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Avacta

Change in R&D accounting policy

Avacta is a life science company providing high quality and highly specific tools to
the biopharmaceutical industry to help in the diagnosis and treatment of humans
and animals. The group’s Affimer technology is a revolutionary alternative to the
established antibody technology which dominates the drug industry despite its
limitations. Following the Placing early in the current fiscal year to fund an in-house
therapeutic Affimer programme, this has added a significant new element to the
R&D spend which means that it is necessary for the company to change the method
by which certain R&D investment is accounted for.

>

Strategy: To commercialise its Affimer technology through a combination of
bespoke research tools, collaborative deals and by identifying and developing
its own proprietary therapeutic Affimer lead compounds. With about £20.0m on
deposit, the company has the resource to deliver on its stated strategy.

Capitalised R&D: Historically, Avacta has invested exclusively in Affimer R&D
with a high probability of being embodied in commercial products, in the form
of a reagent or diagnostic, in the near or medium term. Therefore, its policy has
been to capitalise R&D and amortise this investment once commercialised.

Therapeutic R&D: Following the £25m Placing earlier in fiscal 2016, Avacta has
been able to execute on its strategy to develop a pipeline of therapeutic
Affimers. This carries a much greater risk that a commercial product might not
be achieved. Therefore, Avacta has taken the prudent view that therapeutic
R&D should be written-off each year.

Financial impact: This accounting change has no impact on cashflow. Our
original forecast assumed that R&D investment of £3.8m would be capitalised.
The accounting change means that £2.8m will continue to be capitalised and the
£1.0m spent on therapeutic R&D will be written-off through the P&L account.

Investment summary: Given that a putative drug in pre-clinical development
has <1% probability of commercialisation, management is taking the prudent
view that all its R&D investment in therapeutics should be written-off in the year
in which the expenditure is incurred. This brings Avacta in-line with normal
pharmaceutical industry practice and has no effect on cashflows.

Financial summary and valuation

Year end Dec (Em) 2013 2014 2015 2016E 2017E 2018E
Sales 2.70 3.18 1.81 2.15 3.02 4.17
EBITDA -1.74 -1.33 -2.34 -4.36 -6.05 -6.99
Underlying EBIT -1.83 -1.86 -2.91 -5.26 -7.35 -8.04
Reported EBIT -1.87 -2.07 -5.57 -5.56 -7.68 -8.40
Underlying PTP -1.80 -1.83 -2.89 -5.15 -7.18 -7.94
Statutory PTP -1.85 -2.04 -5.54 -5.45 -7.51 -8.30
Underlying EPS (p) -4.67 -3.07 -4.50 -6.98 -9.82 -10.89
Statutory EPS (p) -4.82 -3.57 -9.84 -7.44 -10.30 -11.43
Net (debt)/cash 0.58 11.48 7.33 20.26 12.03 2.19
Shares issued 0.00 14.54 0.02 20.79 0.00 0.00
P/E (x) nm nm nm nm nm nm
EV/sales (x) nm nm nm nm nm nm

Source: Hardman & Co Life Sciences Research

Disclaimer: Attention of readers is drawn to important disclaimers printed at the end of this document
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Change in the accounting of R&D

Background

Until fiscal 2016, Avacta had been investing in R&D to identify and develop Affimer
targets that could be used commercially. There is a reasonable probability that as a
result of this investment the company would generate commercial products in the
near to medium term for use in research, as a scientific reagent or as a diagnostic
test. Consequently, the company’s policy has been to capitalise its R&D investment,
include it in ‘intangibles’ in the balance sheet and then to amortise it over a period
of time when the product became commercial.

Revised corporate strategy

However, during fiscal 2016, management became able to execute on its strategy to
also develop its own proprietary therapeutic Affimer lead compounds. Given that it
takes on average about 10 years from identification of a putative drug through to
regulatory approval, there is far more uncertainty about commercial success.
Therefore, management has taken the prudent view that the accounting for its
therapeutic R&D needs to be treated in a different way.

Given the probabilities associated with a putative drug failing at any stage of
pre-clinical or clinical development, standard practise within the pharmaceutical
industry is to write-off R&D against the P&L account in the year that such
expenditure is incurred. Avacta has announced that it will be conforming to this
industry standard from this financial year for the therapeutic R&D spend.

Probability of a putative drug reaching the market

Phase completed Small molecule Biopharmaceutical
Pre-clinical 1% 2%
Phase | 5% 10%
Phase lla 20% 35%
Phase Ilb 40% 70%
Phase IlI 80% 85%
Submission to regulators 90% 96%

Source: Hardman & Co Life Sciences Research

Financial impact

» This accounting change has no impact on cashflow and the forecast net cash
position at the end of the financial year

» Our original forecasts for R&D spend were £3.8m, £4.8m and £5.7m is fiscal
2016, 2017 and 2018 respectively, which was to be capitalised and included in
intangible assets

» Of this forecast spend, that associated with therapeutic Affimers is forecast to
be £1.0m, £2.5m and £3.0m. This will no longer be capitalised, but taken directly
through the P&L account

» Forecast EBIT losses will rise by these amounts in the respective financial years,
effectively writing off the therapeutic Affimer investment.

» Inthe event that this R&D investment results in a commercial success, there will
not be any associated capitalised R&D that needs to be amortised, thereby
boosting profitability in future years

1st August 2016
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» Amortisation of existing capitalised R&D has been accelerated which, together
with slightly increased depreciation, has had a knock-on effect through the P&L
account and the cashflow statement

» Basic underlying EPS has risen from -4.84p to -6.98p because of this accounting

change

» Changed numbers are highlighted in red in the summary below

Changes to forecasts

Year end July (Em) ---- 2016E ---- === 2017E ---- ---- 2018E ----
old new old new old new
Profit & Loss
Sales 2.15 2.15 3.02 3.02 4.17 4.17
COGS -0.75 -0.75 -1.00 -1.00 -1.31 -1.31
Gross Profit 1.39 1.39 2.03 2.03 2.87 2.87
Gross margin 65% 65% 67% 67% 69% 69%
SG&A -5.45 -5.65 -6.60 -6.88 -7.51 -7.90
R&D - -1.00 - -2.50 - -3.00
EBITDA -3.30 -4.36 -3.81 -6.05 -3.89 -6.99
Depreciation & Amort. -0.76 -0.90 -0.76 -1.30 -0.76 -1.05
Licensing/Royalties 0.00 0.00 0.00 0.00 0.00 0.00
Underlying EBIT -4.06 -5.26 -4.57 -7.35 -4.65 -8.04
Share based costs -0.30 -0.30 -0.33 -0.33 -0.36 -0.36
Exceptional items 0.00 0.00 0.00 0.00 0.00 0.00
Statutory EBIT -4.36 -5.56 -4.90 -7.68 -5.01 -8.40
Net financial income 0.11 0.11 0.17 0.17 0.10 0.10
Underlying pre-tax profit -3.95 -5.15 -4.40 -7.18 -4.55 -7.94
Underlying basic EPS (p) -4.84 -6.98 -5.11 -9.82 -5.03 -10.89
Statutory basic EPS (p) -5.29 -7.44 -5.59 -10.30 -5.57 -11.43
Balance sheet
Fixed assets 1.85 1.85 1.91 1.61 1.78 1.48
Intangible assets 14.19 13.11 18.97 15.92 24.70 18.82
Inventories 0.39 0.39 0.56 0.56 0.77 0.77
Debtors less creditors 21.88 22.24 22.26 -23.04 -22.65 -23.89
Invested capital -5.45 -6.88 -0.83 -4.95 4.60 -2.83
Cashflow
Trading profit -4.06 -5.26 -4.57 -7.35 -4.65 -8.04
Depreciation 0.70 0.70 0.70 1.00 0.70 1.00
Amortisation 0.06 0.20 0.06 0.30 0.06 0.35
Inventories -0.06 -0.06 -0.16 -0.16 -0.21 -0.21
Working capital 0.22 0.22 0.18 0.18 0.16 0.16
Other 0.00 0.00 0.00 0.00 0.00 0.00
Company op cashflow -3.15 -4.20 -3.79 -6.03 -3.94 -7.04
Net interest 0.11 0.11 0.17 0.17 0.10 0.10
Tax 0.65 0.00 0.77 1.20 0.56 0.56
Operational cashflow -2.39 -4.10 -2.86 -4.67 -2.89 -6.38
Capital expenditure -1.01 -1.01 -0.76 -0.76 -0.57 -0.57
Capitalised R&D -3.83 -2.75 -4.78 -2.81 -5.74 -2.89
Sale of fixed assets 0.00 0.00 0.00 0.00 0.00 0.00
Free cashflow -7.22 -7.86 -8.39 -8.23 -9.19 -9.84
Change in net debt 13.57 10.90 -8.39 -8.90 -9.19 -9.80
Opening net cash 7.33 7.33 20.90 20.26 12.50 12.00
Closing net cash 20.90 20.26 12.50 12.00 3.31 2.20

Source: Hardman & Co Research Life Sciences Research
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Disclaimer

Hardman & Co provides professional independent research services. Whilst every reasonable effort has been made to ensure that the information in the research
is correct, this cannot be guaranteed.

The research reflects the objective views of the analysts named on the front page. However, the companies or funds covered in this research may pay us a fee,
commission or other remuneration in order for this research to be made available. A full list of companies or funds that have paid us for coverage within the past
12 months can be viewed at http://www.hardmanandco.com

Hardman & Co has a personal dealing policy which debars staff and consultants from dealing in shares, bonds or other related instruments of companies which
pay Hardman for any services, including research. They may be allowed to hold such securities if they were owned prior to joining Hardman or if they were held
before the company appointed Hardman. In such cases sales will only be allowed in limited circumstances, generally in the two weeks following publication of
figures.

Hardman & Co does not buy or sell shares, either for its own account or for other parties and neither does it undertake investment business. We may provide
investment banking services to corporate clients.

Hardman & Co does not make recommendations. Accordingly, we do not publish records of our past recommendations. Where a Fair Value price is given in a
research note this is the theoretical result of a study of a range of possible outcomes, and not a forecast of a likely share price. Hardman & Co may publish further
notes on these securities/companies but has no scheduled commitment and may cease to follow these securities/companies without notice.

Nothing in this report should be construed as an offer, or the solicitation of an offer, to buy or sell securities by us.

This information is not tailored to your individual situation and the investment(s) covered may not be suitable for you. You should not make any investment decision
without consulting a fully qualified financial adviser.

This report may not be reproduced in whole or in part without prior permission from Hardman &Co.

Hardman Research Ltd, trading as Hardman & Co, is an appointed representative of Capital Markets Strategy Ltd and is authorised and regulated by the Financial
Conduct Authority (FCA) under registration number 600843. Hardman Research Ltd is registered at Companies House with number 8256259. However, the
information in this research report is not FCA regulated because it does not constitute investment advice (as defined in the Financial Services and Markets Act
2000) and is provided for general information only.

Hardman & Co Research Limited (trading as Hardman & Co)
11/12 Tokenhouse Yard

London

EC2R 7AS

T +44 (0) 207 929 3399

Follow us on Twitter @HardmanandCo (Disclaimer Version 2 — Effective from August 2015)

Hardman & Co

11/12 Tokenhouse Yard
London

EC2R 7AS

United Kingdom

Tel: +44(0)20 7929 3399
Fax: +44(0)20 7929 3377
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