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Fair Value EUR110 (0%)

Well ahead of its guidance after Q1 but no increase, poor cash-flow

NEUTRAL

Bayer is reporting solid first-quarter earnings this morning, characterised by modest revenue
performance overall but by an impressive margin improvement in all divisions, in line with what
Covestro already disclosed yesterday for the Chemicals business. Now cash-flow generation was less
impressive and despite a good performance in the first three months of the year, the group is not
comfortable enough to change its guidance of mid-single digit earnings growth for the full-year.

ANALYSIS

Q1 2016 was a good quarter for Bayer and numbers look very much like those of Covestro
yesterday i.e. a touch light at the top-line level but very solid at the operating margin level and
again mixed in terms of operating cash-flows with the same comment of “an increase in cash tied
up in working capital”.

On a division basis, Pharmaceuticals rose a solid 12.2%, driven by the expected Xarelto and Eylea
although it is worth noting that first did not fully reflect the good performance registered by its
partner J&S in the US in the first-quarter as underlying growth was 28.6% as reported by J&J
whereas revenues booked for the US by Bayer are only EUR86m, up 9.9% in CER terms. There is a
delay in the recognition of revenues and so there is reserve for the upcoming quarters. Eylea on
the contrary remains on a very strong path with a 49% growth Q/Q to EUR372m. Less expected
were the good performances of Kogenate, back to a more than decent growth rate of 13.7%
although it seems to agglomerate initial Kovaltry sales that may also include some stocking effect
and also Gadovist (up 20.2%) with strong growth in the US and in Japan where it has recently been
launched. On a less positive tone were Xofigo, Adempas and Stivarga, all below expectations,
including more particularly the last one which declined 5.3% in the quarter and more than ever
looks in trouble to meet group’s peak sales guidance. Profitability-wise, Pharma division grew
190bp in the EBITDA margin during the quarter where we anticipated only 60bp improvement
(and CS 10bp). Bayer is simply mentioning a “very good business performance” but sustainability
of this level of profitability and/or growth is the key question for the year and next.

Same took place in Consumer Health during the quarter as top-line growth was very modest
(+2.2%) and below expectations. Bayer mentions tough conditions in Europe and Russia but also
decline in the US. Against this unfavourable backdrop, earnings grew and EBITDA margin improved
by 150bp, mainly boosted by cost synergies from the integration of the former Merck business.

And bis repetita with CropScience with disappointing sales numbers, up only 1.2% in CER terms
and down 2.2% in reported terms but a 300bp EBITDA margin improvement, this time explained
by the joint effect of higher selling prices with lower cost of goods sold.

All'in all, this is a meaningful beat to the consensus numbers that was achieved in Q1 with EBITDA
up 15.7% to EUR3.4bn (vs CS: EUR3.05bn, BG: EUR3.13bn) and core EPS up 13.9% to EUR2.37
when CS was expecting only EUR2.15 and although Covestro covers half of the difference.

VALUATION

What happened with working capital within Bayer Group in Q1 2016 is not fully clear to us. It
downgraded by 55% so that operating cash flow would have come down despite increasing
earnings. This is what clearly prevents us from being really positive about this quarterly set of
numbers. And the fact that, despite a clear advance provided by Q1 numbers, the guidance is
simply reiterated might suggest that some caution is deserved.
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For the purposes of this Report, the Bryan Garnier stock rating system is defined as follows:
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recommendation. This opinion is based not only on the FV (the potential upside based on valuation), but also takes into account a number of
elements that could include a SWOT analysis, momentum, technical aspects or the sector backdrop. Every subsequent published update on the stock
will feature an introduction outlining the key reasons behind the opinion.

Opinion recommending not to trade in a stock short-term, neither as a BUYER or a SELLER, due to a specific set of factors. This view is intended to
be temporary. It may reflect different situations, but in particular those where a fair value shows no significant potential or where an upcoming binary
event constitutes a high-risk that is difficult to quantify. Every subsequent published update on the stock will feature an introduction outlining the key
reasons behind the opinion.
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