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This report briefly examines MSB’s past financial year, a 
watershed period for the company which further cemented it as 
the world leader in stem cell therapies. It also re-examines our 
valuation model, expanding the geographies it includes and more 
tightly defining the clinical indications for its products and their 
addressable market sizes. 
 

Mesoblast (ASX: MSB) delivered a stellar result for shareholders in 
FY11 (share price up 370%). Key events driving the share price 
appreciation were: 

 The merger of MSB with Angioblast Systems 
 The licencing of several applications of its stem cells to 

Cephalon Inc (in an Australian record deal) 
 The release of solid interim results on the performance of its 

product RevascorTM in the treatment of congestive heart failure 
 

Given the events of the last twelve-months, we have chosen to review 
our valuation model of MSB from the ground up to ensure its relevance 
going forward. In doing so, we have re-evaluated: 

 The geographies for which we have valued MSB’s products 
 The clinical indications on which we have valued MSB 
 The market sizes for each indication 
 The likely pricing of products 
 Clinical trial success probabilities for each indication 
 Expected market entry dates for each product/indication 

 

Changes we have incorporated into the model include: 
 Valuation based on the seven major pharmaceutical markets - 

France, Germany, Italy, Japan, Spain, UK and the US 
 Removal of two indications (fracture repair and eye diseases) 
 The addition of two indications (chronic refractory angina and 

type II diabetes)  
 Incorporation of success probabilities for phase II trials and a 

combined one for phase III trials and regulatory approval 
 Adjustments to the expected market entry dates for 

products/indications. The adjustments are based, in general, 
on two years for phase II trials, two/three years for phase III 
trials and one-year for regulatory review/approval. 

 

We also see potential upside, which may come from: 
 The announcement of solid data to support the applicability of 

MSB’s stem cells to further diseases, increasing their 
addressable market 

 Positive expert opinions of (and subsequently market reaction 
to) the full data set from MSB’s phase II congestive heart 
failure trial due to be presented in November 2011 

 A further licensing deal in line with the Cephalon deal 

Valuation 
Following a complete overhaul of our valuation model, we continue to 
recommend Mesoblast as a BUY and place a 12-month price target 
of $11.75 on the stock.  

Lodge Partners Pty Ltd 1 Thursday, 01 September 2011 
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Figure 1. MSB Share Price Chart.

 
 
Review of Operations 
 
FY11 was a year of substantial progress and change for MSB and one of excellent returns for 
shareholders.  Figure 1 details the major items that have driven the appreciation of MSB’s 
share price. 
 
Last week, MSB announced a Profit Before Tax of $92.2 million, with an NPAT of $90.7 
million.  These results were in line with expectations and were driven by the receipt of the 
upfront fee received as a result of the licensing deal with Cephalon. Of particular note was 
that MSB’s current cash reserves of $263 million are expected to fund the company for the 
next four years, in the absence of further licensing deals. 
 
We also noted that the company had been spending considerable time and effort expanding 
its employee base. Like many biotech companies, MSB had been a quasi-virtual company 
since its inception, but over the course of the last year grew to the point where such a 
structure was really no longer suitable. We see this expansion of the employee base as a 
positive signal and a necessity given the ever increasing range of activities that MSB needs 
to undertake. 
 
The company stated that the target date for the launch of the cord blood expansion product 
was 2014, while the phase III trial of RevascorTM for congestive heart failure trial, once 
commenced, was expected to complete in 2015. Previously, the company had targeted 2013 
to have the cord blood expansion product on the market, while it had previously stated that 
RevascorTM, via a congestive heart failure indication, would be on the market in 2015. With 
the phase III congestive heart failure trial now completing in 2015, it is unlikely that 
RevascorTM will be on the market sooner than 2016. 
 
The company also said that a study of its stem cells in a diabetic (type II) population of 
monkeys was continuing.  The results from this study are much anticipated and the company 
also stated they are expected to support the commencement of a phase II human trial for the 
indication. 
 
Animal trials of MSB’s stem cells are also being undertaken for Parkinson’s disease and 
stroke. 
 
Finally, we now expect that a manufacturing strategy centred on Singapore will be re-thought. 
With the expected approval date of MSB’s first volume product likely to be 2016, the company 
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does not appear to be under pressure to establish a manufacturing base yet.  We believe that 
while work on scale up and manufacturing processes needs to be occurring, the infrastructure 
required to support manufacturing does not need to be put in the near term, unless, of 
course, a particularly attractive opportunity arises. 
 
 
Valuation – Assumptions and Analysis 
 
We have valued MSB using a project-based, probability adjusted, discounted cash flow 
model for the seven major pharmaceutical markets - France, Germany, Italy, Japan, Spain, 
United Kingdom and the United States. 
 
While our general valuation methodology remains the same, the model has been re-built from 
scratch and various assumptions changed. The assumptions upon which our new model is 
based are: 
 

 A discount rate of 15% 
 1 AUD = 1 USD 
 Equivalent disease prevalence/incidence rates over the seven major markets 
 An effective product price across all regions of 71% of the expected US price  
 To gain regulatory approval, each product will be studied in one significant phase II 

trial and one large phase III trial  
 All products licensed at the end of phase II studies except for those already licensed 

to Cephalon 
 An upfront payment and a milestone payment upon first major (US Food and Drug 

Administration or EU European Medicines Agency) regulatory approval for products 
not currently partnered 

 Milestones payable on start of phase III studies and first major regulatory approval for 
products partnered with Cephalon 

 A royalty rate equivalent to 25% of sales revenue via a transfer price to the licensing 
company for all products 

 Table 1 details the indications for which we have valued MSB’s stem cell therapies 
and basic market parameters 

 No value has been attributed to applications of MSB’s stem cells for eye diseases, 
bone fracture and neurological conditions 

 
 
Table 1:  Market assumptions for MPC-based therapies 

 
 
 
Indication 

 
Est. 

Market 
Entry 

 
Est. US 
Price 
(USD) 

 
 

Est. Peak 
Market Share 

 
 
Initial Target Market 
(treatments per annum)   

Bone Marrow Transplant FY14 $20,000 20% 45,000 

Congestive Heart Failure  FY16 $10,000 10% 2.9 million 

Myocardial Infarction FY18 $10,000 10% 1.5 million 

Refractory Angina FY18 $7500 5% 2.9 million 

Spinal Fusion FY16 $5,000 15% 1.1 million 

Knee Osteoarthritis FY17 $5,000 5% 7.5 million 

Degenerative Disc Disease FY16 $3,000 15% 2.5 million 

Type II Diabetes FY18 $5,000 15% 11 million 
        *SOURCE:  Lodge Estimates 

 
 
Valuation - Output 
 
Our analysis yield’s a company value of $2.9 billion ($10.25 per share) and a 12-month price 
target of $11.75 per share. This valuation is contingent upon the announcement of a 
successful conclusion to a trial of MSB’s stem cells in a population of monkeys with type II 
diabetes. Results from this trial are expected soon and, as previously stated, MSB expects 
them to support the commencement of a phase II human trial. Should the results not support 
the commencement of a phase II trial, our target price for MSB would be $9.20, with the BUY 
recommendation retained at the current share price ($7.98). 
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Valuation - Upside 
 
MSB believes that its stem cells may have applications in a number diseases for which we 
have given them no value, such as Parkinson’s disease and stroke. Animal studies are 
currently underway for these indications, as mentioned.  Should the results from these 
studies justify further study in human trials, this would provide upside to our current valuation. 
 
In addition, we expect MSB to provide very detailed results when it presents the findings from 
its phase II congestive heart failure trial in November. The underlying mechanism of action of 
MSB’s stem cells is not well understood. Should the results they present pass expert scrutiny, 
this fact will become less relevant and a material upward re-rating of the stock may occur. 
 
Finally, while we have assumed that MSB will licence its products, we have not assumed it 
will be in a deal of the magnitude of the Cephalon deal. If the company were to do another 
deal in the vein of the Cephalon deal, this would provide upside to our valuation.  
 
 
Re-Evaluating Our MSB Model 
 
As stated above, MSB has changed substantially over the last year and no longer can it be 
considered a small Australian biotechnology company. At a current market capitalisation of 
$2.1 billion, MSB is in the mid-tier of biotechnology companies worldwide and in the league of 
proven Australian companies, Cochlear and Resmed.  
 
As such, we have chosen to review our valuation model of MSB. 
 
We have expanded the geographic markets targeted by MSB’s products to include the seven 
major pharmaceutical markets – France, Germany, Italy, Japan, Spain, United Kingdom and 
the United States. Current valuation models have been largely focused on the US. By 
increasing the number of countries included in the model, obviously, the addressable market 
sizes for MSB’s products are significantly increased. 
 
The prices that MSB will be able to charge for its products have also been examined and 
adjusted according to the current costs of treatment for a particular condition, the frequency 
of their anticipated use and the estimated benefit of the respective product. In most cases, 
this has lead to a decrease in the price we estimate MSB will be able to charge. For example, 
our old model incorporated a price of US$15,000 for MSB’s treatment RevascorTM for 
myocardial infarction (heart attack). However, the costs associated with the hospital stay for a 
myocardial infarction patient are around the US$10,000 dollar mark. In this light, US$15,000 
for MSB’s treatment appears too high.  Correspondingly, we have cut our treatment price 
estimate to $10,000. 
 
Our new model incorporates an effective price for each product.  The reason for this is that 
pharmaceutical prices vary considerably from country to country, with US prices often more 
than twice that of other countries. We have used an effective price rather than individual 
prices for each country because of the uncertainty surrounding the geographies in which 
MSB’s products will first be rolled out in and for the sake of simplicity. 
 
The indications of long bone-repair and eye diseases have been removed from our valuation. 
In terms of long bone repair, we simply believe that current and potential future applications 
of MSB’s products are such that long bone-repair simply won’t be a priority for the 
foreseeable future.  Regarding eye diseases, this area is becoming increasingly competitive 
in terms of product development and where MSB’s product will fit into future treatment is 
becoming less certain. As always, should MSB produce additional compelling data on the 
application of its technology to this area, it will be added back into our model. 
 
The indication of chronic refractory angina has been added based on data from an early 
clinical trial and more recent data from the current congestive heart failure study.  
 
We have attributed significant value to the potential use of MSB’s stem cells in the treatment 
of type II diabetes. This has been done largely based on the positive signals from 
management. MSB’s justification for pursuing type II diabetes is based on results from a 
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mouse study in which the pancreas of the animals was partially destroyed. In our view, this 
model is much more applicable to type I rather than type II diabetes. We believe that the 
ongoing trial of MSB’s stem cells in a population of monkeys with type II diabetes will yield 
much more reliable data regarding the indication. Consequently, we have made our valuation 
contingent upon positive results from the monkey study. 
 
In the past, we have applied a flat product approval probability of 60% to each indication, with 
some changes on an indication by indication basis depending on trial results. The new model 
incorporates a probability for phase II trial success and a combined probability for phase III 
trial success and regulatory approval. All probabilities have been set on a product by product 
basis. 
 
Finally, we have re-examined our estimates for year of market entry. Overall, we have taken 
a conservative approach, pushing out the dates for expected market entry for most products. 
In general, we have assumed 2-years for phase II trials, two/three years for phase III trials 
and 1-year for FDA review. Trial design, trial numbers and the number of recruiting trial sites 
will all impact the speed with which MSB can progress its products. In most cases, it is within 
MSB’s capability to beat our timelines given their cash resources, although the speed at 
which Cephalon acts on the products it has licensed is largely beyond MSB’s control. 
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Disclaimer 

In accordance with section 949A of the Corporations Act 2001, any recipient of the information contained in this document should note that 
information is general advice in respect of a financial product and not personal advice. Accordingly the recipient should note that: (a) the advice has 
been prepared without taking into account the recipient's objectives, financial situations or needs; and (b) because of that, the recipient should, 
before acting on the advice, consider the appropriateness of the advice, having regard to the recipient's objectives, financial situation and needs. 

Although Lodge Partners Pty Ltd ("Lodge") consider the advice and information contained in the document is accurate and reliable, Lodge has not 
independently verified information contained in the document which is derived from publicly available sources. Lodge assumes no responsibility for 
updating any advice or recommendation contained in this document or for correcting any error or admission which may become apparent after the 
document has been issued. Lodge does not give any warranty as to the accuracy, reliability or completeness of advice or information which is 
contained in this document. Except in so far as liability under any statute cannot be excluded, Lodge, its employees and consultants do not accept 
any liability (whether arising in contract, in tort or negligence or otherwise) for any error or omission in this document or for any resulting loss or 
damage (whether direct, indirect, consequential or otherwise) suffered by the recipient of this document or any other person.  

Lodge, its employees, consultants and its associates within the meaning of Chapter 7 of the Corporations Act 2001 may receive commissions from 
transactions involving financial products referred to in this document and may hold interests in financial products referred to in this document. 

General Securities Advice Warning  
 
This report is intended to provide general securities advice. In preparing this advice, Lodge did not take into account the investment objectives, the 
financial situation and particular needs of any particular person. Before making an investment decision on the basis of this advice, you need to 
consider, with or without the assistance of a securities adviser, whether the advice is appropriate in light of your particular investment needs, 
objectives and financial circumstances.  
 

Explanation of Lodge Partners recommendation system:  

Recommendations are assessments of each Lodge Partners Analyst's view of potential total returns over a 1 year period. 

Expected total Return is measured as (capital gain (or loss) + dividend)/purchase price  

We have divided our recommendations into three main categories:  

Buy: Expected Total Return in excess of 15% over a 1 year period. 

Hold: Expected Total Return between 0% and 15% over a 1 year period. 

Sell: Expected Total Return less than 0% over a 1 year period. 

 

Analyst Verification 

I verify that I Marc Sinatra, have prepared this research report accurately and that any financial forecasts and recommendations that are expressed 
are solely my own personal opinions. In addition, I certify that no part of my compensation is or will be directly or indirectly tied to the specific 
recommendation or financial forecasts expressed in this report. 
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