


MERGERS & ACCIUISITI('NS

A rationale for consolidation
among biotechnology micro-caps
There are many reasons lor consolidation of micro-cap companies, but the most impor-
tant is the creation of mid-caps large enough to get stock prices moving again.
Mwc l. Onrc nnd Robett S. Esposito

Mi.ro ca! blotecnrolo$- comtdnies,thosc
with rnarket lduations le$ than $200 mil'
lion are in ! fir!n.ia]..unch of,najorp.o

I]ortions. Im$tor and aDallst intc.cst is low,
lnd .s a .esult, .oDrpanics do nor havc the
csh thq. nccd to survnc, lrt alone thrive.
Ercn though biote.hnolog], stoch hrve hdd
fundnr8 droughts betor, what is diferent
this t 1e is that we do noL believe dre cuftert
hcl of in\e|n€lts in mi{o cap biotechol
ogy stocts wlll dmnge. To flourish in the
ndt millflniun, r'e feel thxt theconlaries
thonseLves wiLl reed to changrboth thcir
mlldsets ard strategies.

Too many companies chasing too
few investment dollars
,\s Figufc I dernonstrdtes, sone 232 public
drtupaDies appronmately 79o,n oi the US
biorechnology induslry .re v.lued individ
uall)'' a1 less lhrn $200 milllo!. Hoirever,
with the dramatic.onsollddtior l! the b.nk
ing .nd inveslment colrmulil-v realing
megathds and huge i$titutiolal portfolios,
mudr of ttre ma.lat does not even Mnt to
Iook at complnics $'ith valuatioDs undd
$750 miuion. Usnrg this )ardstick. only 51/o
offic p$lich tmdcd b rc.hnology indus
t.)-a nrcrc 16 co'npan'es rep.esent secu
.itics that nnsr instihrtional irvestors and
['al] strcct anabats would 6nd a.ceprdble.
1hc snuation is getting $otse, as the nutuber
of public Lriolednologl compar es with le$
than $200 nlllion in lMrketvalue has gro$'n

Alotler llterestjngfeature of the cu.rent
finarcial landscape is that 1998 w$ the nnt
_re!r in the histdl of thc bn,tcchnologl
nrdi$trl (dlting ba.l ti) tlrc initial public

offcdrg ofanncntc.h) when M &A transac
tuns ex.ccdcd lPOs in the US. Ior lhe most
part, these transactions focused on compd
des with le$ thdn $200 rnillio! h m.rket
.apltdllzation. We beliele lhis actl!'ltr is
nerel-v the beglnning, .nd thdt as more corn
panies recognize and accett the hash reaLi
ties of ttre curent nrlncial envi.onment,
strategic consolidations $ ill bc thc rncthod of
choice fo. managerncnts looknrg tu crcate
..iti.al mas aDd addtd nrvstor valuc.

Why investors have lost interest
Bc.ausc iDstitutional inveslos naDagnrg
ever larger funds turst ret o ut L.rgd lnuest
rnent opport unlties, an !tmosfh{e lbstering
.onsolfialionhls bear created. The .ve6ion
to lrvestl4 lI smalLer cap comtanles is
heighteDed bltheir lacl( ofliquidiry.ln aclas
sic "Catch 22" situatioD, the scvere hck of
tf.ding liqlidi!' an,oDg ,nicucap biotech
nologl contaDi$ nrakes them |a.ticullrll
uratt.active to nNtitudrnal inrcstors, s'ho

as planncd, or any mexpcctcd dcla) n1 a
d.ug s launch .tate, or a sho.rfal nl crpected
product sales .an have a Daior negalive
impacl on the pri.e of a .ompanrt stock.
This efre.t is long lastlng ibr micro cdp com

lanies, *pecirllr lhose sen as single prod
uct erterpris$. Table I shoirs that the pe!!l
lIiDvalLution is rlrre ii'hen. lroduct fails
orwhen clinical d!t!disappoints\\'all Sneet.
hrdeed, mant conrplnies hare lost ut to 770,6
of rhci. ,narkct Eluc f(nkNing prodftt fril
trrcs or .hri.al t.ial dcla).. \$thout adcauatc
.ash rcscrcs ro weather $.h storms, snall
tumpanics arc doomcd to fail, and wi$ thc
tr&ting tiquntrl shonagc, in\cstoA .an
otlen lo* half of then moncy bcfon an
escape trom inles(ments in thef cotupanies

As a result, the risUreward froule for
investors ln mlcro cap biotech companies is
very uDf.vom ble. Ior elrry Amgor, there !re
huDdreds of companies that $'lll never rnake
a trofit. Ixen ifthel eventually do beconre

nnst bc ablc to gct nr
ard otrt of.onpani$ at
(ill. lhelach oftmdhg
liquldily is lhen com

founded b]' the lack of
nvestmenti creatrnS .
downward sfir!]. i."

The li.k of tr.dins 5
liquidit.v llso maks it ,,
dificult for snall biotech
compaDics io lvirhstand
thcbadncwsthatis oftcD
a pari ofthc coDrplex and
isb proass of drus

dpprolal. An obsta.le aI
the US lood and Drug
Administr.tion, a fhaF
III trialtblt does rotgo

....'.,.i.\"....r.1..:...i":t 
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Figure 1. fvla.ket-cap analysis of the US biotech industry on
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|rofitable, thc invcsrLnent returnfrom a suc-
ccssnn mi.ro crp conpiny, eren in the b$t
of.ars, may nol be mfticient to make a sig-
nifrdnt .tiflerence in the investDent retu.ns
of d portfolio mllager tresidnrg ovcr the
typlcal multi billion doilar healthcarc fund.

CoNider thjs eaamplc Nlanager -^ tuns .
$2 biLlor liealthcarc furd ardbuys l0% ofa
micro ca! biotechnology codpanr with a
$s0 ! Llio! ma.kct vahEtion. lhe stocl<
iurns out to be a rcalwinner dnd incmrs !r
Dlue tenfold to s500 nillion o\rr the next
thrcc to fivc.reas. But *o ilis $4s million
pre td profil admlliedh unuNal nr a
biotechnologl lrvestment-onll .cprcscnts
2.2s% of the portfolio n,anagcr's enfte
health.are fund. The odds, as $dl as the ulti
m.te inlestlrert reluns thon*:lves, argue
agalnst the wisdom of an i$tjlutionrl
lN$tor stendn,g rhe time reqdred to llck
out the tenfold Nnmd hod tle ever Srowing
field of nr icro{ap codpanies.

Do* rhis mcan thar healthcire furds and
othc. mutual tunds aie agdnst biotechnologl
nN$tm.nts? Not at all. These ftndi contintre
b nrvcst signin.dt doll"s in the secto., bft
p.nna.iry n1 larg{ caf @nrpanics.
App(xiLndtely $20 billio! is curentll ilvested
in heafthcaie sp€cilic tunds, rt onh $700 nil
lion some 3.so/Fis invcstcd nr biote.h.om
panies s'ith valuatioDs bcld! $ 100 nillion.

On average, managt$ of healthcare
funns lalr invcsted iL$t $1 I millioD in
biotechnoLory coDrpanies {ith valuatioDs
behveetr $50-100 Drillion, b(t they h^e
invested an avcragc ofbetteen $27 7s rtjl
Iion in .ompanjrs $i(h martet caps or{ $l
bil]nrn. Vicwed another wq-, micro-caps
have approxinatel_r 15o,t i.stitutional own
crship, rvhile thoF with valuations ovd $l
billion hdle 45 600,6 ofthei. cquiry hcld by
institulions Gee Figure 2).

No natter how the pcfccntagcs dre
v iew&1, the s'lsdon of nrvcstnrg in large cdp
biote.hnolo$ companics is clear, ds sho$'n
in figure 3. Largc cap.onpanies have ler
formed bettd thaD the NASDAQ Composite
Inde{ ole. thc past year, while the lnalleL
cap companies have been signilicanr undcF

Part of the problem
\Vhile liquiiitl, produd failurcs, and a high
rist/rerarn ra o are all majo. corlributoB
to the clrrent lack offiteftst in ml.ro ca!
biotechnologl .ompanies, no single issue
seems!s oiti.al to us ds the ongoingcolsoli-
dation of invcnnrnt hous€s thlt has deci-
nated thc .anks of sel side.nalysts. Becausc
ofthe complcxity of the underiylng technolo-
gI and nrherent risk in the drug developmcnt
and approvalpro.e$, few portlblio maDagcB
$ invest ln. biotechnolog,acompan) wi|h
out some outslde @nfirn,ati(m that thc Prod
uch b€lns developed arc rcchnjcal\,, ned

icall)., and inancially
sound. They need to
ncar dbout sustalnalle
Produ.t sales, growlng

81o$ margns, and
increment.l fre ta{
!(ome i. a framework
widr rrhich thel an
familiar Histori.allI,
this nrfo.mafim has
conre honr two $urccs:
thc scll side anal-vst, and
thc bu), sjdr dnalyst or
portlollo mannger
trained i! the comflexi-
ties of drug develop-
nrnt, afffoval, and
commercial iTat ion.
These in'estment p.o-
f$sionals harc bccorne
true rarirics. an.l are d
continMll), shrinking

'lb best udestand
the conplex stoq'
behind most biotech'
nology.onpanies, there
should be analFt cove.-
d8e. An.l_vsts nlso serY.
the function of novs
aDfliner, expandnrg a
singh Drcssagc fron a
companl to about 30
irNtitutional salespeo
!le, rvho tltn contact
pe.haps 20 porlfblio
managen, blingiry uf

Unfortunarell, d,e numbcr of analrts cov
ernrg the biotecl iDdustl has fallen draDrari
.ally ov{ the lst sdcml }cars. During that
tlnr, 27 major banl{s havc bccomc ten mu.h
larg{ iNtjrutions, rcslnting in lhe l hing oI
the numbe. of analrts devoted |o the US
biotech indtrstry r\s e.ononic sense wolld
dictatc. rnost of the renanring ana\'sts co\er
lhc largd. morliquid biotechno oflcompa
nies in (hj.h rndlng bI lheir fimr n,akes the
nost financ]al r!se. Iurther, banks arc not
nrdined to hire ns' anal)sls bc@Nc of low
tradirg volunes i,r biotcchnolog.l, an.l nmny
oi lhe analFts who remanr have bccn bumcd
ln the past b. sbcl dashes, maung lhem
lrore rhk-a\dsc thal cvd before.

Anothcr va),to tueasure the lnp.ct ofrhe
changc in analFt cove(ge is.s follows: The
arcmge sell side analyst covers 18 companies.
Thc to! 25 mark€l cat comtanies in
bbtechnolog]' iill approximatell 50% of the
470 coreiage slots, $'ith arother 250/0 being
filled br companies beti{een $200 and $,1s0
million ln v.lualio!. Thc rcnnt i$ that there
are aplroxiDatell 241 Publicly traded
biotecn com|anics tjr{ for the tdajning
i5 total coverage slots. The mlorlunate out

Figure 2. Institutional ownership of biotechnology stocks.
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Figure 3, The performance split between large-cap and small-
cap biotechnology companies over the past yeai

come? Th. micro ca! biotcchDology com!.
nics rhat nrrm 83%, ofthe industryarewith
our significanr anal_vst coverage. And without
covcrage. il is diftlNlt, ifnot lnpo$ible, to
anrdct instit!lio!.1 irveslrnetrt.

The only solution
All of rhe ildl.ltions t.ll !s ihat micro .ap
bioGchrolofl conpanics cannot coDrirue to
lrvile on their owD in lhis kind ofinlest
ment enlironmcnt. No maftd how excning
rh€ scien@ or norv protuising the market, we
do Dot bcln'vc tl l ther will be able ro lttuact
thc Dcccssat nrvestnent ro be successiul.

By strategi.dlly comlinilg severai well-
nmt.Icd nicro cap companles, or having
these .o panies acquired b)- larger morc
succ$sful biotechfologl fi.ms, stlogel.
more vital conrpanics can bc .rcarcd, with
larger narl(et caps to satisry thc larger invest
ment appcrircs of jlsrjturional inrestors,
These D 6r coDrpanics wil also have the abili
tI to mo.c L.ffi.icLrtly allocate ofien scarce
financial rc$uces. lf done .otrectly,
b technologl consolidations should create
enough visibihy for the new comtdnl to
altracr greiter lnalyst coverage, dive.sifr
risks, dnd re.lk the ot{ational and finan
cial efiiciencies needed to achis'e su(css. ///
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