan 1s the pancipa! defined contribution
plan Abbott's contributions to this plan were $100,000 in 2005,
$37,000 n 2004 and $90,000 in 2003

Abbott provides certain other post-employment benefits, pnmanty
salary contmuation plans, 10 qualfying domestic employees, and
accrues for the related cost over the serwce ives of the employees

Note 5 — Taxes on Earmngs
{dolars it thOUSaNds)

Deferrad income taxes reflect the tax consequences on future years
of differances between the tax bases of assets and fiabiites and thewr
financial reporting amounts U S incoms taxes are provided on those
eamings of foreign subsidianes, which arg intendad to be remitied to
the parent company Excent for taxes on dvidends that were remitted
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under the Amencan Jobs Creation Act of 2004, Abbott does not
record deferred income taxes on eamings renvested mdefinitely in
forergn subsidianes Undistnbuted eamings reinvested indefiritely n
forengn subsichanes as workang capital and plant and eguipment
aggregated $5,797,000 at December 31, 2005 It is not practcable
1o determine the armount of deferred income taxes not provided on
these earnings Abbott has recorded reserves for ncome tax loss
contingences in accardance with SFAS No § The maximurn possible
loss i excess of tha recorded reserves 18 not matenal IntheU S,
Abbott's federal Income tax ratums through 2000 are settied, and the
income tax returns for years after 2000 are open

Earmings from continuing operatons before taxes, and the related prow-
sions for taxes on eammngs from continuing operations, were as follows

Eamings From Continumg
Operations Before Taxes 2005 2004 2003
Doamestis $2,088,232 $2.278,180 $1,657 208
Forexgn 2551,688 1,847 420 1,729,853
Tod $4,619,920 $4,125,600 $3,387,151
Taxes on Earnings From
Contruing Opearations 2005 2004 2003
Currerit.
U S Federal and Possessions $ 526213 $ 172,322 § 536,305
State 89,483 43,456 20,873
Forexgn 616,118 461,740 403,885
Total current 1,231,814 677 518 961,073
Deterred
Domestic 4,709 295,030 (15 780)
Forexgn 17,038 {24272y “(B2519)
Enacted iax rate changes {5,703 1,488 (348)
Total deferred 16,041 272,246 (78,647
Total $1,247,855 $ 946,764 § BB2.426
Differences between the effective income tax rate and the U S
stahutory tax rate were as follows

2008 2004 2003
Statutory tax rate on earmings
from continuing operatons 35 0% 35 0% 35 0%
Banefit of lower tax rates and
tax axemptions in Puerto Rico,
tha Netherlands and [reland )] 78 &1
Effact of nondeductibie portion
of a legal seftiemnent - - 40
Effect of taxes on remittancas of
foreign earnings in connection with
the Amencan Jobs Creabon Act of 2004 53 - -
Effect of nondeductible acguired
In-process research and development - 20 10
State taxes, net of federal benelit 12 11 D4
Adustments primarily refated
to resobution of pnor years'
accrual requiremnents [\X:] (3 6) -
Domestic dndend exclusion 27 2 6} 48
Al other, net £8 04 04
Effective tax rate on earmings
from Gontinuing operatons 27 0% 23 0% 26 1%

As of December 31, 2005, 2004 and 2003, total deferred tax assets
were $2,040,906, $2,171,782 and $2,505,502, respactvely, and total
deferred tax habibes were $1,355,181, $1,349,972 end $1,075,208,
respectively Valuation allowances for deferred tax assets were not sig-
nificant The tax effect of the diffarences that give nse 1o deferred tax
assets and fiabdities wera as foilows

2005 2004 2033
Compensaton and employee benefitls § 37,578 § 247,885 $ 539,668
Trace nacenalig reserves 227,251 223,507 252,589
Inventory reserves 161,934 120,052 163,492
Deferred mtercomparty profit 319,402 379,560 380,854
State ncome taxes 49,153 (7.338) 68,489
Depreczation (157.272) (193224} {203019)
Acquired in-process research and
davelopment and other accruals and
reserves not currently deductible 1,132,854 1,111,611 1,005602
Other, pnmarlly the excess of
book basig gver tax basts of
intangible assets (1,005,182} (1,079,388 {779,402)
Total $ 675818 $ 811,667 $1428243

Armong the prowisions of the Amencan Jobs Creation Act of 2004 was
a prowision that aliows for the exclusion from ncome of a porion of the
remittances of eamings of foreign subsidianes to U S shareholders
through Decemier 31, 2005 In 2005, Abbott rermited n accordance
with the provisions of the Act approximately $4,300,000 of toreign
eamngs previously reinvested indefintely The additional income tax
expense recorded for the remittance was approximately $245,000

Note 6 — Segment and Geographic Area Information
{doRars in mihons)

Reverue Segments — Abbott's pancipal business 1s the discovery,
development, manufacture and safe of a broad ine of health care
products Abbott's products are generally sold dwectly to retalers,
wholesalers, hospitals, health care facilties, laboratones, physisans'
offices ang govarnment agencies throughout the world On Aprii 30,
2004, Abbott spun off ts core hospital products business which
ncluced all of the Hospital Products segment, after its reorganization
on January 1, 2004, and a portion of the Intemnational segment For
segment reporting purposes, four diagnostic testing dmsicns arg
aggregated and reported as the Dragnostic Products segment
Abbott's reportable segments are as follows.

Prarmaceutcal Froducts — U S sakes of a broad iine of phamaceuhcals

Diagnostre Products — Worddwide sales of diagnostic systems and
tests for blood banis, hosprals, consumers, commercia! laboratones
and afternate-care testing stes

Aoss Products — Pnmanly U S sales of a broad line of adult
and pediatnic nutntional products, pediatne pharmaceutcals and
consumer products

Intemational — Non-U S sales of Abbott's pharmaceutical and
nutnhonal products
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Abbatt's underiying accounting records ane mamtamed on a tegal
entiy basis for govemnment and pubhc reporting requirements
Segment drsclosures are on a performance basis consistant with inter-
nal management reporting Intersegment transfers of nventory are
recorded at standard ¢ost and are not a measure of segment operat-
tng eamings The cast of some corporate unctions and the cost of
certain employes benefits are sold to segments at pradetenmined rates

Abbott 2005 Annual Report

that approximate cost Remamnng costs, i any, are not allocated 10
segments Substantially afl mtangible assets and related amortzation
from busness acquistions are not allocated to segments The follow-
ing segment information has besn preparsd in accordance with the
internal accounting pohicies of Abbott, as described above, and are
not presented in accordance with genarally acceptad accounting pno-
ciples applied to the consalidated financial staterments

Net Sales to Operating Depraciation Additions to

External Cuslomers Eamings ang Amnortization |ong-Texm Assets Total Assets

2005 2004 2003 2005 2004 2003 2005 2004 2008 2005 2004 2003 2005 2004 2003
Phamaceutical $ 68,1385 7,010 % 6,051 $2,527 $2.459 $2,092 $65 $63 §73 $177 $65 $ 84 § 34238 29118 2406
Dragnostics (2) 3756 3378 3,040 485 378 249 231 2m 202 425 399 3m 3,742 3691 3127
Aoss B) 2523 2,326 2,136 743 773 720 77 &9 6% 56 77 93 1373 1,108 959
fnmernational (@) 6,967 6,166 5321 2060 1704 1,285 127 178 198 237 312 287 4,188 4437 4,550
Total Reportable
Segments 21,384 18880 16548 $5.825 $5314 $4,358 $500 $511 $538 $895 8854 $755  $12,727 $12,144 11,051
Other 954 800 732
Net Sales $22,338 $19,680 $17,280
[2]] Nmsaasammaaﬂmmfwalmmrwmhmuyamoymmwmus colar
b wmwmwmummwnMnmmWOMamwmnm US promotion of Synagis

2005 2004 2003 2005 2004 2003

Total Reportable Segmant Total Reporiable Segment Assets $12,727  $12444  $11.051
Operaung Eamimgs $5,825 $5,314 $4,356 Cash and mvestments 3,090 2,205 1,683
Corporate funclions and Investment in TAP Pharmacautcal
banefil plans costa 288 341 a8 Products Inc jont venture 167 76 340
Non-reportable segments 166 223 ; B8 Currert deferred income taxes 1,249 1,032 1,165
Net nterest expense 154 149 146 Norr-reportable segments 1,321 1,663 582
Acquirad in-process research Assets hald for sale to
arxd development 17 279 100 Hospira and assats of Hospra 163 a7 2,153
{ncome) from TAP All other, net 10,424 11,330 9,055
Pharmaceutcal Products inc jorit venture 441j (375) (581}  Total Assets $29,141 $28,767 $26,039
Other, net, maiuding amortzation
of mtangible assats {c) 1,020 571 958 Net Sales to
Consolidated Earmings from External Customers [d) Long-Term Assels
Contmuing Operations Before Taxes $4,620 $4.126 $3,387 2005 2004 2003 2006 2004 2003

[~ Other, et for 2005 ncludes 5556 for restructunng and imparmen! charpes gs discussed
N Note 15 and & ncrease i1 @ bad dabt reserve of $55 associatad with 8n Lniavoraiie
court naing Othar, net for 2004 Nociugdes acquisto-raited changes, prvmary retatad! 1o
the TheraSense acqursition. 2002 ncludes charges of $522 for the settment of the Ross
antaral nutritanal nvestigabion end 548 for mpaimeants of assars.

United States £12707 $11,242 $ 9919 $ 7717 $ 7.203 $ 7071
Japan 1,027 087 897 g35 1,044 1,004
Gemany 092 811 785 54687 6,176 5332
The Nethattands 899 705 556 156 146 129
ttaly 806 745 658 N 234 253
Canada 680 585 526 €8 68 66
France 657 587 467 92 o4 84
Spamn 542 513 428 232 275 233
United Kingdom 504 496 397 1,281 1415 1,250
Al Other Countnes 3524 2,898 2,649 1,506 1288 1,003
Consolidatad 327,338 $16,680 $17,280 $17,756 $18033 $16,425

i Salasbycmm-yarebasadmmemumymataﬂdmundmt
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Note 7 — Liigation and Environmental Matters

As of December 31, 2004, there were several lawsuits pending In
connechon with the sales of Hytin These suits alleged that Abbott
violated state or federal antrtrust laws and, I some cases, unfar com-
petition laws by signing patent settiement agreements with Geneva
Pharmaceutcals, Inc and Zenith Laboratones, Inc i1 1688 Those
agresments related 1o pending patert infangement lawsuts between
Abbott and the two companies In 2005, the court approved settle-
ments with the majonty of the plantifis In the aggregate amount of
$90 milkon, which was previously reserved The claims of the
remainng plaintifs are not matenal and are reserved for by Abbott

Abbott has been entified as a potentially responsiole party for invest-
gation and dleanup costs at a number of locations i the Untted States
and Puerto Rico under federal and state remediation laws and s inves-
tigating potertial contamination at a number of company-owned
locatons Abbott has recorded an estimated cleanup cost for each
site for which management believes Abbott has a probable loss expo-
sure No indvidual ste cleanup exposure 1s expected to exceed ,

%3 million, and the aggregate cleanup exposure IS not expected to
exceed $20 rmullon

Within the next year, legal proceedings may occur that may result n
a change In the estimated reserves recorded by Abbott For its legal
proceedings and ervronmantal exposures, ncluding those discussed
in this nate and in Note 8, Abbott estmates the range of possible loss
1o be from approximately $15 mihon to $60 millon Reserves of
approxmately $35 milion have been recorded at December 31, 2005
for these proceedings and exposures These reserves represent
management's best estimate of probable loss, as defined by
Staternent of Financial Accounting Standards No §, "Accounting

for Contingencies *

While 1t 1s not feasible to predict the outcome of all such proceedings
and exposures with certanty, management believes that therr ultmate
disposition should not have a matenal adverse effect on Abbott’s
financial position, cash flows, or results of operations

Note 8 — TAP Pharmaceutical Products Inc

As of December 31, 2004, TAP Pharmacauticat Products inc  (TAF)
and Abbott were named as defendants in several lawsurts alleging
violations of vanous state or federal laws in connection with TAP's mar-
keting and pneing of Lupron In 2005, settlements, ncluding a
court-approved class settiement, were reached with the majonty

of the plaintiffs N the aggregate amount of approxmately $160 milkon,
which was previously reserved The clams of the remaining plaintiffs
are not matenal and are reserved for by TAP Abbott's portion of TAP's
remaining reserve 1s included In the reserve amounts and

range In Note 7 above

oS
e
AR

Within the next ysar, legal procesdings may occur that may result in a
¢hange In the estimated reserves recorded by TAP While t1s not foasi-
ble to predict the outcome of such pending claims, proceedings, and
Investigations with certainty, management 15 of the opinion that thewr
ultimate dispostion should nat have a matenal adverse effect on
Abbott's financial position, cash flows, or results of cperations

Note § — Spin-off of Hospira

On Apnl 12, 2004, Abbatt's Board of Directors declared a special
drdend distrbution of all of the outstanding shares of common stock
of Hospira, Inc , payable on Apnl 30, 2004 Hospira ncluded the
operations relatng to the manufacture and sale of hospital products
including specialty iIgectable pharmaceuticals, medication delivery sys-
tems and crmical care devices and injectable pharmaceutical contract
manufactunng Hospira Included Abbott's Hospital Products segment,
after tha! segment’s reorganization on January 1, 2004, and portons
of Abbott's International segment The income and cash flows of
Hospira and the direct transaction costs of the spin-off have besn pre-
sented as discontinued operations n the Consolidated Staternent of
Earrings and Statement of Cash Flows Pnor years' balance sheets
have rot been adjusted to reflect the effect of the spin-off

The legal transfer of certain remaning operations and assets {net of
nabilihes) outside the United States ts expected to occur n the first

half of 2008 These operations and assets are used in the conduct of
Hospira's nteratonal business and Hospira s subject to the nsks and
entitied to the benefits generated by these operations and assets
These assets and habiites have been presanted as held for sale in the
Consolidated Balance Sheets as of December 31, 2005 and 2004
The assets and liabiities held for sale consist primarily of invertones,
trade accounts recewable, equipment and trade accounts payabls,
salanes and other accruals

Abbott has retained abifies for taxes on mcome pror to the spin-off,
defined benefit, post-employrnent medical and dental plan obligations
and assets, as of the spin-off, for most of Hospira’s U S retired
employees and U S retirement eligible employees and certan poten-
tial habilites, f any, related to alleged improper pncing practices pnor
to the spin-off In connection with federal, state and prvate reimburse-
menit for certain drugs

Summanzed financial information for discontnued operations
15 as folows (doliars in thousands}

2004 2003
Net sales $703.120 $2,400 228
Earmungs before taxes 90,444 347,266
Taxes on aamINgs 30,429 08,758
Net garnings 60,015 248,508

The financial information above Includes the operations of Hospira
through Apnl 30, 2004, the date of the spin-off As a consequence,
the results for the fuli year 2004 nclude only four months of the opera-
tions of Hospra The results of the discontinued aperations also
include direct transaction costs of approximately $36 millon and

$12 milton in 2004 and 2003, respectively

1
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Tne fallowing 15 2 summary of the assets and habilibes transfered 10
Hospra on Apni 30, 2004 (doliars in mifions)

Trade recenables, net $ 235
trventarias 481
Prapad expenses, defermed INCome taxas, and other recenvables 269
Net property and equipment B41
Googwill B1
Defertad meome taxes and other assets 91
Total Assats 1,598
Shon-term DomowrKss $ 700
Trage accounts payable, salanes and other acoruals 346
Post-employment chiigations and other long-tan labiltes 185
Totat Lighiites $1,231
Net Assets Transfemed to Hospira $ 7867

Note 10 — Incentive Stock Program

The 1996 Incantive Stock Prograrn authonzes the graneng of stock
options, replacement stock options, stock appreciation nghts, rmited
stock appreciation nghits, restnctad stock awards, restricted stock
urits, performance unts and foreign qualfied benefits Stock options,
replacerment stock options and restncted stock awards compnse the
majanty of benefits that have been granted and are currently outstand-
ing under this program and pnor programs In 20035, Abbatt granted
21,499,002 stock aptions, 4,190,704 replacement stoCk oplions,
588,821 resincted stock awards and 42,379 restncied stock units
uhdder the program  The purchase price of shares under option must be
at least equal to the far market valug of the common stock on the date
of grant, and the maamum term of an option s 10 years Options
granted n 2005, 2004 and 2003 vest equally over thrée years except
for replacement options, which vest in sx months When an employee
tenders mature shares 1o Abbott upon exercise of a stock option, &
replacement stock option © granted equal to the amount of shares ten-
dered Replacement ophions are granted at the then cument market
poce for a term that expires on the date of the underlying option grant
Except for replacement opuons, options granted after Decernber 31,
2004 do not have a replacerment option feature Upan a change in con-
trol of Abbatt, all outstanding stock options become fully exercisabls,
and all terms and condibons of all restncted stock awards are deemed
satisfied Hospira opbonees who were eigible ta retirg as of the spin-off
date are retired trom Abbott for purposes of ther cutstanding options
Pro forma compensahion expense for 2004 reflects the cancediation of

T Dy g,
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the remarning options Abbott options were adpssted for the effects of
the spin-oft on the mnsic value of the options and resiufted n the
ssuance of an additonal 8 2 million Abbott options

At January 1, 2008, approxmately 47 milion shares were reserved for
futwre grants under the 1996 Program  Subsequent to year-end, the
Board of Dieciors granted approximataty 25 rmulhon stock options and
resticted stock awards and units from this reserve

Options OQuistanding Exercsable Options

Waeghted Weighted

Average Average

Exancise Exemiss

Shares Pnce Shares Prce
January 1, 2003 90,680,756  $4358
Grarted £7,464 985 3656

Exarmsed {total mnnsic

value was $98,311,000} (7,032,866) 2608
Lapsad 2,602,110 47 58

117,510,665 427
25617181 43 51

Decernber 31, 2003
Granted

Exercisad ftota! ntrmsic
value was $132 602,000)  (10,172,088) 30 54

71,944,163 $41 80

Lapsead (4,865,509} 4509

Cancsiied i connaction

with the spin-off of Hospera  (4,526,181) 43 81

issuect m connettion with

the spry-off of Hospira 8,228,700 nwa

Dacembat 31, 2004 131,488,498 41 01 85,810,987 4128
Granted 25,689,708 45 46

Exergssed fiotal intrmsic

valye was 5188 754,000)  {13,030,288) 32 83

Lapsed {3,025,105) 45 24

Decermber 31, 2005 141,122,811 $4269 08328158  B4277

The number of restnicted stock awards and units outstanding and
ther wesghted-average grant-date far value at January 1, 2005 and
December 31, 2005 was 2,033,100 {850 92) and 2,381,800 {$50 08),
respectvely The number of restncted stock awards and unis, and
therr waighted-average grant-date far value, granted, vested and
lapsed dunng 2005 were 610,200 (846 14), 262.501 $49 01y and
58,996 ($43 50}, respectvely, The farr value of restncted stock award:
and unis vestad n 2005, 2004, and 2003 was $12,948.000,
$16,469,000 and $12,712,000, respactvely

Options Outstanding Exgreisable Options
at Decamber 31, 2005 at December 31, 2005
Wesghted Wenghted Waighted Wag

Rangs of Averags Average Average Ave
Exercise Remarnmng Exercise Remamnang Exe
Pnoes Shares  Life (Years) Prce Shares  Lifa[Years)
$20to0 539 34,617,055 49 $32 48 27,217,030 43 $

4010 46 58,166,583 61 4289 44,213,471 54 )

471055 48,238,174 76 4976 26,897,657 63
$20 10 855 141,122,811 &3 $42 69 98,328,158 54 b
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The aggregate intrinsic valus of options outstanding and exercisable
at December 31, 2005 was $241,000,000 and $197,000,000,
respectively The total unrecognized compensation cost related

to all stock-based compensaton plans at December 31, 2005
amounted to $201,000,000 and 1s expected to be recognized over
the next three years

Through December 31, 2005, Abbott measured compensation cost
using the ntnnsic value-based method of accounting for stock options
and replacement opbons granted 1o employees Had compensation
cost been determined using the far value-based accounting method,
pro forma net mcome {in bitlons) and earmings per share (EPS)
amounts would have been as follows.

2005 2004 2003
Net ncome, as reparted % 34 $32 $28
Compensaton cost under far value-basad
accountng mathod, net of taxes of
$0 07 n 2005 and 2004 and $0 08 in 2003 02) 02 0%
Net ncormne, pro fomma $32 $30 $25
Diuted EPS from Continuing
Qoerations, as reported $216 $2Q2 $158
Diuted EPS from Continuing
Operations, pro forma 202 19¢ 147
Basxc EPS, as reported 217 207 176
Basc EPS, pro forma 204 194 162
Diuted EPS, as reported 216 206 175
Diuted EPS, pro forma 202 194 162

The wexghtad average far value of an option granted in 2003, 2004
and 2003 was $12 17, $11 79 and $8 73, respectvely For purposes
of fair value disclosures, the far value of an oplion grant was estimated
using the Black-Scholes option-pncing model with the following
assumptions

2005 2004 2003
Bisk-free interest rate 38% 29% 27%
Average ife of opbions (years) 54 54 S54
Volatility 290% 320% 320%
DOnndend yield 22% 22% 28%

In 2006, Abbott will adopt Statement of Financial Accounting
Standards No 123 [revised 2004), "Share-Based Payment,” which
requires that fair value be recorded in the results of operations Stock
compansation expense under the pnor ruies wouid have reduced
reported diluted earmings per share by $0 14101 2005 Upon adoption
of the revised standard, pnor awards are charged 1o expense under

the prior rules, and awards after adoption are charged to expense
under the revised rules Based upon the valuaton of stock options
granted in the 2006 annual grant, which comipnse the majortty of the
grant actmty for the year, Abbott estmates the Impact of the 2006
change n stock compensation expense on diluted earrungs per share
of approximatsly $0 15, which includes $0 14 per diktted share for
the impact of expensing the fair value of stock options The affect of
adopting the new rules on reported dituted eamings per share s
dependent on the number of options granted n the future, the terms
of those awards and thelr far values, and therefore, the effect on
diluted earnings per share could change

Note 11 — Debt and Lines of Credit

{cioltars in thousands)
The following s a summary af kong-term debt at December 31

2005 2004 2003
6 8% debentures, due 2008 $ - % — § 150,000
5 625% debentures, due 2006 — 1,600,000 1,600,000
6 4% debentures dueZCOGk - 250 000 250 000
0 77% Yen notes, due 2007 83 654 97,343 91,324
Notes, vanabie interest
above LIBOR, due 2008 770,000 - -
Ewo notes, vanable interest
above LIBOR, dus 2008 638,766 - -
Briish Pound notes, vanabla interest
above LIBOR, due 2008 344,000 - -
B 0% debentures, due 2008 200.000 200,000 200,000
5 4% debentures, due 2008 200,000 200,000 200 000
1 05% Yen notes, cue 2008 418,270 486,713 456,621
3 5% debentures, dus 2008 500,000 500,600 -
1 51% Yen notes, due 2010 125,481 146,014 136,886
3 75% debentures, due 2011 500,000 500 000 -
1 85% Yen notes, due 2013 209,135 243,356 228,311
4 35% debentures, due 2014 500,000 500,000 -
Other, nciuding far market value
adjustments relatng to mterest
rate hedge contracts designated
as far value hedges B2 198 64,508 139,087
Total, net of cument maturites 4571504 4,787,934 3,452,328
Current matunbes of long-term dabt 1,849,563 156,034 1,709,268

Total camying armount $6,421,067 $4,043,068 35161504

Prncipal payments required on long-term debt outstanding at
December 31, 2005, are $1,855,323 in 2006, $88,986 in 2007,
$2,667,698 in 2008, $501,199 1n 2009, $126,530 1n 2010 and
$1,263,710 thereafter

At December 31, 2005, Abbott had $3,000,000 of unused lines of
credit, which support commercial paper borrowing arangements
Related compensating balances, which are subject to withdrawal
by Abbott at its option, and commitment fees are not matenal
Abbott's weighted average interest rate on shart-tesm borowings,
prmanty Japaness borrowings &t December 31, 2005, was 1 3% at
December 31, 2005, 2 2% at Decsmber 31, 2004 and 1 1% at
December 31, 2003
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Note 12 — Business Combinations and Technology Acguisitions

in 2005, Abbott acquired the remanmng mtgrest n a small medical
products compasty that was previousty accounted far under the equity
mathod of accounting and a tess than 50 parcent equrty nterest in a
small medical products company The aggregate cash purchase price
was approximately $25 milion Acquistion accounting resufted n the
racording of non-tax deductible goodwill of approxmately $69 milion,
intanglble assets of approxmately $22 milkion and a charge of approxi-
mately $17 milion for acquired n-process research and development
In 2005, Abbott acquired additional nghts related 1o HUMIRA for
approxnataly $270 milkon, which will be amortzed over 13 years

in 2004, Abbott paid approxmataly $2 3 bilion for strategic business
and fechnology acqguistions, as follows Abbott acquired TheraSense,
inc , 2 leader n the devalopment, manufactunng and marketing of
biood glucose self-montanng systems, for approximately $1 2 billon
in cash, i-STAT Corporation, & manufacturer of pomt-oi-care diagnos-
tic products for blood analys:s, for approxmately $394 mihon in cash,
EAS, a nutrtional company with 2 portfoho of natonally recognzed
prands, for approximataly $320 milion in cash, and Spine Next, a
manufacturer of orthopedic spinal implant devices, for approximately
$58 millon 1n cash plus addtional milestone payments of up to

$23 milbon upon achisvement of future targets  Abbott also acquired
certan other product technclogies for approximately $352 milion
These acquisitons resutted in a charge of $271 milhon for acquired
n-process resaarch and development, ntangible assets of approxi-
mately $1 3 biion, non-tax deductible goodwill of approximatety
%923 milion and deferred ncome taxes of approximately $406 million
Acqurred intangible assets, pnmanly trade names, are amortized over
510 20 years (average of approxmately 14 yesars)

in 2003, Abbott pard approxmately $459 million for strategic business
and fechnology acquisiions, as follows Apbott acquired ZonePerfect
Nutntion Company, a marketer of healthy and nutrtious products for
active people, for approxmately $160 mihon n cash, integrated
Vascular Systerns, Inc , a developer of a novel vessel closure technol-
ogy. for approximately $65 million in cash, and Spinal Concepts Inc,
a marketer of spinal fixaton products used n the treatment of spinal
disorders, diseases and mjunes, for approximately $166 milkon in cash
plus addtional milestone payments of up to $40 milkon f agreed upon
targets are met Abbott also acquired the assets of JOMED NWV's
coronary and penpheral interventional business for approximately

$68 milion 1n cash These acquisitions resulted m a charge of
approxmatety $100 million for acquwred in-process research and
development, intangible assats of approximately $222 milfion and
non-tax deductible goodwit of approxmately $182 millon Acquired
ntangible assets, pnmarily product technology, are amorfized aver

9 to 25 years {average of approximately 16 years)

Had the above acquistions taken place on January 1 of the previous
year, consolidated sales and income would not have been sigrficantly
different from reported amounts

Ghimem o A e
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in early 2006, Abbott agreed to acquire Guidant's vascular mntervention
and endovascular solttions businesses for $4 1 bition n connection
with Boston Scientific’s acquistion of Guidart Abbott would also

pay $250 milkon each upon govemment approvals 1o market
Guidant’s drug-efuting stent in the US and m Japan In addition,
Abbott agreed to provide Boston Scentiiic a $300 milion 4 percant
ioan and to acquire $1 4 bithon of Boston Scientrfic common Stock
directly from Baston Scientfic contingent upon the closing of the
Guidant acquisiion  The acquistion 1s expected to be compisted in
the first half of 2006

Note 13 — Goodwill and intangible Assels
{ootiars m mithons}

Abbott recorded gooowill of $69, $923 and $182 in 2005, 2004 and
2003, respectvely, related 10 acgusiions Foreign curmency translaton
and other adjustments {decreased) ncreased goodwill in 2005, 2004
and 2003 by $(535), 5394 and $522, respectivaly In connection with
the spin-off of Hospira m 2004, Abbott transferred $81 of goodwill 10
Hospira There were no other reductions of goodwill retating to mpa-
ments or disposal of all or a poruion of a business

The gross amount of amorhzable intangble assets, primanty

product nghts and technology, was 36,776, $6,622 and $4,841 as of
December 31, 2005, 2004 and 2003, respectively, and accumuiated
amoriization was $2,053, $1,468 and $898 as of December 31, 2005,
2004 and 2003, respectively Intangible assets with indefinte fives

are not significant The estmated annual amortzalion expense for
intangible assets 15 $486 in 2008, $475 n 2007, $460 in 2008,

$450 1 2009 and $461 10 2010 Intanghbile assets are amorized
pnmarnily on & straight-ine basis over 4 1o 25 years (average 13 years)

Note 14 — Equity Method Investments
({doltars m mufons)

Abbott's 50 percert-owned jont venture, TAP P{wannawﬂrca:‘ Progucts
inc (TAPY, 18 accounted for under the egurty mettiod of accountng The
ivestment 1 TAP was $167, $76 and $340 at December 31, 2005,
2004 ang 2003, respectively Dmidends receved frorm TAP werg $343,
$638 and 8606 n 2005, 2004 and 2003, respactvely Abbott performs
certan admmstrative and manutactunng senices for TAP at negotiated
rates that approximate far marke! value Summarnzed financsa) informa-
tion for TAP is as follows'

Year Ended December 31 2005 2004 2003
Net sales $3,260 0 $3.36t6  $3.8786
Cost of sales 883 4 89G 4 1,066 &
Income before taxes 1,378 3 1,181 1 18155
Net incoma 8828 7500 1,161 8
Decemnber 31 2005 2004 2003
Curent assets $1,3381 $ 9517 $14518
Total assets 14702 1,176 6 1,7181
Cutrant kabiies 10822 8768 9658
Total kablities 1,136 2 1,0252 1,037 2

Undistnbuted earmings of investments acoounted for under the equity
method amounted to approximately $151 as of December 31, 2005
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Note 15 — Stock Purchase Rights

Common shares outstanding are subject 10 stock purchase nghts
The nghts are exercisable only if a person Or group acquIres ten
percent or more of ADDot! CoOMMON shares or aNNoUNCces a tender

or exchange offer whech would result in ownership of ten percent or
mone of Abbott comymon shares Following the acquisiion of tan par-
cent or more of Abbott's common shares, the holders of the aghts,
other than the acQUINNG PErson or group, May purchase Abbott com-
rmon shares at half pnce 1n the event of a merger or other acquistion
of Abboit, the holgers of the nghts, other tharn the acquInng person
or group, may purchase shares of the acquinng enfity at half prce The
nghts wera not exercisable at December 31, 2005

Note 16 — Restructunng Plans
fdollars in rnslions}

In 2005, Abbott management approved plans to realign s global
manfactunng operatkns and selected domestic and intemational
commercial operations In 2005, Abbott recorded pretax charges
agamist eamings of approximatety $266 reflecting the mpairment of
manufactunng facfites and other assets, empioyee severance and
other related charges Approximately $174 1s classdied as cost of
products soid, $10 as research and developrment and $72 as seling,
general and administratve An additional $14 was subsequently
recorded in 2005 relating to these restructunngs, pnmarily for acceter-
ated depreciation As a result of product re-registration tmelines
required under manufactunng regulations m a number of countnes,
manufactunng refated reafignments are expected 10 continue nto 2007

The following summanzes the restructuning actvity tor the global
phamaceutical manufactunng operations restructunng

Employee-
Related Assat
and Other Imparments Total
20085 restructuring charges Had 1 $527 $968
Payments and mmparments 03 527 (530
Accrued balance at Dacernbar 31, 2005 $438 5 ~ $438

The following summanzes tha restructunng actity for all other restruc-
tunngs, which are mdmdualy not matenal

Employee-
Related Asset
and Other impairnents Total
2005 restructunng charges $14786 111 31587
Payments and impairments (36 6) 111 &7 7y
Accrued balancs at December 31, 2005 $1110 $ - $1110

Ahbatt expects to Incur up 1o an addmional $150n future penods for
restructunng prans, pnmanly for accelerated depreciation and plant
and equipment dispositions
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Note 17 — Quarterty Results (Unaudited)
(cfotiars i1 mifions except per share data)

2005 2004 2003
First Quartar
Net Sales $5.3827 $4,640 9 $4,008 @
Gross Profit 2,860 1 2,567 4 22090
Net Earmuings 8379 822.9 a1 o
Basic Earmings Per Cormrnon Share {a) 54 53 51
Ditutad Earmings Par Cormmon Share (3) 53 52 81
Market Pnce Per Share - High 4816 47 25 43 85
Market Prce Per Share - Low 43 34 39028 a7
Second Quarter
Net Sales $5.523 8 $47030 341283
Gross Profit ~ 28920 2,634 3 22779
Net Earrengs (D) 877 1 634 3 2456
Basic Earnings Per Common Share (a} () 56 41
Dited Earmings Per Common Share {a) (b) 56 40 18
Market Prce Per Shara - High 4908 A4 67
tarket Price Per Share - Low 4598 3943
Trurd Quarter
Net Sales $3,384 0 546817 $4,2478
Gross Profit 27068 25668 23191
Nt Eamings () 6807 804 1 1
Basic Earmings Per Cornmon Share la) [0 44 52
Dilted Earmuings Per Common Share (a} (c} 44 51
Market Prce Par Share - High 5000 43 20
Market Price Per Share - Low 41 57 38 26
Fourth Quarter
Net Sales $6,047 3 $5,654 4
Gross Profit 32378 30273
Net Earrungs 876 4 9746
Basie Eamungs Per Common Share (a) 63 62
Ciuted Earmungs Per Cornmon Share (&) 63 62
Market Pnce Per Shars - High 44 36 4783
Market Pnce Per Sharg - Low 37 50 ap2s5 -

{2 The sum of the quarters basx and dited eamings per shars for 2004 does N0 &

the full yaar samings per share aMOUNts e {0 roundng

) Sacond quarter 2003 richucled 8 pretax charge of S622 for the settiement of Mg
e} Thrtt quarter 2005 ncludes pretax restructumng charges of $207
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Management Report on internal Control
Over Financial Reporing

The management of Abbott Laboratones 1S responsible for
establishing and mamntaining adequate internat contral over financial
reporting Abbott's intemal control system was designed to prowicie
reasonable assurance to the company's managerment and board of
directors regardng the preparation ang farr presentation o! published
financial statements

Al internal control Systems, no matter how well designed, have
inherent imitations Therefore, even those Systems deternned

1o be gffective can prowvde onty reasonable assurance with respect
to financial statement preparation and presentation

Abbott's managemert assessed the effectveness of the company’s
nternal controt over financial raporting as of December 31, 2005

1 making this assessment, # used the crtena set forth i internal
Control—Integrated Framework 1ssued by the Commitiee of
Sponsenng Organzahons of the Treadway Commissicn Based

an our assessment, we believe that, as of December 31, 2005,

the company’s nternal control over financial reporting was effectve
based on those cntena

Abbott's independent registerad pubhc accounting firm has ssued
an audit report on our assessmant of the company’s intemal conirol
over financial reportng This report appears on page 64

Miles D White

Charman of the Board and Chief Executive Officer

Thomas C Freyman
Exacutve Vice President, Finance and Chuef Financial Officer

Greg W Linder
Vice President and Controlier

February 17, 2006
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Reports of Independent Registered Public Accounting Firm

To the Board of Directors and Shareholders of Abbott Laboratones

Wa have audited the accompanying consolidated balance sheets

of Abbott Laboratones and subsidianes {the Company) as of
December 31, 2005, 2004 and 2003, and the related consolidated
staterents of earnings, sharehoiders’ nvestment, and cash flows for
the years then ended These consolidated financia statements are the
responsibity of the Company's management Our responsibility 1s to
express an opinion on thesae financial statements based on our audits

We conducted our audits m accorgance with the standards of the
Public Company Actounting Oversight Board (United States) Those
standards require that we plan and perform the audt o obtain reason-
able assurance about whether the financial statements are frea of
matenal misstatement An audit includes exarmining, on a test basss,
evidence supportng the amounts and disclosures n the financial state-
ments An audtt also ncludes assessing the accounting pnciples used
and significant estimates mada by management, as well as evaluatng
the overall financal staternent presentaticn We belteve that our audits
provide a reasonable basis for our opinion

it our opirion, such consohdated financial statements present faurty,

1n al matenal respects, the financal positon of Abbott Laboratones

and subsidianes as of December 31, 2005, 2004 and 2003, and the
results of therr operabions and therr cash flows for the years then ended,
In conformity with accounting pnncipies generally accepted in the
Unied States of Amenca

Wa have also audted, m accordance with the standards of the

Public Company Accounting Oversight Board (United States), the
effectiveness of the Company’s intarnal control over financial reporting
as of December 31, 2005, based on the cntena estabkshed n

Intarmal Control—Integrated Framework 1ssued by the Committee of
Sponsonng Organizations of the Treadway Commission and our report
dated February 17, 2006, expressed an ungualfied apinicn o mar-
agement's assessment of the effectiveness of the Company's intermal
control over financial reporting and an ungquakfied opinicn on the effec-
tiveness of the Company's internal controt over financial reporting

Deloitte & Touche LLP
Chicago, lhnos
February 17, 2006

To the Board of Dwectors and Sharehoiders of Abbott Laboratones

We have audited management’s assessment, incfuded n the
accompanying Management Report on Internal Control Over Financial
Reporting dated Febnary 17, 2008, that Abbott Laboratones and
subsigianes {the Company) mantamed effective nternal control

over financial reporting as of December 31, 2005, based on critena
established 1n intemal Controi—integrated Framework issued by the
Committes of Sponsonng Organizations of the Treadway Commussion
The Company's management 1s rasponsible for mantaining effective
nternal control over financial reporting and for ts assessment of the
effectiveness of nternal control over financial reporting Qur responsi-
bility s {0 express an opinion on management’s assessment and an
opinion on the effectiveness of the Company’s internal control over
financial reporting based on our audit

Wo conducted our audit in accordance with the standards of the Public
Company Accounting Oversight Board (United States) Those stan-
dards require that we plan and perform the audit to obtain reasonable
assurance about whather effectve internal control over financial report-
ing was marttaned n al matenal respects Our audit mcluded cbtaning
an understanding of intemal control over financial reporing, evaluating
management's assessment, testing and evaluating the design and
operating effectiveness of ntarnal control, and performing such other
procedures as we considered necessary In the croumstances We
believe that our audit provides a reasonable basis for our opinions

A company's intermal control over financial reporting 1S a process
designed by, or under the supenvsion of, the company’s pnncipal
executive and pnncipal financial officers, or persons performing simdar
functions, and effected by the company’s board of directars, manage-
ment, and other personnal to provida reasonable assurance regarding
the reliability of financsal reporting and the preparation of financial
statements for external purpeses in accordance with generafty
accepted accountng panciples A company's internal control over
financial reporting Includes those palicies and procedures that

{1} pertain 10 the maintenance of records that, in reasonable deta,
accurately and tarly reflect the transactions and disposiions of the
assets of the company, (2} provide reasonable assurance that transac-
tions are recorded &8s necessary to permit preparation of financial
statements in accordance with generally accepted accounting
prnciples, and that recaipts and expenditures of the company are
being made onty i accordance with authonzatons of management
and directars of the company, and [3) prowde reasonable assurance
regarding prevention or timely detection of unauthonzed acquisiion,
use, of disposiion of the company’s assets that could have a matenal
effect on the financial statements

Because of the inherant imitations in internal control over financial
reporting, ncluding the possibity of collusian or improper Manage-
ment ovemde of controls, matenal misstaternents due to eror or fraud
may not be prevented or detected on a timely basis Also, projectons
of any evaluation of the effectiveness of the internal control over finan-
cial reporting to future penods are subject 1o the nsk that the controls
may become nadeguate because of changes n condiions, or that the
degree of compliance with the policies or procedures may detenorate

in our opinicn, management's assessmant that the Company
maintaned effective nternal control over fnancial reporting as of
December 31, 2005, is farly stated, 1n all matenal respects, based

on cntena established n internal Controi— integrated Framewark
issued by the Committes of Sponsonng Organizations of the Treadway
Commussion Also in our opirion, the Company mantaned, in al
matenal respects, effectve internal control aver financial reporting 23 of
Decernber 31, 2005, based on the crtena established in

Internal Control— integrated Frarmswork 1ssusd by the Committee

of Sponsonng Organzations of the Treadway Commission

We have also audted, in accordance with the standards of the Public
Company Accounting Oversight Board (Unted States), the consoli-
dated financial statements as of and for the year ended Decemnber 31,
2005 of the Company and our report dated February 17, 2006,
expressed an ungualfied oprion on thosa financial statements

Delotte & Touche LLP
Chicago, llineis
February 17, 2006
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Financial Instruments and Risk Management

Interest Rate Senstive Finanoial Instruments

At December 31, 2005 and 2004, Abbott had interest rate hedge
conacts totaling $3 1 bilion 1o manage its expasure to changes in
the fair value of debt due July 2008 through March 2014 The effect

of these hedges 1s to change the fixed interest rate to a variable rate
Abbott does not use denvatve financial nstruments, such as interest
rate swaps, t0 manage 1S expasure to changes in interest rates for ds
investrment secunbes As of Decemnber 31, 2004, Abbott had $1 6 bi-
itor of domestic comimarcial paper outstanding with an average annua!
interest rate of 2 2% with an average remaning e of 38 days The

fair market value of long-term debt at December 31, 2005 and 2004
amournted to $6 4 bifion and $5 0 bilion, respectively (average nterest
rates of 4 2% and 4 3%, respectvely) with matunties through 2023

As of December 31, 2005 and 2004, the far market value of cumment
and long-term investment sacunties amounted 1o $80 mifiion and

$854 milhon, respectively A hypothetical 100-basis paint change in the
interest rates would not have a matenal effsct on cash flows, income
or market values {A 100-bass pomt change 1S beleved 10 be a rea-
sonably possible near-tanm change m rates }

Market Pnce Sensive Finanoal Instruments

Abbott mamtans a portioho of avalable-for-sale equity securbes from
strategic technology acguisiions The market vatue of these invest-
ments was approxmately $98 million and 396 million, respectivety,

as of December 31, 2005 and 2004 Abbott monitors these nvest-
mants for other than temporary decines in market value, and charges
impaimment losses to income when an other than temporary decline
value occurs A hypothetical 20 percent decrease in the share pnces
of these investments would tetrease ther far value at December 31,
2005 by approxmatsly $20 mdion (A 20 percent dacrease s beleved
{0 be a reasonably possible near-term change In share pnces

Apbott 2005 Annual Report

Nen-Publicly Traded Equity Secunties

Abbott mantans a portfolio of equity securhes from strategic technot-
ogy acquisiions that are not traded on public stock exchanges The
carmying value of these mvestments was approxmately $17 mikon
and $30 milion, respactively, as of December 31, 2005 and 2004

No Indivdual mvestment 1s 1n excess of 38 milion Abbiott montars
these nvestments for other than temporary declines in market value,
and charges imparrment losses to ncome when an other than tempo-
rary dechne in estimated value ocours

Foreign Currency Senstive Financial Instruments

Ahboit erters o foreign cumancy forward exchange contracts to man-
age s exposure to foreign currency denominated ntercomparnty ioans
and trade payables and thurd-party trade payables and recenvebles

The contracts are marked-to-market, and resuling gams or 10sses are
reflected 1 incame and are generally ofiset by losses or gans on the
forexgn currency exposure being managed At December 31, 2005 and
2004, Abbott held $3 9 bilion and $3 3 billion, respectively, of such
contracts, which all mature in the followng calendar year

in addition, certam Abbott foreign subsichanas enter mito foreige cur-
rency forward exchange contracts to manage exposures 10 changes in
foreign exchange rates for anhcipated intercomparty puschases by
those subsidianes whose funebonal curmencies are not the U S doltar
These contracts are designated as cash flow hedges of the vanabilty
of the cash flows due to changes m foreign exchange rates and are
marked-to-market with the resuting gains or Josses reflected in
Accurmated ofher comprahensive income loss) Gains or losses will
be included 1 Cost of products sold at the time the products are sold,
genarally within the next calendar year At December 31, 2005 and
2004, Abbott heid $222 milion and $984 million, respectively, of such
contracts, which all mature n the foliowing calendar year

The foliowing tabie reflects the total foregn currency forward contracls
outstanding at December 31, 2005 and 2004

2005 2004

Fasr and Far and

Carrying Camyng

Averagae Value Average Value

Contract Exchange  Recevable/ Contract Exchange  Rocowable/

{doltars w millions) Amount Rate {Payable) Amourit Rate {Payabia)

Recenve pnmarity U S Dollars

m exchange or the folowing cumencies

Euro $1,519 1184 5 (14} $1,688 1284 $39 1)

Bntsh Pound 1,148 1738 72 1112 1845 s 7

Japanese Yen 513 1134 (18 4) 533 107 3 az

Canagian Dollar 425 1178 =Y 301 1.274 e

Al other cumencKss 487 N/A — 801 N/A 33

Total $4,092 $14 7 $4,235 $79 9
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Financial Review

Abbott's revenues are derved pnmanly from the sale of a broad Ine
of heatth care products under shart-tenm receivabls arangements
Patent protection and licenses, technological and performance fea-
tures, and mclusion of Abbott's products under a contract or by a
pharmacy benafit manager most impact wihich products are sold,
price cortrols, competition and rebates most impact the net seling
prices of products, and foreign currency translation impacts the mea-
surement of net sales Abbott's pnmary products are prescription
pharmaceuticals, nutitional products and diagnostic testing products
Abbott also owns 50 percent of TAP Pharmaceutical Products Inc
(TAP) that Abbott accounts for on the equity method

The worldwide launch of HUMIRA, the spin-off of Hospira, integration
and restructunng activities and the foss of patent protection for some
products have impacted Abbott's sales, costs and financial positon
over the last three years

Subsaquent to Abbott's 2001 acquisthon of the Knoll pharmaceutical
business, which signficantty ncreased the scale of Abbott's pharma-
ceutical business, Abbott focused on recrganizing and growing ds
global pharmaceutical business Abbott has establishied 2 global
research and development organization and a global manufactunng
and distribution organzation to serve its domestic and international
commercial pharmaceutcal operations Pharmaceutical research and
development s focused on five therapeutic areas —wnmunolagy,
oncology, neuroscience, diabetes/metabolism, and viral diseases
U'S commerciat pharmaceutical operations are focused mamly on
pnmary care and specialty pharmaceuticals In 2003, Abbott began
the woarldwade launch of HUMIRA, which increased rts worldwide saies
to $1 4 bilion n 2005 compared to $852 milion in 2004 In 2005,
Abbott and Boehringer Ingelheim (B} amended ther agreement
whereby Abbott distnbuted and promoted Bl products Effectve
January 1, 2006, Abbott wil no langer distnbute Bf products but will
recenve residual commissions Abbott's gross margins for Bl products
from the pnor agreernent n effect through Becember 31, 2005 were
substarttially lower than its average gross margin 2005 sales of BI
products were $2 3 billion Increased genenc competition resuited 1
US sales of Synthrod deciining 22 percent in 2005 while holding a
36 percent market share

In 2004, Abbott separated 1ts diagnostic segment into four separate
dvisions —immunoassay/hematology, dhabetes care, molecular, and
pont of care—1o better focus on commercial and scientific opportun;-
ties In earty 2004, Abbott acquired TheraSense for $1 2 billion, and
began to integrate it with Abbott’s diabetes care business In lxte
2003, Abbott was informed by the FDA that it may distnbute the
wnmuncassay products n the U S that were mpacted by reguiatory
restrictions imposed in 1989 Net sales and profits for this business
declined over the restncted penod, but stabilized n 2004 and 2005
in 2005, Abbott diegnostics launched more than 50 new products 1n
the Ross segment in 2003, Abbott settied its portion of an industry-
wade nvestigation of the enteral nutrhonal business for $614 milkor.

In 2004, Abbott completed the spin-off of Hospira, Abbott's former
hospital products business Annual sales of Hospira wers approximately
%2 4 billon As part of the spn-off, Hosprra assumed $700 million of
debt The histoncal operating and cash flow results of Hospira are

presented as disconinued operations Hospira is contractually obligated
1o purchase the Internatonal hospital assets and operations that were
not ncluded i the spin-off The legal transfer of certain remaining cpera-
tons and assets et of lablities) outside the United States 1s expected
to oceur n the first half of 2006

In early 2008, Abbott reached agreament to acqure Gudant's vascular
intervention and endovascular solutions businesses, subject to Boston
Saentific’s acquistion of Guidant Guidant's annual revenues from
thesa businesses are approxmately $1 bilion The purchase prce
would be 541 bilon, plus contingent milestone payments of $500 milion

TAP's contnbution to Abbott’s earnings dectined n 2004 and 2003
A patt of the decine was due 1o ncreased compettion tor Prevacid,
TAP's largest seling product, and dus to market contraction for pre-
scnption proton pump inhibitors In 2004, TAP recorded addonal
ktigahon reserves of 125 mithon for an anticipated legal settlement

Abbott's short- and long-term debt totaled $5 & billon at December 31,
2005, 'argely ncurred to finance acquisitions Operating cash fiows n
excess of capital expendtures and cash dmdends have allowed
Abbott 10 reduce debt and fund acquistions over the last three years
At December 31, 2005, Abbott’s iong-term debt ratng was AA by
Standard and Poor's and A1 by Moody's Investors Service

In 2006, Abbott will focus on several key ivbiatives I the global
pharraceutical business, Abbojt will launch newly approved indica-
vons for HUMIRA Abbott will also focus on appropnate market
support for Synthrord, which became subject to genenc U S compet-
tion 1 mid-2004, and for sevofiurane, which became subject to
genenc competiion N December 2005 1n 2005, TAP received an
approvable tetter from the FDA for febuxostat Contingent upan FDA
approval, TAP plans to launch febuxostat in 2006 Pharmaceutical
research and development efforts will continue to be focused in the
five therapeutic areas noted above with a significant portion of the
development expenditures allocated 1o new HUMIRA ndications
Abbott expects to submit addmonal pharmaceutical regulatory fings
N 2006 In the immunoassay business, attention wilt be focused on
mproving revenue growth by caprtalizing on recent progduct launches,
noluding the U § launch of the blood screening system, PRISM,
launching additional products, and commercial execution of the exist-
ing broad product porfolic In the hematology business, attention will
be focused on the continued launch of CELL-DYN Sapphire and other
analyzers For diabetes care, Abbott will contmue the launch of
FreaStyle Gonnect and Abbott anticipates the approval of FreeStyle
Nawigator in 2006 Upon closure of the acquision of Guidant's vascu-
tar business, planning for its Integraticn would be a key actvty in the
vascular business Focus in this business will also be on the 2005
launch of Xact Carotid Stent and Emboshield Embolic Frotection
Systern and the projected approval of ZoMzaxx, Abbott's drug-eiuting
stent, n Europe With & greater focus on consumer marketing, Ross
will maxamize the strength of its core brands and further develop s
heatthy-imng market presence In the other business segments,
Abbott will focus on developing or acquinng diferentiated technologies
in higher growth segments of those markets




Financtal Review

Cntical Accounting Policies

Sales Rabates — Approxmatety 40 percent of Abbott's consofidated
gross revenues are subject to vanous forms of mbates and atiowances
that Abbott records as reduchons of revenues at the time of sale Most
of these rebates and allowances are in two of ADbott's domesiic seg-
mants—the Pharmaceutical Products segment and the Ross Products
segment Abbott provides rebates to pharmacy benefit management
comparnes, to state agencies which adrminster the fedaral Medicaid
program and the Special Supplermental Food Program for Women,
infants, and Chidren (WIC), whelesalers, group purchasing organiza-
tions, and other government agenaes and private entties Rebate
amounts are usually based upon the volume of purchases using con-
tractual or statutory pnces for 8 product Factors used in the rebate
caicutations inciude the entfication of which products have bean
s0ld subject to a rebate, which customer Of Qovermment agency pnce
terms apply, and the estmated lag me between sale and paymert of
arebate Using histoncal trends, adjusted far cuent changes, Abbott
gshmates the amount of the rebate that will be pawd, and records the
fiabilty as a reducton of gross sales when Abbott records its sale of
the product Settlement of the rebate generally occurs from two tp

24 months after sale. Abbott regularty anatyzes the tistoncal rebate
wends and makes adjustments to reserves for changes in trends and

terms of rebate programs Rebates and chargebacks charged aganst -

gross sales in 2005, 2004 and 2003 amounted to approxmately

£2 5 bition, $2 4 diion and $1 8 biiion, respectvely, or 22 8 percent,
25 6 percent, and 22 7 percent, respectively, based on gross sales of
approxmately $10 9 baion, $9 3 trflion and $8 O biflion, respectvely,
subject to rebate A ane-percentage point mcrease It the percentage
of rebates 1o related gross sales would decreass net sales and
operating earnings by approximately $108 rmilion in 2005 Other
allowances charged agans! gross sales were approxmately $284 mi-
Iion, $233 milon and $191 mithon for cash discounts n 2005, 2004
and 2003, respectvely, and $162 miflion, $163 mullion and $171 midfon
for returns in 2005, 2004 and 2003, respectvely Cash discounts are
known within 15 to 30 days of sale, and therefore can be refiably esti-
mated Retums can be refiably estmated because Abbott's histoncal
returns are low, and because sales retums terms and other sales
tarms have remamed relativety unchanged for several periods

Management analyzes the adequacy of ending accrual balances each
quarter In the Ross nutrfional busmess, management uses bath nter-
nal and extarnal data avalable fo estimate the level of inventory n the
distnbution channel Management intermnally @stmates the inventory n
the retail channe! thal i not on the retal shelf A third party contmu-
ously measures tme an the retall shelf, which 15 a relatvely signdicant
portion of the tme ventory s 10 the distnbution channal Except for a
transition penod bafore ar after & change i the suppher far the WIC
busmess in a §tate, nventory in the disinbution channel does not vary
substantially Management also estimates the states’ processing lag
time based on claims data in additron, mternal processing ime 15 &
factor in estmating the accrual In the WIC business, the state where
the sale 15 made, which 15 the deterrmining factor for the apphcable
price, is relably estmable Estimates ane required for the amount of
WIC sales within sach state where Abbott has the WIC business
External data sources utilized for that estunate are participant data
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fromthe U S Departrent of Agncufture {USDA), wiuch administers the
WIC program, partiapant data from some of the states, and intermnally
acminsterad market surveys The USDA has been making is data
gvailable for many years Interng data mciudes histoncal redemphion
rates and pricng data Al Decemnber 31, 2005, Ross had the exclusve
WIC business in 11 states

in the domestic pharraceutical business, the most signidicant charges
aganst gross sales are for Medicaid Rebates, Pharmacy Benefit
Managet Rebates and Wnolesaler Chargebacke In order o evaluate
the adequacy of the ending accrual balances, management uses both
intemal and extarnal estmates of the leve) of nventory n the distribu-
tion channel and the rebate clams processing lag tme External data
sources used to estimate the mventory n the distribubion channet
nclude mventory levels pencdhcally reported by wholesalers and third
party market data purchased by Abbott Management estmates the
processing lag bme based on pernadic sampiing of claims data. To
estmate the pnce rebate percentage, systems and calculations are
used to track sales by product by custormner and to estimate the con-
tractual or statutaty prce Abbott’s systems and caloulations have
developed over time as rebates have become more sigruficant, and
Abbott believes they are reliable

The following table 1s an analysis of the four largest rebate accruals,
which compnse approximately 80 percent of the consclidated rebate
provisions charged agamst revenuas in 2005 Remanmg rebate prow-
sions charged againgt gross safes are not significant n the
datermination of operating earrings {dollars i thousand's)

Pramaceutical Products
Ross Phammacy
Products Senefit  Wholesaler
wWIG Medicad Manager Charge-

Rebates Rebates Rabates backs
Balance at
January 1, 2003 $ 65876 $196200 S$115539 § 24,585
Provisions 527,803 358,173 244,037 338,316
Payments (480,420) (325303  (214.381) (325809
Balance at
Decermber 31, 2003 113,362 229,070 145,195 37,093
Provisions 671,817 596,330 278,681 419,486
Payments 687,132)  [452,342) [R71.07B)  (412,526)
Balance at
Docember 31, 2004 ag,047 373,058 153,798 44,053
Provisions 641,189 BE&3,043 253 499 450,907
Payments {544,460)  (581,088) (273,168] (446,867
Bafance at

December 31, 2005 $ 94776 5455003 $134131  § 48087

Adiustrments for pnot years' rebate accnuals have not been matenal
Abbott employs vanous techmgues to venfy the accuraGy of clams
submitted 1o t, and where possible, works with the organizatons sub-
mutting claims to gain insight nto changes that might affect the rebate
amounts For Medicaid and other govemment agency programs, the
calcutation of a rebate nvolves interpretations of relevant regulations,
which are subject to challenge or change in interpretation
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Income Taxes — Abbott operates in nurnerous countnes where s
ncome tax returns are subtyect to audits and adustments Because
Abbott operates globally, the nature of the audt tems are often very
complex, and the objectives of the government auditors can result in
a tax on the same income N more than one country Abbott employs
internal and external tax professionals to minmeze audt adjustrment
amounts where possible As part of Abbott’s calculation of the prow-
sion for taxes oh earnings, Abbott records the amount that it expects
o ncur as a result of audits Each quarter, Abbott reviews ts expo-
sures in accordance with Statement of Financial Accounting Standards
{SFAS} No 5, *Accounting for Contingencies * Inthe U S, Abbott’s
faderal ;ncome tax returns through 2000 are ssttled, and the income
tax retuns for years after 2000 are open Except for taxes on dw-
dends that were remitied under the Amencan Jobs Creation Act

of 2004, Abbott does not record deferred income taxes on eamings
reinvested indefinitety in foreign subsidianes

Pension and Post-Empioyment Benefits — Abbott offers pension
benefits and post-employrnent heaith care to many of its smployees
Abbott engages outside actuanes to calculate ts obligations and
costs under these programs With the assistance of outside actuanes,
Abbott must develop long-term assumptions, the most signficant

of which are the health care cost trend rate, discount rate and the
expected return on plan assets The discount raté used 16 measure
habities as of Decernber 31, 2005 was deterrined based on high-
gualty fixed income nvestments that maich the duration of the
expected retirae benefits Pnor to December 31, 2005, the discount
rate was determined by refarence to a composite corporate AA bond
mdex The health care cost trend rate represents Abbott's expected
annual rates of change In the cost of health care benefits and 1s a for-
ward projeciion of health care costs as of the measurement date A
difference between the assumed rates and the actual rates, which will
nat be known for decades, can be significant in refation to the obliga-
tions and the annual cost recorded for these programs Recent low
interest rates have significantly increased unrecognized actuanal
logses for these plans At December 31, 2005, the unrecognized actu-
anal losses for Abbott's defined benefit plans and medical and dental
plans were $1 & bifion and $688 milkion, respectively Unrecognized
actuanal losses and gains are amorbzed over the remaining serice
penods of the employees under the comdor method, in accordance
waith the rules for accounting for post-employment benefits
Differences between the expected long-term return on plan assets
and the actual annual retum are amorized over a five-year penod
Footnote 4 to the consolidated financial statements descnbes the
mmpact of a one-percentage pont change i the health care cost trend
rate, however, there can be no certainty that a change wouid be im-
sted to only one percentage point In 2005, Abbictt reversed previously
recorded minmum pension habity adjustments of $562 mlion
because the assets of certain defined benefit plans were now In
excess of the accurnulated benefit abhgations due pnmanly to plan

contnbutions n 2005 This resulted In a credit 1o Accumulated other
comprehensive ncome (loss) of $346 milion, net of taxes 1n 2004
and 2003, Abbot: recorded minimum pension liatility adjustments
of $120 milion and $155 milkon, respectvely, because the accumu-
fated benefit cbligations for certam defined benefit plans exceeded
the market value of the plans’ assets This resulted in charges 10
Accurnulated other comprehensive income (foss) of $76 mifion and
$99 milion, net of taxes, N 2004 and 2003, respectively

Valuation of Intangible Assets — Abbott has acqured and continues to
acqurre significant intangible assets that Abbott records at fair vaiue
Those assets which do not yet have reguiatory approval and for which
there are no alternative uses are expensed 8s acqUIed IN-Drocess
research and development, and those that have reguiatory approval
are captaized Transactions involing the purchase or sale of
ntangible assets occur with some frequency between companies n
the health care field, and valuations are usually based on a discounted
cash fiow analysts using market participant assumptions Abbott uses
a discounted cash flow model to value most of ts acquired intangible
assets The discounted cash flow model requires assurnptions abaout
the teming and amount of future net cash inflows, nsk, the cost of capr-
tal, and terminal values Each of these factors can significantly affect
the value of the mtangible asset Abbott engages mdependent valua-
ton experts who review Abbott's crbcal assumpbons and calculations
for sigruficant acquistions of ntangibles  Abbott reviews intangible
assets for mparment each quarter using an undiscounted net cash
flows approach If the undiscounted cash fiows of an intangble asset
are lgss than the carmying value of an intangible asset, the mntangible
asset 1s written down 1o ts fair value, which 1s usually the discounted
cagh flow amount Where cash flows cannat be identfied for an indi-
vidual asset, the review 1s appiied at the fowest group level far which
cash flows are dentfiable Goodwall s reviewed for impatrment annu-
alty or when an event that could result in an mparment of goodwill
oceurs At Decemnber 31, 2005 goodwill and mtangibles amounted to
$5 2 bhion and $4 7 billion, respectively, and amortization expense for
mtangible assats amounted to approxmatety $480 milion in 2005
There were no mpairments of goodwll in 2005, 2004 or 2003

Ligation ~ Abbott accounts for Itigation losses in accordance with
SFAS No 5, “Accounting for Contingencies " Under SFAS No 5, loss
contingency provisions are recorded for probable iosses at manage-
ment's best estmate of & loss, or when a best estimate cannot be
made, a minimum loss conbingency amount 1s recorded These esti-
mates are often mmally developed substantially earfier than the uitimate
loss te known, and the estimates are refined each accounting perod,
as addional information becomes known  Accordingty, Abbott is often
nitatly unabis to develop a best estimate of loss, ang therefore the
Punrnum amount, which could be zero, 18 recorded  As nforrmation
bacomes known, erther the minmum loss amount 15 mereased, result-
ing in addihonal Ioss provisions, o a best estmate can be made, aiso
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resutting in addrtronal loss prowsions Occasionally, a best estimate Resutts of Operations
amount 15 changed 1o a lower amount when events result n an expec- Sales
taton of a more favorable outcome than previously expected For its The following table detals the components of sales growth by seg-

legal proceedings and environmental exposures, Apbiott estimates the

ment for the last three years
range of possible loss 1o be from approximately $15 rulhon to $80 mi-

-

hon Reserves of approximately $35 milkon have been recorded at Total % Components of Charge %
December 31, 2005 for these proceedings and exposures These Total Net Sales Change Proe _ Volume _Exchange
reserves represent management’s best estmate of probable loss, as 2005 vs 2004 135 01 121 18
defined by SFAS No 5 2004 vs 2003 139 16 81 82
2003 vs 2002 131 13 78 a0

Stock Compensation — Through December 31, 2005, Abbott mea-
sured compensaton cost using the intnnsic value-based method of Total US

accounting for stock options and replacement stock options granted 2005 v 2004 150 08 P —
to employees and disclosed the impact of the far value method n the 2004 vs 2003 128 a8 20 _
footnates 1o the consolidated financial statements In 2008, Abbott wal 2003 vs 2002 116 18 100 _
adopt SFAS No 123 {rewsed 2004), “Share-Based Payment,” which
requires that farr value be recorded in the resulis of operations Since

Tota! Intemational

there 15 no market for trading employee stock options, management 2005 vs 2004 142 ©on 120 29
must use a far value method There 1s no centanty that the results of a 2004 vs 2003 153 ¢ 0 8o 74
farr value method would be the value at winch empioyee stock ophons 2003 ve 2002 151 08 50 9o

wolld be traded for cash Far value methods require management to
make saveral assumptions, the most significant of which are the selec-

Phamaceuticat Products Segment
tion of a far value mooel, stock price volatilty and the average Ife of

2005 vs 2004 151 16 145 -
an ophion Abbott began prepanng for adoption of the new standard in 2004 vs 2003 158 72 g6 _
2004 Abbott has readily available grant-by-grant histoncal actwity for 2003 ve 2002 195 33 162 -

several years in its option administration system Using this daia,
Abbott compared valuation results using the binomial method to the

[ragnostc Products Segment
Black-Scholes method Abbott had been using and found the results to

2005 vs 2004 12 o#n g9 z0
be comparable Abbott evaluated whether certain holders of stock 2004 vs 2003 "1 12 69 54
options exercised therr options differently than other holders and did 2008 vs 2002 50 _ a8 88
not find any differentiating pattern among holders Abbot studied s
imphed volatilty and concluded that a combination of histoncal and Ross Products Segment
implied volatility will be a better measure than fustoncal volatity alone 2005 ve 2004 a5 09 94 _
Abbott also quantified the additional pad in caprtal amount avarlable 2004 vs 2003 89 05 a4 _
for use in determning tax effects of early exercise for measurement 2003 vs 2002 23 09 32 _
of tax expense Abbott will use the modified prospective method of
adoption Under this method, pnor years' financial resufts will not International Segment
inciude the impact of recording stock options using fair value 2005 vs 2004 130 03 104 54
Footnote 10 quanttfies the effect of application of far value 1o 2005 2004 vs 2003 159 (10 95 74
and pror awards Based upon the valuation of stock optons granted 2003 vs 2002 135 14 34 87

In the 2006 annual grant, which compnse the majonty of the grant
actvity for the year, Abbott estimates the mpact of the 2006 change In
stock compensation expense on diuted earmngs per share of approx-
mately $0 15, which mcludes $0 14 per diuted share for the impact of
expensing the farr value of stock options The 2006 expense for stock
compensation s dependent on the number of options granted in the
future, the terms of those awards and ther far value, and therefore,
the effect on diluted eamings per share could change
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A companson of the product group sales by segment 1s as follows
Percentage changes are versus the prior year and are based on
unrounded numbers

Percent Percont Percent
(dofiars i milfions) 2005 Change 2004 Change 2003 Change
Phamaceutcal Products
Pnmary Care $4,788 18 $4,041 22 $3,324 26
Speciatty 2,908 18 24860 28 1,915 23
Dhagnostic Products
Immunochemistry 2,187 2 2,141 2 2.004 3
Drabetes Care 1,067 35 791 46 542 10
Ross Products
Pediatnc Nutntionals 1,097 4 1,146 5 1,093 9
Adult Nutritonals 1,077 15 934 15 809 3
Intermational
Other Pharmaceuticals 3,656 15 3184 21 2,629 15
Anti-infectives 838 4 804 5 768 10
Hospital Pharmnaceuticals 669 13 532 15 516 18
Pediatng Nutntionails 698 17 595 13 8527 8
Aduit Nutntionais 715 8 663 12 591 12

Sales in the Pharmaceutical Products segment of Mobic, ThCor,
Omnucef and Flomax favorably impacted Pnrmary Care Products sales,
and increased sales of HUMIRA favorably impacted Speciafty
Products sales U S sales of Synthroid, which 1s now subject to
genenc competrion, were $498 milion, $637 milion, and $565 million
n 2005, 2004 and 2003, respectively Increased sales of HUMIRA and
Kaletra also tavorably impacted Other Pharmaceuncals sales in the
International Segment 1N 2005 and 2004 Worldwide sales of HUMIRA.
totaled $1 4 biion in 2005, $852 miflion in 2004 and $280 midlon i
2003 Diagnoshic Products and Intemational segment products sales
were favorably impacted m 2005, 2004 and 2003 by the effect of the
refatvety weaker U S dollar Diabetes Care product sales for the
Dragnostic Products segment were favorably impacted by the acquisi-
tion of TheraSense n the second quarter of 2004 in addition, Aduft
Nutrtionals product sales for the Ross Products segment were favor-
ably impacted by the acquisitions of ZonePerfect n the third quarter of
2003 and EAS in the fourth guarter of 2004 The decrease in sales for
pediatne nutriionals in 2005 was pnmanly due to overall infant nutn-
tionals non-WIC category decline and competitive share loss Abbott
has perodically sold product nghts to non-strategic products and has
recorded the related gains in net sales in accordance with Abbott's
revenue recognihon policies as discussed In footnote 1 1o the consoli-
dated finanmal statements Related net sales were $177 milion m
2005, $144 milion n 2004 and $241 millon in 2003 Sales of new
products in 2005 are estimated to be approximately $1 6 bilhon, led
by HUMIRA n the Pharmaceunical Products and Intermational seg-
ments and incremental sales of approximately $260 million from the
2004 acquistions of TheraSense and EAS

The expiration of kcenses, patent protection and genenc competition :
can affect the future revenues and operating mcome of Abbott -
Signficant ongoing genenc actmties, and signficant patent and

lcense expirations in the next three years are as follows The U S

i
composition of matter patent for Depakote expires n 2008 The E
Pharmaceutical Products segment’s sales of Dgpakote n 2005 were jf
$1 bilion The Pharmaceutical Products segment has an agreement 1: ’:f_
with Boehnnger ingelheim to co-promote and distnbute three of ds £ o
products In 2005, Abbott and Boehnnger Ingelhem amended the e
agreement Effective January 1, 2006, Abbott no longer distnbutes or "_

records sales for the Boehnnger Ingelheim products, but will continue
to co-promote ong product, Micarass, through March 31, 2006, and
will receve residual commussions on Boshnnger Ingelheim's sales of
the three products The amount of pretax income under the amended
agreement will be the same as expsacted under the previous agree-
ment Net sales of Boehninger ingethesm products in 2005 were
approximately $2 3 bilion In the second quarter 2004, the FDA
granted approval for genenc competition to Synthraid and genenc
competitors have entered the market in 2004 and 2005, clar-

o
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%

thromycin became subject to genanc competition in several European 7 4
markets International segment sales of clanthromyain n 2005 were E:
$760 milion In the U S, the Pharmaceutical Products segment mar- ’*ﬁ”
Kets clanthromycin in two forms, the immediate release and the X
extended release forms, both of which are covered by addtionat \
non-compositon of matter patents In May 20085, the composthion i

of matter patent on clarthromycin inthe U S expired, and severat

immediate release genenc products were launched by competitors iy
mManufacturers of the extended release forms of clanthromycin were %':”
enjoined from entenng the U S market due to Abbott's non-compos:- ! :5

tion of matter patents U S sales of clamthromycin in 2005 and 2004
were $306 milion and $458 million, respectively There may be further R

genenc competition for clanthromyein n the US and other countnes %ﬁ
n 2006 depending on the results of legal proceedings related to the {4
patents Upon the December 2005 expiration of a court order related . :’
to hcenses for sevoflurane, Baxter s now permitted to market a com- ._';
pettive form of sevofiurane In addrion, sevoflurane has been subject 4 e
to genenc competition from other competitors n 1sokated markets f
cutside of the U S and further genenc competition in internaticnal R
rmarkets is possible Worldwide sales of sevoflurane in 2005 were s
$874 millon The compasition of matter patent for Omnicef expires - M
n May 2007 Abbott holds an additional non-composition of matter "
patent that expires in 2011 The Pharmaceutical Products segment ot
sales of Omnicef in 2005 were $495 milkon In mid 2006, the Ress g
segment's cO-promotion agreement for Synagrs will teminate U S ¥

co-promotion revenues were $231 mihon in 2005 Abbott will continue

to market Synagis, and will market its follow-on product, Numax, in - K
select international markets and will receve restdual commissions on 2

US sates of Synagis k

Y d
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Operating Earrings

Gross profit margins were 52 4 percent of net sales n 2005, 54 9 per-
gent in 2004 and 56 0 percent in 2003 The decrease i the gross
profit margin m 2005 was dug to unfavorable product mix, pnmatly as
a result of ncreased sales of Boehnnger Ingelhern products that have
lower margms than other products in the Pharmaceutical Products
segment Restructunng charges, discussed below, reduced the gross
profit margin 1 2005 by 0 8 percentage ponts The gross profit mar-
gin 1n 2004 was impacied by the favorable mix effect of exchange on
the gross profit margm and by unfavorable product mix, pamanly
increased sales of lower margin Boehnnger Ingeiheim products, as
discussed above, n the Phamaceutical Products segment The gross
profit margin tor 2003 was Impacted by a charge of $88 millon for an
imparment of assets and other expenses as a result of a lower sales
farecast for Abbokinase, partally offset by favorable proguct mix,
resultng manly from increased sales m the Pharmaceutical Products
segment Gross profit margins in afl years were also affectad Dy pro-
ductnty improverments, bugher project expenses for new products,
Migher rmanutactunng capacity costs for anhicpated un growth, and
the effects of inflation and competive pncing pressures

Inthe U §, states raceve pnce rebates from manufacturers of infant
formula under the feclerally subsidized Special Supplemental Food
Prograrn tor Women, Infants, and Children There are also rebats pro-
grams for pharmaceutical products These rebate programs continue
to have a negative effect on the gross profit margins of the Ross and
Pharmaceutical Products segments In addition, pricing pressures
unfavorably impacted the gross profit margns for the Ross Products
segment i 2005, 2004 and 2003

The gross profit margins for the Pharmaceutical Products segment
were unfavorably mpacted in 2005 and 2004 by unfavorable product
rmix and favorably impactad in 2003 by favorabls product mix The
unfavorable product mix in 2005 and 2004 was due prmarily 1o
increased sales of lower margin Boehnnger Ingelheim products and
higher other marmstaciuning costs The gross profit margin in 2003 for
the Diagnostic Products segment was impacted by the effects of a
FDA consent decree

Research and development expense, excluding acquired in-process
research and development, was $1 8 bifion in 2005, $1 7 bilkonin
2004 and $1 6 bidlion In 2003 and represented increases of 7 3 per-
cent in 2005, 4 5 percent n 2004 and 10 1 parcent 1 2003 The
majorty of ressarch and development expenditures are concentrated
on pharmaceuhcal products

Sefling, ganesal and admunistrative expenses increased 11 7 percent in
2005 compared tc increases of 2 4 percent in 2004 and 29 1 percent
n 2003 The restructunng charges discussed below and an increase in
a bad debt reserve assotated with an unfavorable court niling
increased the percent change from 2004 by 2 7 parcentage pomnts
2005 In 2003, Abbott recorded in selling, general and administratve
expenses, a pretax charge of $614 million related to the settlement

of the Ross enteral nutrional mveshgaton This 2003 charge reduced
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the increase n selling, general and administrative expenses by

15 D percentage pomnts for 2004 and increased seffing, genaral and
adminstrative expenses by 16 5 percentage ponts over 2002 The
increases n seling, general and administrative expenses, excluding
the restructunng charges and the charge for the investigation, were
tiue pnmartly to ncreased sefing and marketmg support for new and
existing products, including commercial actnvities related to sales force
expansion and product launches, ncluding Abbott's carotid stent and
new HUMIRA indications  These increases also refiect the effects of
the acquistions of TheraSense and EAS in 2004 Increases i all three
years also reflect infiation and addional selling and marketing support
prmanty in the Pharmaceuncal Products and International segrments

Restructunngs
{dollars n roilhons)

in 2005, Abbott management approved plans to realign its giobal
rranufactunng operations and selected domestic and intemational
commercial operations In 2005, Abbott recorded pretax charges
aganst eamings of approxmately $256 reflacting the mpaimeant of
manufactunng faciiiies and other assets, employee severance and
other rolated charges Approxmately $174 1s classified as cost of
products sold, $10 as research and development and $72 as seling,
general and administrative An aciditional $14 was subseguantly
recorded n 2005 relating 1o these restructunngs, pnmanly for acceler-
ated depreciation As a resutt of product re-registration tmehnes
required under manufactunng regulations IN a number of countnes,
manufactunng related realignments are expected to continue nto 2007

The toliowing summanzes the restructunng actrty for the global
pharmaceirtical manufacturng operations restructusing

Employee-
Ralated Asset
ang Other  Impamments Tota!
2005 restructunng chargas $44 1 $527 $£968
Payments and smparments {0 3) 52 7) (53 0)
Accrued balance at December 31, 2005 $438 $ - £438

The following summanzes the restructunng actrty for all other
restructunngs, which are mdmdually not matenal

Employee-
Related Asset
and Other Impaimmeants Totat
2005 restructuring charges $147 8 $111 $1587
Payments and imparments {36 8) {114 A7 7)
Accrued balance at December 31, 2005 £ 0 $ - 51110

Abbott expects to ncur up to an additonal $150 m future penods for
restructunng plans, pnmanly for accelerated depreciation and plart
and equiprment disposdions

ha
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{Income) from TAP Pharmaceutical Products Inc Joint Venture

Abbott’s mcome from the TAP Pharmaceutical Products inc joint
venture was lower In 2005 and 2004 compared to 2003 due to
decreased sales dus to market contraction for prescaption protan
purnp mhibitors, and in 2004 by approximaiety $40 million as a result
of an agreemant with plaintiffs (o settle ibgation

Net interest Expense

Net interest expense Increased in 2005 and 2004 due 1o the Impact
of hugher interest rates on debt levels, partally offsat by higher interest
income Net interast expense decreased in 2003 due to a lower level
of borrowings and lower interest rates

Taxes on, Eamings

The effective ncome tax rates on income from continuiNg operatons
were 27 G percent n 2005, 23 0 percent m 2004 and 26 1 percent

in 2003 In 2005, Abbott rermitted $4 3 bilion of foreign earnings In
accordance with the Amencan Jobs Creation Act of 2004 ang
recorded additional tax expense of $245 milkon, which increased the
effective tax rate by approximately 5 3 percentage ponts This was
parhially offset by adjustrments of pnor years’ tax accounts resuting
prmaity from resolution of prior years’ accrual nequirements, which
decreased the effective tax rate by 2 3 percentage pants The effective
tax rate for 2004 refiects adjustments of pnor years' tax requirements
pnmanly as a resutt of resolutions of pror years' tax audits and the
effect of non-deductible acqured in-process research and develop-
ment The effect of these tems for 2004 was to decrease the effectve
tax rate by approximately 1 2 percentage ponts The effective tax rate
for 2003 ncludes the effect of the charge for the settlement of the Ross
enteral nutmional investigation and the charges for acquired in-process
research and development The effect of these charges for 2003 was to
increase the effective tax rate by approximately 2 4 percentage pants
Abbatt expects 10 apply an annual effective rate of between 23 5 per-
cent and 24 0 percent in 2006

Spin-off of Abbott's Core Hospital Products Business

On Aprl 12, 2004, Abbott's Board of Dwrectors declared a special dm-
dend distribution of all of the outstanding shares of commeon stock of
Mospira, inc , payable on Apnl 30, 2004 Hospira ncluded the opera-
tions relating to the manufacture and sale of hospital products
nciuding specialty Inectable pharmaceuticals, medicaton delvery sys-
tems and cntical care devices and injectable phammaceutical contract
manufactunng Hosprra included Abbott's Hospital Products segment,
after that segment's reorganization on January 1, 2004, and portions
of Abbatt's Intermational segment The income and cash flows of
Hospira and the direct transacton costs of the spin-off have been pre-
sented as discontinued operations n the Consolidated Statement of
Earrings and Statement of Cash Flows Pror years' balance sheets
have not been adjusted to reflect the effect of the spin-off

The legal transfer of certan remaming operations and assets {net of
liabilities) outside the Urited States ts expected to occur in the first

half of 2006 These operations and assets arg used mn the conduct of
Hospira's ternational business and Hospira 15 subject 1o the nsks and
entitied to the benefits generated by these operations and assets

72

These assets and llabilities have been presented as held for saie in the
Consoiidated Balance Sheets as of December 31, 2005 and 2004
The assets and kabities held for sale consist pnmanly of inventones,
trade accounts recevable, equpment and trads accounts payable,
salanes and other accruals

Abbatt has retained kabities for taxes on ncome por to the spm-off,
defined benefit, post-employment medical and dental plan cbligations
and assets, as of the spi-off, for most of Hospira's U S retired
employees and U S retirement eligible employees and certain poten-
tial iabiitties, i any, related to alleged improper pRcing practices pror
to the spin-oif In connection with federal, state and private remmburse-
ment for certain drugs

Business Combinations and Technology Acquistions

In 2008, Abbott acquired the remaining interest i a small medical
products comparny that was previously accounted for under the equity
method of accounting and a less than 50 percent equity interest in a
smalt medical products company The aggregate cash purchase price
was approximatety $25 million Acquisthon accounting resutted in the
recording of nor-lax deductible goodwill of approximately 269 milion,
intangible assets of approxmately $22 milion and a charge af approx-
matefy $17 milion for acquired in-process research and developrment
In 2005, Abbott acquired additional nghts related to HUMIRA for
approxmately $270 multion, which will be amartized over 13 years

In 2004, Abbott pad approximatety $2 3 billion for strategic business
and technology acquisitions, as follows Abbott acquired TheraSense,
Inc , a leader n the development, manufactunng and marketing of
blood glucose seff-rmontonng systems, for approximately $1 2 billion
in cash, I-STAT Corporation, a manufacturer of point-of-care diagnos-
t products for blood analysis, for approxmately $394 mulkon in cash,
EAS, a nutrtional company with a portfolio of natonally recognized
brands, for approximately $320 million in cash, and Spine Next, a
manufacturer of orthopedic spinal implant dewices, for approximately
$58 million 1 cash plus addtional milestone payments of up to

$23 milion upon achevement of future targets Abbott also acquired
certain other product technologies for approxmately $352 million
These acquisitans resutted 1 a charge of $271 million for acquwred
in-process research and development, intangible assets of approx-
mately $1 3 billion, non-tax deductible goodwl of approxmately
$923 milion and deferred income taxes of approxmately $406 million
Acquired intangible assets, pnmanly trade names, are amorized over
5 to 20 years (average of approxmately 14 years)

in 2003, Abbott paid approximately $458 million for strategic business
and technology acquisiions, as follows  Abbott acquired ZonePerfect
Nutntion Company, a marketer of healthy and nutntious products for
active peopie, for approximately $160 milion i cash, Integrated
Vascular Systemns, Inc , a developer of a novel vesset closure technot-
ogy, for approximatedy $65 milion in cash, and Spinal Concepts Inc,

a marketer of spmal fixation products used in the treatrment of spnat
disorders, diseases and munes, for approximately $166 million in cash

LT o Al



’ IS

- -
. - LN - - ..
AL T TSl deon e - -

Financial Review

plus addhonal milestone payments of up to $40 million 1f agreed upon
targets are met Abbott also acquired the assets of JOMED NV's
coronary and penpheral interventional business for approxmatety

$66 midion In cash These acquistions resulted in a charge of
approximately $100 muliion for acquired N-process research and
development, intangible assets of approxmately $222 rmllion and
non-tax deductible goodwill of approxmatety $182 millon Acquired
intangible assets, pnmanly product technology, are amortized over

9 to 25 years (average of approximately 16 years)

Had the above acquisiions taken place on January 1 of the previous
yaar, consolidated sales and ncome would not have been significantly
different from reported amounts

In sarly 2006, Abbott agreed to acguire Guidant's interventtonal
vascular and endovascuiar solutions businesses for $4 1 bilon m con-
necton with Boston Scientific’s acquisiion of Gusdant Abbott would
also pay $250 milon each upon government approvals to market
Guidant’s drug-eluting stent m the U S and i Japan In addtion,
Abbott agreed to provide Boston Scientific a $900 million 4 percent
loan and to acquire $1 4 bilion of Boston Screntific cornmon stock
diractly from Boston Screritfic contingent upon the closing of the
Guidant acgustion The acquistion 1S expected 1o be completed in
the first half of 2006

Financial Condttion
Cash Flow

Net cash from operating actvities of continuing cperations amounted
to $5 0 billon, $4 3 bilion and $3 4 billon in 2005, 2004 and 2003,
respectvaly In 2005, 2004 and 2003, $641 milion, $482 milhon and
$200 milion, respectively, was contnbuted o the man domeshc
defined benefit plan In addrion, Abbott transierred approximately
$45 million to Mospira in 2004 n accordance with the employee bene-
fit agreement governing the assumption by Hospira of certain defined
banefit plan assets and liabiliies Abbott expects pension funding

for ts main domestic pension plan N 2008 to 2011 to be between
$200 milion and $400 million annually The increased contnbution I
2005 was gue, 1n part, to the investmant of cash remutted under the
Amencan Jobs Creation Act of 2004

Debt and Capital

At December 31, 2005, Abbott’s long-term dabt rating was AA by
Standard and Poor's and A by Moody's Investors Serice Abbott has
readily avaitable financial resources, ncluding unused nes of credit of
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$3 0 billion, which suppori domesttc commercial paper

bomowing arrangements Subsequent to the announced potential
acquistion of Guidant's vascular intervention and endovascular solu-
tions busmesses, Standard and Poor's affimed ther current debt
ratings for Abbott and mantamed ther current “stable " outiook
Moody's Investors Senice indicated they would ikely aflirm ther
current debt ratings for Abbott and would Wikely change therr current
outiook from “stable” to “negatve ™

In October 2004, the Board of Directors authonzed the purchase of
50 rullion shares of Abbott's common stock from tme to time and

no shares were purchased under this authonzation in 2004 1n 2005,
Abbott purchased approximately 30 millkon of ds commeon sharas
under this authonzation at a cost of approxmately $1 3 bilion In 2004
and 2003, Abbott purchased approximately 11 7 mifion and 2 7 mil-
Tion, respectively, of ts common shares at & cost of approximately
$500 milkon and $98 millon, respectively, under a pnor authorzation

In 2005, Abbott borrowsd $1 9 billion of long-term debt that matures
in May 2008 with vanable interest rates above LIBOR Proceeds from
thus debt were invested in short-term investments  Abbott issued

$1 5 bytion of Jong-term debt n 2004 that matures in 2009 through
20114 with interest rates ranging from 3 5 percent to 4 35 percent
Proceeds from this debt were used to fund the acquisition of
TheraSense and to pay down domestic commercial paper borowings

Abbort retained $700 milion of proceeds from borrowings that Hospira
assumed as a result of the spin-off and used these proceeds to
reduce domestic commarcial paper borowngs In addiion, Abbott
refired long-term debt of $1 65 bidlion in 2004 with proceeds from
domestic commercial paper bomowings

Working Capital

Waorlang capital was $4 0 bifion at December 31, 2005, $3 9 bilkon at
Deacamber 31, 2004 and $2 7 bilion at December 31, 2003

Capital Expenditures

Capdal expenditures of $1 2 bilion m 2005, $1 3 bilion tn 2004 and

$1 1 billion in 2003 were pnncipally for upgrading and expanding man-
ufactunng, research and development, mvestments In nforrnahon
technology and adminustrative support facifities m all segments, and for
laboratory mstruments placed with customers

Contractual Obligations

The following table summanzes Abbott’s eshmated contractual ;
obligations as of December 31, 2005 \
|

faiokiars in mdions) Payrnent Due By Penod
2011 and ;
Totat 2006  2007-2008  2009-2010 Thereafier |
Long-term debt, MCiuiing current maturities and future nterest payments $ 7,237 $2,080 $3,036 $ 730 $1,391 '
Operating kase obligatons 348 86 119 57 86
Capitaized auto lsase obhigations 106 35 71 - -
Purchase commitments (2) ) 1,454 1,311 89 32 12
Other long-term fabilities reflected on the consolidated balancs sheat —
Benefit plan obligatons 1,275 - 208 217 850
Other 1,305 — 393 208 704
Total $11,725 $3512 $3,926 $1,244 $3,043

{a) Purchase commiments are for purchiases made n tha nofmhal course of business 10 meat pperatonal and capual expenditing raguremen(s.
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Financial Review

Contingent Obligahons

Abbatt has penodically entered nto agresments in the ordinary course
of business, such as assignment of product nghts, with ather compa-
nies which has resulted in Abbott becorming secondanty kable for
oblgations that Abbott was previously pnmanly iable Since Abbott no
ionger maintains a business relationship with the othar parties, Abbott
1s unable 1o develop an estimate of the maximum potential amount of
future payments, d any, under these abligations Based upon past
axpenencs, the likelihood of payments under these agreements 15
remote In additon, Abbott periodically acquires small companies in
which Abbott agrees to pay contingent consideration based on attain-
ing certan thresholds

As previously noted, in connection with the potential acquisition

of certain Guidant businesses, Abbott has agreed to acquire up o
$6 9 bilkon of assets, compnsed of $4 1 bilion for the businesses, up
to $500 millon m milestone payments, a $900 milion loan to Boston
Scientfic, and $1 4 billian of Boston Scientific common stock

In connection with the spm-off of Hosprra, Abbott has retained labiites
for taxas on INcome pnor to the spin-off and certan potantial labiites,
f any, related to alleged improper pricing practices in connection with
federal, state and private reimbursement for certan drugs

Recently Issued Accounting Standards

In 2006, Abbott must adopt Statement of Financial Accounting
Standards (SFAS) No 123 (rewised 2004), “Share-Based Payment,”
which requires that the farr value of stock aptions granted 10 employ-
ges be recorded in the results of operations Abbott will use the
modified prospective method of adoption Under this method, pnor
years' financial results will not include the iImpact of recording stock
options using far value Footnote 10 quantifies the effect of apphcabon
of far value to 2005 and prior awards Based upon the valuation of
stock options granted in the 2006 annual grant, which compnse the
majonty of the grant activity for the year, Abbott estimates the impact
of the 2006 change In stock compensation expense on diluted eam-
Ings per share of approxirnately $0 15, which includes $0 14 per
diluted share for the impact of expensing the farr value of stock
options The 2006 expense for stock compensation 1S dependerit on
the number of options granted in the future, the terms of those awards
and therr far value, and therefore, the effect on diluted samings per
share could change

In May 2005, the Financial Accounting Standards Board {FASB) 1ssued
SFAS No 154, "Accounting Changes and Error Comrections ™ This
statement generally requires retrospective application to pror penods’
financial statements of voluntary changes in aceounting pnnciples
Under the pror rules, changes in accounting prnciples were generalty
recognized by including in net income of the penod of the change
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the cumulatve effect of changing to the new accounting prncple

Trus statement does not change the previous requirements for
reporting the correction of an &mor in previausly ssued financal state-
ments, change n accountng estimate or justfication of a change n
accounting principle on the basis of preferabiity This statement I1s
effective for accounting changes made i fiscal years beginning after
Decsmber 15, 2005 Adoption of the prowisions of the staterment 1s not
expected to have a matenal effect on the results of operations of finan-
cial position of Abbott -

in Novernber 2004, the FASE 1ssued SFAS No 151, “Inventary Costs ™
Tris statement clartiies the accounting for the abnormal amount of die
facites expense, freight, handing costs and wasted matenal This
statement requires that those tems be recognized as current-penod
expanse In additon the statemnent requires that allocation of fixed over-
head 1o the cost of conversion be based on the normal capacity of the
production faciimes This statement is effective for inventory costs
imcurred after December 31, 2005 Adoption of this statement will not
have a matenal effect on the financial statements of Abbott

Legislative 1ssues

Abbott's pnmary markets are highly compeltitive and subject to sub-
stantial govarnment reguiation Abbott expects debate to Continue m
the US at both the federal and the state levels over the availabiltty,
method ot delivery, and payment for health care products and ser-
wices Abbott belisves that f further legisiation 15 enacted, it could have
the effect of reducing access to health care products and senices, or
reducing pnces or the rate of price InGreases for health care products
and serwces International operations are also subject to a sigruficant
degree of government regulation It 1s not possible to predict the
extent to which Abbott or the health care industry in general might be
adversely affected by these factors n the future A more complete dis-
cussion of these factors 18 contained n tem 1, Business, and ftem 1A,
Risk Factors on Form 10-K.

Prvate Securiies Lingaton Reform Act of 1995 —
A Caution Concerning Forward-Looking Staterments

Under the safe harbor provisions of the Private Securties Litigation
Reform Act of 1995, Abbott cautions investors that any torward-lock-
Ing slatements or projectons made by Abbott, ncluding thosa made
in this document, are subect 10 nsks and uncertaintes that may cause
actual results to ditfer matenally from those propected Economic, com-
petitive, governmental, technological and other factors that may affect
Abbott's operations are discussed in Extibt 89 1 to the Annual Report
on Form 10-K.
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Summary of Selected Financial Data
(ciomiars i milhons excep! per share oata)
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Yaar ended Dacember 31 2005 2004 2003 2002 2001 2000
Summary of Operations

Net Sales $ 22,3378 19,6800 17,2803 15,2795 13,9185 11,5206

Cost of products sold § 10,6411 8,884 2 77742 6,8205 6,107 1 4,762 1

Research and development (&) $ 1,8212 1,696 8 16238 1,474 5 1,491 8 1,2456

Salling, general and adminstratve $ 54961 49218 4,808 1 37249 34910 2,669 6

OCperating eamings $ 43623 3,8983 29740 3,151 9 1,498 2 29818

Interast expense $ 241 4 2002 1883 23849 3073 1139

Interest ncome % 87 7} B1 1) 419 33 5) {71 4) 20 1)
Other (income), net $ (4113 1376 4) (553 5) (374 4) (231 3) 436 9)
Earnings from continuing

operations before taxes $ 46199 41256 3,387 2 33210 1,493 6 33950

Taxes on earnngs from

contnuing operations $ 12479 040 8 882 4 7740 215689 906 1

Earnings from continuing operatons $ 33721 3,i758 2,504 7 2,547 0 1,277 7 2,488 9
Basic earnings per share

from continuing operations $ 217 203 160 163 082 161

Dilsted earnings per share .

from continuing operations % 2186 202 159 162 082 159
Financial Postion

Working caprtal $ 39705 3,9088 26509 21196 492 4 30787
Long-temm investments $ 1340 145 8 406 4 2508 647 2 6380
Net property and equipment $ 60031 6,007 9 6,281 8 5,828 1 55515 481649
Total assets $ 29,1412 28,767 5 26,039 3 23,5927 22,7555 147967
Long-temn debt $ 457115 ~ 47879 34523 42740 43355 1076 4
Shareholders’ investment $ 14,4153 14,325 8 13,072 3 10,664 6 9,059 4 85709
Return on shareholders’ nvestment

from contimang operations % 235 238 226 280 159 344
Book value per share $ 937 918 836 8 82 583 554
Other Statistics

Gross profit marg:n % 524 54 9 550 854 561 587
Research and development to net sales % 82 886 g4 97 107 108
Net cash from operating actmvities

of continuing operations $& 50474 43060 33852 36535 30837 2,7800
Capital expenditures § 12075 12818 1,050 1 11054 9636 8368
Cash dwvdands declared per common share  § 110 104 co8 094 084 076
Common shares outstanding (n thousands) 1,539,235 1,560,024 1,564,518 1,563,068 1,554,530 1,545,834
Number of common shareholders 82,237 88,582 91,212 94 687 97,760 101,272
Number of employees 58,735 60,617 58,181 57,819 56,426 45,571
Sales per employee (in dollars) § 373,048 324,682 297,010 264,265 246,668 252,806
Market price per share - high $ 5000 47 63 47 15 58 00 57 17 56 25
Market price per share — low $ 3750 3826 3375 29 80 4200 28375
Market price per share — close $ 3943 46 65 46 60 4000 58 75 48 438

{a) In 2005, 2004 2003, 2002 and 2001 Abbot: 8lso recordad pretax charges of $17, 8278, s;w.mmwm.muamwn-mmmmmmm

o business scquisitons

75



Abbott 2005 Annual Report
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of the Board,
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London, United Kingdom
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President and

Chief Operating Officer,
Medical Products Group,
Abbott

Jack M Greenberg
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Cheef Executive Officer,
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Oak Brook, M
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Chicago, it
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Chicago, Iif
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Chief Executive Officer,
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Chicago, Il

Mies D White
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and Chief Executive Officer,
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President and
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Gary E McCuflough®
Senvor Vice Presicent,
Ross Products
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Vice President, Medical

Products Group Health Systems
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Commercial Operations,
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Thomas J Dee
Vice President, Internal Audit

Robert E Funck
Vice President and Treasurer
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Vice President and President,
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