Biotech Start-Ups Increasingly Opt
For a Sale to Drug Firms Over an TPO

By Davinp P, Hamiron

TOTECHNOLOGY START-UPS Jong have

followed a stmple playbook: Go public at an

early stage, keep raising money for a de-
cade or move and eventually produce novel medi-
cines that could make the company the next Am-
gen Ine. or Genentech Ine.

Increzsingly, however, many start-ups are lay-
ing aside those plans. Instead, they are consder-
ing the once-unthinkzble alternative of hodding
out untll a larger pharmaceutical or biotech com-
pany decides o acquire them.

“It s a sea change in owr industry that's really
radically important,” says Brian Atwood, & co-
[ounder of venture-capital firm Versant Ventures
in Menlo Park, Calif, “We've always thouglit about
IPOE, about making the next Genentech. This has
caught & lot of us by surprise,”

Slnce 2003, acquisitions of biotech start-ups
have significantly outpaced the initial pulblic offer-
ings that were traditionally a major milestone for
maluring biotech companies. Since Qetober 2003,
when the current IPO-financing “window™ opened
for biotechs—investor enthusiasm for offerings in
the sector is traditionally cyclical —67 private bio-
techs have made initial offerings, aceording to an
analysls by consultants al Bain & Co.

Almost =ix times 8z many, however, choge to
mecept acquisition bids, Bain says. That analysis
includes acquisitions of both public and private
bistechs, although Bain says roughly 8% of these
transactions involve privale slart-ups.

What's mare, larger biotech and pharmaceuti-
cal companies ave starting o pony up significant
sums in these deals, The medlan value of biotech
acquisitions Jast year nearly tripled to $170 million
compared with the previous vear, Bain caleulites,
Among the mjor deals: Plizer Inc.’s acquisition
af closely held Idun Pharmacenticals for $250 mil-
T LhE purchase of San Dleg-based Syrr ne,
by Japan's Takeda Pharmacentical Co, for §270
million; Johnson & Johison's takeover of Penin-
sula Pharmaceuticals for $245 million: and Merck
& C0.'s acuisition of GlyeoFi Ine. for $400 million,

As a result, Acquisitions appear o he more
Iucrative than IPOs, From 2003 to 2005, Bain calou-
lates, huyers of private biotechs paild an average
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of 3.5 times the target's accumulated capital in-
vestment. Initial offerings over that period, mean-
while, valued start-ups at just twice the level of
their pre-IPO investment.

The surge in blotech acquisitions Jargely re-
flects a newfound hunger on the part of major
pharmaceutical companies for drug candldates to
fill their depleted pipelines. As bockbuster drugs
like Merck's cholesterollowering Zocor lose
patent protection and face generic competition,
drug makers have largely turned to the biotech
industry for fresh ideas. To a lesser extent, estab-
lished biotech companies also are trolling for the
next big idea.
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The rapid shift in financial dynamics has been
disorienting for some biotech executives. In 2004,
Salmedix Inc., a S8an Diego maker of cancer treat-
ments, registered an initial offering in which it
boped 0 raise $86 million. As other biotech offer-
ings foundered, Chiel Executive David Kahakoff
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and his team decided against pushing
forward with the offering, although they
never withdrew the filing.

By the end of that vear, Salmedix had
presented promising early data from a
clinical trial of its lead drug for non-
Hudgkin's.lymphoma, and several larger
companies expressed interest in striking
4 partmership to take the drug through
further testing and commercialization. Al-
though Dr. Kabakeff initially hoped to
strike a deal that would allow Salmedix to
co-market and share profits from the drug
in the 11.5., the established bistech Cepha-
lom Ine. stepped forward with & S160 mil-
liom offer 1o buy the entire company.

Facing a lackluster reception in the
TP market and uncertainty shout the
prospects for the eompany's second-line
drug candidate, Salmedix took the deal,
which.may bring an additional $40 mil-
lion from Cephalen if the driag meets de-
velopment milestomes,

“There was some angst about it,”
says Dr. Kabakoff, who nevertheless ex-
presses satisfaction that the deal paid
off for company employees and its inves-
tors. “1 and others in the management
team would have liked to take the com-
pany forward and at least get the prod-
uct into Phase M01," or late-stage human
tests, he sayvs,

Many venture eaplialists weleome the
spate of acquisitions as a convenlent way
to “exit” from early-stage investments.

In fact, private investors often can reap
greater benefits from an acquisition than
from an exit in the public markets, be-
cause preferred shareholders receive fa-
varable treatment. In an [P0, by con-
trast, preferred shares are generally con-
verted to commeon shares so as nol o
disadvantage new publle shareholders.

Many wenture-capital firms have
hired pharmaceutical or big-biotech exec-
utives with deal-making experlence. Two
years ago, for instanee, Versant hired
Bradley Bolzon, a former business-devel-
apment executive at Roche Holding AG.
“He's a transaction guy,” Versant's Mr.
Atwood says, “We're using that skill set
pretty aggressively.”

In some cases, venture caplialists are
starting to reshape their investment strat-
egv as a result of the growing lkelihood
that their start-ups might be acquired. At
New Enterprise Assoriates, another Menlo
Park, Calif., venture-capital firm. partner
Jim Barrett says he now makes invest-
ment decisions based in part on whether a
start-up’s drug candidates will ultimately
be attractive to major drug makers.

For instance, venture financiers often
traditionally favored companies whose
drugs treat niche medical conditions, in
part because a start-up could realisti-
cally market a new drug to & small group
of physicians and patients with a special-
ized sales force.

Now, Dr. Barrett says, he is more
open to experimental drugs that address

broad markets, because big drug compa-
nies like them. The bicchemist points to
the firm's investrnent in Targacept Inc.,
a Winston-Salem, ¥.C., spinoff from BT,
Reynolds Tobseeo Co., that is exploring
the use of drugs that mimie nicotine as
memory boosters, as the sort of thing he
ance would have shunned.

In other eases, to redwce the capital
needed f0 get 4 firm to the IPO stage,
venture-capital firms are pushing bio-
tech start-ups o "virtualize”—often by
licensing drug candidates from other
firms, outsourcing important infrastroe-
ture and conducting clinical trials in low-
e0al overseas locations,

The big question haunting many in
the biotech industry is whether the
move toward an acquisition model —one
in which biotechs could end up resem-
bling medical-device start-ups, which
rarely grow into independent companies
and instead are frequently acquired by
major device makers such as Boston
Scientific Corp. or Medtronic Inc.—is a
aberration or & permanent feature of
the landscape.

“Without a sustainable IPO market, it
becomes much mare diffienlt to build the
next Amgens,” says Ivor Rovslon, co-
founder of San Diego-based Forward Ven-
tures, & venture-capital firm, and a
former biotech entrepreneur. “1 have a
company here in my portfolio with the
potential to be the next Amgen—if it
doesn't get bought owt.”



