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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, D.C. 20549

FORM 10-Q

x  QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934
For the quarterly period ended March 31, 2014

TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934
For the transition period from to

Commission file number 1-4448

BAXTER INTERNATIONAL INC.

(Exact name of registrant as specified in its charter)
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Delaware 36-0781620
(State or other jurisdiction of (I.R.S. Employer
incorporation or organization) Identification No.)
One Baxter Parkway, Deerfield, Illinois 60015
(Address of principal executive offices) (Zip Code)

224-948-2000
(Registrant s telephone number,
including area code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yes x No ~

Indicate by check mark whether the registrant has submitted electronically and posted on its corporate Web site, if
any, every Interactive Data File required to be submitted and posted pursuant to Rule 405 of Regulation S-T during
the preceding 12 months (or for such shorter period that the registrant was required to submit and post such

files). Yes x No ~

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer,
or a smaller reporting company. See the definitions of large accelerated filer, accelerated filer and smaller reporting
company in Rule 12b-2 of the Exchange Act.

Large accelerated filer x Accelerated filer

Non-accelerated filer ~ (Do not check if a smaller reporting company) Smaller reporting company
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange
Act). Yes © No x

The number of shares of the registrant s Common Stock, par value $1.00 per share, outstanding as of April 25, 2014
was 542,599,898 shares.
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PART I. FINANCIAL INFORMATION

Item 1.  Financial Statements
Baxter International Inc.

Condensed Consolidated Statements of Income (unaudited)

(in millions, except per share data)

Three months ended

March 31,

2014 2013
Net sales $ 3,951 $ 3,448
Cost of sales 1,990 1,692
Gross margin 1,961 1,756
Marketing and administrative expenses 920 795
Research and development expenses 313 246
Net interest expense 43 25
Other income, net (24) (3
Income before income taxes 709 693
Income tax expense 153 141
Net income $ 556 $ 552
Net income per common share
Basic $ 1.02 $ 1.01
Diluted $ 1.01 $ 1.00
Weighted-average number of common shares outstanding
Basic 542 545
Diluted 548 551
Cash dividends declared per common share $ 0490 $ 0.450

The accompanying notes are an integral part of these condensed consolidated financial statements.
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Baxter International Inc.
Condensed Consolidated Statements of Comprehensive Income (unaudited)

(in millions)

Three months ended
March 31,

Net income

Other comprehensive income (loss), net of tax:

Currency translation adjustments, net of tax expense of $4 and $7 for the three months ended
March 31, 2014 and 2013, respectively

Pension and other employee benefits, net of tax expense of $9 and $24 for the three months
ended March 31, 2014 and 2013, respectively

Hedging activities, net of tax (benefit) expense of $(6) and $19 for the three months ended
March 31, 2014 and 2013, respectively

Other, net of tax expense (benefit) of $3 and $(2) for the three months ended March 31, 2014
and 2013, respectively

Total other comprehensive income, net of tax

Comprehensive income

The accompanying notes are an integral part of these condensed consolidated financial statements.
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Baxter International Inc.
Condensed Consolidated Balance Sheets (unaudited)

(in millions, except shares)

Current assets Cash and equivalents
Accounts and other current receivables, net
Inventories
Prepaid expenses and other
Total current assets

Property, plant and equipment, net

Other assets Goodwill
Other intangible assets, net
Other
Total other assets

Total assets

Current liabilities Short-term debt
Current maturities of long-term debt and lease obligations
Accounts payable and accrued liabilities
Total current liabilities

Long-term debt and lease obligations

Other long-term liabilities

Commitments and contingencies

Equity Common stock, $1 par value, authorized 2,000,000,000
shares, issued 683,494,944 shares in 2014 and 2013
Common stock in treasury, at cost, 141,057,421 shares in
2014 and 140,456,989 shares in 2013
Additional contributed capital
Retained earnings
Accumulated other comprehensive loss
Total Baxter shareholders equity
Noncontrolling interests
Total equity

Total liabilities and equity

March 31,
2014

$ 2,049
2,708
3,748
883
9,388
7,962
4,227
2,268
1,416
7911
$25,261

$ 49
1,128
4,468
5,645
7,517
3,406

683

(7,973)
5,765
12,142

(1,946)
8,671
22
8,693
$25,261

The accompanying notes are an integral part of these condensed consolidated financial statements.
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December 31,
2013

$ 2,733
2,911
3,499
861
10,004
7,832
4,205
2,294
1,534
8,033
$25,869

$ 181
859
4,866
5,906
8,126
3,351

683
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11,852
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Baxter International Inc.
Condensed Consolidated Statements of Cash Flows (unaudited)

(in millions)

Net income

Adjustments

Depreciation and amortization

Deferred income taxes

Stock compensation

Realized excess tax benefits from stock issued under employee
benefit plans

Business optimization charges

Net periodic pension benefit and OPEB costs

Other

Changes in balance sheet items

Accounts and other current receivables, net
Inventories

Accounts payable and accrued liabilities

Business optimization and infusion pump payments
Other

Cash flows from operations

Capital expenditures
Acquisitions and investments, net of cash acquired
Divestitures and other investing activities

Cash flows from investing activities

Issuances of debt

Payments of obligations

Increase in debt with original maturities of three months or less, net
Cash dividends on common stock

Proceeds and realized excess tax benefits from stock issued under
employee benefit plans

Purchases of treasury stock

Other

Three months ended
March 31,
2014 2013

$ 556 $ 552

236 183
(17) 38
31 32
(12) (12)
28

71 94
(15) 10
233 85

(233) (181)
(236) (299)

(45) (26)
(%) (90)
559 386

(421) (292)
(59 (67)
96 10

(384) (349)

32 8
(510) (301)
300

(266) (246)

138 196
(250) (534)
4 (23)



Edgar Filing: BAXTER INTERNATIONAL INC - Form 10-Q

Cash flows from financing activities (852) (600)
Effect of foreign exchange rate changes on cash and equivalents @) (18)
Decrease in cash and equivalents (684) (581)
Cash and equivalents at beginning of period 2,733 3,270
Cash and equivalents at end of period $ 2049 $ 2,689

The accompanying notes are an integral part of these condensed consolidated financial statements.
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Baxter International Inc.
Notes to Condensed Consolidated Financial Statements (unaudited)
1. BASIS OF PRESENTATION

The unaudited interim condensed consolidated financial statements of Baxter International Inc. and its subsidiaries
(the company or Baxter) have been prepared pursuant to the rules and regulations of the Securities and Exchange
Commission (SEC). Accordingly, certain information and footnote disclosures normally included in financial
statements prepared in accordance with generally accepted accounting principles (GAAP) in the United States have
been condensed or omitted. These unaudited interim condensed consolidated financial statements should be read in
conjunction with the consolidated financial statements and notes included in the company s Annual Report on Form
10-K for the year ended December 31, 2013 (2013 Annual Report).

In the opinion of management, the unaudited interim condensed consolidated financial statements reflect all
adjustments necessary for a fair statement of the interim periods. All such adjustments, unless otherwise noted herein,
are of a normal, recurring nature. The results of operations for the interim period are not necessarily indicative of the
results of operations to be expected for the full year.

Certain reclassifications have been made to conform the prior period condensed consolidated financial statements to
the current period presentation.

Planned spin-off of biopharmaceuticals business

On March 27, 2014, Baxter announced plans to create two separate, independent global healthcare companies one
focused on developing and marketing innovative biopharmaceuticals and the other on life-saving medical products.
The transaction is intended to take the form of a tax-free distribution to Baxter shareholders of publicly traded stock in
the new biopharmaceuticals company. The transaction is expected to be completed by mid-year 2015, subject to
market, regulatory and certain other conditions, including final approval by the Baxter Board of Directors, receipt of a
favorable opinion and/or rulings with respect to the tax-free nature of the transaction, and the effectiveness of a Form
10 registration statement that will be filed with the SEC. Subsequent to the separation, the historical results of the
biopharmaceuticals business will be presented as discontinued operations.

2. SUPPLEMENTAL FINANCIAL INFORMATION

Net interest expense

Three months ended

March 31,
(in millions) 2014 2013
Interest expense, net of capitalized interest $48 $31
Interest income (5) (6)
Net interest expense $43 $25

Inventories
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March 31, December 31,
(in millions)

2014 2013
Raw materials $ 873 $ 920
Work in process 1,130 1,136
Finished goods 1,745 1,443
Inventories $3,748 $3,499
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Property, plant and equipment, net

March 31, December 31,

(in millions) 2014 2013
Property, plant and equipment, at cost $14,077 $13,795
Accumulated depreciation (6,115) (5,963)
Property, plant and equipment (PP&E), net $ 7,962 $ 7,832

3. EARNINGS PER SHARE

The numerator for both basic and diluted earnings per share (EPS) is net income. The denominator for basic EPS is
the weighted-average number of common shares outstanding during the period. The dilutive effect of outstanding
stock options, restricted stock units (RSUs) and performance share units (PSUs) is reflected in the denominator for

diluted EPS using the treasury stock method.

The following is a reconciliation of basic shares to diluted shares.

Three months ended

March 31,
(in millions) 2014 2013
Basic shares 542 545
Effect of dilutive securities 6 6
Diluted shares 548 551

The effect of dilutive securities included unexercised stock options, unvested RSUs and contingently issuable shares
related to granted PSUs. The computation of diluted EPS excluded 8 million and 6 million equity awards for the first
quarters of 2014 and 2013, respectively, because their inclusion would have had an anti-dilutive effect on diluted EPS.
Refer to Note 8 for additional information regarding items impacting basic shares.

4. ACQUISITIONS AND COLLABORATIONS
Gambro AB Acquisition

On September 6, 2013, Baxter acquired 100 percent of the voting equity interests in Indap Holding AB, the holding
company for Gambro AB (Gambro), a privately held dialysis product company based in Lund, Sweden.

In the first quarter of 2014, the company adjusted its preliminary estimates of the fair value of assets acquired and
liabilities assumed as of the acquisition date to reflect updated valuations. The measurement period adjustments
included a $16 million reduction to property, plant and equipment and $4 million of working capital adjustments. The
adjustments resulted in a corresponding increase in goodwill of $16 million and $4 million decrease to the fair value

of consideration transferred. The measurement period adjustments did not have a material impact on Baxter s results of
operations in the first quarter of 2014.
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The following table summarizes the fair value of the consideration transferred and the amounts recognized for assets

acquired and liabilities assumed as of the acquisition date. Additional measurement period adjustments may occur as
the company finalizes its valuation of the acquisition date assets acquired and liabilities assumed.

(in millions)
Consideration transferred
Cash $3,700

Fair value of consideration transferred $3,700

Assets acquired and liabilities assumed

Cash $ 88
Accounts receivable 490
Inventories 368
Prepaid expenses and other 54
Property, plant, and equipment 710
Other intangible assets 1,290
Other assets 11
Current-maturities of long-term debt and lease obligations 2)
Accounts payable and accrued liabilities (342)
Long-term debt and lease obligations (261)
Other long-term liabilities (including pension obligations of $209) (342)
Total identifiable net assets 2,064
Goodwill 1,636
Total assets acquired and liabilities assumed $3,700

The company incurred charges of $34 million in the first quarter of 2014 related to the integration of Gambro,
including a $17 million loss on the divestiture of Baxter s legacy Continuous Renal Replacement Therapy (CRRT)
business. These charges were recorded in marketing and administrative expenses and other income, net. Additionally,
the company incurred charges of $17 million in the first quarter of 2013 related to pre-acquisition costs associated
with the planned acquisition of Gambro, which the company recorded in marketing and administrative expenses.

Coherus Biosciences, Inc.

In August 2013, Baxter and Coherus Biosciences, Inc. (Coherus) entered into an exclusive collaboration to develop
and commercialize a biosimilar to etanercept for Europe, Canada, Brazil and certain other markets. Baxter also has
specified rights to include additional products in the collaboration. During the first quarter of 2014, the company
recognized a research and development (R&D) charge of $25 million related to a milestone payment pursuant to the
company s collaboration with Coherus. As of March 31, 2014, Baxter may make additional payments of up to $129
million relating to the achievement of development and regulatory milestones, in addition to royalties based on net
sales.

Chatham Therapeutics, LLC

Table of Contents 13
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In April 2014, Baxter entered into an agreement to acquire all of the outstanding membership interests in Chatham
Therapeutics, LLC (Chatham). Baxter acquired Chatham s gene therapy programs related to the development and
commercialization of treatments for hemophilia. Baxter made an initial payment of $70 million and may make
additional payments of up to $560 million related to the achievement of development, regulatory and commercial
milestones, in addition to future sales milestones.

S. GOODWILL AND OTHER INTANGIBLE ASSETS, NET

Impairment tests for goodwill and intangible assets not subject to amortization are performed annually in the fourth

quarter, or sooner if indicators of impairment exist. Intangible assets subject to amortization are tested for impairment

when indicators of impairment exist.

Table of Contents
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Goodwill

The following is a reconciliation of goodwill by business segment.

(in millions) BioScience Medical Products Total
Balance as of December 31, 2013 $991 $3,214 $4,205
Additions 4 4
Currency translation and other adjustments 1 17 18
Balance as of March 31, 2014 $992 $3,235 $4,227

The increase in goodwill was primarily driven by measurement period adjustments related to the Gambro acquisition.
As of March 31, 2014, there were no accumulated goodwill impairment losses.

Other intangible assets, net

Intangible assets with finite useful lives are amortized on a straight-line basis over their estimated useful lives.
Intangible assets not subject to amortization include a trademark with an indefinite life and acquired IPR&D

associated with products that have not yet received regulatory approval.

The following is a summary of the company s other intangible assets.

Developed technology, Other amortized Indefinite-lived

including
(in millions) patents intangible assets intangible assets Total
March 31. 2014
Gross other intangible assets $2,159 $467 $470 $3,096
Accumulated amortization (701) (127) (828)
Other intangible assets, net $1,458 $340 $470 $2,268
December 31. 2013
Gross other intangible assets $2,144 $494 $465 $3,103
Accumulated amortization (665) (144) (809)
Other intangible assets, net $1,479 $350 $465 $2,294

Intangible asset amortization expense was $43 million and $25 million in the first quarters of 2014 and 2013,
respectively. The anticipated annual amortization expense for intangible assets recorded as of March 31, 2014 is $182
million in 2014, $183 million in 2015, $180 million in 2016, $162 million in 2017, $156 million in 2018 and $143
million in 2019.

6. INFUSION PUMP AND BUSINESS OPTIMIZATION CHARGES
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Infusion pump charges

From 2005 through 2013, the company recorded total charges and adjustments of $888 million related to
COLLEAGUE and SYNDEO infusion pumps, including $725 million of cash costs and $163 million principally
related to asset impairments. The company had $83 million of the cash reserves remaining as of December 31, 2013.
The following table summarizes cash activity in the company s COLLEAGUE and SYNDEO infusion pump reserves
through March 31, 2014.

(in millions)

Reserves as of December 31, 2013 $83
Utilization 5
Reserves as of March 31, 2014 $78

The reserve for remediation activities in the United States has been substantially utilized, with remaining reserves
primarily related to remediation activities outside of the United States continuing to be utilized through 2015. The
company believes that the remaining infusion pump reserves are adequate. However, additional adjustments may be
recorded in the future as the programs are completed.

Table of Contents 16
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It is possible that substantial additional cash and non-cash charges may be required in future periods based on new
information, changes in estimates, and actions the company may be required to undertake in markets outside the
United States.

Business optimization charges

From 2009 through 2013 the company recorded total charges of $992 million primarily related to costs associated
with optimizing the company s overall cost structure on a global basis, as the company streamlined its international
operations, rationalized its manufacturing facilities, enhanced its general and administrative infrastructure and
re-aligned certain R&D activities. The total charges included cash costs of $689 million, principally pertaining to
severance and other employee-related costs, and $303 million related to asset impairments. The company had $288
million of cash reserves remaining as of December 31, 2013. Refer to the 2013 Annual Report for further information
about these charges.

In the first quarter of 2014, the company undertook business optimization initiatives resulting in charges totaling $28
million primarily related to severance and employee-related costs, and inclusive of Gambro post-acquisition

restructuring activities.

The following table summarizes cash activity in the reserves related to the company s business optimization initiatives.

(in millions)

Reserves as of December 31, 2013 $288
Charges 28
Utilization (40)
CTA 1
Reserves as of March 31, 2014 $277

The reserves are expected to be substantially utilized by the end of 2015. The company believes that these reserves are
adequate. However, adjustments may be recorded in the future as the programs are completed.

7. DEBT, FINANCIAL INSTRUMENTS AND FAIR VALUE MEASUREMENTS

Securitization arrangement

The following is a summary of the activity relating to the company s securitization arrangement in Japan.

Three months ended

March 31,
(in millions) 2014 2013
Sold receivables at beginning of period $114 $157
Proceeds from sales of receivables 123 124
Cash collections (remitted to the owners of the receivables) (129) (141)
Effect of currency exchange rate changes 1 (20)
Sold receivables at end of period $109 $120
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The net losses relating to the sales of receivables were immaterial for each period. Refer to the 2013 Annual Report
for further information regarding the company s securitization agreements.

Credit facilities and commercial paper

As of March 31, 2014, there were no outstanding borrowings under the company s primary and Euro-denominated
revolving credit facilities. As of December 31, 2013, there were no outstanding borrowings under the company s
primary revolving credit facility and approximately $124 million outstanding under the Euro-denominated revolving

credit facility. Refer to the 2013 Annual Report for further discussion of the company s credit facilities.

During the first quarter of 2014, the company issued and redeemed commercial paper, and there was no balance
outstanding as of both March 31, 2014 and December 31, 2013.

10
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Concentrations of credit risk

The company invests excess cash in certificates of deposit or money market funds and diversifies the concentration of
cash among different financial institutions. With respect to financial instruments, where appropriate, the company has
diversified its selection of counterparties, and has arranged collateralization and master-netting agreements to
minimize the risk of loss.

The company continues to do business with foreign governments in certain countries, including Greece, Spain,
Portugal and Italy, that have experienced a deterioration in credit and economic conditions. As of March 31, 2014, the
company s net accounts receivable from the public sector in Greece, Spain, Portugal and Italy totaled $418 million (of
which $37 million related to Greece).

Global economic conditions and liquidity issues in certain countries have resulted, and may continue to result, in
delays in the collection of receivables and credit losses. Governmental actions and customer-specific factors may also
require the company to re-evaluate the collectibility of its receivables and the company could potentially incur
additional credit losses. These conditions may also impact the stability of the Euro.

Derivatives and hedging activities

The company operates on a global basis and is exposed to the risk that its earnings, cash flows and equity could be
adversely impacted by fluctuations in foreign exchange and interest rates. The company s hedging policy attempts to
manage these risks to an acceptable level based on the company s judgment of the appropriate trade-off between risk,
opportunity and costs.

The company is primarily exposed to foreign exchange risk with respect to recognized assets and liabilities, forecasted
transactions and net assets denominated in the Euro, Japanese Yen, British Pound, Australian Dollar, Canadian Dollar,
Brazilian Real, Colombian Peso, and Swedish Krona. The company manages its foreign currency exposures on a
consolidated basis, which allows the company to net exposures and take advantage of any natural offsets. In addition,
the company uses derivative and nonderivative instruments to further reduce the net exposure to foreign exchange.
Gains and losses on the hedging instruments offset losses and gains on the hedged transactions and reduce the
earnings and equity volatility resulting from foreign exchange. Financial market and currency volatility may limit the
company s ability to cost-effectively hedge these exposures.

The company is also exposed to the risk that its earnings and cash flows could be adversely impacted by fluctuations
in interest rates. The company s policy is to manage interest costs using a mix of fixed- and floating-rate debt that the
company believes is appropriate. To manage this mix in a cost-efficient manner, the company periodically enters into
interest rate swaps in which the company agrees to exchange, at specified intervals, the difference between fixed and
floating interest amounts calculated by reference to an agreed-upon notional amount.

The company does not hold any instruments for trading purposes and none of the company s outstanding derivative
instruments contain credit-risk-related contingent features.

All derivative instruments are recognized as either assets or liabilities at fair value in the condensed consolidated

balance sheets and are classified as short-term or long-term based on the scheduled maturity of the instrument. Based
upon the exposure being hedged, the company designates its hedging instruments as cash flow or fair value hedges.

Cash Flow Hedges
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The company may use options, including collars and purchased options, forwards and cross-currency swaps to hedge
the foreign exchange risk to earnings relating to forecasted transactions and recognized assets and liabilities. The
company periodically uses forward-starting interest rate swaps and treasury rate locks to hedge the risk to earnings
associated with movements in interest rates relating to anticipated issuances of debt. Certain other firm commitments
and forecasted transactions are also periodically hedged.

For each derivative instrument that is designated and effective as a cash flow hedge, the gain or loss on the derivative
is accumulated in accumulated other comprehensive income (AOCI) and then recognized in earnings consistent with
the underlying hedged item. Option premiums or net premiums paid are initially recorded as assets and reclassified to
other comprehensive income (OCI) over the life of the option, and then recognized in earnings consistent with the
underlying hedged item. Cash flow hedges are classified in net sales, cost of sales, and net interest expense, and
primarily relate to forecasted third-party sales denominated in foreign currencies, forecasted intercompany sales
denominated in foreign currencies, and anticipated issuances of debt, respectively.

11
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The notional amounts of foreign exchange contracts were $2.0 billion and $2.1 billion as of March 31, 2014 and
December 31, 2013, respectively. There were no interest rate contracts designated as cash flow hedges outstanding as
of March 31, 2014 and December 31, 2013. The maximum term over which the company has cash flow hedge
contracts in place related to forecasted transactions as of March 31, 2014 is 21 months.

Fair Value Hedges

The company uses interest rate swaps to convert a portion of its fixed-rate debt into variable-rate debt. These
instruments hedge the company s earnings from changes in the fair value of debt due to fluctuations in the designated
benchmark interest rate. For each derivative instrument that is designated and effective as a fair value hedge, the gain
or loss on the derivative is recognized immediately to earnings, and offsets the loss or gain on the underlying hedged
item. Fair value hedges are classified in net interest expense, as they hedge the interest rate risk associated with certain
of the company s fixed-rate debt.

The total notional amount of interest rate contracts designated as fair value hedges was $1.2 billion as of both
March 31, 2014 and December 31, 2013.

Dedesignations

If it is determined that a derivative or nonderivative hedging instrument is no longer highly effective as a hedge, the
company discontinues hedge accounting prospectively. If the company removes the cash flow hedge designation
because the hedged forecasted transactions are no longer probable of occurring, any gains or losses are immediately
reclassified from AOCI to earnings. Gains or losses relating to terminations of effective cash flow hedges in which the
forecasted transactions are still probable of occurring are deferred and recognized consistent with the loss or income
recognition of the underlying hedged items.

In the first three months of 2013, in conjunction with an anticipated debt issuance, $250 million of interest rate
contracts that had been designated as cash flow hedges matured, resulting in a net loss of $17 million which is
amortized to net interest expense against the related accrued interest payments that are probable of occurring.

There were no hedge dedesignations in the first three months of 2014 or 2013 resulting from changes in the company s
assessment of the probability that the hedged forecasted transactions would occur.

If the company terminates a fair value hedge, an amount equal to the cumulative fair value adjustment to the hedged
items at the date of termination is amortized to earnings over the remaining term of the hedged item. There were no
fair value hedges terminated during the first three months of 2014 and 2013.

Undesignated Derivative Instruments

The company uses forward contracts to hedge earnings from the effects of foreign exchange relating to certain of the
company s intercompany and third-party receivables and payables denominated in a foreign currency. These derivative
instruments are generally not formally designated as hedges, and the change in fair value, which substantially offsets
the change in book value of the hedged items, is recorded directly to other income, net. The terms of these instruments
generally do not exceed one month.

The total notional amount of undesignated derivative instruments was $372 million as of March 31, 2014 and $381

million as of December 31, 2013. In the fourth quarter of 2012 and the first quarter of 2013, the company entered into
option contracts with a total notional amount of $3.7 billion to hedge anticipated foreign currency cash outflows
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associated with the acquisition of Gambro. The company recorded unrealized losses of $17 million in the first quarter
of 2013 associated with the Gambro-related option contracts which mostly offset unrealized gains on other
undesignated derivative instruments. These contracts matured in June 2013.
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Gains and Losses on Derivative Instruments

The following table summarizes the income statement locations and gains and losses on the company s derivative
instruments for the three months ended March 31, 2014 and 2013.

Location of gain (los§ain (loss) reclassified from AOCI

Gain (loss) recognized in OCI into income
(in millions) 2014 2013 in income statement 2014 2013
Cash flow hedges
Interest rate contracts $ $5 Net interest expense $(1) $
Foreign exchange contracts @)) (D) Net sales
Foreign exchange contracts 11 53 Cost of sales 5 2
Total $(12) $57 $4 $2

Gain (loss) recognized in income

(in millions) Location of gain (loss) in income statement 2014 2013
Fair value hedges
Interest rate contracts Net interest expense $14 $(5)
Undesignated derivative instruments
Foreign exchange contracts Other income, net $12 $(1)

For the company s fair value hedges, equal and offsetting losses of $14 million and gains of $5 million were
recognized in net interest expense in the first quarters of 2014 and 2013, respectively, as adjustments to the underlying
hedged item, fixed-rate debt. Ineffectiveness related to the company s cash flow and fair value hedges for the first
quarter of 2014 was not material.

As of March 31, 2014, $5 million of deferred, net after-tax losses on derivative instruments included in AOCI are
expected to be recognized in earnings during the next 12 months, coinciding with when the hedged items are expected
to impact earnings.

Fair Values of Derivative Instruments

The following table summarizes the classification and fair values of derivative instruments reported in the condensed
consolidated balance sheet as of March 31, 2014.

Derivatives in asset positions Derivatives in liability positions
(in millions) Balance sheet location Fair value Balance sheet location Fair value
Derivative instruments
designated as hedges
Interest rate contracts Other long-term assets $37 Other long-term liabilities $1
Foreign exchange contracts Prepaid expenses and other 22 Accounts payable 7
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Foreign exchange contracts

Total derivative instruments
designated as hedges

Undesignated derivative
instruments
Foreign exchange contracts

Total derivative instruments
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Other long-term assets

Prepaid expenses and other

13

1

$60

$60

and accrued liabilities
Other long-term liabilities

Accounts payable

and accrued liabilities

$11

$1

$12
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The following table summarizes the classification and fair values of derivative instruments reported in the condensed
consolidated balance sheet as of December 31, 2013.

Derivatives in asset positions Derivatives in liability positions

(in millions) Balance sheet location Fair value Balance sheet location Fair value
Derivative instruments
designated as hedges
Interest rate contracts Other long-term assets $35 Other long-term liabilities $14
Foreign exchange contracts Accounts payable

Prepaid expenses and other 37 and accrued liabilities 7
Total derivative instruments
designated as hedges $72 $21
Undesignated derivative
instruments
Foreign exchange contracts Accounts payable

Prepaid expenses and other $ and accrued liabilities $1
Total derivative instruments $72 $22

While the company s derivatives are all subject to master netting arrangements, the company presents its assets and
liabilities related to derivative instruments on a gross basis within the condensed consolidated balance sheets.
Additionally, the company is not required to post collateral for any of its outstanding derivatives.

The following table provides information on the company s derivative positions as if they were presented on a net
basis, allowing for the right of offset by counterparty.

March 31, 2014 December 31, 2013

(in millions) Asset  Liability Asset  Liability

Gross amounts recognized in the consolidated balance sheet $ 60 $12 $72 $22

Gross amount subject to offset in master netting arrangements not offset in

the consolidated balance sheet (11 (11) a7 17
Total $ 49 $ 1 $55 $ 5

Fair value measurements

The following tables summarize the bases used to measure financial assets and liabilities that are carried at fair value
on a recurring basis in the condensed consolidated balance sheets.
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Basis of fair value measurement
Quoted prices in

active markets for Significant
identical unobservable
assets  Significant other
Balance as of observable inputs inputs
(Level
(in millions) March 31, 2014 1) (Level 2) (Level 3)
Assets
Foreign currency hedges $ 23 $ $23 $
Interest rate hedges 37 37
Available-for-sale securities
Equity securities 128 128
Foreign government debt securities 18 18
Total assets $206 $128 $78 $
Liabilities
Foreign currency hedges $ 11 $ $11 $
Interest rate hedges 1 1
Contingent payments related to acquisitions and
investments 341 341
Total liabilities $353 $ $12 $341

14
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Basis of fair value measurement
Quoted prices in

active markets for Significant
identical unobservable
assets  Significant other
Balance as of observable inputs inputs
(Level
(in millions) December 31, 2013 1) (Level 2) (Level 3)
Assets
Foreign currency hedges $ 37 $ $37 $
Interest rate hedges 35 35
Available-for-sale securities
Equity securities 102 102
Foreign government debt securities 18 18
Total assets $192 $102 $90 $
Liabilities
Foreign currency hedges $ 8 $ $ 8 $
Interest rate hedges 14 14
Contingent payments related to acquisitions
and investments 340 340
Total liabilities $362 $ $22 $340

As of March 31, 2014, cash and equivalents of $2.0 billion included money market funds of approximately $124
million, which would be considered Level 2 in the fair value hierarchy.

For assets that are measured using quoted prices in active markets, the fair value is the published market price per unit
multiplied by the number of units held, without consideration of transaction costs. The majority of the derivatives
entered into by the company are valued using internal valuation techniques as no quoted market prices exist for such
instruments. The principal techniques used to value these instruments are discounted cash flow and Black-Scholes
models. The key inputs are considered observable and vary depending on the type of derivative, and include
contractual terms, interest rate yield curves, foreign exchange rates and volatility. The fair values of foreign
government debt securities are obtained from pricing services or broker/dealers who use proprietary pricing
applications, which include observable market information for like or same securities.

Contingent payments related to acquisitions consist of development and commercial milestone payments, in addition
to sales-based payments, and are valued using discounted cash flow techniques. The fair value of development and
commercial milestone payments reflects management s expectations of probability of payment, and increases as the
probability of payment increases or expectation of timing of payments is accelerated. As of March 31, 2014,
management s expected weighted-average probability of payment for development and commercial milestone
payments was approximately 64%. The fair value of sales-based payments is based upon probability-weighted future
revenue estimates, and increases as revenue estimates increase, probability weighting of higher revenue scenarios
increase or expectation of timing of payment is accelerated.

At March 31, 2014, the company held available-for-sale equity securities that had an amortized cost basis and fair
value of $123 million and $128 million, respectively. The company had net unrealized gains of $5 million, comprised
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of unrealized losses of $46 million, which the company believes to be temporary in nature, and unrealized gains of
$51 million. At December 31, 2013, the amortized cost basis and fair value of the available-for-sale equity securities
was $111 million and $102 million, respectively. The company had net unrealized losses of $9 million, comprised of
unrealized losses of $31 million, which the company believes to be temporary in nature, and unrealized gains of $22
million.

Unrealized losses on equity securities of $44 million and $30 million as of March 31, 2014 and December 31, 2013,
respectively, relate to Baxter s holdings in the common stock of Onconova Therapeutics, Inc. (Onconova). The
amortized cost basis was $60 million as of March 31, 2014 and December 31, 2013. Onconova common stock has
been in a loss position for less than 12 months and Baxter believes the losses are temporary in nature due to future
development opportunities for Onconova s most advanced product candidate, rigosertib, in addition to its other
candidates in clinical trials and pre-clinical stages.

As of March 31, 2014 and December 31, 2013, the cumulative unrealized gains for the company s available-for-sale
debt securities were less than $1 million.

Changes in the fair value of contingent payments related to acquisitions, which use significant unobservable inputs
(Level 3) in the fair value measurement, were immaterial during the period.

15

Table of Contents 28



Edgar Filing: BAXTER INTERNATIONAL INC - Form 10-Q

Table of Conten

Book Values and Fair Values of Financial Instruments

In addition to the financial instruments that the company is required to recognize at fair value in the condensed
consolidated balance sheets, the company has certain financial instruments that are recognized at historical cost or
some basis other than fair value. For these financial instruments, the following table provides the values recognized in
the condensed consolidated balance sheets and the approximate fair values as of March 31, 2014 and December 31,

2013.

(in millions) 2014 2013 2014
Assets

Long-term insurance receivables $ 2 2 $
Investments 57 53

Liabilities

Short-term debt 49 181

Current maturities of long-term debt and lease obligations 1,128 859 1,154
Long-term debt and lease obligations 7,517 8,126 7,741
Long-term litigation liabilities 55 72

Book values

Approximate fair values

2013

$ 2
53

181
862
8,298
70

The following tables summarize the bases used to measure the approximate fair value of the financial instruments as

of March 31, 2014 and December 31, 2013.

Basis of fair value measurement

Quoted prices in
active markets for

identical
assets  Significant other
Fair value as of observable inputs
(Level
(in millions) March 31, 2014 1) (Level 2)
Assets
Long-term insurance receivables $ 2 $ $
Investments 56 18
Total assets $ 58 $ $ 18
Liabilities
Short-term debt $ 49 $ $ 49
Current maturities of long-term debt and lease
obligations 1,154 1,154
Long-term debt and lease obligations 7,741 7,741
Long-term litigation liabilities 54
Total liabilities $8,998 $ $8,944
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Quoted prices in
active markets for

Fair value as of
(in millions) December 31, 2013
Assets
Long-term insurance receivables $ 2
Investments 53
Total assets $ 55
Liabilities
Short-term debt $ 181
Current maturities of long-term debt and lease
obligations 862
Long-term debt and lease obligations 8,298
Long-term litigation liabilities 70
Total liabilities $9.411

identical
assets

(Level
1)

$

$

Basis of fair value measurement

Significant other
observable inputs

(Level 2)

$
17

$ 17
$ 181
862

8,298

$9,341

Significant
unobservable

inputs

(Level 3)

70

$ 70

The estimated fair values of long-term insurance receivables and long-term litigation liabilities were computed by
discounting the expected cash flows based on currently available information, which in many cases does not include
final orders or settlement agreements. The discount factors used in the calculations reflect the non-performance risk of

the insurance providers and the company, respectively.

Investments in 2014 and 2013 included certain cost method investments and held-to-maturity debt securities.

The fair value of held-to-maturity debt securities is calculated using a discounted cash flow model that incorporates
observable inputs, including interest rate yields, which represents a Level 2 basis of fair value measurement.

16
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In determining the fair value of cost method investments, the company takes into consideration recent transactions, as
well as the financial information of the investee, which represents a Level 3 basis of fair value measurement.

The estimated fair values of current and long-term debt were computed by multiplying price by the notional amount of
the respective debt instrument. Price is calculated using the stated terms of the respective debt instrument and yield
curves commensurate with the company s credit risk. The carrying values of the other financial instruments
approximate their fair values due to the short-term maturities of most of these assets and liabilities.

In the first quarter of 2014, the company recognized a $44 million gain related to the sale of certain equity method
investments in other income, net.

8. SHAREHOLDERS EQUITY

Stock-based compensation
Stock compensation expense totaled $31 million and $32 million in the first quarter of 2014 and 2013, respectively.
Over 70% of stock compensation expense is classified in marketing and administrative expenses with the remainder

classified in cost of sales and R&D expenses.

In March 2014, the company awarded its annual stock compensation grants, which consisted of 6.5 million stock
options, 854,000 RSUs and 335,000 PSUs.

Stock Options
The fair value of stock options is determined using the Black-Scholes model. The company s expected volatility
assumption is based on a weighted-average of the historical volatility of Baxter s stock and the implied volatility from

traded options on Baxter s stock, with historical volatility more heavily weighted.

The weighted-average assumptions used in estimating the fair value of stock options granted during the period, along
with the weighted-average grant-date fair values, were as follows.

Three months ended

March 31,
2014 2013
Expected volatility 24% 25%
Expected life (in years) 5.5 5.5
Risk-free interest rate 1.7% 0.9%
Dividend yield 2.8% 2.6%
Fair value per stock option $12 $12

The total intrinsic value of stock options exercised was $45 million and $61 million during the first quarters of 2014
and 2013, respectively.

As of March 31, 2014, the unrecognized compensation cost related to all unvested stock options of $111 million is
expected to be recognized as expense over a weighted-average period of 2.1 years.

Restricted Stock Units
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The fair value of RSUs is determined based on the quoted price of the company s common stock on the date of the
grant. As of March 31, 2014, the unrecognized compensation cost related to all unvested RSUs of $106 million is
expected to be recognized as expense over a weighted-average period of 2.1 years.

Performance Share Units

As part of an overall periodic evaluation of the company s stock compensation programs, the company changed the
vesting condition for 50% of the PSUs granted to senior management beginning with its 2013 annual equity awards.
The vesting condition for the new PSUs is based on return on invested capital, with annual performance targets set at
the beginning of the year for each tranche of the award during the three-year service period. The holder of the new
PSUs is entitled to receive a number of shares of common stock equal to a percentage, ranging from 0% to 200%, of
the PSU granted, depending on the actual results compared to the annual performance targets.

17
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Compensation cost for the new PSUs is measured based on the fair value of the awards on the date that the specific
vesting terms for each tranche of the award are established. The fair value of the awards is determined based on the
quoted price of the company s stock on the grant date for each tranche of the award. The compensation cost for these
PSUs is adjusted at each reporting date to reflect the estimated probability of achieving the vesting condition. During
the first quarter of 2014, the vesting condition on the first tranche of PSUs was finalized and did not result in a
material change to compensation cost.

The remaining 50% of the PSUs continued to include conditions for vesting based on Baxter stock performance
relative to the company s peer group, similar to previous years, whereby a holder of these PSUs is entitled to receive a
number of shares of common stock equal to a percentage, ranging from 0% to 200%, of these PSUs granted. The
grant-date fair value, adjusted for estimated forfeitures, is recognized as expense on a straight-line basis over the
substantive vesting period.

The fair value of the remaining PSUs continues to be determined using a Monte Carlo model. A Monte Carlo model
uses stock price volatility and other variables to estimate the probability of satisfying the market conditions and the
resulting fair value of the award. The assumptions used in estimating the fair value of these PSUs granted during the
period, along with the grant-date fair values, were as follows.

Three months ended

March 31,
2014 2013
Baxter volatility 20% 21%
Peer group volatility 13% 58% 13% 38%
Correlation of returns 023 0.66 0.37 0.62
Risk-free interest rate 0.7% 0.3%
Fair value per PSU $57 $67

As of March 31, 2014, the unrecognized compensation cost related to all granted unvested PSUs of $28 million is
expected to be recognized as expense over a weighted-average period of 1.7 years.

Stock repurchases

As authorized by the board of directors, the company repurchases its stock depending upon the company s cash flows,
net debt level and market conditions. During the three months ended March 31, 2014, the company repurchased

3.7 million shares for $250 million under the board of directors $2.0 billion share repurchase authorization. As of
March 31, 2014, $771 million remained available under the authorization.

9. RETIREMENT AND OTHER BENEFIT PROGRAMS

The following is a summary of net periodic benefit cost relating to the company s pension and other postemployment
benefit (OPEB) plans.

Three months ended
March 31,
(in millions) 2014 2013
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Pension benefits

Service cost

Interest cost

Expected return on plan assets

Amortization of net losses and other deferred amounts

Net periodic pension benefit cost
OPEB

Service cost

Interest cost

Amortization of net loss and prior service credit

Net periodic OPEB cost
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10. ACCUMULATED OTHER COMPREHENSIVE INCOME

Comprehensive income includes all changes in shareholders equity that do not arise from transactions with
shareholders, and consists of net income, currency translation adjustments (CTA), pension and other employee
benefits, unrealized gains and losses on cash flow hedges and unrealized gains and losses on unrestricted
available-for-sale marketable equity securities. The following is a net-of-tax summary of the changes in AOCI by
component for the three months ended March 31, 2014 and 2013.

Currency Pension and
translation other employee Hedging

(in millions) adjustments benefits activities  Other Total
Gains (losses)
Balance as of December 31, 2013 $ 991) ($1,027) $10 $32 ($1,976)
Other comprehensive income before
reclassifications 6 3) (8) 11 6
Amounts reclassified from AOCI (a) 26 2) 24
Net other comprehensive income 6 23 (10) 11 30
Balance as of March 31, 2014 ($ 985) ($1,004) $ $43 ($1,946)
Currency Pension and

translation other employee = Hedging
(in millions) adjustments benefits activities  Other Total
Gains (losses)
Balance as of December 31, 2012 ($1,227) ($1,619) $ 5 $41 ($2,810)
Other comprehensive income before
reclassifications (24) 3 37 “4) 12
Amounts reclassified from AOCI (a) 42 (D) 41
Net other comprehensive income 24) 45 36 “4) 53
Balance as of March 31, 2013 ($1,251) ($1,574) $31 $37 ($2,757)

(a) See table below for details about these reclassifications.
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The following is a summary of the amounts reclassified from AOCI to net income during the three months ended

March 31, 2014 and 2013.

Amount
reclassified
from AOCI (a)
(in millions) 2014
Amortization of pension and other employee benefits
items
Actuarial losses and other ($36)(b)
(36)
10
($26)
Gains (losses) on hedging activities
Interest rate contracts (CJN))
Foreign exchange contracts
Foreign exchange contracts 5
4
(2)
$2
Total reclassification for the period ($24)
Amount
reclassified
from AOCI (a)
(in millions) 2013
Amortization of pension and other employee benefits
items
Actuarial losses and other ($64)(b)
(64)
22
($42)
Gains on hedging activities
Interest rate contracts $
Foreign exchange contracts
Foreign exchange contracts 2

Table of Contents

Location of impact in income statement

Total before tax
Tax benefit

Net of tax
Net interest expense
Net sales

Cost of sales

Total before tax
Tax expense

Net of tax

Total net of tax

Location of impact in income statement

Total before tax
Tax benefit

Net of tax
Net interest expense

Net sales
Cost of sales
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2 Total before tax

(1) Tax expense

$1 Net of tax

Total reclassification for the period ($41) Total net of tax

(a) Amounts in parentheses indicate reductions to net income.

(b) These AOCI components are included in the computation of net periodic benefit cost disclosed in Note 9.
Refer to Note 9 for additional information regarding the amortization of pension and other employee benefits items
and Note 7 for additional information regarding hedging activity.

11. INCOME TAXES

Effective tax rate

The company s effective income tax rate was 21.6% and 20.3% in the first quarters of 2014 and 2013, respectively.
The company s effective income tax rate differs from the U.S. federal statutory rate each year due to certain operations

that are subject to tax incentives, state and local taxes, and foreign taxes that are different than the U.S. federal
statutory rate. In addition, the effective tax rate can be impacted each period by discrete factors and events.
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The effective income tax rate increased during the first quarter of 2014 compared to the first quarter of 2013 primarily
due to an $8 million discrete benefit recorded during the first quarter of 2013 attributable to the retroactive enactment
of the R&D credit by the American Taxpayer Relief Act of 2012 for the two years beginning January 1, 2012 through
December 31, 2013. Additionally, the rate increased during the first quarter of 2014 compared to the first quarter of
2013 due to tax benefits realized at statutory tax rates greater than the company s effective tax rate attributable to
charges during the first quarter of 2013 associated with Venezuelan currency devaluation and the company s
acquisition of Gambro.

12. LEGAL PROCEEDINGS

Baxter is involved in product liability, patent, commercial, and other legal matters that arise in the normal course of
the company s business. The company records a liability when a loss is considered probable and the amount can be
reasonably estimated. If the reasonable estimate of a probable loss is a range, and no amount within the range is a
better estimate, the minimum amount in the range is accrued. If a loss is not probable or a probable loss cannot be
reasonably estimated, no liability is recorded. As of March 31, 2014, the company s total recorded reserves with
respect to legal matters were $79 million and the total related receivables were $6 million.

Baxter has established reserves for certain of the matters discussed below. The company is not able to estimate the
amount or range of any