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“The basis of optimism is sheer terror.”
·  Oscar Wilde

Given the news flow for the quarter – the earthquake in Japan and ensuing nuclear catastrophe, civil strife throughout the Middle East with Civil War in Libya, soaring oil prices - it was remarkable that the markets did not take a half-pike off the high dive this quarter and remain there.  Even more surprising was the market’s apparent strength, with the broader indices showing a second consecutive quarter of robust gains – the DJIA up 6.7%, the S&P 500 up 5.6% and the Nasdaq gaining 4.7%.  Undoubtedly, encouraging economic data regarding the US economic recovery contributed to the gains. That the markets performed as well as they did despite the ever present headwinds suggests that investors are beginning to embrace a newfound optimism and are ready to step back into equities.  Our year-end prediction that market performance for 2011 may prove surprisingly robust just might come to be, though the breadth of that strength remains uncertain.

The life science sector compared favorably to the broader markets’ performance during the quarter with the Nasdaq Biotechnology Index advancing 6.7% and the Nasdaq Medical Device Index up 7.3%.  Improving sector sentiment in turn enabled seven new life science issues to come public – AcelRx, BG Medicine, Endocyte, Fluidigm, Kips Bay Medical, Pacira, and Tornier.  Yet with total new issue volume running at roughly half of the level seen prior to the beginning of the recession in 2008, with many life science issues pricing well below the indicated range, and with significant insider support necessary to fill the book, strength is certainly not the term to describe the current life science IPO market.  Perhaps some small solace may be taken from the fact that these issues’ performance subsequent to their debut was not uniformly negative (as has been the case previously).  Regardless, the market for new issues in the sector is likely to remain under significant near-term pressure.

Life science venture capital financing remains constrained as a result of these public market dynamics.  While the first quarter’s estimated $1.3 billion in announced venture financings represented an increase over the $1.0 billion raised during the previous quarter, the amount still falls well short of the post-financial-crisis high of $2.1 billion raised during the second quarter of 2010.  It is also important to note that only once in the past twelve quarters has life science sector activity been as light – and that was the first quarter of 2009, the depth of the recession.  Measured by number of completed transactions, medical device financings accounted for some 40% of the total with biopharma deals accounting for an additional one-third.

M&A activity continued at a brisk pace, with some 63 deals, totaling $19.4 billion, announced during the quarter compared to 50 deals, totaling $14.4 billion, announced during the first quarter of 2010.  While dollar volume was down from the prior quarter, when seven billion-dollar-plus deals were announced, the number of transactions remained relatively constant.  Notable deals announced during the quarter included Danaher’s $6.8 billion bid for Beckman Coulter, Valeant’s $5.7 billion hostile bid for Cephalon (which came on the heels of its $500 million bid for PharmaSwiss earlier in the quarter) and Forest Lab’s $1.2 billion bid for Clinical Data following the approval of CLDA’s anti-depressant Viibryd.  We suspect M&A activity will remain a dominant sector theme for the foreseeable future, assuming  persistent weakness in venture financings and the lack of meaningful IPO liquidity.

Certainly we are witnessing the evolution of the sector.  The key historical drivers – hype and hope – have been in large part replaced by a focus on products and profits.  Accordingly the markets are increasingly focused on discrete events involving individual companies rather than broader sector trends, a situation further complicated by continued reimbursement and regulatory uncertainty.  We do believe that we may be approaching a reversal, with attention shifting back towards the broader sector.  Though not something to occur within the next few quarters, neither do we believe the transition is a decade in the making and is more likely closer to the proximal end of that time horizon.

While the immediate impact of the Human Genome Project on drug development appears to have been vastly overestimated a decade ago, the advances in basic science that accompanied the program and that have been realized subsequently are now being translated into commercial application.  One of the most promising applications to emerge - biomarker-directed drug development - promises to usher in a new development paradigm of expedited development and increased clinical efficacy.  We see evidence that this paradigm shift will likely be the catalyst to renew broad base sector enthusiasm…and the evidence appears to be building.
_______________________________
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