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Acquisition in safety assessment

Instem has announced the acquisition, for up to $4.6m, of a US-based
provider of software for safety assessments. Leadscope’s software provides
computer models that predict toxicity of chemical compounds — the systems
are so advanced that the FDA allows them to replace animal testing in
certain limited situations. A strong fit with Instem’s existing safety
assessment business and its KnowledgeScan offering, this deal appears a
well-considered and useful extension to the group’s position.

" Deal structure Instem has acquired Leadscope, a safety assessment
software provider in Columbus, Ohio. The consideration is $3.35m
initially, $0.75m deferred but not contingent, and $0.5m contingent on
performance. This equates to around 2.3x sales and 11.5x EBITDA on a
trailing twelve-month basis.

" Leadscope The acquired business offers subscription-based access to
advanced Al or machine-learning algorithms which can predict any
potential safety issues for specific chemicals that are being considered as
part of a drug development process. The platforms are so effective that
the FDA has approved them to replace certain animal-based testing.

" Potential for growth Currently, the FDA has approved just one of a
possible two or three dozen use cases for this “in silico” testing...clearly,
as the testing software improves, and as the FDA widens the applicability
of this approach, there is dramatic scope for material revenue upside, all
at very high margin and on a recurring-revenue basis.

® Accretive deal; forecasts increased With the acquisition completing
towards the end of FY 2019E, we expect a minimal contribution from
Leadscope to current- year financials. For FY 2020E, we upgrade revenue,
EBITDA and adjusted EPS by 5.2%, 6.5% and 8.1% respectively. FY 2021E,
the same metrics increase by 5.2%, 6.4% and 7.8%.

Overall, we see Leadscope as an exceptionally good fit with Instem — the
acquired business will benefit from Instem’s global sales muscle, and Instem
will add a useful and high-end software offering to its already-fast-growing
informatics business.

The price appears reasonable, the Instem team has demonstrable track
record of successful integration, and the strategic fit is clear. We look forward
to watching the post-acquisition progress.

FYE DEC (EM) 2017 2018 2019E 2020E 2021E
Revenue 21.7 22.7 25.8 29.6 31.7
Adj EBITDA 2.4 4.1 4.9 6.3 6.9
Fully adj PBT 1.6 3.0 3.4 48 5.3
Fully adj EPS 11.0 155 17.5 23.2 25.2
EV/Sales 2.6x 2.5x 2.2x 1.9x 1.8x
EV/EBITDA 23.5x 14.0x 11.7x 9.0x 8.3x
PER 33.7x 24.0x 21.2x 16.0x 14.8x

Source: Company Information and Progressive Equity Research estimates

This publication should not be seen as an inducement under MiFID Il regulations.

Please refer to important disclosures at the end of the document.


http://www.progressive-research.com/
http://www.instem.com/

Prog

ressive

EQUITY RESEARCH

18 November 2019

Background on Leadscope

Founded in 1997 and based in Columbus, Ohio, USA, Leadscope is a leading provider of in-
silico safety assessment software, which is used to enhance and accelerate life sciences
R&D. Clients use the group’s tools to predict toxicity and perform expert reviews for a wide
range of toxicity types, as shown in the image below.

The company currently has seven employees. All are based in Columbus and all are
expected to remain with the Instem group post-acquisition.

The business is profitable. For the twelve months ending July 2019, it delivered sales of
$1.9m and EBITDA of $0.4m. In the year ending December 2018, the company reported
PBT of $0.5m. Leadscope had net assets of $0.4m as at 31 July 2019 and is being acquired
debt-free.

The business model is primarily subscription-driven and can be deployed in the cloud (Saa$)
or on site. The company has c65 clients, including 10 of the world’s top 20 pharmaceutical
companies.

Leadscope’s software uses Al and machine-learning algorithms to predict potential safety
outcomes from a database of over 500,000 toxicity studies for over 200,000 chemicals
covering all major safety-related risks. Clients can extract knowledge from both public and
in-house data.

Operationally, this is similar to Instem’s KnowledgeScan informatics suite — however a) the
focus is on chemical substances not gene targets, and (b) Leadscope licenses the software
for clients to use to create the scientific report, whereas Instem provides a full service,
leveraging the KnowledgeScan software platform to deliver a full scientific report.

Toxicity use cases

» Easy-to-use tool to predict toxicity
and perform expert review for:
genetic toxicity

skin sensitization

carcinogenicity

acute toxicity

reproductive and developmental toxicity

organ toxicity (liver, kidney, cardiac)

environmental toxicity

Source: Company data

Instem



Progressive

EQUITY RESEARCH

18 November 2019

Major growth opportunity

The mandate of the FDA is not to slow/impede progress in pharmaceutical research, but to
allow progress as fast as possible - but only in a totally safe manner. The FDA has concluded
that in silico toxicology testing is an increasingly important part of toxicology testing and
made public statements to that effect?.

Although the FDA has expressed positive views on in-silico research, currently only the
“assessment of genotoxic impurities” is approved by both the FDA and ICH (The
International Council for Harmonisation of Technical Requirements for Pharmaceuticals for
Human Use). According to Instem, there are between 20 and 30 additional potential areas
that could be licenced and each one could lead to Smillions of revenues. The following
image summarises the key opportunities

In silico use cases for toxicology testing — only the first is currently FDA approved...

Expand
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Pharmaceutical - cardiac arrythmia
Pharmaceutical — carcinogenicity

Pharmaceutical - developmental toxicity
Pharmaceutical - non-proarrythmia
Pharmaceutical - repeated dose and organ toxicity
Pharmaceutical - off-target profiling

*  Workers’ safety
*  Ecotoxicology Product discovery
e Green chemistry *  Prioritizing chemicals
J e Assessing hazard of contaminants *  Prioritizing testing of chemicals
Emergency responses *  Setting dose levels
// . Emergency response situations . Rationalization of in vivo or in vitro study results
/ *  Environmental *  Understanding (pre-)clinical signals
/ contaminants/pollutants Informing experimental design

Future

Source: Company information

As the chart shows, there are a very large number of different applications to which this
type of approach could be applied. The FDA has concluded that in silico toxicology testing
is acceptable as part of the development process, even going as far to say that more than
half of all clinical trial data will come from computer simulation?. We therefore believe that
it is only matter of time before the next use case is opened up — from discussions with
management we understand that Leadscope’s view is that the next area of focus may be
the classification and labelling for transportation of various compounds — an off-beat area
of the process, but an important one, and potentially amenable to in silico analysis.

1 https://www.fda.gov/science-research/about-science-research-fda/how-simulation-can-transform-regulatory-
pathways
2 https://www.theatlantic.com/sponsored/vmware-2017/virtual-body/1625/
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Strong fit with Instem’s existing business

We believe there is a strong strategic fit between Leadscope and Instem’s Informatics
business, particularly with the group’s KnowledgeScan platform. Put simply, Leadscope
expands Instem’s technology, customer base and geography. We also note:

= Although small in group terms, Instem’s Informatics unit is already progressing well.
Order volumes have been growing (£0.84m for the first nine months of 2019 +58% YoY)
and revenues have been building. The Leadscope acquisition should provide a major
boost to the Informatics division, adding scale and presence, as well as bringing leading
and exciting technologies to the group.

" Leadscope itself is a smaller company, with just seven employees. We expect the
business to benefit from being part of the (much larger) Instem group, particularly with
a greater sales push and the ability to use the Instem platform for further expansion.

" We understand that over 75% of Leadscope’s turnover is subscription- based, so
recurring in nature. With c60% of Instem’s revenues being recurring (H1 2019A), the
Leadscope acquisition will further improve revenue visibility.

For further analysis of Instem’s Informatics division, see our recent research report:
Informatics in Focus: Progressive Equity Research, 16 October 2019

Structure of the deal

The initial consideration for the deal was $2.25m in cash, funded from existing resources.
A further $1.1m was paid via the issuance of 231,966 new ordinary shares in Instem Plc.

The transaction also includes deferred and contingent considerations. The deferred
consideration involves the cash payment of $0.375m in both November 2020 and
November 2021. The contingent element (earnout) of $0.5m becomes payable in Q1 2022
should Leadscope’s EBITDA exceed $0.5m in financial year 2021.

The maximum possible consideration for the Leadscope acquisition is therefore $4.6m -
£3.6m at the current 1.27 £: $ exchange rate. Of that figure, c73% is payable upfront, 27%
is deferred, with 11% contingent on Leadscope’s 2021 financial performance.

We make three key observations on the deal structure:

" With c73% of the consideration paid upfront, cash outflow on the deal in FY2020E and
FY 2021E will be relatively modest.

= |eadscope reported EBITDA of $0.4m in the twelve months ending July 2019. The 2021E
$0.5m EBITDA earnout target appears somewhat unchallenging, feeling more like an
insurance policy than a major element of the consideration.

" The price paid appears to be reasonable. Instem is paying c2.3x sales and 11.5x trailing
EBITDA multiples for a business in an exciting area and one, we believe, which is growth
constrained by a small team. Leadscope’s strategic focus is on promoting the next area
for FDA approval (easier), rather than pushing hard on sales for the first one (more
difficult).

Instem
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Changes to estimates

Following the Leadscope deal, we make changes to forecasts as shown in the table below.
Note fuller financials are detailed overleaf. The acquisition completed just weeks before
the 2019 financial year end. Aside from the initial cash consideration, the impact on current
year financials is therefore somewhat limited. Note, we have made no changes to
estimates on the underlying Instem business from those published in our previous research
note (October 2019).

Changes to forecasts following the Leadscope acquisition

FY 19E FY 20E FY 21E
Change Change Change
£m unless stated old New (%) (o][¢] New (%) old New (%)
Revenue 25.7 25.8 0.5% 28.1 29.6 5.2% 30.2 31.7 5.2%
Adj EBITDA 4.9 4.9 0.5% 6.0 6.3 6.5% 6.5 6.9 6.4%
Fully adj PBT 3.4 3.4 0.4% 4.4 4.8 8.3% 4.9 5.3 8.0%
Fully adj EPS (p) 17.5 17.5 0.4% 21.5 23.2 8.1% 23.3 25.2 7.8%

Source: Progressive Equity Research estimates

Financially accretive, Leadscope is a relatively small acquisition in group terms, with 5.2%,
6.5% and 8.1% respective increases in revenue, EBITDA and EPS in the first full- year of
consolidation (FY 2020E).

Our new forecasts assume a closing FY 2019E cash position of £4.5m, vs a previous
expectation of £6.5m. The reduction reflects the initial consideration payment for
Leadscope. In both FY 2020E and FY 2021E, we assume payments for the deferred
consideration will be made, leaving an assumed £0.4m liability on the FY 2021E closing
balance sheet for the contingent consideration.

Summary

Although relatively small in group terms, we believe the Leadscope acquisition is a
strategically sensible deal, with excellent operational fit — particularly with Instem’s
Informatics division. The deal is accretive, and in our view, the price paid is reasonable.

Leadscope itself is an attractive business, and one that has potentially been held back by
its small scale and historic focus on working to expand FDA/ICH acceptance of the practice.
Instem will allow that work to continue but will also provide a major sales boost and global
reach.

Lastly, having made a number of successful acquisitions over the recent past — including
BioWisdom (2011), Logos (2013), Perceptive Instruments (2013), Notocord (2016) and
Samarind (2016), we believe the Instem Management team has a strong track record on
M&A. We look forward to further news post the acquisition, and as the business benefits
from its position within the larger group.

5 Instem
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Year end: December (Em unless shown)

PROFIT & LOSS
Revenue

Adj EBITDA

Adj EBIT

Reported PBT
Fully adj PBT
NOPAT

Reported EPS
Fully adj EPS
Dividend per share

CASH FLOW & BALANCE SHEET
Operating cash flow
Free Cash flow

FCF per share
Acquisitions
Disposals

Capex

Shares issued

Net cash flow

Cash & equivalents
Net (Debt)/Cash

NAV AND RETURNS

Net asset value
NAV/share

Net Tangible Asset Value
NTAV/share

Average equity

Post-tax ROE (%)

METRICS

Revenue growth
Adj EBITDA growth
Adj EBIT growth
Adj PBT growth
Adj EPS growth
Dividend growth
Adj EBIT margins

VALUATION
EV/Sales
EV/EBITDA
EV/NOPAT
PER

Dividend yield
FCF yield

2017
21.7
2.4
1.8
0.3
1.6
1.3
4.0
11.0
0.0

2017
1.9
0.2
1.0
(0.9)
0.0
(1.6)
0.0
(0.9)
3.1
3.1

2017
13.8

88.3

(3.7)

(23.5)
133

4.8%

2017

2017
2.6
23.5
431
33.7
N/A
0.3%

2018
22.7
4.1
3.2
1.7
3.0
2.4
8.7
15.5
0.0

2018
18
0.6
3.3
(0.2)
0.0
(1.6)
0.1
0.5
3.6
3.6

2018
16.4
105.1
(1.0)
(6.5)
15.1
9.7%

2018
4.8%
67.6%
80.3%
84.7%
N/A
N/A
14.0%

2018
2.5
14.0
23.9
24.0
N/A
0.9%

2019E
25.8
4.9
33
2.5
3.4
2.9
14.0
17.5
0.0

2019E

4.3
2.5

14.6

(1.9)
0.0

(1.6)
0.4
1.0
45
45

2019E
18.3
115.7
24
15.2
17.4
13.5%

2019E
13.5%
20.3%
5.7%
12.8%
13.2%
N/A
13.0%

2019E
2.2
11.7
19.5
21.2
N/A
3.9%

2020E
29.6
6.3
4.7
3.7
4.8
3.9
17.8
23.2
0.0

2020E

5.3
2.9

17.3

(0.3)
0.0

(1.6)
0.0
26
7.2
7.2

2020E
211
133.3
6.0
37.9
19.7
15.2%

2020E
14.7%
30.0%
40.4%
40.4%
32.1%
N/A
15.9%

2020E
1.9
9.0
14.8
16.0
N/A
4.7%

2021E

31.7
6.9
5.2
4.5
5.3
4.2
21.3
25.2
0.0

2021E
4.6
3.1
18.7
(0.3)
0.0
(1.6)
0.0
2.8
10.0
10.0

2021E
28.2

178.1
10.9
68.7
24.6

14.6%

2021E
7.3%
8.8%
10.9%
11.3%
8.6%
N/A
16.4%

2021E
1.8
8.3
13.6
14.8
N/A
5.0%

Source: Company information and Progressive Equity Research estimates

Instem
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Disclaimers and Disclosures

Copyright 2019 Progressive Equity Research Limited (“PERL”). All rights reserved. Progressive’s research is commissioned by the subject
company under contract and is freely available to the public and all institutional investors. Progressive does not offer investors the ability to
trade securities. Our publications should not, therefore, be considered an inducement under MiFID |l regulations. PERL provides professional
equity research services, and the companies researched pay a fee in order for this research to be made available. This report has been
commissioned by the subject company and prepared and issued by PERL for publication in the United Kingdom only. All information used in
the publication of this report has been compiled from publicly available sources that are believed to be reliable; however, PERL does not
guarantee the accuracy or completeness of this report. Opinions contained in this report represent those of the research department of
PERL at the time of publication, and any estimates are those of PERL and not of the companies concerned unless specifically sourced
otherwise. PERL is authorised and regulated by the Financial Conduct Authority (FCA) of the United Kingdom (registration number 697355).

This document is provided for information purposes only, and is not a solicitation or inducement to buy, sell, subscribe, or underwrite
securities or units. Investors should seek advice from an Independent Financial Adviser or regulated stockbroker before making any
investment decisions. PERL does not make investment recommendations. Any valuation given in a research note is the theoretical result of
a study of a range of possible outcomes, and not a forecast of a likely share price. PERL does not undertake to provide updates to any
opinions or views expressed in this document.

This document has not been approved for the purposes of Section 21(2) of the Financial Services & Markets Act 2000 of the United Kingdom.
It has not been prepared in accordance with the legal requirements designed to promote the independence of investment research. Itis not
subject to any prohibition on dealing ahead of the dissemination of investment research.

PERL does not hold any positions in the securities mentioned in this report. However, PERL’s directors, officers, employees and contractors
may have a position in any or related securities mentioned in this report. PERL or its affiliates may perform services or solicit business from
any of the companies mentioned in this report.

The value of securities mentioned in this report can fall as well as rise and may be subject to large and sudden swings. In addition, the level
of marketability of the shares mentioned in this report may result in significant trading spreads and sometimes may lead to difficulties in
opening and/or closing positions. It may be difficult to obtain accurate information about the value of securities mentioned in this report.
Past performance is not necessarily a guide to future performance.
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To arrange a meeting with the management team, or for further information about Progressive, please contact:
Emily Ritchie

+44 (0) 20 7781 5311

eritchie@progressive-research.com



