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Collagen Solutions

Secure base, and opportunities intact

COS is a biomaterials company developing and manufacturing medical grade
collagen components for use in medical devices, regenerative medicine, and in
vitro diagnostic products. It aims to grow organically and through acquisition to
take the business closer to the end-product margin. While the majority of sales are
secure, visibility and timing of new business is less certain. Therefore, our forecasts
are based on a more conservative approach for coming years. Recently added
commercial and operational firepower provides greater support and reassurance
that new opportunities will convert, allowing revised forecasts to be exceeded.

» Strategy: COS supplies value-added bio-functional collagen and provides R&D
and contract manufacturing services to a broad range of international clients. Its
growth strategy is to expand the client base organically and through acquisitions
to take the company further up the value added chain.

» Changes to forecasts: For new opportunities, COS has limited control over the
decisions, buying patterns and regulatory position of clients, making forecasting
difficult. A more conservative view on conversion of new business over the next
3 years reduces forecasts markedly (24-52%), although EBITDA is less affected.

» Valuation: The cut in medium-term forecasts has a significant effect on our DCF
valuation, as near-term changes have a disproportionate influence. Our NPV of
the enterprise has fallen from £73m to £46m, or from 39p to 26p per share. 97%
of this value is derived from the terminal value, given the short-term cash burn.

» Risks: Recurring revenues are secure, but the exact timing of new development,
manufacturing, and supply agreements is less certain. Changes to customer
project timelines and regulatory delays remains a source of risk. Route to
Chondromimetic commercialisation is currently in early stage planning.

» Investment summary: Management is developing a value added company
which will ultimately be reflected in the valuation. COS is reviewing new
opportunities, which include a China JV and cartilage repair product
Chondromimetic — however, the company remains sensitive to the short-term
buying activities of its new customers.

Financial summary and valuation

Year end March (£'000) 2014 2015 2016E 2017E 2018E
Sales 24 973 2,795 3,982 5,034
Underlying EBITDA -364 -726 -755 -259 176
Reported EBIT -381 -793 -1,135 -714 -359
Underlying PBT -381 -920 -1,345 -855 -455
Statutory PBT -480 -1,102 -1,395 -905 -505
Underlying EPS (p) -0.87 -0.98 -0.87 -0.59 -0.34
Statutory EPS (p) -1.10 -1.17 -0.90 -0.62 -0.37
Net (debt)/cash 1,492 3,282 1,756 884 335
Shares issued 3,374 5,422 100 1,409 1,000
P/E (x) 7.7 6.9 7.7 -11.4 -19.6
EV/sales (x) 429.7 10.6 3.7 2.6 2.1
EV/EBITDA (x) -28.4 -14.2 -13.7 -39.9 58.6

Source: Hardman & Co Life Sciences Research

Disclaimer: Attention of readers is drawn to important disclaimers printed at the end of this document 1
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Sales & Gross margin
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Reduced forecasts, and hence cashflow, has put more
pressure on the balance sheet

COS has sufficient cash to cover its operational and
investment requirements over the forecast period

Capital increases in 2017 & 2018 currently reflect deferred
consideration for acquisition in shares

Management could defer R&D and capital expenditure to
preserve cash

Source: Company data; Hardman & Co Research
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Solid recurring revenue base...

...but timing of new opportunities

more difficult to predict

New customer contracts in place...

...but less clarity about when they

will contribute

Although two months still to go...

...sales look set to be about £800k

below previous expectations

Flexibility in the cost base means

impact at EBITDA level is lower...

...which also applies to R&D and
capex spend, thereby preserving

cash

Trading update

More prudent view of sales

At the interim results (to 30" September 2015) issued last December there was clear
progress towards the Board’s objective of creating a strong business with multiple
revenue streams by 2020 that would ultimately drive value. Underlying sales growth
of 97% was driven by new contract wins and pipeline progress from existing
customers and there was a clear expectation that growth would continue and
accelerate as more contracts are won, customers’ products receive regulatory
approvals for full commercialisation, potentially boosted by acquisitions. The
difficulty, however, is predicting the timing of such growth.

In fiscal 2016, COS has won a number of customer contracts and made some asset
acquisitions, which would be a key driver of future growth. However, the timing of
when these agreements begin to contribute remains difficult to assess. Although
momentum has clearly been building over the last year, the market has often
guestioned the probability of meeting what were quite demanding expectations.
Even though there were still two months until the year end, management decided
that it would be prudent to alert the market that there remained considerable
uncertainty about the likely recognition of revenues in fiscal 2016.

In a statement to the market, the company indicated that there would be a likely
shortfall of £800k compared to consensus market forecasts and, taking a more
prudent view, indicated that a more conservative approach should be considered for
following years to factor in revenue slippages which are out of the company’s direct
control. There were a number of reasons suggested for this shortfall.

Customer impact on sales forecasts

Issue Impact
Customer delays — Development, Ordering, Testing, Regulatory -£359k
Customer acquired -£156k
Lower than predicted order volumes -£236k
Cancelled customer project -£49k
Total effect -£800k

Source: Collagen Solutions

It has always been the case that, with several customer projects at the development
and regulatory stages, delays can be expected. Even when a product receives full
marketing approval, companies often do not launch products immediately, which
has a knock-on effect onto their suppliers, such as COS. What is less foreseeable is
when a customer is taken over, leading to potential order delays, and when
customers simply drop projects.

Lower impact on profitability

Fortunately, COS has some flexibility in its cost base and the impact of some
decisions listed above means that associated costs will also not now be borne, such
that the effect of this sales shortfall is less at the EBITDA level, where the impact is
likely to be only ca.-£100k.

In addition, some flexibility in the timing of capital expenditure suggests that the
impact of this on the net cash position can also be controlled. However, taking a
more conservative approach to future forecasts, suggests that net cash does get
quite low in fiscal 2018.

16th February 2016
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Changes to forecasts

>

Taking a more conservative view of contracts and allowing for possible delays,
we have cut back sales expectations by 39% for fiscal 2017 and 52% for fiscal
2018

The biggest reductions are in Contract Services, which are more sensitive to
customer delays

On the cost side of the equation, forecasts for both Selling & Marketing and
Administration are little changed, as the company continues to invest in
developing sales opportunities

There is a natural saving in Cost of Goods which is intimately linked to sales,
therefore the fall is directly proportionate to the fall in sales

Management has close control over the timing of R&D investment and 15-20%
of savings are likely in this area until the actual sales outcome for future years is
better understood

Capital expenditure has been reduced in each of fiscal 2016-2018. Again,
following the committed investment in manufacturing in New Zealand in the
current year, management has reasonable scope to control the timing of future
spend

Changes to forecasts

---------- old forecasts ----------  ---------- New forecasts ----------
Year to March (£'000) 2016E 2017E 2018E 2016E 2017E 2018E
Raw materials 1,000 1,600 2,500 790 1,185 1,600
Development services 300 400 500 205 277 360
Contract services 2,400 4,500 7,500 1,800 2,520 3,074
Total sales 3,700 6,500 10,500 2,795 3,982 5,034
COGS -798 -1,469 -2,415 -700 -916 -1,107
Gross profit 2,902 5,031 8,085 2,095 3,066 3,926
Gross margin 78.4% 77.4% 77.0% 75.0% 77.0% 78.0%
Selling & marketing -1,150 -1,275 -1,550 -1,150 -1,374 -1,561
% sales 31.1% 19.6% 14.8% 41.1% 34.5% 31.0%
Administration -1,575 -1,500 -1,800 -1,500 -1,493 -1,636
% sales 42.6% 23.1% 17.1% 53.7% 37.5% 32.5%
R&D -450 -550 -650 -200 -458 -554
% sales 12.2% 8.5% 6.2% 7.2% 11.5% 11.0%
EBITDA -273 1,706 4,085 -755 -259 176
EBIT -718 1,196 3,505 -1,135 -714 -359
Cap-ex -725 -825 -950 -500 -350 -400
Net cash/(debt) 1,941 952 2,347 1,757 884 335

>

>

Source: Hardman & Co Life Sciences Research

On the basis of these revisions, we believe that COS will end fiscal 2017 with net
cash of around £0.9m and remain cash positive through fiscal 2018

Although, the net cash position is low during fiscal 2018, the conservative nature
of the revised forecasts allows scope for upward revision when the sales outlook
becomes clearer over the next two years.

16th February 2016



hardman©co

Financial summary

Profit & Loss Account

Year end March (£’000) 2014 2015 2016E 2017E 2018E
Sales 24 973 2,795 3,982 5,034
Cost of goods sold -12 -214 -700 -916 -1,107
Gross Profit 12 759 2,095 3,066 3,926
Administrative expenses -304 -1,266 -1,500 -1,493 -1,636
Selling and marketing costs -72 -219 -1,150 -1,374 -1,561
R&D 0 0 -200 -458 -554
Underlying EBITDA -364 -726 -755 -259 176
Depreciation -13 -75 -200 -255 -315
Amortisation -4 -55 -180 -200 -220
Other income 0 63 0 0 0
Underlying EBIT -381 -793 -1,135 -714 -359
Share based costs -25 -27 -50 -50 -50
Exceptional items -75 -155 0 0 0
Statutory Operating profit -480 -975 -1,185 -764 -409
Net financial income 0 -128 -210 -142 -96
Underlying Pre-tax profit -381 -920 -1,345 -855 -455
Exceptional items 0 0 0 0 0
Reported pre-tax -480 -1,102 -1,395 -905 -505
Reported taxation 0 -21 -150 -169 -188
Underlying net income -381 -942 -1,495 -1,024 -642
Statutory net income -480 -1,123 -1,545 -1,074 -692
Period-end shares (m) 63.8 171.0 179.0 187.0 187.0
Weighted average shares (m) 43.7 96.4 171.0 172.3 187.0
Fully diluted shares (m) 47.7 102.3 177.0 178.3 192.9
Underlying Basic EPS (p) -0.87 -0.98 -0.87 -0.59 -0.34
U/I fully-diluted EPS (p) -0.87 -0.98 -0.87 -0.59 -0.34
Statutory basic EPS (p) -1.10 -1.17 -0.90 -0.62 -0.37
Statutory fully-diluted EPS (p) -1.10 -1.17 -0.90 -0.62 -0.37
DPS (p) 0.00 0.00 0.00 0.00 0.00

Source: Hardman & Co Life Sciences Research

Year end March (£'000) 2014 2015 2016E 2017E 2018E
Growth

Sales 3950% 187% 42% 26%
Gross profit 6258% 176% 46% 28%
Operating profit n/a n/a n/a -49%
EPS n/a n/a n/a 6%
DPS n/a n/a n/a n/a
Operating ratios

Cost of goods 50.3% 22.0% 25.0% 23.0% 22.0%
Gross margin 49.7% 78.0% 75.0% 77.0% 78.0%
Admin nm 130.1% 53.7% 37.5% 32.5%
Sales & Marketing 299.4% 22.5% 41.1% 34.5% 31.0%
EBITDA nm -74.6% -27.0% -6.5% 3.5%
Operating profit nm -81.5% -43.1% -19.3% -7.8%
Reported tax rate 0.0% -1.9% -9.3% -18.6% -37.1%

Source: Hardman & Co Life Sciences Research
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@315t March (£000) 2014 2015 2016E 2017E 2018E
Shareholders’ funds 6,256 12,853 11,220 11,045 11,303
Cumulated goodwill 0 0 0 0 0
Total equity 6,256 12,853 11,220 11,045 11,303
Share capital 683 1,755 1,935 2,015 3,015
Reserves 5,573 11,099 9,285 9,031 8,288
Deferred tax 0 285 272 272 272
Long-term loans 0 88 65 65 65
Bank overdrafts 0 22 18 18 18
less: Cash 1,492 3,391 1,757 884 336
less: Marketable securities 0 0 0 0 0
less: Non-current investments 0 0 0 0 0
Invested capital 4,764 9,856 9,817 10,515 11,321
Fixed assets 232 794 1,094 1,189 1,274
Intangible assets 6,894 12,919 12,739 12,539 12,319
Stocks 39 219 294 400 535

Trade debtors 0 419 394 509 654

Trade creditors 0 -215 -310 -410 -530

Tax liability 0 -40 -78 -150 -169
Debtors less creditors -2,402 -4,075 -4,310 -3,613 -2,807
Invested capital 4,764 9,856 9,817 10,515 11,321
Net cash/(debt) 1,492 3,282 1,756 884 335

Source: Hardman & Co Life Sciences Research

Cashflow

Year end March (£’000) 2014 2015 2016E 2017E 2018E
Operating profit -381 -793 -1,135 -714 -359
Depreciation 13 75 200 255 315
Amortisation 4 55 180 200 220
Stocks -13 -123 -75 -107 -135
Working capital -72 -105 120 -15 -25
Exceptionals/provisions -75 -155 0 0 0
Other (Fx) -1 -106 0 0 0
Net cash used in operations -525 -1,152 -710 -381 16
Net interest 0 -2 2 8 4
Tax 0 -26 -157 -150 -169
Operational cashflow -525 -1,180 -865 -522 -149
Capital Expenditure 0 -159 -500 -350 -400
Free cashflow -525 -1,326 -1,365 -872 -549
Dividends 0 0 0 0 0
Acquisitions -1,357 -2,192 -100 -1,409 -1,000
Other investments 0 -127 -93 0 0
Cashflow after investments -1,882 -3,645 -1,557 -2,281 -1,549
Share issues 3,374 5,422 100 1,409 1,000
Currency effect 0 12 -82 0 0
Change in net debt 1,492 1,790 -1,525 -872 -549
Opening net cash 0 1,492 3,282 1,756 884
Closing net cash 1,492 3,282 1,756 884 335
Hardman FCF/share (p) -1.20 -1.27 -0.51 -0.30 -0.08

Source: Hardman & Co 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: August 2015)
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