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Strategic consol idation :
The biotechnology business
model for the 21st century
ls it time to break from the pack in defining your company's future?

Robert S. Esposito and Marc I. Ostro

After nearly two decades of observing
biotechnology funding cycles, we believe the
industry is now undergoing a fundamental
change that will necessitate the creation of a
radically new business model. \Arhile previ-
ously biotechnology companies attempted to
erlulate pharmaceutical companies in laying
out their business plans, specialization of
both the healthcare and financial markets
demands a much more focused approach in
the biotechnology sector. What we propose is
that the industry needs to undergo a strategic
consolidation resulting in the creation of far
fewer but vastly stronger, larger, and more
"financeable" biotechnology companies"
While this concept is often unpopuiar with
industry executives, we see it as the only
viable "win-win" solution on the horizon.

The emerging cash crisis
There are a number of indicators suggesting
that the biotechnology industry n-ray be
entering a cash-liquidity crisis of a magni-
tude never before seen. This is primarily due
to the fact that other high-tech sectors, for
obvious reasons, have matured more rapidly
than biotechnology and offer investors sus-
tainable growth with less risk. While it is true
that biotechnology funding is up 7.5olo over
1997, the fact remains that dr"rring this same
period, small-cap biotechnology IPOs were
priced I 70o below their f i l ing range on aver-
age. I f  one examines how these companies
faired post-IPO, their average current trad-
ing value is approximately 35o/o below the
IPO price. This means that in 1998, IPO
stocks have lost on average more than 50olo
of their initial filing-range va1ue. With this
kind of track record, it is clear why small-cap
companies do not even appear on the radar
screen of most Wall Street analysts, nor fit
within the current risk urofile of most insti-
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tutional investors-the primary source of
biotechnology stock funding.

Institutional investors have become
much more sophisticated in picking biotech-
nology stocks since the last biotech-funding
window opened in 1995-96. This is part ial ly
due to the market itself. The three-year bull
market beginning in the spring of 1995 and
ending in the summer of 1998 ran up equity
prices and increased fund flows to the point
where money managers have more cash to
place than ever before. As a result, they have

Relinquishing the idea that
a company with great
technology or great science
can make it alone requires a
dramatic shift in focus for
most companie$.

been forced to invest much larger sun'rs.
Since most biotechnology companies have
too small a market capitalization to justify
these kinds of placements, are perceived as
too risky, and lack market liquidity, institu-
tional investors have turned to the bigger
cap, less volatile stocks as the rnethod of
choice to boost bottom-l ine results.

For the typical fund manager, this means
a company needs to have a market cap in
excess of $500 million to even show up on
their investment screen. The tale of the tape
tel ls i t  al l :  as of September 30, 1998,278 of
366 public biotechnology companies traded
below $10 a share-l11 of those trading
below $2 a share-and on any average day
trading volumes per company were less than
80,000 shares.

The strategic consolidation solut ion
Given these sobering statistics, what is a
smaller cap biotechnology company to do?
The obvious solution is to come up with
strategies that will create larger market capi-
taiizations. Our analysis suggests that strate-

gic consolidation is the fast-track method to
accomplish this goal. We fully realize, given
the history of biotechnology, that this will be
a difficult decision for most biotechnology
executives and their boards of directors.
Relinquishing the idea that a company with
great technology or great science can make it
alone requires a dramatic shift in focus for
most companies. It means their emphasis
must not only be on discovery, but also on
marketing, and ult imately on f inancial
return and liquidity for shareholders in the
near- to mid-term, not on a vaguely defined
horizon.

A "hypothetical" case in point
Perhaps the most frustrat ing part of our
strategic advisory consult ing with scores of
biotechnology and pharmaceutical execu-
tives looking for ways to improve their busi-
nesses, increase their n'rarket capitalization,
and solve their critical problems, is that we
often see strategic combinations that would
enable them to create significant value.
These combinations well  within their
grasp-are usually discarded out of hand.
For example, we were advising three public
biotechnology companies ir-rvolved in can-
cer-related research. Each of them suffered
from languishing stock prices and deeply
undervalued core operating fundamentals.
I f  these three publ ic companies were
merged, what inherent value could they rec-
ognize for investors?

First, they would have six products that
had either been approved by the FDA or
were nearing approval with a combined sales
potential of $500 to $800 million. Second,
they would have $ 120 million in cash. Third,
they would have a technology platform that
was fully integrated from basic research
through FDA approval and one that was
oncology specific. Fourth, they would have
four state-of-the-art GMP manufacturing
facilities, as well as an outstanding oncolo-
gy-focused sales force capable of marketing
the company's oncology product line. With
this solid oncology business and critical
mass, this company would be in position not
only to generate new products internally,
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