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Return on Investment

Current Share Price $180.92

Target Price $248.00

Dividend Yield 0.00%

Holding Period Return 37%

Company Quality (CQ) Score 3.3

Conviction Rating 2

Market Profile

52-Week Range $169.84 - $339.95

Market Capitalization (US$mm) $14,457

Net Debt (US$mm) ($744)

Enterprise Value (US$mm) $13,712

Beta (5-Year Monthly) 2.01

Metrics 2019E 2020E 2021E

Revenue (US$mm) $2,399 $2,876 $3,467

EBITDA (US$mm) $592 $649 $812

Case Shipments (000s) 1,509 1,822 2,180

EV/EBITDA 23.2x 21.1x 16.9x

One Year Trading Performance (Indexed to $100)

Source: Bloomberg

Figure 1: Revenue by Geography

Source: Company Filings, CPMT Estimates
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Business Description

Align Technology (NASDAQ: ALGN) is a global orthodontic device
company that engages in the design, manufacturing, and marketing of
Invisalign Clear Aligners, iTero intraoral scanners, and general services
for orthodontics, restorative, and aesthetic dentistry. The Company's
products are intended for the treatment of malocclusion, the misalignment
of teeth which affects ~60-75% of the population. The Company has two
main operating segments: (1) Clear Aligners and (2) Scanners and
Services. The Clear Aligner segment accounts for the majority of the
Company's revenue. However, the Scanner segment has increased in
contribution from ~6% of aligner revenues in FY2015 to ~17% in FY2018.
ALGN sells its products directly to its customer base, which is comprised
of orthodontists, general practitioner dentists, prosthodontists,
periodontists, and oral surgeons. In order for these professionals to
provide Invisalign treatment to their patients, they must initially complete
a training course to ensure proper treatment methodologies and sound,
standardized practices. The Invisalign system and associated
components are sold in North America, Asia Pacific (APAC), Europe,
Middle East and Africa (EMEA), and Latin America.

The iTero scanner family is used by dental professionals, laboratories,
and service providers for dental procedures, and by practitioners for
Invisalign Case submissions. The scanners allow the practitioner to create
a 3D image of the patient's teeth with more precision than regular
physical impressions and reduces the rate of restoration remakes so that
patient products are recalled less often.

Competitive Landscape Analysis

ALGN faces competition from companies supplying dentists with
instruments for the treatment of malocclusion through traditional methods
such as metal arch wires and brackets, other aligners, and scanning and
imaging equipment. Some competitors include:

SmileDirectClub (NASDAQ: SDC): SDC is ALGN's most direct
competitor due to its clear aligner offering and a substantial cash balance
sourced from its IPO, which the Company will continue to use to gain
market share. However, SDC has a direct-to-consumer sales technique
where it uses "teledentistry", or the consultation of practitioners mainly
through virtual means for advice on treatment, which allows SDC's
aligners to be less costly. SDC, however, has not highlighted ALGN as a
direct competitor due to its different total addressable markets (TAMs),
with SDC focusing on less specialized, more superficial cases of
malocclusion. SDC estimates a TAM of ~500mm people, while ALGN
outlines a potential TAM of ~300mm people worldwide.

Straumann Holding AG (SWX: STMN): STMN is a dental equipment
and supplies manufacturer based in Basel, Switzerland. The Company
produces and sells dental implants and implantable metal devices. STMN
recently acquired ClearCorrect, a provider of clear aligners with a similar
sales strategy to ALGN. ClearCorrect launched in European, Brazilian,
and Asian markets this year with ease through leveraging STMN's
established global distribution networks. ClearCorrect's Average Sales
Price (ASP) is ~30-40% lower than ALGN's, which may cause pricing
pressures for ALGN in the short term.

Envista Holdings (NYSE: NVST): After a recent $589mm IPO, NVST is
in a better position to market Ormco's Spark Clear Aligners. Ormco has
provided orthodontic professionals with wire brackets and digital treatment
solutions for nearly 60 years, which now allows NVST to better access the
clear aligner market through established connections.
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Figure 2: Comparables Free Cash Flow Metrics

Source: Bloomberg, CPMT Estimates

Figure 3: Operating Cost Breakdown

Source: Company Filings, CPMT Estimates

Figure 4: CEO Compensation 2018 (US$mm)

Source: Bloomberg, Company Filings
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Dentsply Sirona (NASDAQ: XRAY): XRAY is one of the world's largest
manufacturers of professional consumable dental products, including
supplies and small equipment used in dental offices for patient treatment.
XRAY's Technologies and Equipment segment includes imaging
equipment and Computer Aided Design systems, as well as related dental
implant and scanning equipment. This segment makes up ~50% of
XRAY's net sales, with approximate market penetration of ~18% in the
U.S., where the Company is in direct competition with ALGN's Scanner
segment.

On a smaller scale, private, less specialized aligner providers, such as
Uniform Teeth, Candid, Propel Orthodontics, and SmileLove compete for
localized North American markets. This is also true in heavily
industrialized emerging markets, such as China, where local practitioners
have been increasingly keen to purchase domestically-manufactured
brands, such as Angel Aligners, a high-quality Chinese substitute of
Invisalign.

Mandate Fit

Strong Balance Sheet: ALGN is a cash-generative business, with 33%
revenue growth YoY and no debt. The Company boasts high cash and
short-term marketable securities balance of ~$720mm, as a result of its
free cash flow generation ability. The Company has seen a 20% five-year
cash CAGR since 2014. These high cash balances and strong retained
earnings are expected to continue to fund increased market penetration,
which is currently at 10%.

Competitive Advantage: ALGN was a first mover in the clear aligner
market, getting regulatory approval to market its products in 1998. The
Company successfully transformed the traditionally established wire
bracket market. In a survey conducted by Evercore, 80% of teens
requiring dental work expressed desire to use clear aligners, as opposed
to wire brackets. Although ALGN faces competition from discount clear
aligners, these do not have the specialized features that Invisalign and
wire brackets have. The Company has considerable intellectual property,
with 449 active U.S patents, 423 active foreign patents, and 486 pending
global patent applications, which result from spending ~7% of total
revenues on R&D consistently. Additionally, the Company has an
extremely high ROIC, sitting above 40% historically, while dental and

medical peer averages are 15% and 17%, respectively.

Quality Management: The Company's management has years of
combined experience in the health care and technology markets. Joe
Hogan has been the CEO since 2015, having previously served as the
CEO of ABB Ltd, an electrical equipment and automation corporation,
from 2008 to 2013. Additionally, Mr. Hogan served as the CEO of GE
Healthcare Technologies from 2000 to 2008, having previously served on
many leadership roles within the Company since 1986. ALGN's CFO,
John F. Moric, has held his position since November 2016 and serves as
the Company's Senior VP of Global Finance. Zelko Relic, the Company's
CTO and Senior VP of Global R&D, has been with the Company since
2013, having previously held positions as VP of Engineering at Datalogic
and Danaher Corporation. The CEO's compensation is 9% base salary,
13% annual cash incentive compensation, 21% Restricted Stock Units
(RSUs), and 57% performance-based Market Stock Units (MSUs).
General executive compensation, however, is comprised of 16% base
salary, 10% cash incentives, 20% RSUs and 54% MSUs. Payouts for
MSUs vary based on the relative performance of ALGN's stock compared
to the Nasdaq composite index, evaluated every three years. The largely
performance-based stock compensation incentivizes management
alignment with long-term share performance.

Growing Free Cash Flow: The Company has realized an 11-year FCF
CAGR of 26%, showcasing its cash generating nature and ability to
penetrate foreign markets.
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Figure 5: Revenue Growth Projection

Source: Company Filings, CPMT Estimates

Figure 6: ROIC Projection

Source: Company Filings, CPMT Estimates
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Value Drivers
ALGN competes in an attractive industry structure where it is able to earn
returns far above its cost of capital. However, in recent years, there has
been a number of competitive entrants to the market. To maintain its
impressive historical growth and ROIC, ALGN will have to continue to
focus on its TAM expansion and operational execution. By pursuing its
core underpenetrated markets, which consist of emerging markets and
the teen orthodontic segment, ALGN can further expand its TAM. With an
expanding global economy and new demographics entering the middle
class, there will be increased demand for services, such as orthodontics.
Due to its size and operational experience, we expect ALGN to be a
frontrunner in capitalizing on emerging market growth. Teen patients
remain another underdeveloped segment for ALGN, as a large majority of
its sales come from the adult segment, while the teen market remains
~75% of U.S. orthodontic patients. A third core value driver for ALGN as it
continues to deal with persistent local and international competition will be
its ability to unlock new clinical indications for its clear aligner products
and expand outside of the reach of competitors.

Valuation

In estimating the intrinsic valuation of ALGN, the core drivers of value for
the Company in our financial model were the revenue growth rate and
associated returns on capital. Our forecast began with a bottom-up
estimation of ALGN’s top line broken down into both Americas and
International sales growth. These geographic segments were further
divided into a combination of ALGN’s estimated future case shipments
(which represents each individual ALGN case that has been administered
to an orthodontist/general practitioner), and the cases' ASP. Through a
forecast of these components, we arrived at a 10-year revenue forecast
for both the Americas and International segments. Since ALGN remains a
volume growth story, case shipments were forecasted based on historical
growth using a mean reversion to the long-term growth rate. ASPs were
forecasted to remain flat to decreasing in the near-term, with long-term
growth corresponding to inflation. The aggregated forecast ultimately
resulted in a 10-year revenue CAGR of 14.4%, which is reasonable in our
view given historical growth rates and continued penetration of the
international market.

To estimate operating performance, historical margins were applied with a
tendency towards slight margin erosion over time to reflect entrance of
new competitors. The reduction of SG&A remains a core value driver for
ALGN, with SG&A currently at ~45% of annual revenues. Since ALGN
requires a substantial sales and marketing force to drive revenue growth,
we did not forecast a substantial decrease in this percentage as ALGN
scales its revenues. Similarly, R&D expense and the cost of revenues
were held relatively constant over the forecast period. Invested capital
turnover and efficiency was estimated by applying historical trends while
increasing the capital intensity of the business to reflect aggressive
international growth.

In all growth and operational estimates, a Bull, Base, and Bear case was
contemplated to account for the variance in potential outcomes.
Ultimately, the valuation of ALGN remained highly sensitive to its
forecasted revenue growth rate and implied ROIC. We chose a Base case
that reflected our view on ALGN’s current growth prospects and its ability

to maintain ROIC at levels achieved in 2016 and 2017. The Bear case

reflects continued intensified pressure on ALGN and a corresponding
deterioration in its future growth and ROIC. Lastly, the Bull case was
forecasted under the optimistic assumption that ALGN could continue to
grow ROIC and revenue above expectations.

Our 10-year DCF with a 3% terminal growth rate resulted in a target price
of $248, implying 37% upside. The model applied a 12% WACC due to
ALGN’s high Beta of 2.0.
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Figure 7: Average Sales Price Forecast`

Source: Company Filings, CPMT Estimates

Figure 8: Valuation Football Field

Source: Bloomberg, CPMT Estimates
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Due to the difficulties in accurately assessing long-term growth rates and
WACC, we ran sensitivities to account for different outcomes. We find our
valuation falls within the middle point of ALGN’s 52-week trading range,
which has been quite volatile.

Investment Thesis and Recommendation

Given our view that ALGN's current market price provides an attractive
entry opportunity and the Company’s strong fundamentals fit the Fund’s
mandate, we recommend a buy for the Company. The massive global
TAM for ALGN's products continues to drive exceptional revenue growth,
while its penetration of the global market remains low. While ALGN has
faced increased pricing pressure from competition in recent years, volume
growth remains the core driver and the CPMT believes this will continue
to support strong free cash flow generation. ALGN’s outstanding IP and
continued focus on R&D should drive further differentiation from newer
competitors. Ultimately, the CPMT believes ALGN represents a growth-
oriented Health Care company with strong upside potential. Should the
CPMT gain further comfort with the name following internal due diligence,
the Fund will enter a position.

Investment Risks

Despite ALGN presenting an attractive market opportunity at current
prices, there exist a number of important risks which could affect our long-
term thesis. Most importantly, as a growth-oriented company, ALGN faces
the risk of a slowdown in global economic growth which would negatively
affect its case shipments and ASP. Clear aligners remain a relatively
discretionary product due to their high prices and the adult population
being the primary market. Significant competition remains another threat
to ALGN, as evidenced by the recent IPO’s of SDC and NVST. While
ALGN retains strong patent protection and differentiation in its products, it
could struggle to compete in some markets against lower-cost
competitors. Furthermore, ALGN faces valuation risk, as its shares have
historically traded at a significant premium due to the Company’s high
growth and ROIC. Despite these risks, the CPMT believes that the current
valuation represents an attractive entry point, with an upside-skewed
valuation profile.
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