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customer base; changes in patent laws
and regulation; and reductions in global
government spending that will have an
effect on industry pricing, reimburse-
ment, and volume sales.

The Big Picture

It is clear that the global economy is suf-
fering from stagnant growth in the de-
veloped countries. Unfortunately, even
the emerging markets are showing some
signs of slowing growth. The developed
economies are facing high unemploy-
ment, weak housing markets, rising
government deficits, and high sovereign
debts. The difficulties in the Eurozone
are particularly severe and, absent a revi-
sion of the overall approach to European
monetary union, will almost certainly
have a negative economic and financial
impact on Europe and, indirectly, the rest
of the world.

The pharmaceutical industry was rela-
tively untouched from a demand point of
view by the previous post-Lehman Bros.
economic and financial crisis, as pharma
and biotech companies saw unabated
demand for their drugs and drug candi-
dates. The revenue challenges have been
tied more to the difficulties in getting
drugs approved, reimbursement chal-
lenges, patent expirations, weak product
pipelines, and failing business models.

Although the pharmaceutical indus-
try has been less affected by global eco-
nomic conditions compared to most
industries, going forward the impact
will be more prominent as governments
attempt to control healthcare costs as
part of their deficit reduction efforts. In
addition, biotech companies have been
hurt by the contraction in the availabili-
ty of equity funding due to the market’s
flight from risk.

The drug industry scored some mod-
est gains under the 2010 US Health
Care Reform bill. By coming to an early
agreement with the Obama Administra-
tion to contribute billions of dollars in
cost savings in government health pro-
grams, the pharmaceutical industry was
promised higher prescription volumes

) e

and an exemption from price negotia-
tion and controls under the Medicare
Part D drug benefit for seniors. It is not
so clear whether the drug industry will
fare as well when long-term deficit re-
duction negotiations get under way and
interest groups with opposing agendas
take direct aim at the pharmaceutical
industry. Its ongoing image problems
with regulators and the public make
companies vulnerable to these addi-
tional “contributions.”

On the financial side, established
pharmaceutical companies are in a posi-
tion to weather the fiscal debt crisis due
to their strong cash flows and their high
credit ratings. On the other hand, biotech
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Y&P US pharma index increased to
15.6x from 14.4x at year-end 2010, the
Y&P European pharma index decreased
to 16.6x from 17.7x at year-end 2010,
and the Y&P generic index increased to
28.4x from 22.3x at year-end 2010.
These multiples are dramatically down
from where they were just a few years ago
when the pharma industry was viewed
favorably relative to other industries. Part
of this trend is due to the fact that pharma
companies are no longer the darlings of
the stock market that they once were. Al-
though industry multiples have been rela-
tively stable since 2008, the multiples are
quite low. Future uncertainties have in-
creased and investors have come to realize

Although pharma bas been less affected by global
economic conditions compared to most industries,
going forward the impact will be more prominent
as governments attempt to control bealthcare costs
as part of their deficit reduction efforts.

companies have been severely punished
by the financing markets and have little
or no access to capital. Until the market’s
appetite for risk returns, many good bio-
tech companies will be starved for equity
capital. The severe disruptions in the fi-
nancial markets that started in early Au-
gust have only served to make a difficult
situation worse for biotech companies
with a frozen TPO market and hesitant
venture capital investing.

Pharma Stock Market - Out of Favor
During the first half of 2011 the overall
stock market performance was mod-
est. By June 30, the S&P 500 index had
increased by 3.8 percent and the FTSE
Europe Top 100 fell by 1.8 percent.
The pharma industry performance was
mixed relative to the market. The Y&P
US pharma index increased by 8.1 per-
cent, the Y&P Furopean pharma index
increased by 11.3 percent, and the Y&P
generic index increased by 1.3 percent.
Trailing P/E ratios also changed. The

that there are major structural problems
that the industry will have to overcome.
Getting better control of expenses—the
general sales and administrative ratio
to revenues number—is critical to Wall
Street perceptions of future success.

The third quarter was a disaster for
global equity markets. With the S&P 500
down by 14 percent and the Financial
Times European Top 100 down by 16
percent, the pharma industry could not
avoid the debacle with US pharma shares
down 6 percent, Furopean pharma down
11 percent, and generics down 20 percent.

Stronger Deal Activity

For the first half of 2011, 25 deals were
completed worth $37.7 billion versus
14 deals worth $15.4 billion completed
in the first half of last year and 40 deals
worth $34.8 billion for the entire year
of 2010. This increase in activity reflects
the pharma industry’s ongoing pursuit of
products, consolidation, and revenues.
However, there are no megadeals thus



S,

-y -

far this year and there were none last
year. Big Pharma has been more cautious
about the benefits of megamergers.

There were six deals over $1 billion
in equity value in the first half of this
year, the largest of which was Sanofi’s
acquisition of Genzyme for $19.6 bil-
lion in enterprise value. Perhaps a clear
indication of the deal pipeline was the
fact that as of June 30, the value of the
deals announced but not closed was
$26.1 billion (18 deals), a clear sign of
a very active level of merger activity.

Debt and Equity Financing:
Weak Issuer Demand
The debt and equity financing activities
of pharmaceutical companies slowed
considerably in 2010 after a major surge
in 2009 from the financing of two me-
gamergers involving Pfizer and Merck.
The slower but active pace continued
through the first half of 2011, with non-
bank debt issuance totaling $19.7 bil-
lion, compared to $34.8 billion for all
of 2010. This active but slower pace was
mostly driven by lower issuer demand
rather than lack of investor interest. The
market demand has continued to be
strong for investment grade debt.
Equity issuance in the first half was
only $1.5 billion versus $5.2 billion for
all of 2010 as the market continued to
be only modestly active. The number
of offerings was 11 versus 29 for all of
2010. Although the issuance activity
has been modest, it has only been partly
due to a weak equity issuance market.
Pharma’s need for public equity capital
has generally been limited.

Moving Away From Risk
The Y&P Small Cap index has done
poorly for all of this year. Although the
Y&P Large and Mid Cap biotech indi-
ces did well in the first half of 2011, in-
creasing 16.0 percent and 29.7 percent,
respectively, they followed with very
poor performances in the third quarter.
As the overall stock market fell in the
third quarter, the biotech companies did
worse. The Y&P Biotech Large Cap in-
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Stock Market Trends
Y&P Biotechnology Indices - Three Quarters 2011

In the first three quarters, the Y&P Mid Cap Biotech and the Y&P Large
Cap Biotech Indices outperformed the market.
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dex fell by 15.5 percent, the Y&P Bio-
tech Mid Cap index by 18.5 percent,
and the Y&P Biotech Small Cap index
by 10.6 percent.

This is understandable since the stock
market has been running away from risk
and the biotech industry is perceived to
be a higher risk sector.

Biotech M&A:

Where Did the Volume Go?

Given the perception that Big Pharma
needs to fill its product pipeline, biotech
M&A activity continues to be surpris-
ingly modest. In the first half, only 11
biotech M&A deals worth $4.3 billion
in equity value were completed. This is a
continuation of the very subdued biotech
M&A activity over the last two years.
Only 21 deals worth $5.3 billion were
completed in 2010, compared to 20 deals
worth $6.1 billion in 2009, and 19 deals
worth $4.8 billion in 2008.

Why the modest number and dollar
volume? Acquisitions of biotech com-
panies by Big Pharma and big biotech
companies have continued, but the size
of deals have become much smaller. Part
of the reason is that the supply of decent-
sized biotech companies has been deplet-

ed. In addition, there has been a heavy
use of partnerships, in-licensing, and
earn-outs. Earn-out deals, for example,
have dramatically increased their share
of biotechnology M&8A activity, growing
from 27 percent of deals in 2007 to 67
percent of deals in 2010 by number of
deals. In the first half of 2011, 70 percent
of biotech M&A transactions were earn-
out deals. These deals are attractive as
they lower investor risk through specific
progress and performance milestones.
As of June 30 there were only two
deals worth a combined $299 mil-
lion that had been announced but not
closed. This very modest biotech deal
pipeline is a further indication that the
biotech M&A market is in a slump.

Biotech Debt and Equity Financing -
Ultra Depressed
There was only $540 million of biotech
non-bank debt offerings completed in
the first half of 2011 compared to $475
million issued in all of 2010. The lack of
biotech creditworthiness coupled with a
weaker debt market for non-investment-
grade credits have been major factors.
Equity issuance in the first half of this
year came to 45 offerings worth $2.7
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Acquirer

Amgen

Amgen

Forest Laboratories
Daiichi Sankyo

Gilead Sciences
Cephalon
Cephalon

Pharmaceuticals

05/16/11 Astellas Pharma

Source: Young & Pariners

billion. This compares to 65 offerings
worth $3.6 billion for all of 2010. This
represents a small uptick in equity issu-
ance volume that started in the fourth
quarter of 2009. In total in the first half
there were three IPOs: AcelRx, Endo-
cyte, and Tranzyme.

With the third quarter collapse n
the equity issuance market and a flight
to quality, equity issuance has almost
disappeared for the biotech industry.
Smaller startups are now very heavily
dependent on attracting partners and
acquirers rather than remaining inde-
pendent through organic growth.

What Lies Ahead?
The business outlook for pharma com-
panies is mixed, as many struggle to
realign themselves to a new business
model that will work. The solution
will be different for each company.
There have been some major changes
in strategy, with a prominent divide
emerging between companies that
retain large in-house R&D capabili-
ties and those who favor outsourcing
through academic parmerships and
biotech stakeholding.

Unfortunately, the move to trim gov-

ernment deficits will result in govern-
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BioVex Group

Clinical Data

Plexxikon

Taligen Therapeutics
Calistoga Pharmaceuticals
Gemin X Pharmaceuticals
ChemGenex Pharmaceuticals
Synosia Therapeutics

CyDex Pharma

Perseid Therapeutics (Maxygen)

ment policies thar will have a negarive
impact on the industry.

The stock market will continue to pe-
nalize the pharma industry as long as
the structural changes work their way
through the industry and solutions are
being implemented. Generics will con-
tinue to do well as long as they achieve
growth, but with high volanlity and
low margins, as we have seen recently.

Pharma industry multiples are be-
low market mulaples now and will
continue to suffer until the industry
outlook improves and regulatory risk
uncertainty is resolved. Nevertheless,
pharma M&A activity will continue
to be high, as pharma companies use
acquisitions to enhance their product
pipelines. The need to fill the shrink-
ing drug pipeline will continue to fuel
mergers and acquisitions, in-licensing
arrangements, and the formation of
partnerships and joint ventures. How-
ever, companies have been rethinking
the role of megamergers, so dollar vol-
ume will likely stay in the $40 billion
to $60 billion range.

On the bright side, the scientific and
development capabilities of biotech
companies have clearly been validared.
Although there will be successes and
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failures by individual companies, bio-
tech companies are demonstraning their
ability to develop new drugs at a faster
pace than the larger pharma companies.
Careful vetting of commercial poten-
tial, particularly with regard to present-
ing a viable “value proposition™ to the
all-important payer, is critical to success
for both sides.

The severe negative has been on the
funding equation. Historically, the bio-
tech industry’s relationship with the
financing markets has been volatle.
The distressed equity financing mar-
ket, since the start of the third quarter,
will make biotech funding even more
challenging. But the funding of biotech
companies will continue to be ditheult,
even if there is a recovery in the overall
PO market.

For the time being, shareholder h-
quidity must come from the pharma
and big biotech companies through
partnering, licensing, and M&A deals.
The interdependence of pharma and
biotech is greater than ever. Such are
the ties that bind.

Young & Partners is an international investment
bank serving the pharma, biotech, and chennical
industries. President and author Peter Young
can be reached at (212} 682-5555 or pyoung@
youngandpartners.com



