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Instem sells software products to a variety of customer types
involved in the early drug development segment of the healthcare
market, and to other life sciences R&D organizations.
The group came to market in 2010 with a compelling story based
on dominance of a niche market, good recurring revenues and
strong cash generation. Instem, along with many other pharma
services companies, has weathered an unforeseen market
slowdown, which now appears to be abating. There is clear
potential for consolidation in the marketplace (three deals have
already been concluded), and Instem has exposure to attractive
elements of SaaS delivery and “Big Data” in the pharma markets.
Given the UK generalist / small-cap investor’s infrequent involvement
with the large players in the global pharma market, the note includes a
degree of market background. In particular, we focus on :

!

Market backdrop – a description of the relevant phases of drug
development, how these phases fit relative to other drug
development work, and the areas currently addressed by Instem

!

Market specifics – the customers relevant to Instem, what they do
and how they have been performing, Instem’s products and
solutions, and the current active trends in these areas and the
currently unaddressed but available market opportunity

!

Instem detail – M&A track record and on-going potential, and the
management team (board level and other senior management)

!

Financials – assumptions implicit in our estimates, how these relate
to market scale, and our view on risks and challenges

Instem has been investing (logically, in our view) to capitalise on the
recovery and to expand the scope of its addressable market. We could
therefore see a double positive whammy – the group’s investments
tapering away and in fact generating a return, at the same time as the
market becomes significantly more supportive of growth.
H1 results provided evidence of the return to form. Despite a recent
trading update noting that 2013 saw one contract negotiation slip, the
group is displaying solid foundations for growth. We suggest that
anyone interested in investing in the business, or simply keen to learn
more, should meet with management and hear first-hand about the
opportunities, the resurgent optimism, and the methods being employed
to deliver profitable growth.
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EXECUTIVE SUMMARY
Drug development & the “patent cliff”
The global drug development market is a vast and often opaque array of
companies, all focussed on creating, isolating, developing, testing and marketing
substances beneficial to human health. The marketplace is dominated by “big
Pharma”, where around a dozen companies generate over $500bn in annual
revenues. The drug development life cycle is such that a compound’s journey from
initial discovery to market typically takes over a dozen years. Instem is active in
providing IT platforms to smooth (and speed up) some niche areas within years 2-8
of this process.
Recent years have seen a phenomenon known as the “patent cliff”, with a number
of high-revenue drugs coming off-patent, removing significant sources of sales for
a number of the big Pharma players. This prompted a major focus on “late stage”
development drugs, which were pushed as fast as possible to launch, in an attempt
to fill the gap created by the lost revenues on patent-expired drugs.
Instem’s involvement in earlier stages of drug development was therefore
negatively impacted, as the focus was elsewhere. There are now some signs that
the drug developers are broadening their focus, and early stage development work
is once again seeing material investment.

Instem customers – CROs, pharma companies and
(increasingly) government departments
Instem’s traditional product strength has been (and remains) software for the
management of safety assessment, earlier than “Clinical Testing” phases which
come later in the process, when the compound has been assessed as safe enough
to involve patients. Instem’s work therefore mainly relates to laboratory test work,
rather than doctors and field studies.
The group sells to pharma organisations themselves, to contract research
organisations (CROs) and to governmental organisations, which are showing an
increasing level of interest and involvement in the management and data collection
with regard to early development testing.

Instem product range
There are essentially four product areas within Instem :

3

!

Provantis – the bedrock of the group’s growth, and still the major contributor to
revenue, this product has a leading global market share in the management of
study data in the Early Drug Safety Assessment market (all pre-clinical)

!

Centrus – relatively new, and currently representing only 5-10% of revenues,
but in a growth phase, Centrus is to do with the exchange, aggregation,
collation and (importantly) the reporting of early development study data

!

ALPHADAS – acquired through the recent Logos acquisition, extends Instem’s
remit into the early phases of the clinical trial market, with an electronic data
capture product, enabling the group to sell into existing and new clients in the
adjacent stage of drug development

!

Instem Scientific – active in “translational science” (one of several Big Data
opportunities in life sciences R&D, data mining and data sharing; re-purposing
and re-using information from vast public sources of generally unstructured
documents and structured databases. This public information can be combined
with proprietary client data, including that from Provantis and other electronic
data collection systems to generate knowledge and accelerate product
development
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Recent newsflow – CRO barometers
Two publicly-listed Contract Research Organisations (CROs) who have a
significant focus on early drug development described, in recent results
announcements, on-going and sustained growth in revenues. This appears to be
the result of a return to spend by the end customer (pharma companies), which is
especially apparent in the Asian market, which is seeing strong double-digit growth.
Strong players are also seeing growth in the US domestic market, and Charles
River has spoken, earlier this year, of biopharma companies beginning to “reemphasise early-stage work”, providing some validation on our view on the
abatement of the patent-cliff effect.
It is reassuring to see a strong and vibrant customer base, and Instem itself is
reporting a return to better procurement situations. Some CRO customers are
returning to purchasing software user seats, a clear indication that business
volumes are increasing.

Major opportunity remains
We analyse (at a relatively high level) the products that Instem sells, and the
markets into which those products are sold. We then tabulate (on page 14) a chart
highlighting the areas, by product and by customer type, where there remains
significant potential demand which has not yet been satisfied.
We summarise below the opportunity as we see it, showing the existing revenue
base in dark blue, relative to the market potential in light blue. The opportunity,
compared to the group’s current scale, is clearly highly significant.

ESTIMATED MARKET OPPORTUNITY RELATIVE TO CURRENT SCALE

Exis%ng(revenue(
base(
Es%mated(market(
opportunity(

Source: Instem data, Progressive Equity Research estimates
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M & A – Warming Up
Instem has made three acquisitions since its 2010 float; the Biowisdom group (now
Instem Scientific) for up to £1.5m in March 2011, Logos Technologies earlier this
year (mainly the ALPHADAS platform) for up to £5m, and now Perceptive
Instruments for up to £1.3m, adding in vitro study data collection and genetic
toxicology study management. We believe that these deals will contribute
meaningfully to group growth over time, and, just as importantly, management’s
determination to conclude the recent deals suggests to us an increasing level of
confidence around fortunes in the core existing business.
Importantly, we see a linkage between the need for data integration amongst (and
sometimes between) the customer bases, and a need for consolidation of the IT
supplier landscape. The industry clearly needs to gravitate towards some common
data sets and standards, in order to reduce cost and (critically) to minimise the
incidence of unnecessary “adverse events” – ie economic or (uncommonly) patient
safety disasters during human drug trials that could have been avoided. It seems
clear that, in a world aiming for fewer data standards and structures, the pharma
universe would undoubtedly prefer to deal with fewer IT providers; there currently
exist a large number of small and extremely niche-focussed suppliers, some very
regional and some multinational or global, but mainly serving only a very small
section of the overall market.
Instem listed on the market in 2010 largely to help participate in this consolidation;
three deals have so far been consummated, but it is likely in our opinion that more
will follow. Ultimately, Instem itself could be a target, but we believe there to be a
significant potential to create shareholder value by adding incremental technology
suites into the platform, extending its scope and applicability, and sharing the cost
of the sales force and infrastructure across a broader array of revenue lines.

Risks and challenges
Please see page 19 for our analysis of the risks and challenges faced by the group,
along with management’s responses and comments. We hope that Instem’s
strong niche position in an area of the market exhibiting strong recovery, aligned
with product evolution and strategically sound M&A should allow the group to make
more dramatic progress in the years ahead.

Financial forecasts
We have based our forecasts on assumptions that we believe to be realistic and
hopefully prudent. They are roughly in line with current consensus and suggest a
modest level of top line growth for 2014 and 2015, with expansion in profitability
more towards the later years as the group begins to see further rewards for its
recent and on-going investments. The group’s end-2013 trading update that one
contract negotiation had failed to complete before the year end, resulting in a lower
than expected outturn for 2013 – although with the prospect of future benefit in
2014.

Summary
Instem appears to us to be a well-run business where profitability has recently
been impacted by difficult conditions in a number of end markets. The group seems
to be signalling, both in its words and through its deeds, a more positive chapter
ahead. Many signs from the customer base are more encouraging than in recent
years, and the expenditure on both new products and M&A appears to have been
well targeted. We strongly suggest meeting with management to understand more
about the Instem opportunity.

5
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MARKET BACKDROP: DRUG DEVELOPMENT
Development timelines and phases
Global pharma giants spend in total around $100 billion annually developing drugs
to heal ailments or otherwise improve quality of life. This process is highly complex,
highly regulated, and as the diagram below shows, only perhaps one in c.10,000
compounds “discovered” will make it through to production and sale.
Drug Development Lifecycle
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Source: Instem
Clearly, any technology capable of helping accelerate, streamline or improve this
process will save big pharma significant amounts of money – and allow them to
focus on the right drugs, which could earn them dramatically higher revenues.
Instem estimates that around $600m is spent each year on IT, just in its focus area
of the market, Early Development Biology and Translational Informatics.

“Patent cliff”
Recent years have seen a number of major drugs coming off-patent (at the
extreme right of the diagram above). Clearly this presented pharma companies
with a revenue problem (the so-called “patent cliff”) and their reaction was
predictable : they allocated material resource to accelerating, qualifying and
prioritising the mid to late stage drugs that were within reach of revenue production.
This led to a reduction in focus on the early-stage Discovery and Pre-Clinical
phases, as the key driver of short-term corporate performance was the translation
of drugs through late-phase Clinical Testing and into revenue delivery.
The knock-on impact has been significant : a reduction in Early Development work,
and a strategic focus on quality and pace of late-stage portfolio management.
There are a number of signs that this abnormal focus of effort is now beginning to
normalise; the patent cliff has been descended (or smoothed over) and many large
players are now re-prioritising the earlier stages of drug development work. Given
Instem’s focus on this part of the market, this is a key shift to which we will return
on page 13, in our section on CRO customer strength.

6
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MARKET BACKDROP: INDUSTRY PLAYERS
Due to the extremely long product development cycles, the regulatory burdens, and
the tasks involved, a number of different types of player have emerged :

!

Big pharma – these large groups (Pfizer, AstraZeneca, GSK, Bristol-Myers
Squibb etc) have revenues in the $25-100bn dollars-plus range. They are
effectively managing large portfolios of drugs and compounds in development –
ranging from ideas in labs and long lists of “potentially interesting” compounds,
through to mature drugs coming to the end of their patented lifetimes.

!

Other pharma – smaller pharma or biotech groups, without the extensive range
of drugs at all stages of lifecycle. They are more reliant on outsourced skills,
and have less “safety in numbers” than that available to Big Pharma; one or two
high profile failures can be catastrophic to smaller pharma groups.

!

Contract Research Organisations (CROs) – these groups have evolved to
serve the needs of the pharma groups, both large and small. They provide
outsourced services in relation to drug discovery, pre-clinical and clinical trial
management. Initially developed to serve mainly the smaller pharma groups,
the CROs have recently been the beneficiaries of decisions by a number of Big
Pharma groups to entirely outsource elements of their study workload.

!

Academic institutions / government bodies – there exist a large number of
academic research groups and governmental institutions, all of which may have
varying degrees of requirement for test studies. Academics and governments
focus on areas of public health and the advancement of learning, which require
test and study regimes to check theories, examine disease and so on.

!

Chemical Companies – with an extensive portfolio of existing chemicals to
manage and very active R&D programs from bulk chemicals through to
pesticides, herbicides and other agrochemicals, including genetically modified
crop research. These activities are generally subject to similar regulatory
scrutiny from the likes of the US EPA. Many of the CRO’s undertake work for
chemical as well for the pharma market (the split of their revenues is unknown).

We have mapped these various groups, with a rough attempt to demonstrate
examples of “scale” of the various entities, on the chart below.
PHARMACEUTICAL INDUSTRY LANDSCAPE – BIG & SMALL PHARMA, CROs and GOVERNMENT
CRO$
Pre$
Clinical$
$
$

Rest$of$
Pharma$

CRO$
Early$
clinical$
$

Big$Pharma$
CRO$
Clinical$
trials$

Regulator$(FDA$et$al)$

Source: Progressive Equity Research
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INSTEM – PRODUCT SUITES, AND HOW
THEY MAP TO CUSTOMER TYPES
Instem has a number of products (four major groups, as described in the Executive
Summary). This section describes them very briefly, and maps them to the
customer types as described in the market backdrop section above.

!

Provantis – the bedrock of the group’s growth, and still the major contributor to
revenue, this product has a leading global market share in the management of
study data in the Early Drug Safety Assessment market (all pre-clinical). The
Perceptive Instruments deal added in vitro early-stage study management.

!

Centrus – relatively new, and currently representing only 5-10% of revenues,
but in a growth phase, Centrus is to do with the exchange, aggregation,
collation and (importantly) the reporting of early development study data

!

ALPHADAS – acquired through the recent Logos acquisition, extends Instem’s
remit into the early phases of the clinical trial market, with an electronic data
capture product, enabling the group to sell into existing and new clients in the
adjacent stage of drug development

!

Instem Scientific – active in “translational science” (one of several Big Data
opportunities in life sciences R&D), data mining and data sharing; re-purposing
and re-using information from vast public sources of generally unstructured
documents and structured databases. This public information can be combined
with proprietary client data, including that from Provantis and other data
collection systems to generate knowledge and accelerate product development

The difficulty in understanding Instem lies not so much in the variety of customer
types (pharma companies, CROs, governmental and other), nor in the range of
software types (study management, information analysis/presentation and data reuse), but in the combinations and permutations of these ranges. The diagram
below attempts to allocate the various product ranges to the customer types to
whom they are (generally) sold most frequently.
INSTEM PRODUCTS AND PHARMACEUTICAL SECTOR CUSTOMER TYPES
CRO$
Pre$
Clinical$
$
$

Rest$of$
Pharma$

CRO$
Early$
clinical$
$

Big$Pharma$
CRO$
Clinical$
trials$

Regulator$(FDA$et$al)$

Source: Progressive Equity Research
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INSTEM – CUSTOMER GROUPS
CROs and volatility of demand
Given the vast scale of the pharma industry, and the specialist skills necessary to
execute well, it is unsurprising that very significant outsourcing partners have
evolved to support the main players as described on the previous page.
The Contract Research Organisation, as discussed above, is paid by the pharma
group to conduct large numbers of early-stage research projects into vast arrays of
potentially interesting compounds. Most of these will end in failure, but the
information is logged and analysed (to avoid repeating the mistake in future).
Promising compounds are either analysed further or handed “back” to the pharma
customer for further in-house management through the later stages of Clinical
Trials and into production. The CRO market is therefore a significant revenue
driver for Instem.

Demand volatility – amplified through CRO, dampened by Instem revenue model

Pharma&
demand&shi,&

CRO&&
ampliﬁes&

Instem&&
seat5based&
revenues&

!!
Source: Progressive Equity Research

As pharma companies flex their levels of investment in the EDSA space, this has a
disproportionately large impact on the CRO, being a (generally) smaller
organisation always required to “pick up the slack” when demand is strong, and
“down tools” at short notice when sentiment weakens.
Instem’s revenues through CROs are a combination of new licence sales and perseat revenue. Clearly, when CROs see tough demand profiles from pharma
customers, they themselves will be unlikely to purchase new licences.
Nevertheless, Instem’s revenue model, being primarily seat-driven, affords a
reasonable degree of protection from the extremes of short-term demand volatility.
The group is aiming to increase breadth of revenue streams to mitigate risk, and is
working to achieve this through sale of additional modules to existing customers,
through expansion into new product suites (such as Centrus and Instem Scientific)
and extension into other stages of drug development (exemplified by the Logos
acquisition in the early-stage clinical trials marketplace).

9
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Government sector – new demand “to and through”
Over the past couple of years, Instem has seen a significant level of demand from
governmental customers, mainly in the USA. This demand allows Instem to sell
both “to” and “through” the governmental organisations; the group’s products are
used within government research organisations, and can be mandated by
governmental authorities for use by third parties involved in public sector
programmes.
The table below highlights a number of the recent wins in the public sector arena in
two of the most major geographies for the group, the USA and China. Technically,
not all of the Chinese entities are fully “public” bodies; the Chinese government
funds a number of research centres, although these may be fully or partly
privatised :

Government sector – recent wins in the USA and China
Contract announced

Detail or purpose of software purchase

USA Public Sector
National Institute of Allergy and Infectious Diseases
(part of National Institute for Health)
Nov 2012
National Institute of Environmental Health Sciences
(NIEHS)
Feb 2013

Chose Provantis to help combat infectious,
immunologic, and allergic diseases.
Through outsourced research organisations (CROs
and/or research institutes)
Provantis 9 selected for National Toxicology
Program.
$870k in year 1; minimum of $6.2m over 10 years,
total up to $7.6m if study volumes remain stable and
current supplier base of six is kept intact.

China Public Sector
Beijing Academy of Military Medical Sciences
Jan 2012

Provantis purchase based on “local presence
combined with global market leadership”

Chinese Government Research Laboratory
Apr 2013

Provantis 9 – early adopter of latest release

Beijing National Centre for the Safety Evaluation of
Drugs (part of Chinese State FDA)

Ensuring best practice and training Good Laboratory
Practice (GLP) inspectors – chose Instem study
management tool

Source: Progressive Equity Research, group management
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Product summary :
Position within Instem

What it does

Long-established Study Management platform
Dominates global Early Drug Safety
Assessment (EDSA) market
Provantis 9 launched July 2012

Manage studies of toxicology and pathology in
early-stage (pre clinical) studies.
Perceptive Instruments deal added in vitro
early stage genetic toxicology

Target customer types

Typical ticket price

Study managers : mainly Contract Research
Organisations (CROs), government research
institutes, good number of pharma

Licences range £75k-£300k

Challenges
Ensure market leading position maintained
Drive revenue growth from enhanced
analytics functionality despite market maturity

Financial importance
Around 75% of group revenues

Example customers

Competitors
Xybion, Pathology Data Systems
Andor (for Perceptive Instruments)

Core opportunities
SaaS delivery potential to small customers
Provantis Portal integrates CRO to client (sale
potential to small/mid-sized CROs)

Product summary :
Position within Instem

What it does

Driver of growth into new market
Helps “knit together” disparate systems, so
key role in customers’ minds
Active part in industry standard-setting

Collection, analysis and sharing (reporting) of
data relevant to analysis of a group of
compounds. Adheres to newly FDAmandated SEND data format

Target customer types

Typical ticket price

Study reporters and analysers : mainly
Contract Research Organisations (CROs) and
study sponsors (big pharma)

Subscription c$15k per annum for single
module, up to $0.75m for full suite, perpetual
licence and integration services

Challenges
Drive market uptake
Maximise benefits from SEND regulation
despite FDA slippage (Q4 14 from Q4 13)

Financial importance
c. 5% of group revenues

Example customers

Competitors
PointCross (US private company, also active
in Oil & Gas exploration data platforms)

11

Core opportunities
Pharma market of all sizes
Benefit from SEND regulatory requirement to
submit study data in standard formats
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Product summary :
Position within Instem

What it does

Acquired through Logos Technologies deal in
May 2013

Collection and analysis of data relevant within
early stage clinical studies. Site automation.

First foray into early-stage Clinical trial
software (focus previously all pre-Clinical)
Target customer types

Typical ticket price

Big pharma and CROs active in early-stage
Clinical trials

Range – can be from $100k - $1m

Challenges
Manage migration into early-phase Clinical
market from pre-Clinical stronghold

Financial importance
c. 10% of group revenues

Example customers

Competitors
Oracle, Omnicomm

Core opportunities
Work with CROs and pharma companies to
migrate processes on to new technology.
New SaaS version

Skillset grouping : Translational Informatics
Position within Instem
Range of products within Instem Scientific unit
Largely through Biowisdom acquisition in
March 2011

What it does
Provision of information in formats for data
sharing, data mining and “generation of
scientific insight”. Translating information
from data in one setting into knowledge in
another

Target customer types
Big pharma, CRO across Discovery,
PreClinical and Clinical trials, and into the
prescribing marketplace

Typical ticket price

Challenges
Small market share, in-house skills are
utilised by a number of potential customers

Financial importance

Range of products and price scales

<10% of group sales

Example customers

Competitors
IDBS, Certara and Accelrys
In-house teams

12

Core opportunities
Helps make other products more broadly
useful. Major opportunity in Academic and
Research markets
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CRO CUSTOMER STRENGTH
As described above, Instem sells in a number of ways, direct to drug and chemical
developers, and also into the large number of global outsourcers of relevant
workloads. The pharma and chemical players are large, often conglomerate,
organisations who have no inclination to provide details on their spending patterns
or propensities.
The Contract Research Organisations (CROs), however, exist in their own right,
some as quoted entities, who provide a much greater level of information and
granularity around market trends. We highlight below some recent comments and
financial detail from two of the major players.

Charles River (CRL:US, Mkt Cap $2.8bn)
In its Q4 2012 results presentation, Charles River Laboratories suggested that the
market is at an inflection point for outsourcing. Specifically, it noted that
“the marketplace is still challenging, but more predictable and (has)
somewhat improved visibility”.
It also said that
“[We] believe that global biopharma companies are beginning to reemphasize early-stage work” and that
“based on client indications and new business opportunities, we
believe that growth rate for services will re-accelerate in 2013”.
The Q3 2013 results showed on-going revenue growth within the
Preclinical Services segment, running at c.4% above the previousquarter and at over 6% year-on-year (currency-adjusted). Sales within
the unit are at the highest level since H1 2010.

WuXi Pharmatech (WX:US, Mkt Cap $2.7bn)
Wuxi is a strong proxy for both the CRO market, and the Asian expansion
opportunity currently being afforded to Instem. The group reported Q3 2013 results
last November, and we highlight below a number of the salient items:

!

Overall revenues up almost 17% year-on-year to $146.7 for Q3 (skewed by
c.44% growth in Manufacturing Services).

!

China-based Laboratory Services, within the mix, grew 10% year-on-year
in Q3 - almost twice the rate of growth in US-based Laboratory Services and continues to represent the largest part of the group by revenue.

!

Guidance for full year 2013 outturn was upgraded by 100 basis points with the
Q2 results, from 14% sales growth to 15% sales growth (assuming mid-range of
guidance). That was underpinned by the strong Q3 performance with the lower
end of the revenue guidance range tightened.

Overall it is clear to us that a number of the larger CRO groups are seeing ongoing and sustained revenue growth, both in the USA and elsewhere. We
believe that this strength will be transmitted through the supply chain, and
possibly amplified as shown on page 8, as it manifests itself in enhanced
demand for study management software.

13
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MAJOR OPPORTUNITIES REMAIN
It would be easy, given that Provantis is arguably a relatively mature product, and
has been sold in to most of the “obvious” customers where this can be achieved, to
assume that the growth prospects for Instem are modest.
The group’s
performance over the past couple of years would tend to support this theory, if we
focus on revenue and profitability. We suggest, however, that the picture is more
complex.
We have analysed the scale and purchasing potential of the various types of
customer for the product ranges currently offered by Instem, and, in conjunction
with group management, have derived the chart below.
The different colours represent different software products (or clusters); the solid
blocks represent revenue already being won by Instem. The cross-hatched space
within each coloured area represents the currently “unsold” product potential for
that product, within the relevant type of customers. The sum of the cross-hatched
space is therefore the currently available, but unaddressed market potential. We
would suggest that the scale of this potential, relative to the current scale of
Instem’s revenues, highlights the fact that material and long-term growth could be
achievable in these markets.

PRODUCT RANGES AND POTENTIAL ADDRESSABLE MARKET, BY CUSTOMER TYPE
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Source: Progressive Equity Research, Instem estimates
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M & A – WARMING UP
Instem has made three acquisitions since its float in late 2010 :

Biowisdom – Instem Scientific
In March 2011, Instem acquired Biowisdom for up to £1.5m in cash and shares,
including the assumption of £0.5m debt.
The business provides software to allow data sharing and data mining – it is used
by Instem’s study management customers in a number of areas. Biowisdom
appears to have been a useful and strategically beneficial acquisition given the
addition to the group’s breadth and scale.

Logos – Instem Clinical
The second addition to the group, Logos was acquired in May 2013, using a highly
deferred consideration structure : £0.55m was paid in cash at the time of
completion, with the balancing £4.45m deferred and contingent upon performance.
The group has assumed, in its accounting, that some £3.45m of the possible £5m
total becomes payable.
Logos brought a product, ALPHADAS, which provides electronic data capture, and
which sells into the early phase clinical market. This market segment follows in the
drug development lifecycle AFTER the traditional Instem areas of pre-clinical study
management (ie further to the right than Instem normally sits on the diagram on
page 6).
We believe that the acquisition of Logos is highly significant for a number of
reasons :
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!

It represents a further strategic evolution of the group; the move into clinical
phase software provision extends the addressable market, and makes the
overall Instem solution applicable to organisations who want a single supplier
for both areas of business

!

Logos could help extend the reach (and therefore the value) of Centrus by
allowing it access into the Clinical trials market rather than just pre-Clinical
areas

!

The deal was, in our view, a clear signal of management’s confidence
around the position and positive momentum that is becoming evident
within Instem’s performance. Given the difficulties in end markets that have
largely beset the group since float, we do not believe that management would
have made such an acquisition unless they had a degree of confidence in
underlying performance.
The acquisition represented, at maximum
consideration, almost half the group’s market value at the time

!

Finally, the deal has already delivered : a “high six-figure licence” ALPHADAS
deal was signed in June 2013, with that licence fee augmented through
implementation, support and maintenance.
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Perceptive Instruments
Instem announced, on 22 November 2013, the acquisition of Perceptive
Instruments (“Perceptive”), based in Bury St Edmunds and active in the spheres of
in vitro study data collection and study management for genetic toxicology.
In vitro studies are those carried out in test tubes or petri dishes, and the data
collection generally involves recording and analysing images of organisms
captured through microscopes and digital cameras.
Genetic toxicology examines the impact of a drug (or other substance) on a cell’s
ability to transmit its genetic information. Any drug which reduces cells’ abilities to
pass on genetic data is almost certain to be unsuitable for use in treating diseases,
since the side-effects will be so dramatic as to more than outweigh any possible
benefit.
The Perceptive Instruments products are used in this very early-stage screening of
potential drug treatments, to check for cell-level damage which clearly precludes
any further merit in advancing to pre-clinical or clinical testing. The strategic
relevance of the deal is therefore very clear: customers will generally be engaged
in genetic toxicology studies on products just prior to their “arrival” in the Provantis
suite (at the earliest stage of the Instem activity). This deal is extending Instem’s
range of activity slightly earlier in the drug development lifecycle. Perceptive will be
managed and reported within the Provantis division.
Other relevant details with regard to Perceptive Instruments, and the acquisition,
are listed below :

!

Instem has paid £1m on completion, with an additional £0.3m payable
contingent on successful completion of a twelve-month earn-out (the £0.3m is
payable in Q1 2015)

!

Perceptive generated revenues of £0.8m in the year to June 2013, and
delivered EBITDA of some £0.36m. Most of this revenue is software, including
some £0.3m recurring, although we believe that Perceptive also sells a small
amount of camera hardware when customers request this

!

Instem is therefore paying between 3x and 4x historic EBITDA for the business,
by no means a high multiple for a company that should benefit significantly from
Instem’s global reach

!

Perceptive has historically been strong in European markets, but less present in
the Americas and China. Given Instem’s strength in these markets, the
potential for additional revenues is clear

!

Turnover (and profit) should be driven further by the release of a new product
(Cyto Study Manager) in Q1 2014, which should make the price paid appear
even more attractive relative to revenue and earnings.

M&A overview
Overall, we believe that M&A will continue to provide a major opportunity for
the group to accelerate its growth, to benefit from the large number of small,
local providers, and to steadily expand its reach into adjacent market areas.
The group has scope to add technology to its platform and enjoy the
revenues delivered through global reach and niche market dominance.
Further M&A could accelerate the delivery on the group’s potential.
Interestingly, in the CEO’s comment on the Perceptive Instruments deal, Phil
Reason highlighted plans “to expand the Group’s reach into complementary
scientific domains”. We expect to see further M&A in due course.
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MANAGEMENT TEAM
Chairman (Non-executive) – David Gare
David was the co-founder of Instem in 1969 and has run the group through much of
its history. The group was sold in 1976, MBO’d in 1983, and floated on the then
USM in 1984, followed by a move to the full Official List in 1996. David managed
the take-private in 1998, and the subsequent second MBO, from Alchemy Partners
in 2002.
In addition to his Chairman role, David is also a material shareholder in the group,
with a holding of c.31% (including family members) as at the end of January 2014.

CEO – Phil Reason
Phil’s career has encompassed both the life sciences and nuclear industries, and
he joined Instem in 1982. He has managed Instem’s Nuclear and Laboratory
Information Management Systems business, and was promoted to the MD role at
Instem in 1995. Phil emigrated to the USA in 2003 to help establish a new
corporate headquarters near Philadelphia, and to bring him closer to a number of
the group’s largest customers.

CFO – Nigel Goldsmith
Nigel qualified as an accountant and spent nine years with KPMG, before moving
into the corporate arena. He has served as Finance Director of quoted group IS
Pharma plc, and as CFO of privately held Almedica International Inc. Nigel joined
Instem in November 2011 and is based at the UK headquarters in Stone,
Staffordshire.

Non-executive director – Mike McGoun
Mike has experience of a number of company boards, both in the technology arena
and in the sphere of chemical research. He worked for IBM for 10 years, and has
been a board director of SkillsGroup plc and Tikit Group plc (which was
successfully sold to BT Group in late 2012). He currently serves as Chairman of
Peakdale Molecular plc, an organisation involved in chemistry research.

Non-executive director – David Sherwin
David is a qualified Management Accountant, and has been with Instem since
1973, acting as Finance Director. He worked with David Gare on many of the
transactions described above, and he also remains a material shareholder in the
group (c.13% at January 2014).
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Senior management team

Mike Harwood (Centrus/Instem Scientific)
Mike is responsible for ensuring the commercial success of several Instem product
lines and for business development in new application areas. He is a member of
the CDISC industry standards body developing new standards for data interchange
and has spoken at DIA conferences on associated topics.
Prior to joining Instem in 1999, Mike was an executive at Fraser Williams (Data
Systems) where he was involved in a wide range of IT solutions for the life
sciences and other industries.

Gregor Grant (Provantis – Pre-Clinical Study Execution)
Gregor has experience in many areas of the business; he has restructured and
successfully refocused a Global Sales team, as well as defining and leading Client
Services. Gregor is currently responsible for the newly formed Provantis (PreClinical Study Execution) business unit.
Prior to joining Instem through an acquisition in 1996, Gregor worked for Apoloco,
a smaller competitor specializing in pathology solutions.

Gordon Baxter, PhD. (Chief Scientific Officer)
Gordon has held a variety of senior R&D positions in major pharmaceutical
companies such as Syntex, Glaxo and SmithKline Beecham, as well as senior
management positions in biotechnology companies such as Pharmagene.
As CEO of BioWisdom, Gordon was focused on delivering IT solutions which
reduce the frequency of adverse drug reactions. He is currently focused on the
development of translational informatics solutions.
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RISKS AND CHALLENGES
Instem, in common with any organisation active across a range of different areas
and with both scale and ambition, faces a number of strategic and tactical
challenges, and risks to its business.
The table below highlights some that we consider most relevant, and describes
management’s actions to mitigate or manage the dangers faced. A fuller and more
formal list of the group’s assessment of risks, and associated responses, can
clearly be found in the Annual Report.

Instem plc – Risks and Challenges

Risk or challenge to business growth

Management action or response

Focus on niche EDSA (Early Drug Safety
Assessment) market

Gradual extension into new markets eg early stage
Clinical studies through Logos acquisition

Risk of new entrant

High levels of investment in R&D, c.15% of
revenues; strong focus on niche industry; high
levels of customer retention due to industry
regulation and embedded nature of systems

Customer concentration (individual client exposure,
as opposed to general market focus as described
above)

Sell to 16 of top 20 global pharma groups. No
customer represents more than 10% of sales

Integration risks around Logos and/or Perceptive
Instruments acquisitions

All integration so far running to plan

Brand and quality management risks around
partnerships for delivery of third party products
such as Logbook from Trimetra

Manage relationships well; monitor customer
satisfaction and third party delivery for any danger
signs

Currency fluctuations given high volume of sales
denominated in US dollars

Matching costs to revenue as far as possible in
currency terms to yield natural hedging. Active
hedging policy of balance sheet items.
Consideration of exchange rate fluctuations when
setting annual price increases.

Source: Progressive Equity Research, group management
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RECENT NEWSFLOW AND NEAR-TERM
OPPORTUNITIES
Upping the sales ante
Instem has recently appointed a new Vice President of Sales, with responsibility
across all product lines. Edward Lorenti joins from Accenture, and will be based in
the USA. Prior to Accenture, his experience includes around 23 years in sales and
business development functions relating to enterprise software within the life
sciences industry.
We are pleased given the timing of the group’s decision to create a new post, and
focus on the sales function to drive revenues in the USA and more globally. It
seems that Instem is benefiting from an element of market recovery, from
regulatory change, and from an extension of product ranges. Adding an extra
sales dynamic to this should help drive the potential revenue uplift.

Customer and “user group” event
We recently had the opportunity to attend Instem’s annual UK customer-facing
gathering, where the group assembled a number of existing and prospective
purchasers of the various platforms. Two major customers presented to the group,
describing how they had gained value from the Instem systems, and highlighting
the on-going need for progress and evolution in the way that the industry at large
manages its data and its study information.
Overall, our impression from the event was extremely positive – the Instem middlemanagement presented clear and concise case studies and descriptions of
products and road maps, and the level of interaction was positive. The market is
clearly a niche, but within its chosen areas, Instem has a strong global position,
which it appears well placed to continue to monetise.

Centrus potential
Centrus represents, in our view, a major opportunity for upside surprise. The
product was developed to meet the regulatory requirements of SEND, the new
format mandated from Q4 2014 for submission of pre-clinical study data to the
FDA. As the deadline approaches, there must surely be a surge of interest from
customers, and we understand Centrus submitTM to be one of only two fully-fledged
SEND offerings on the market.
The opportunity is, perhaps, two-fold : firstly, addressing the clear and obvious
SEND opportunity, but secondly, and less obviously, benefiting from the
opportunity to on-sell modules and systems around SEND data structures, to
enhance the datasets with additional information, not needed by regulators, but
useful for CROs and their study sponsors, and which naturally fits alongside the
SEND data now that this format will be required. Transferring all data in a different
format makes little sense if much of it is mandated to be in a certain format, and the
additional information can easily be “bolted on” to an industry standard.

January 2014 trading update
The recent trading update noted that contract discussions about a single perpetual
licence with one large potential client remained ongoing at the year-end which
meant that results for the year ended 31 December 2013 were expected to be
below market forecasts with profitability in line with the year ended 31 December
2012. It also said that discussions with that particular client were continuing, and a
successful outcome would lead to increased expectations for 2014. Net cash was
noted at £2.0 million at the end of 2013.
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FINANCIAL ASSUMPTIONS
As described above, we have based our forecasts on assumptions that we believe
to be realistic and hopefully prudent. They suggest a modest level of top line
growth for 2014 and 2015, with expansion in profitability more towards the later
years as the group begins to see further rewards for its recent and on-going
investments. Our numbers reflect the guidance for 2013 noted in the recent trading
update (see previous page) but, ahead of any announcement confirming a
successful conclusion, do not include any benefit from the contract discussed
above. We list below the other major assumptions inherent in our model.

Major assumptions
We assume a modest but steady recovery in revenue growth rates across each
area of the business. We would expect greater growth to be seen from Centrus
and some of the Translational Informatics elements of the group, but these still
suffer from relatively small scale compared to Provantis, so the effect on group
revenue, in percentage terms, is diluted. Overall we assume low-to-mid single digit
revenue growth, with operating margins edging up over the forecast period.
The recent federal shutdown in the USA may have had a short-term negative
impact on some of the group’s customers (either CROs who may have faced
revenue shortfalls, or government agencies who temporarily closed down).
We note that, with large numbers of customers won in the final quarter of each
year, revenue recognition from SaaS clients will naturally be slow to build, but this
represents a reliable and valuable source of revenue and profit for the group.
We make no major forecast around changes in financing costs, amortisation of
capitalised development spend or share-based payments. Nor do we anticipate a
major change in the level of interest income being generated, given anaemic
interest rates being offered by clearing banks.
Our tax assumptions reflect a return to normality (c.30%) following an abnormally
low tax charge during 2012. This also explains the drop in EPS from 2012 to 2013.
Our working capital estimates are driven by a modest increase in debtors as
revenues expand, which hopefully will prove prudent.
We assume around £2m in payments of deferred consideration for the Logos
acquisition, of which we assume around half is in cash and half shares. We
assume that the Perceptive Instruments earn-out is paid in full.

Summary of investment thesis
To conclude, we believe that Instem represents a well-positioned business in an
attractive market niche. The investment case for the stock could be summarised
as follows :

!
!
!
!

Market-leading provider of software products into a niche market capable of
showing multi-year sustained revenue growth, driven by regulation and
adoption of technology
Many key markets not yet well penetrated in terms of software uptake
End markets have been suffering but now appear to be in a recovery phase
Strategically sound acquisitive steps have been taken, are showing early signs
of delivery, and could be just the start of significant consolidation in the sector

Hopefully this document has provided the reader with an introduction to, and
summary of, the Instem proposition. We strongly recommend learning more about
the group, and meeting with management to hear first-hand the ways in which the
business is going about delivering on its undoubted potential.
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FINANCIAL FORECASTS
INSTEM PLC – FORECASTS
Year ended December

FY-11A

FY-12A

FY-13E

FY-14E

FY-15E

10.8
2.0
1.6
1.5
1.8
1.6
1.1
8.5
10.3
8.9
0.0

10.7
1.7
1.3
1.3
1.4
1.4
1.1
8.9
10.3
10.4
0.0

11.0
1.7
1.3
1.0
1.3
1.3
0.9
5.7
7.7
7.2
0.0

13.7
2.3
1.9
2.0
2.2
2.0
1.3
11.2
12.5
11.2
0.0

14.5
2.6
2.2
2.3
2.5
2.3
1.5
12.8
14.1
12.8
0.0

1.3
0.4
3.0
(0.1)
0.0
0.0
0.4
(0.5)
3.4
2.9

0.5
(0.4)
(3.6)
(0.1)
0.0
0.0
(0.6)
(0.3)
2.5
2.2

1.8
1.5
12.3
(1.7)
0.0
0.0
(0.2)
(0.3)
2.2
2.0

0.9
0.4
3.1
(0.5)
0.0
0.3
0.1
(0.3)
2.4
2.1

2.1
1.5
12.4
(0.7)
0.0
0.2
1.0
(0.3)
3.4
3.2

5.4
0.5
(2.7)
(0.2)

5.0
0.4
(3.0)
(0.3)
5.2
20.1%

5.7
0.5
(3.1)
(0.3)
5.3
13.0%

7.3
0.6
(1.3)
(0.1)
6.5
21.1%

9.1
0.8
0.5
0.0
8.2
19.4%

Metrics
Adj EBIT growth
Adj PBT growth
Adj EPS growth
Dividend growth
Adj EBIT margins

FY-11A

FY-12A
-16.3%
-8.4%
16.6%
n/a
12.6%

FY-13E
-6.5%
-12.6%
-30.5%
n/a
11.4%

FY-14E
51.5%
56.4%
53.9%
n/a
13.9%

FY-15E
15.4%
15.8%
14.9%
n/a
15.2%

Valuation
EV/Sales
EV/EBITDA
EV/NOPAT
PER
Dividend yield
FCF yield

FY-11A
1.7
9.3
17.2
19.6
0.0%
1.7%

FY-12A
1.8
11.2
16.3
16.8
0.0%
-2.1%

FY-13E
1.7
11.3
21.3
24.2
0.0%
7.0%

FY-14E
1.4
8.1
14.0
15.7
0.0%
1.8%

FY-15E
1.3
7.2
12.2
13.7
0.0%
7.1%

£m unless stated
Profit & Loss
Revenue
Adj EBITDA
Adj EBIT
Reported PBT
PBT before exceptionals and AAG
Fully adj PBT
NOPAT
Reported EPS (p)
EPS before exceptionals and AAG (p)
Fully adj EPS (p)
Dividend per share (p)
Cash flow & Balance sheet
Operating cash flow
Free Cash flow £m
FCF per share p
Acquisitions
Disposals
Shares issued
Net cash flow
Overdrafts / borrowings / other
Cash & equivalents
Net (Debt)/Cash
NAV and returns
Net asset value
NAV/share (p)
Net Tangible Asset Value
NTAV/share (p)
Average equity
Post-tax ROE (%)

Source: Progressive Equity Research estimates
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