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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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but also to in-license other oncology prod-
ucts, take them through FDA approval, man-
ufacture, and market them.

But beyond the appeal of the newly
formed company's scale for developing and
marketing products, it would be of sufficient
size to attract a significant infusion of eqr-rity
capital from institutional investors.
Assuming the combined company could
earn $2 to $3 a share within three years, a 30
times profi t /earnings mult iple could result
in a $60 to $90 share price and a mult ibi l l ion
dollar market valuation. This enhanced mar-
ket capitalizatior.r would also result in
increased liquidity for the shareholders. The
bottom lir.re would be a profitable company
that had passed through biotechnology's
"glass cei l i r r i " '  i r r to considelal ion as a
large-cap company.

No-brainer
If  this sounds l ike a "no brainer," consicler
that this "hypothetical" merger is actual ly
birsed on fact. Why didn't it r-r-raterialize?
Among other things, fear of near-tern-r di lu-
t ion and executive egos scutt led this poten-
t ial  nrerger. As of December l ,  1998, al l
these cornpanies were individual ly trading
at less than $B per share. Sadly, our expcri-
ence is that this is not unusual in biotcch-
nology.

A nunrbcr of factors keep biotechnology
companies from pursuing this typc of
strategic consol idatior-r despite the trenterr-
dous r-rpside. Perhaps foremost is that the
company's management may be in a state of
cienial about the true situatiorr they f irce.
Many companies that f ind thernselvcs irr
desperate straits are unwil l ing to acknowl
eclge their constraints and theref<rre cannot
bring themselves to take the necessary steps
to improve their fortunes by stepping out-
side the tradit ional biotechnology compirny
framework.

For example, many biotechnology com-
panies are inf luenced by venture capital ists,
directors, :rnd executive off icers who do not
want the stock to suffer dilutior-r as the result
oI  an acquis i t ion.  They argue thir t
short-term di lut ion is worse than the hope
of the lor.rger-term appreciat ion that is l ike ly
to result frorn this type of strategic, well-
conceived consolidatior-r. Others accept the
argument that they wil l  be in just as bad a
situation after the merger as before it witl-r
respect to their liquidity ar.rd balance sheet.
They are persuaded that i t  is  necessary to
inject additional capital after a merger to
facilitate integration and minimize the con-
pany's need for equity capital going forward,
and thus do nothing. The truth is that they
will more likely have a much easier tine
improving their balance sheet after consoli-
dation.

Still another biotechnology management

philosophy holds true to the "not-invent-
ed-here" syndrome that was passed down
from their pharmaceutical or academic train-
ing. Companies that have some cash often
want to spend i t  on R&D of their own prod-
ucts, not on the products ofa merger partner.

Final ly, there is the "one-big-happy-fam-
i1y" factor. A benevolent, but shortsighted
biotechnology CEO rnay be wil l i rrg to sus-
tain an i l l -conceived operating rnodel rather
than seek a business relat ionship that might
result in job losses for l<ey executives or
employees and could even r isk job loss fbr
everyone. The sad r-r-roral of the story is that
most biotechnology companie's have not yet
seen the necessity of changing their business
strategies even whcr-r sorely needed cash and
rrarket l iquidity is unirvai lable. They wil l
have to soon, however, for approximartely
80oh ctf biotechnology cor.npauics have less
than two years of avai lable operatir-rg cash,
ancl i t  is theleforc ir-revitable t l-rat r-nany wil l
face dire st l  ai ts in the foreseeable f ir ture.

Work in progress
l3eyoncl thc "what- i f" '  scenario clescribetl
abovc, what concrcte cviclcncc is thcrc t l-rat
this strategy wil l  actual ly work? Thc goocl
r. tcws is th:rt  we carr p<l int to a rrurlber of conr
panies t l-rat represent "works-in-progress" in
irdopting this stratcgy. Onc of thcsc is lr lan
plc, l>asetl  iu l)ubl in, Irclancl.

Several yerrs ago, the rnanagernent of
F.larr nrirdc i  str: l tegic decisiorr to rc-crr l i i rreer
the i r  cxist i r rg business plan. ' l 'hc i r  corc drug
tlel ivery business nccclccl incrclsccl nror.ncn-
tutn atrcl their solut ion was to inl 'use thcir
product pipcl ine wi th an intcgratecl  port l i r -
l io of  syncrgist ic theraper,r t ic  proclucts
thror"rgl-r stratel i ic acclu is i  t ion a ncl lech nology
col laborat ions. ' l 'hcy rcal izccl  that  to accont-
pl ish this thcy wor.r lcl  ncccl cash, ancl at that
t irne this recluirecl urorc o1-a US prcscncc.

13cginning with thc acr lu is i t ion ol '
Athcna Ncuroscicnccs in latc 199-5,  they
then accluirecl Sauo, ( larrrr ick [ .abs, Ncurcx,
antl ,  r lost reccntly, NanoSystems. L,ach of
their acclLrisi t ions brought a cl i f l 'erent ele
mcnt to thc conrpany-revcnLrc stream,
drug clel ivery systcnrs, prodr-rcts on thc
market or irclvaucecl in the pipel ine, ancl/or
a srles fbrce-as well  as int inate knowledge
of the CNS segrnent.

I lecause Elan chose i ts partners wisely,
thc compnny developed a cl iversif ied ancl
more precl ictable revenuc profi lc composed
of product sales, royalt ies ancl l icensing
fees, research, and contract revenue. As a
resr.r l t ,  Wall  Street has rewarded Elan with
an increased share pl ice arf ier each accluisi-
t ion, even though each of the companies
was acquired at a premium over market. In
fact, Elan's shale price has quadrupled since
1995. Start ing wi th a pre-acquis i t ion rrrar-
ket capital izat ion of $1.8 bi l l ior.r in 1995, the
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company was valued at over $B bi l l ion in
late 1 998.

Many Wall Street analysts believe that
Elan is positioning itself to ultimately
achieving i ts stated objective ofa $1 bi l l ion
revenue base, with 800/o of that revenue
derived from sustainable and predictable
product sales. By pioneering the
"strategic-consolidation" model, Elan has
achieved sufficient scale to compete effec-
tively with both global pharmaceutical com-
panies and top-t ier biotechnology compa-
nies. It has also entered the realm of
lalge-cap companies for inst i tut ional
investors and has demonstrated sustained
growth as well as market liquidity.

Conclusions
We f irmly bel ieve t l-re pace of strategic con-
sol idation wil l  only accelerate as biotech-
nology executives ancl cl irectors are forced
to recognize the need for synergist ic combi-
nations. The drivers in brir .rging this into
the nrainstrearn of tr iotechnology deal-
rraking are l ikely to be a combination of
internal  and external  factors based on the
availabi l i ty or short irge of cash. Although
we do not want to be perceived trs the har-
bingers of cloom ancl gloon.r, i t  is extrcmely
l ikely that a r.r.rar. jor force in developing a
trcncl towarcl consol iclat ior-rs wil l  be the
thrcat () f  l rankruptcy or t le l is t ing of  nrany
snral l  cap biotechnology stocks. l)esperlte
t inrcs lead to clesperate mcasures, and expe-
r ience has shown that companies of ten seek
oLlt p. lr tncrs as a last resort to avoid going
out of existence. ' l 'his scenario cloes not
nrecI our cicf ini t ior-r of strategic consolicia-
t ion.  ' l 'he nlost  successful  strategic consol i
c lat ions wi l l  be those that are i rnplemenled
we l l  befirre such scenarios come to pass.

It  is also l ikely that ventLrre capital ists
nncl rrr jor ir-rst i tut ional investors, who can-
not cash out of an investment becar-rse of
the cor.npany's low market capital izat ion
ancl lack of market l iqLridity, wi l l  serve as
catalysts for faci l i tat ir-rg consolidation
between private and public companies.
Final ly, we expect to see mountir-rg pressure
fron-r Wall  Street research analysts on
biotechnology executives and inst i tut ional
investors to break away f iom the pack and
adopt the strategic consolidation business
model, generating investor interest ancl cre-
l t ing highcr nrarket valuat ions.

If  our predict ions are r ight, deals l ike
the aforementioned hypothetical merger
and the successful Elan experier-rce lvi l l
become the hal lmark of biotechnology in
1999 and beyond. With such an upside for
individual companies, shareholders, and
the biotechnology industry as a whole, per-
haps i t  is t ime for biotechnology to transfer
some of i ts legendary creativi ty in R&D
from the benchtop into the board room. ///
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By". Ciao. Sayonara. Arrivederci. Adios. Just a few encouraging
words from the typical M&A advisor the minute the deal is struck.

tansaction Sen'ices isn't just about advising you on the deal, but on the work that comes
afterward, too. Ard that's what actually helps mergers live up to shareholders' expectations.
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