EPS (4282)

Good time to invest

B nitiating EPS with Buy

We initiate coverage of EPS with a Buy rating and a ¥490,000 price objective.
Robust new orders and solid orders in hand are likely to propel growth for EPS.
We base our price objectives on a P/E of 17x FY9/10 earnings, a premium to the
global CRO sector average pf 16x for its competitive edge and higher growth.

CRO’s medium-term industry growth to continue

Japanese pharmaceutical companies are likely to incur higher R&D expenses,
and we expect the CRO (contract research organization) industry to post steady
medium-term growth of 10% as these companies work to make development
operations more efficient. Japan’s CRO industry is still in a nascent stage
compared to Europe or the US, with only a 10% outsourcing rate compared to
50% in the US, and we therefore see room for growth. With no restraints, such as
officially fixed prices, in place, the segment also has good prospects for relatively
stable profit growth compared with the rest of the healthcare industry, which faces
risks of price cuts.

Favorable near-term outlook

EPS is the industry leader, with expertise in data management. Results for 3Q
FY9/09, to be announced on 31 July, are likely to show double-digit profit growth,
above management’s target. With share prices in correction mode, we believe
now is the time to invest in the company. Risks include the possibility of
development project revisions or contract terminations due to reorganization or
declining earnings among pharmaceuticals companies, and lower margins due to
price competition.

. Estimates
¥ 9/07A 9/08A 9/09E 9/10E 9/11E
EPS 15,479.09 19,099.77 22,595.08 28,668.90 34,619.69
EPS Change (YoY) -1.5% 23.4% 18.3% 26.9% 20.8%
Dividend / Share 4,300 5,400 6,000 6,600 8,000
BPS 97,516.7 110,069.6 127,262.3 149931.2 177,950.9

Valuation
9/07A 9/08A 9/09E 9/10E 9/11E
PIE 25.6x 20.7x 17.5x 13.8x 11.4x
Dividend Yield* 1.1% 1.4% 1.5% 1.7% 2.0%
PBR 4.1x 3.6x 3.1x 2.6x 2.2x
EV/ EBITDA* 9.7x 8.2x 6.9x 6.0x 5.1x
Free Cash Flow Yield* 7.0% 4.7% 3.8% 5.4% 6.6%

* For full definitions of iQmethod " measures, see page 11.
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IQprofile™ EPS (4282)

Key Income Statement Data 9/07A 9/08A 9/09E 9/10E 9/11E
(¥ Millions)

Sales 17,980 21,182 25,000 28,100 31,700
% Change 17.8% 17.8% 18.0% 12.4% 12.8%
Gross Profit 5,933 6,804 7,690 8,920 10,230
EBITDA 3,151 3,704 4,420 5,120 6,030
Operating Profit 2,980 3,487 4,090 4,920 5,830
% Change 52.2% 17.0% 17.3% 20.3% 18.5%
Net Interest & Other Income 39 32 30 33 35
Recurring Profit 3,041 3,562 4,140 4,973 5,885
% Change 53.7% 17.1% 16.2% 20.1% 18.3%
Net Income 1,384 1,708 2,020 2,563 3,095

Key Cash Flow Statement Data

Net Income from Cont Operations (GAAP) 1,704 2,066 2,420 2,863 3,395
Depreciation & Amortization 171 217 330 200 200
Change in Working Capital (597) (587) (889) (722) (838)
Deferred Taxation Charge NA NA NA NA NA
Other Net Adjustments from Operations 1,419 299 (313) (230) (230)
Capital Expenditure (216) (331) (200) (200) (200)
Free Cash Flow 2,481 1,664 1,348 1,911 2,327
Share Issue / (Repurchase) 0 0 0 0 0
Cost of Dividends Paid (357) (447) (483) (536) (590)
Net Debt (4,840) (5,583) (6,132) (7,207) (8,644)
Change in Net Debt (1,718) (456) (549) (1,075) (1,437)
Key Balance Sheet Data

Cash & Equivalents 5,460 6,138 6,532 7,607 8,944
Trade Receivables 4,127 4,601 5,430 6,104 6,886
Other Current Assets 1,368 1,568 1,769 1,952 2,147
Property, Plant & Equipment 376 419 419 419 419
Other Non-Current Assets 3,206 3,454 3,624 3,924 4,224
Total Assets 14,537 16,180 17,774 20,005 22,620
Short-Term Debt 214 355 300 300 200
Other Current Liabilities 3,777 4,172 4,214 4,248 4,288
Long-Term Debt 406 200 100 100 100
Other Non-Current Liabilities 430 504 504 504 504
Total Liabilities 4,827 5,231 5,118 5,152 5,092
Total Equity 9,710 10,949 12,656 14,853 17,528
Total Equity & Liabilities 14,537 16,180 17,774 20,005 22,620
Key Metrics

iQmethod *"-Business Performance*

Return On Capital Employed 18.9% 20.0% 21.6% 21.0% 21.2%
Return On Equity 16.9% 18.4% 19.0% 20.7% 21.1%
Operating Margin 16.6% 16.5% 16.4% 17.5% 18.4%
iQmethod * - Quality of Earnings*

Cash Realization Ratio 1.9x 1.2x 0.8x 0.8x 0.8x
Asset Replacement Ratio 2.0x 2.2x 1.3x 1.3x 1.3x
Tax Rate (Reported) 37.9% 37.4% 37.4% 39.0% 39.4%
Net Debt-to-Equity Ratio -49.8% -51.0% -48.4% -48.5% -49.3%
Interest Cover 189.8x 348.7x 409.0x 702.9x 1,166.0x

* For full definitions of iQmethod ™ measures, see page 11.

Company Description

One of the largest CRO(Clinical Research
Organization). Registered in Jasdaq as first CRO in
Japan in 2001. The company is specialized in data
management and claims high profitability. Using
know-how of data management, it also operates
general software development. Management aims
to expand its Asian business.

Investment Thesis

Among CROs, EPS is enjoying higher order inflow
backed by strong data management know-how. It
has strength in cancer drug manufacturers and in
Phase 4 research as well. Management is keen to
expand overseas business and unless there is large
investments, 20% earnings growth is likely in the
medium term.
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Table 1: EPS (4282) Consolidated earnings summary
Full year earnings Sales YoY OoP YoY RP YoY NI YoY EPS PER

(¥mn) (%) (¥mn) (%) (¥mn) (%) (¥mn) (%) ¥ X
FY9/07 actual 17,980 17.8% 2,980 52.2% 3,042 53.7% 1,384 28.3% 15,481 25.6
FY9/08 actual 21,182 17.8% 3,487 17.0% 3,563 17.1% 1,708 23.4% 19,105 20.7
FY9/09 CoE 25,013 18.1% 3,784 8.5% 3,835 7.6% 1,827 7.0% 20,436 19.4
FY9/09 BAS-ML estimate 25,000 18.0% 4,090 17.3% 4,140 16.2% 2,020 18.3% 22,595 175
FY9/10 BAS-ML estimate 28,100 12.4% 4,920 20.3% 4,973 20.1% 2,563 26.9% 28,669 13.8
FY9/11 BAS-ML estimate 31,700 12.8% 5,830 18.5% 5,885 18.3% 3,095 20.8% 34,620 11.4
Source: Company. Estimates by Banc of America Securities-Merrill Lynch

Summary

Initiating coverage of EPS with Buy rating

CRO essential for increasing
pharmaceuticals companies’
competitiveness

Using CRO can shorten lead times and
improve development accuracy

We initiate coverage of EPS with a Buy rating and a ¥490,000 price objective.
We base our price objective on a FY9/10 P/E multiple of 17x, slightly higher than
global CRO sector of 16x for its higher competitive edge and earnings growth.

The pharmaceuticals industry is now facing an unprecedented uphill battle.
Developing new drugs is now more important than ever before as
pharmaceuticals companies face industry shakeouts, mounting pressure to drop
prices, patent expiries on core products, a growing generic market, and mounting
international competition. Propelled by these changes in industry conditions, the
CRO industry now has the potential for steady growth going forward, in our view.
EPS has advanced expertise as a specialist in new drug development operations
and we believe it is capable of double-digit growth. Even though Japan’s CRO
industry is now in its growth phase, shares do not seem overvalued compared
with the European and US CRO industries, which are now past their growth
phases.

New drug development is a crucial strategy for maintaining competitiveness, and
pharmaceuticals companies now urgently need to improve the productivity of their
development operations as their R&D expenses have ballooned 65% over the
past five years. By contracting out the various related operations these
companies conduct in house, they can shorten development lead times and
change fixed costs to variable costs.

Utilizing services offered by CROs should help alleviate the drug lag. Many drugs
are still unapproved in Japan even though they have already been approved in
other countries and securing an approval often takes longer in Japan than in
other countries. In fact, new drug launches in Japan lag behind Europe and the
US by approximately four years. The lags occur at three stages: clinical trial start
times, trial periods, and screening periods, with particularly large differences in
start times. Earlier start times result in fewer data, which increases the risk of
development being aborted, but by tying up with a CRO with an established track
record in the given area and insightful ideas and suggestions right from the
planning stage, pharmaceutical companies can achieve greater success rates in
a shorter time period.

Bipha's (JV of Mitsubishi Tanabe Pharm and Nipro) falsification of “Medway”
testing data recently made market headlines. By outsourcing to external entities
such as EPS or CMIC, this sort of trouble can be averted. Japan’s CRO industry
is relatively new, but the growing number of listed companies and their increasing
reliability are likely to promote the switch to outsourcing. Approximately 10% of
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operations are currently outsourced to CROs, much smaller than the US figure of
50%, and we forecast that outsourcing will increase gradually.

The CRO industry had been growing at an annualized rate of 15%, but that
growth slackened to 7% in 2008. We attribute this to domestic pharmaceuticals
companies, who faced with declining earnings narrowed down new drug
development to small-scale projects with high success rates as well as curtailed
outsourcing and promoted in-house production to make use of excess personnel.
However, in the current market situation, EPS has showed its strength, with 40%
order growth in 1H FY 9/09. With no restraints such as officially fixed prices, it
also has good prospects for relatively stable profit growth compared with the rest
of the healthcare industry, which faces substantial risks of price declines going
into next fiscal year.

Chart 1: Outlook of Japan’s CRO market
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Valuations and risks

We use P/E multiples to set price objectives as Japan’s CRO industry is still in a
growth phase. Using a P/E of 17x our FY9/10 EPS forecasts, we set our price
objective at ¥490,000 with a premium to global CROs such as Covance and PPDI.
Backed by higher FCF, EV/EBITDA also looks undemanding. Our price objective
equates to an EV/EBITDA of 7.4x.

Since CROs depend on pharmaceuticals companies’ R&D expenditures, their
fortunes are subject to changes in their customers’ new drug development
activities. It faces the risk of declines in development projects due to
reorganization in the pharmaceuticals industry and increased joint development
as well as postponements and cancellations due to declining earnings.
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Table 2: Valuation comparison

Name Symbol P/E Ratio EV/EBITDA

2008A 2009E 2010E  2008A  2009E  2010E
CMIC 2309 21.1 15.2 135 5.7 5.0 4.6
EPS 4282 194 175 13.8 8.3 71 5.8
Charles River CRL 10.9 12.9 119 7.6 8.6 8.0
Covance Inc CVvD 16.3 18.7 16.5 8.9 9.4 8.4
Life Technologies LIFE 145 16.0 13.8 15.0 8.00 7.2
Lonza LZAGF 16.3 16.9 13.3 9.8 9.4 79
Millipore MIL 19.2 17.9 15.6 12.1 117 10.6
Mettler-Toledo MTD 145 16.8 15.3 9.6 11.2 10.4
PPDI PPDI 125 15.7 15.2 6.1 72 6.8
Thermo Fisher T™MO 133 14.1 12.6 85 9.4 8.8
WuXi PharmaTech WX 10.8 12.8 11.0 6.4 7.8 6.7
Divi's Lab XXQPF 16.8 17.7 13.8 13.9 14.3 12.1

Source: Banc of America Securities-Merrill Lynch

The potential for a hollowing out of domestic clinical trials due to increased
overseas clinical trials and more intense competition with overseas CROs is a risk
for a downward slide in orders. Looking at internal factors, operations require
specialized knowledge in medicine, pharmaceutical science, statistics, and IT,
and failure to secure sufficient human resources puts the company at risk of
weaker growth. Other risks include clinical trial accidents or leakage of private
data. Outside the drug development area, its software development business is
easily affected by the economy since it caters to financial institutions and general
companies.

Earnings outlook

With solid performance in high-profit-margin data management, EPS’s operating
profit exceeded its target by ¥0.37bn in 1H FY9/09. Sales in the CRO division,
which includes data management, were up 17% with profit up 40%, thus
substantially outpacing market growth. One of the company’s current strong

points is cancer drug development, a priority area for pharmaceuticals companies,
and it also enjoys firm demand for after-market studies. Current orders also
appear solid, and we forecast full-year sales of ¥25bn (up 18%) and operating
profit of ¥4.09bn (up 17%), beating the company’s target of ¥3.8bn.

For FY9/10, we anticipate sales of ¥28.1bn (up 12%) and operating profit of
¥4.9bn (up 20%). Data management business is likely to remain brisk, and we
expect 16% sales growth and 24% profit growth in the CRO division. EPS
competes with CMIC in SMO operations and its software development business
is affected by the economy. These two segments are therefore unlikely to
contribute to profit, but we see good prospects for a higher operating profit margin
due to growth in high-profit core business.

For FY9/11, we anticipate sales of ¥31.7bn (up 13%) and operating profit of
¥5.8bn (up 18%). The CRO division's growth (sales up 16% and operating profit
up 19%) will contribute.

Management is eager to expand into Asia and the company has CRO
subsidiaries in China, Singapore, and South Korea. These are run by EPS
International, which had sales of ¥0.85bn in FY9/08 and an operating loss of
¥12mn, thus making a negligible impact on earnings. It also runs a
pharmaceutical production venture in China, and we believe 20% profit growth is
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Chart 2: EPS(4282): Sales breakdown in FY9/08
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possible over the medium term barring a major strategic investment.

Company overview

EPS was founded by its president, Hao Yan, a student of medical statistics, in
1991. In 2001, EPS became the first CRO company to list on Jasdagq, after which
it listed on the TSE first section in 2006. EPS is the leading data management
company in Japan’s CRO industry. Leveraging this expertise, it also runs general
software development operations.

Business content

The CRO business accounts for 72% of sales and 76% of operating profit, with
the remainder comprising SMO business, non-clinical operations, and software
development. The CRO business includes monitoring operations (which account
for 35% of sales), data management (28%), and CRO IT and CSO (9%). CRO IT
operations provide IT solutions to pharmaceuticals companies and hospitals. The
CSO business provides support for pharmaceuticals sales. The company also
runs an MR (medical representative) dispatch service.

Financial condition

With no fixed assets, the company’s assets consist primarily of cash and
accounts receivable. Net cash totals ¥5.5bn, and we estimate annual free cash
flow at more than ¥1bn.

Table 3: EPS (4282): Segment analysis (million yen)

FY9/06a  FY9/07a  FY9/08a  FY9/09e  FY9/10e  FY9/1le

Segment Sales*

CRO 11,152 12,254 15,233 18,200 21,200 24,600
SMO 2,982 3,376 3,500 3,500 3,900 4,200
Pre-clinical 1,197 1,259 1,092 1,100 1,000 900
Software 0 1,251 1,499 2,500 2,300 2,300
Elimination, corporate -74 -160 -142 -300 -300 -300
Consolidated sales 15,257 17,980 21,182 25,000 28,100 31,700
Segment Operating

profit*

CRO 1,788 2,157 2,661 3,340 4,140 4,950
SMO 89 643 695 700 790 890
Pre-clinical 72 77 -1 40 40 40
Software 0 90 136 10 -50 -50
Elimination, corporate 9 13 -4 0 0 0
Consolidated OP 1,958 2,980 3,487 4,090 4,920 5,830
Segment Operating

profit margin

CRO 16.00% 17.60% 17.50% 18.40% 19.50% 20.10%
SMO 3.00% 19.10% 19.90% 20.00% 20.30% 21.20%
Pre-clinical 6.00% 6.10% -0.10% 3.60% 4.00% 4.40%
Software nla 7.20% 9.10% 0.40% -2.20% -2.20%
Elimination, corporate

Consolidated OPM 12.80% 16.60% 16.50% 16.40% 17.50% 18.40%

Source: Company, estimates by Banc of America Securities-Merrill Lynch
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Table 4: EPS - Orders and order balance (million yen)

FY9/06 FY9/07 FY9/08 FY9/09
Order Full yr Full yr H1 H2 Full yr H1
Monitoring 4,214 9,761 2,180 7,963 10,142 3471
Data management 4,296 5,784 2,586 10,583 13,170 3,767
Other CRO business 1,745 1,492 1,187 1,115 2,302 1,126
Software 984 nfa nfa nfa nfa nfa
CRO division 11,238 17,038 5,953 19,661 25,614 8,364
SMO division 3,134 3,483 3,492 1,555 5,047 1,910
Pre-clinical 1,172 1,219 672 415 1,087 518
Software development n/a 1,474 689 594 1,283 814
Total 15,545 23,214 10,806 22,226 33,032 11,606
Order balance
Monitoring 5,871 9,640 8,257 12,473 12,473 12,074
Data management 4,122 5,361 5,185 12,652 12,652 12,891
Other CRO business 590 387 626 682 682 664
Software 185 nla nla n/a n/a nfa
CRO division 10,768 15,388 14,068 25,808 25,808 25,629
SMO division 1,733 1,901 3,599 3,456 3,456 3,733
Pre-clinical 148 116 175 115 115 102
Software development n/a 478 373 352 352 186
Total 12,650 17,882 18,216 29,732 29,732 29,650

Source: Company
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Table 5: EPS (4282): Earnings models (million yen)

Profit/Loss Statement FY9/06a FY9/07a FY9/08a FY9/09e FY9/10e FY9/1le
Net sales 15,257 17,980 21,182 25,000 28,100 31,700
CoGS 10,891 12,046 14,378 17,310 19,180 21,470
Gross profit 4,366 5,934 6,804 7,690 8,920 10,230
SG&A (R&D excluded) 2,407 2,953 3,317 3,600 4,000 4,400
OP before R&D expense 1,958 2,980 3,487 4,000 4,920 5,830
R&D expense 0 0 0 0 0 0
Operating profit 1,958 2,980 3,487 4,090 4,920 5,830
Non-operating income 70 94 90 70 70 70
Non-operating expense 49 32 15 20 17 15
Recurring profit 1,979 3,042 3,563 4,140 4,973 5,885
Extraordinary income 5 113 66 0 0 0
Extraordinary loss 144 433 425 400 300 300
EBT (Pretax income) 1,840 2,722 3,204 3,740 4,673 5,585
Tax provision 392 1,154 1,331 1,550 1,940 2,320
Minority shareholders income 69 184 165 170 170 170
Net income 1,079 1,384 1,708 2,020 2,563 3,095
Margin analysis
COGS 71.4% 67.0% 67.9% 69.2% 68.3% 67.7%
Gross margin 28.6% 33.0% 32.1% 30.8% 3L.7% 32.3%
SG&A 15.8% 16.4% 15.7% 14.4% 14.2% 13.9%
Operating margin (before R&D) 12.8% 16.6% 16.5% 16.4% 17.5% 18.4%
Operating margin 12.8% 16.6% 16.5% 16.4% 17.5% 18.4%
Pretax margin 12.1% 15.1% 15.1% 15.0% 16.6% 17.6%
Effective tax rate 21.3% 42.4% 41.5% 41.4% 41.5% 41.5%
Net margin 7.1% 7.7% 8.1% 8.1% 9.1% 9.8%
% YOY change
Net sales 17.3% 17.8% 17.8% 18.0% 12.4% 12.8%
COGS 19.0% 10.6% 19.4% 20.4% 10.8% 11.9%
Gross profit 13.4% 35.9% 14.7% 13.0% 16.0% 14.7%
SG&A 17.1% 22.7% 12.3% 8.5% 11.1% 10.0%
Operating profit 9.1% 52.2% 17.0% 17.3% 20.3% 18.5%
Recurring profit 9.3% 53.7% 17.1% 16.2% 20.1% 18.3%
EBT (Pretax income) -17.7% 47.9% 17.7% 16.7% 24.9% 19.5%
Net income -4.2% 28.3% 23.4% 18.3% 26.9% 20.8%
Per share data
EPS (diluted) 12,299.9 15,481.3 19,105.4 22,595.1 28,668.9 34,619.7
CFPS 15,469.0 30,168.5 22,316.8 17,319.7 23,6185 28,267.5
CEPS 14,046.3 17,396.9 21,530.4 26,286.4 30,906.0 36,856.8
BPS 86,013.1 97,516.7 110,069.6 127,262.3 149,931.2 177,950.9
DPS 3,300.0 4,300.0 5,400.0 6,000.0 6,600.0 8,000.0
Shares outstanding (average) 0.088 0.089 0.089 0.089 0.089 0.089
Shares outstanding (FY end) 0.089 0.089 0.089 0.089 0.089 0.089
ROE analysis
ROE 15.7% 16.9% 18.4% 19.0% 20.7% 21.1%
Net income/Net sales 7.1% 7.7% 8.1% 8.1% 9.1% 9.8%
Net sales/Total asset 5.67 2.67 1.58 311 5.95 5.95
Total asset/Shareholders equity 157 1.62 1.62 1.56 1.52 1.45
Capital Expenditures and Depreciation (Cash Flow Statement, tangible assets), and Amortization
Capital Expenditures 114 172 216 331 200 200
Depreciation 71 137 109 149 150 150
Amortization 64 16 62 68 180 50

Source: Company. Estimates by Banc of America Securities-Merrill Lynch
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Table 6: EPS (4282): Earnings models (million yen)
Cash Flow Statement FY3/06a FY3/07a FY3/08a FY3/09e FY3/10e FY3/1le
Operating cash flow 1,357 2,697 1,995 1,548 2,111 2,527
Net income before extraordinarie 1,218 1,704 2,067 2,420 2,863 3,395
Total dep & amort. CF 153 171 217 330 200 200
(Inc)/dec. in working capital -9 -597 -587 -889 722 -838
Other operating non-cash items -5 1,419 299 -313 -230 -230
Investing cash flow -1,139 -605 -1,061 -517 -500 -500
Capital expenditure -172 -216 -331 -200 -200 -200
Other investing cash items -967 -389 -730 -317 -300 -300
Financing cash flow 1,609 -637 -542 -638 -536 -690
Net share issue/repurchase -1 0 0 0 0 0
Dividends paid -231 -357 -447 -483 -536 -590
Change in debt 1,894 -263 -64 -155 0 -100
Other financing cash flow -53 -16 -31 0 0 0
Source: Company. Estimates by Banc of America Securities-Merrill Lynch
Table 7: EPS (4282): Earnings models (million yen)
Balance Sheet FY9/06a FY9/07a FY9/08a FY9/09e FY9/10e FY9/1le
Total Asset 11,974 14,537 16,181 17,774 20,005 22,620
Current Asset 8,401 10,955 12,307 13,731 15,662 17,977
Cash & Equiv, Marketable securities 3,792 5,460 6,138 6,532 7,607 8,944
Account receivable 3,608 4,127 4,601 5,430 6,104 6,886
Inventory 340 438 562 663 746 841
Other current asset, net 661 931 1,006 1,106 1,206 1,306
Fixed asset 3,573 3,583 3,873 4,043 4,343 4,643
PP&E 384 376 419 419 419 419
Intangible asset 2,875 345 381 251 251 251
Other fixed asset, net 315 2,861 3,073 3,373 3,673 3,973
Total liability 3,404 4,827 5,232 5,118 5,152 5,092
Current liability 2,365 3,991 4,527 4514 4,548 4,488
Account payable 183 202 233 275 309 349
Short term debt 213 214 355 300 300 200
Other current liability, net 1,970 3,575 3,939 3,939 3,939 3,939
Fixed liability 1,038 836 704 604 604 604
Long term debt 670 406 200 100 100 100
Other fixed liability, net 368 430 504 504 504 504
Net asset 8,570 9,710 10,949 12,656 14,853 17,528
Shareholders' equity 7,689 8,718 9,840 11,377 13,404 15,909
Contributed capital 3,701 3,701 3,701 3,701 3,701 3,701
Retained earnings 4,181 5,206 6,463 8,000 10,027 12,532
Reserves, adjustments -192 -188 -324 -324 -324 -324
Minorities' equity 881 992 1,109 1,279 1,449 1,619
Interest bearing debt 883 620 555 400 400 300
Net debt -2,909 -4,840 -5,583 -6,132 -7,207 -8,644
Balance Sheet analysis
DIE ratio 0.40 0.50 0.48 0.40 0.35 0.29
AIR turnover (months) 2.87 2.58 247 241 2.46 2.46
Inventory turnover (months) 0.31 0.39 0.42 0.42 0.44 0.44
A/P turnover (months) 0.19 0.19 0.18 0.18 0.18 0.18
ROA 18.2% 22.5% 22.7% 24.1% 26.0% 27.4%

Source: Company. Estimates by Banc of America Securities-Merrill Lynch
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Price objective basis & risk

EPS (4282)

Our price objective for EPS is JPY490.000. This is based on 17x P/E on
FY9/2010 EPS with premium to the average for global CRO companies of 16x for
its competitive edge and earnings growth. Our PO equats to 7.4x EV/EBITDA.

Risks are lower orders or cancellations in the CRO business due to lower R&D
expenditure by customers, price declines due to tougher competition, growth
constraints by labour shortage and clinical trial accidents or leakage of personal
data. Other risks include lower software development business easily affected by
the economy.

Analyst Certification

I, Eri Kaneko, hereby certify that the views expressed in this research report
accurately reflect my personal views about the subject securities and issuers. |
also certify that no part of my compensation was, is, or will be, directly or
indirectly, related to the specific recommendations or view expressed in this
research report.

Japan-Pharmaceuticals / Healthcare Coverage Cluster

Investment rating Company ML ticker Bloomberg symbol Analyst
BUY
Astellas Pharma ALPMF 4503 JP Ritsuo Watanabe
CMIC CMICF 2309 JP Eri Kaneko
EPS EPLYF 4282 JP Eri Kaneko
Nipro NISOF 8086 JP Ritsuo Watanabe
Santen Pharm. SNPHF 4536 JP Ritsuo Watanabe
Sawai Pharma SWPIF 4555 JP Ritsuo Watanabe
Shionogi SGIOF 4507 JP Ritsuo Watanabe
Takeda Pharm. TKPHF 4502 JP Ritsuo Watanabe
TERUMO TRUMF 4543 JP Ritsuo Watanabe
NEUTRAL
Chugai Pharm. CHGCF 4519 JP Ritsuo Watanabe
Daiichi Sankyo DSKYF 4568 JP Ritsuo Watanabe
D-S Pharma DNPUF 4506 JP Ritsuo Watanabe
Hogy Medical HGYMF 3593 JP Eri Kaneko
Kyorin KYRNF 4569 JP Ritsuo Watanabe
Taisho Pharm. TSOPF 4535 JP Ritsuo Watanabe
TOWA PHARMA TWAPF 4553 JP Ritsuo Watanabe
UNDERPERFORM
Alfresa ARHCF 2784 JP Eri Kaneko
Eisai ESALF 4523 JP Ritsuo Watanabe
Eisai ESALY ESALY US Ritsuo Watanabe
GHS GHSPF 3360 JP Eri Kaneko
Kissei Pharm. KSPHF 4547 JP Ritsuo Watanabe
Mediceo Paltac MEPDF 7459 JP Eri Kaneko
Mitsubishi Tanabe Pharma MTZXY 4508 JP Ritsuo Watanabe
Ono Pharm. OPHLF 4528 JP Ritsuo Watanabe
Sogo Medical SGOOF 4775 JP Eri Kaneko
Suzuken SZUKF 9987 JP Eri Kaneko
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EPS (4282)

iQmethod*" Measures Definitions

Business Performance

Return On Capital Employed

Return On Equity
Operating Margin
Earnings Growth
Free Cash Flow

Quality of Earnings
Cash Realization Ratio
Asset Replacement Ratio
Tax Rate

Net Debt-To-Equity Ratio
Interest Cover

Valuation Toolkit
Price / Earnings Ratio
Price / Book Value
Dividend Yield

Free Cash Flow Yield
Enterprise Value / Sales

EV/EBITDA

Numerator

NOPAT = (EBIT + Interest Income) * (1 - Tax Rate) + Goodwill
Amortization

Net Income

Operating Profit

Expected 5-Year CAGR From Latest Actual

Cash Flow From Operations - Total Capex

Cash Flow From Operations

Capex

Tax Charge

Net Debt = Total Debt, Less Cash & Equivalents
EBIT

Current Share Price

Current Share Price

Annualised Declared Cash Dividend

Cash Flow From Operations - Total Capex

Denominator

Total Assets — Current Liabilities + ST Debt + Accumulated Goodwill
Amortization

Shareholders’ Equity

Sales

N/A

N/A

Net Income
Depreciation
Pre-Tax Income
Total Equity
Interest Expense

Diluted Earnings Per Share (Basis As Specified)
Shareholders’ Equity / Current Basic Shares

Current Share Price

Market Cap. = Current Share Price * Current Basic Shares

EV = Current Share Price * Current Shares + Minority Equity + Net Debt + Sales

Other LT Liabilities
Enterprise Value

Basic EBIT + Depreciation + Amortization

iQmethod Mis the set of Banc of America Securities-Merrill Lynch standard measures that serve to maintain global consistency under three broad headings: Business Performance, Quality of Earnings, and validations. The key features of
iQmethod are: A consistently structured, detailed, and transparent methodology. Guidelines to maximize the effectiveness of the comparative valuation process, and to identify some common pitfalls.

iQdatabase ® is our real-time global research database that is sourced directly from our equity analysts’ earnings models and includes forecasted as well as historical data for income statements, balance sheets, and cash flow statements for

companies covered by Banc of America Securities-Merrill Lynch.

iQprofile s, iQmethod *™ are service marks of Merrill Lynch & Co., Inc.iQdatabase ®is a registered service mark of Merrill Lynch & Co., Inc.
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Important Disclosures

Investment Rating Distribution: Health Care Group (as of 01 Jun 2009)

Coverage Universe Count Percent Inv. Banking Relationships* Count Percent
Buy 86 52.12% Buy 43 53.75%
Neutral 39 23.64% Neutral 21 61.76%
Sell 40 24.24% Sell 18 48.65%
Investment Rating Distribution: Global Group (as of 01 Jun 2009)

Coverage Universe Count Percent Inv. Banking Relationships* Count Percent
Buy 1303 40.83% Buy 602 51.10%
Neutral 807 25.29% Neutral 362 51.49%
Sell 1081 33.88% Sell 394 39.96%

* Companies in respect of which MLPF&S or an affiliate has received compensation for investment banking services within the past 12 months. For purposes of this distribution, a stock
rated Underperform is included as a Sell.

FUNDAMENTAL EQUITY OPINION KEY: Opinions include a Volatility Risk Rating, an Investment Rating and an Income Rating. VOLATILITY RISK
RATINGS, indicators of potential price fluctuation, are: A - Low, B - Medium and C - High. INVESTMENT RATINGS reflect the analyst’s assessment of
a stock’s: (i) absolute total return potential and (ii) attractiveness for investment relative to other stocks within its Coverage Cluster (defined below).
There are three investment ratings: 1 - Buy stocks are expected to have a total return of at least 10% and are the most attractive stocks in the coverage
cluster; 2 - Neutral stocks are expected to remain flat or increase in value and are less attractive than Buy rated stocks and 3 - Underperform stocks
are the least attractive stocks in a coverage cluster. Analysts assign investment ratings considering, among other things, the 0-12 month total return
expectation for a stock and the firm’s guidelines for ratings dispersions (shown in the table below). The current price objective for a stock should be
referenced to better understand the total return expectation at any given time. The price objective reflects the analyst’s view of the potential price
appreciation (depreciation).

Investment rating Total return expectation (within 12-month period of date of initial rating)  Ratings dispersion guidelines for coverage cluster*
Buy > 10% < 70%
Neutral > 0% < 30%
Underperform N/A 2> 20%

* Ratings dispersions may vary from time to time where BAS-ML Research believes it better reflects the investment prospects of stocks in a Coverage Cluster.

INCOME RATINGS, indicators of potential cash dividends, are: 7 - same/higher (dividend considered to be secure), 8 - same/lower (dividend not
considered to be secure) and 9 - pays no cash dividend. Coverage Cluster is comprised of stocks covered by a single analyst or two or more analysts sharing
a common industry, sector, region or other classification(s). A stock’s coverage cluster is included in the most recent BAS-ML Comment referencing the stock.

In the US, retail sales and/or distribution of this report may be made only in states where these securities are exempt from registration or have been qualified for
sale: EPS.

The analyst(s) responsible for covering the securities in this report receive compensation based upon, among other factors, the overall profitability of Merrill Lynch,
including profits derived from investment banking revenues.
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Other Important Disclosures

Merrill Lynch Research policies relating to conflicts of interest are described at http://www.ml.com/media/43347.pdf.

"Merrill Lynch™ includes Merrill Lynch, Pierce, Fenner & Smith Incorporated ("MLPF&S") and its affiliates, including BofA (defined below). "BofA" refers
to Banc of America Securities LLC ("BAS"), Banc of America Securities Limited ("BASL"), Banc of America Investment Services, Inc ("BAI") and their
affiliates. Investors should contact their Merrill Lynch or BofA representative if they have questions concerning this report.

Information relating to Non-US affiliates of Merrill Lynch and Distribution of Affiliate Research Reports:

MLPF&S, BAS, BAI, and BASL distribute, or may in the future distribute, research reports of the following non-US affiliates in the US (short name: legal name):
Merrill Lynch (France): Merrill Lynch Capital Markets (France) SAS; Merrill Lynch (Frankfurt): Merrill Lynch International Bank Ltd, Frankfurt Branch; Merrill Lynch
(South Africa): Merrill Lynch South Africa (Pty) Ltd; Merrill Lynch (Milan): Merrill Lynch International Bank Limited; MLPF&S (UK): Merrill Lynch, Pierce, Fenner &
Smith Limited; Merrill Lynch (Australia): Merrill Lynch Equities (Australia) Limited; Merrill Lynch (Hong Kong): Merrill Lynch (Asia Pacific) Limited; Merrill Lynch
(Singapore): Merrill Lynch (Singapore) Pte Ltd; Merrill Lynch (Canada): Merrill Lynch Canada Inc; Merrill Lynch (Mexico): Merrill Lynch Mexico, SA de CV, Casa de
Bolsa; Merrill Lynch (Argentina): Merrill Lynch Argentina SA; Merrill Lynch (Japan): Merrill Lynch Japan Securities Co, Ltd; Merrill Lynch (Seoul): Merrill Lynch
International Incorporated (Seoul Branch); Merrill Lynch (Taiwan): Merrill Lynch Securities (Taiwan) Ltd.; DSP Merrill Lynch (India): DSP Merrill Lynch Limited; PT
Merrill Lynch (Indonesia): PT Merrill Lynch Indonesia; Merrill Lynch (KL) Sdn. Bhd.: Merrill Lynch (Malaysia); Merrill Lynch (Israel): Merrill Lynch Israel Limited; Merrill
Lynch (Russia): Merrill Lynch CIS Limited, Moscow; Merrill Lynch (Turkey): Merrill Lynch Yatirim Bankasi A.S.; Merrill Lynch (Dubai): Merrill Lynch International Bank
Ltd, Dubai Branch; MLPF&S (Zurich rep. office): MLPF&S Incorporated Zirrich representative office.

This research report has been approved for publication in the United Kingdom by Merrill Lynch, Pierce, Fenner & Smith Limited and BASL, which are authorized and
regulated by the Financial Services Authority; has been considered and distributed in Japan by Merrill Lynch Japan Securities Co, Ltd and Banc of America
Securities - Japan, Inc., registered securities dealers under the Financial Instruments and Exchange Law in Japan; is distributed in Hong Kong by Merrill Lynch (Asia
Pacific) Limited and Banc of America Securities Asia Limited, which are regulated by the Hong Kong SFC and the Hong Kong Monetary Authority; is issued and
distributed in Taiwan by Merrill Lynch Securities (Taiwan) Ltd.; is issued and distributed in Malaysia by Merrill Lynch (KL) Sdn. Bhd., a licensed investment adviser
regulated by the Malaysian Securities Commission; is issued and distributed in India by DSP Merrill Lynch Limited; and is issued and distributed in Singapore by
Merrill Lynch International Bank Limited (Merchant Bank), Merrill Lynch (Singapore) Pte Ltd (Company Registration No.'s F 06872E and 198602883D respectively)
and Bank of America Singapore Limited (Merchant Bank). Merrill Lynch International Bank Limited (Merchant Bank), Merrill Lynch (Singapore) Pte Ltd and Bank of
America Singapore Limited (Merchant Bank) are regulated by the Monetary Authority of Singapore. Merrill Lynch Equities (Australia) Limited (ABN 65 006 276 795),
AFS License 235132 provides this report in Australia in accordance with section 911B of the Corporations Act 2001 and neither it nor any of its affiliates involved in
preparing this research report is an Authorised Deposit-Taking Institution under the Banking Act 1959 nor regulated by the Australian Prudential Regulation
Authority. No approval is required for publication or distribution of this report in Brazil.

Merrill Lynch (Frankfurt) distributes this report in Germany. Merrill Lynch (Frankfurt) is regulated by BaFin.

This research report has been prepared and issued by MLPF&S and/or one or more of its non-US affiliates. MLPF&S is the distributor of this research report in the
US and accepts full responsibility for research reports of its non-US affiliates distributed to MLPF&S clients in the US. Any US person (other than BAS, BAI and their
respective clients) receiving this research report and wishing to effect any transaction in any security discussed in the report should do so through MLPF&S and not
such foreign affiliates.

BAS distributes this research report to its clients and to its affiliate BAI and accepts responsibility for the distribution of this report in the US to BAS clients, but not to
the clients of BAI. BAl is a registered broker-dealer, member of FINRA and SIPC, and is a non-bank subsidiary of Bank of America, N.A. BAl accepts responsibility
for the distribution of this report in the US to BAI clients. Transactions by US persons that are BAS or BAI clients in any security discussed herein must be carried out
through BAS and BAI, respectively.

General Investment Related Disclosures:

This research report provides general information only. Neither the information nor any opinion expressed constitutes an offer or an invitation to make an offer, to buy
or sell any securities or other financial instrument or any derivative related to such securities or instruments (e.g., options, futures, warrants, and contracts for
differences). This report is not intended to provide personal investment advice and it does not take into account the specific investment objectives, financial situation
and the particular needs of any specific person. Investors should seek financial advice regarding the appropriateness of investing in financial instruments and
implementing investment strategies discussed or recommended in this report and should understand that statements regarding future prospects may not be realized.
Any decision to purchase or subscribe for securities in any offering must be based solely on existing public information on such security or the information in the
prospectus or other offering document issued in connection with such offering, and not on this report.

Securities and other financial instruments discussed in this report, or recommended, offered or sold by Merrill Lynch, are not insured by the Federal Deposit
Insurance Corporation and are not deposits or other obligations of any insured depository institution (including, Bank of America, N.A.). Investments in general and,
derivatives, in particular, involve numerous risks, including, among others, market risk, counterparty default risk and liquidity risk. No security, financial instrument or
derivative is suitable for all investors. In some cases, securities and other financial instruments may be difficult to value or sell and reliable information about the
value or risks related to the security or financial instrument may be difficult to obtain. Investors should note that income from such securities and other financial
instruments, if any, may fluctuate and that price or value of such securities and instruments may rise or fall and, in some cases, investors may lose their entire
principal investment. Past performance is not necessarily a guide to future performance. Levels and basis for taxation may change.

This report may contain a short-term trading idea or recommendation, which highlights a specific near-term catalyst or event impacting the company or the market
that is anticipated to have a short-term price impact on the equity securities of the company. Short-term trading ideas and recommendations are different from and
do not affect a stock's fundamental equity rating, which reflects both a longer term total return expectation and attractiveness for investment relative to other stocks
within its Coverage Cluster. Short-term trading ideas and recommendations may be more or less positive than a stock's fundamental equity rating.

Foreign currency rates of exchange may adversely affect the value, price or income of any security or financial instrument mentioned in this report. Investors in such
securities and instruments, including ADRs, effectively assume currency risk.

UK Readers: The protections provided by the U.K. regulatory regime, including the Financial Services Scheme, do not apply in general to business coordinated by
Merrill Lynch entities located outside of the United Kingdom. These disclosures should be read in conjunction with the BASL general policy statement on the
handling of research conflicts, which is available upon request.

Officers of MLPF&S or one or more of its affiliates (other than research analysts) may have a financial interest in securities of the issuer(s) or in related investments.
Merrill Lynch is a regular issuer of traded financial instruments linked to securities that may have been recommended in this report. Merrill Lynch may, at any time,
hold a trading position (long or short) in the securities and financial instruments discussed in this report.

Merrill Lynch, through business units other than BAS-ML Research, may have issued and may in the future issue trading ideas or recommendations that are
inconsistent with, and reach different conclusions from, the information presented in this report. Such ideas or recommendations reflect the different time frames,
assumptions, views and analytical methods of the persons who prepared them, and Merrill Lynch is under no obligation to ensure that such other trading ideas or
recommendations are brought to the attention of any recipient of this report.

Copyright and General Information regarding Research Reports:

Copyright 2009 Merrill Lynch, Pierce, Fenner & Smith Incorporated. All rights reserved. iQmethod, iQmethod 2.0, iQprofile, iQtoolkit, iQworks are service marks of
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Merrill Lynch & Co., Inc. iQanalytics®, iQcustom®, iQdatabase® are registered service marks of Merrill Lynch & Co., Inc. This research report is prepared for the use
of Merrill Lynch clients and may not be redistributed, retransmitted or disclosed, in whole or in part, or in any form or manner, without the express written consent of
Merrill Lynch. Merrill Lynch research reports are distributed simultaneously to internal and client websites and other portals by Merrill Lynch and are not publicly-
available materials. Any unauthorized use or disclosure is prohibited. Receipt and review of this research report constitutes your agreement not to redistribute,
retransmit, or disclose to others the contents, opinions, conclusion, or information contained in this report (including any investment recommendations, estimates or
price targets) without first obtaining expressed permission from an authorized officer of Merrill Lynch.

Materials prepared by Merrill Lynch research personnel are based on public information. Facts and views presented in this material have not been reviewed by, and
may not reflect information known to, professionals in other business areas of Merrill Lynch, including investment banking personnel. To the extent this report
discusses any legal proceeding or issues, it has not been prepared as nor is it intended to express any legal conclusion, opinion or advice. Investors should consult
their own legal advisers as to issues of law relating to the subject matter of this report. Merrill Lynch research personnel's knowledge of legal proceedings in which
any Merrill Lynch entity and/or its directors, officers and employees may be plaintiffs, defendants, co-defendants or co-plaintiffs with or involving companies
mentioned in this report is based on public information. Facts and views presented in this material that relate to any such proceedings have not been reviewed by,
discussed with, and may not reflect information known to, professionals in other business areas of Merrill Lynch in connection with the legal proceedings or matters
relevant to such proceedings.

This report has been prepared independently of any issuer of securities mentioned herein and not in connection with any proposed offering of securities or as agent
of any issuer of any securities. None of MLPF&S, any of its affiliates or their research analysts has any authority whatsoever to make any representation or warranty
on behalf of the issuer(s). Merrill Lynch policy prohibits research personnel from disclosing a recommendation, investment rating, or investment thesis for review by
an issuer prior to the publication of a research report containing such rating, recommendation or investment thesis.

Any information relating to the tax status of financial instruments discussed herein is not intended to provide tax advice or to be used by anyone to provide tax
advice. Investors are urged to seek tax advice based on their particular circumstances from an independent tax professional.

The information herein (other than disclosure information relating to Merrill Lynch and its affiliates) was obtained from various sources and we do not guarantee its
accuracy. This report may contain links to third-party websites. Merrill Lynch is not responsible for the content of any third-party website or any linked content
contained in a third-party website. Content contained on such third-party websites is not part of this report and is not incorporated by reference into this report. The
inclusion of a link in this report does not imply any endorsement by or any affiliation with Merrill Lynch. Access to any third-party website is at your own risk, and you
should always review the terms and privacy policies at third-party websites before submitting any personal information to them. Merrill Lynch is not responsible for
such terms and privacy policies and expressly disclaims any liability for them.

Subject to the quiet period applicable under laws of the various jurisdictions in which we distribute research reports and other legal and Merrill Lynch policy-related
restrictions on the publication of research reports, fundamental equity reports are produced on a regular basis as necessary to keep the investment recommendation
current.

Certain outstanding reports may contain discussions and/or investment opinions relating to securities, financial instruments and/or issuers that are no longer current.
Always refer to the most recent research report relating to a company or issuer prior to making an investment decision.

In some cases, a company or issuer may be classified as Restricted or may be Under Review or Extended Review. In each case, investors should consider any
investment opinion relating to such company or issuer (or its security and/or financial instruments) to be suspended or withdrawn and should not rely on the analyses
and investment opinion(s) pertaining to such issuer (or its securities and/or financial instruments) nor should the analyses or opinion(s) be considered a solicitation of
any kind. Sales persons and financial advisors affiliated with BAS, BAI, MLPF&S or any of their affiliates may not solicit purchases of securities or financial
instruments that are Restricted or Under Review and may only solicit securities under Extended Review in accordance with firm policies.

Neither Merrill Lynch nor any officer or employee of Merrill Lynch accepts any liability whatsoever for any direct, indirect or consequential damages or losses arising
from any use of this report or its contents.
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