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2QFY12 Results Update | Sector: Healthcare

Cipla's 2QFY12 performance was above our estimates. Key highlights

 Net revenues grew 10% YoY to INR17.78b (v/s est of INR17.6b), EBITDA grew by 25% YoY to INR4.37b (v/s est of

INR4.1b) and Adj. PAT grew by 17% to INR3.09b (v/s est. of INR2.87b).

 Revenue growth was led by a 10% growth in domestic formulations (net) sales and a 13.2% growth in formulation

exports but was partly tempered down by a 5.2% de-growth in API exports.
 EBITDA Margins were above estimates due to better product mix and ramp up in revenues from Indore SEZ leading

to better absorption of on-going fixed costs at the facility. EBITDA grew by 24.5% YoY to INR4.37b (v/s est of

INR4.1b) while EBITDA margins expanded by 284bps to 24.6% (v/s est of 23.3%). EBITDA was partly boosted by
INR140m of realized forex gains.

 Adjusted PAT grew by 17.5% YoY to INR3.09b (v/s est of INR2.87b). PAT growth was lower than EBITDA growth due

to lower other income and higher taxes.
 Management has maintained its guidance of 10% topline growth for FY12.

We believe that Cipla is one of the best plays on emerging markets amongst Indian companies. Improving capacity

utilization at Indore SEZ (capex of INR8-9b) will help boost margins and return ratios over the next 2 years. After a long

delay, we believe Cipla's CFC-free inhaler pipeline is likely to gradually get commercialized in Europe and upsides from
high-margin opportunities like Seretide can potentially come through over the next two years (our estimates do not

include these upsides).Based on our revised estimates, stock currently trades at 22.3x FY12E and 17.9x FY13E

earnings. Maintain Buy with TP of INR378 (22x FY13E EPS).
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Formulations led the revenue growth

Net revenues grew 10% YoY to INR17.78b (v/s est of INR17.6b), EBITDA grew by
25% YoY to INR4.37b (v/s est of INR4.1b) and Adj. PAT grew by 17% to INR3.09b (v/
s est. of INR2.87b).

Cipla's revenue growth was led by both domestic and export formulations segments.
Domestic formulations grew by 10% YoY to INR8.2b (v/s est of INR7.9b). The company
has indicated that it is doing well in newly launched therapeutic segments like CNS and
Oncology. Export formulations grew by 13.2% YoY to INR7.5b (v/s est of INR7.2b) with
lower share of low-margin ARV business. The management indicated that, formulation
exports from new Indore SEZ is ramping up well and reported INR1.5b in revenues for
2QFY12.  API exports declined by 5% YoY to INR1.6b (v/s est of INR2.1b).

Sales mix (INR m)
2QFY12 2QFY11 YoY (%) 1QFY12 QoQ (%)

Domestic  8,470  7,564  12.0  7,436  13.9

% of revenues  47  47  46

Exports  9,111  8,322  9.5  8,302  9.7

% of revenues  50  51  51

Formulations  7,516  6,639  13.2  6,589  14.1

APIs  1,595  1,683  (5.2)  1,713  (6.9)

Other Operating Income  462  355  30.2  411  12.4

% of revenues  3  2  3

Total Gross Revenues  18,043  16,241 11.1  16,149 11.7

Source: Company

EBITDA grew by 24.5% YoY to INR4.4b in line with estimates

EBITDA Margins were above estimates due to better product mix and ramp up in revenues
from Indore SEZ (INR1.5b in sales for 2Q) leading to better absorption of on-going fixed
costs at the facility. EBITDA grew by 24.5% YoY to INR4.37b (v/s est of INR4.1b) while
EBITDA margins expanded by 284bps to 24.6% (v/s est of 23.3%). EBITDA was partly
boosted by INR140m of realized forex gains. We have forecast lower margins for 2HFY12
assuming that the 2QFY12 gross margins of 60% may not be sustainable in the coming
quarters.

Trend in EBITDA margin

Source: Company
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Adjusted PAT grew by 17.5% YoY to INR3.09b (v/s est of INR2.87b). PAT growth was
lower than EBITDA growth due to lower other income and higher taxes.

Ramp up in revenue from Indore SEZ - to improve margins

Cipla has invested significantly in setting up new facilities in the past 3 years. Its investment
of INR9b on Indore SEZ (commissioned in 1QFY11), is amongst the largest in an SEZ in
Indian Pharma. Cipla was incurring losses on the SEZ as revenues were yet to ramp up to
absorb the fixed costs. However, revenues from this facility are gradually ramping up
(INR3b sales for 1HFY12 v/s INR1b for full year FY11). We believe that, with the ramp-
up in revenues from the facility, the profitability will improve going forward. Management
has mentioned that the plant is now approved by all major global regulatory authorities
except US FDA (Cipla has not yet applied for a US FDA inspection of this facility). It has
also indicated that it expects this SEZ to contribute about 10-12% of overall sales by end
of FY12, i.e., about INR7b contribution to topline.

Needs to improve growth traction in the domestic formulations business

Cipla is a dominant player in domestic formulations market and enjoys No 2 ranking in the
industry. This business contributes ~46% of Cipla's overall revenues and is a key earnings
driver. However, for the past few quarters, Cipla has not been able to record strong
growth in this business due to high base and increasing competition in acute therapy
segments. To counter this management has been expanding the sales force and has
increased the marketing and promotional spend. The company has recently increased its
sale-force by 500 MRs to ~6500MRs. This is one of the largest field force in the industry.
The company now will focus on optimizing the productivity of such a large field force.

Cipla - Domestic Formulation (DF) Performance

Source: Company

CFC-free Inhalers remain key long-term trigger

Launch of CFC-free inhalers in EU & US remains as a key long-term trigger for the
company. Its overall inhaler capacity is amongst the top 5 globally. It has already
commercialized some of its inhalers in UK, Germany, Spain and Portugal. While ramp-up
in sales of these inhalers remains a key trigger in the long-term, as of now the visibility on
the launch time-lines is poor. Management expects its full range of inhalers to be
commercialized in Europe over the next 2-3 years and expects a total of 3-6 players for
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each product in this category implying that this will be a low-competition, high-margin
opportunity. We note that while Cipla has one of the largest capacities of inhalers globally,
its capacity utilization for inhalers in very low mainly due to delay in commercialization,
pending regulatory approvals.

NPPP 2011 - To impact EPS by 4-6%

The government has recently released the draft of the National Pharmaceuticals Pricing
Policy, 2011 (NPPP). It has invited comments from the industry and other sources by 30-
Nov-2011 on the draft. The policy proposes a significant increase in span of price control
from current 20% to ~60%, restricting pricing to the weighted average of the top 3 brands
and allowing inflation-linked price increases. While the policy is yet to be implemented, we
believe that the impact of the policy (in its current form) will be adverse for large players
like Cipla in the short-term. We expect Cipla's domestic formulation revenues to be impacted
by ~2-3% (INR0.7-1b) which will flow through directly up to the PBT level thus impacting
FY13 EPS adversely by 4-6%. Our estimates currently do not factor-in this impact pending
the implementation of the policy.

Raising earnings estimates by 3-4%

On account of better than expected 2QFY12 performance, we have raised our earnings
estimates by 2.8% and 3.8% for FY12 and FY13 respectively. Based on our revised
estimate, we expect EPS of INR13.8 (up 14.2%) and INR17.2 (up 24%) for FY12 and
FY13.

Valuation and view

We believe that Cipla is one of the best plays on emerging markets amongst Indian
companies. Improving capacity utilization at Indore SEZ (capex of INR8-9b) will help
boost margins and return ratios over the next 2 years. After a long delay, we believe
Cipla's CFC-free inhaler pipeline is likely to gradually get commercialized in Europe and
upsides from high-margin opportunities like Seretide can potentially come through over
the next two years (our estimates do not include these upsides).Based on our revised
estimates, the stock currently trades at 22.3x FY12E and 17.9x FY13E earnings. Maintain
Buy with TP of INR378 (22x FY13E EPS).
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Comparative valuations
Cipla DRL Ranbaxy

P/E (x) FY12E 22.3 21.3 26.2

FY13E 17.9 19.2 20.5

P/BV (x) FY12E 3.3 5.2 2.8

FY13E 2.9 4.6 2.5

EV/Sales (x) FY12E 3.6 3.4 2.4

FY13E 3.1 3.1 2.2

EV/EBITDA (x) FY12E 15.8 17.3 20.9

FY13E 13.0 15.5 17.1

Shareholding Pattern (%)
Sep-11 Jun-11 Sep-10

Promoter 36.8 36.8 36.8

Domestic Inst 19.9 19.1 18.3

Foreign 17.1 18.4 19.3

Others 26.3 25.8 25.7

Cipla: an investment profile

Stock performance (1 year)

EPS: MOSL forecast v/s consensus (INR)
MOSL Consensus Variation

Forecast Forecast (%)

FY12 13.8 13.6 1.8

FY13 17.2 16.1 6.6

Target Price and Recommendation
Current Target  Upside Reco.

Price (INR) Price (INR)  (%)

307 378 23.1 Buy

Company description

Cipla is the largest player in the domestic formulations
market and has a presence across most therapeutic areas.
The company also has robust exports to several markets
including US, Europe, South Africa, Australia and the Middle
East. Cipla's strategy for regulated markets (Europe and
US) exports is built around supply tie-ups with global
players.

Key investment arguments

 Supply agreements with 22 US players for 118 products
to drive growth in the medium term, as partners scale
up filings and patents expire - adding to the exports
momentum.

 Commencement of exports of CFC free inhalers to
Europe will be a key positive; Cipla has the third largest
capacity of inhalers in the world and could be a key
beneficiary of the unfolding opportunity in the long-term.

 Potential MNC contracts are likely to raise earnings
for FY12/13

Key investment risks

 NPPA liability of INR12b (if it materializes) could result
in a significant one-time cash outflow.

 The new pharmaceutical policy (proposed) has raised

uncertainties regarding pricing of drugs in India. Further
clarity on this is awaited.

 Consolidation in the global generic space can have an
adverse impact on the upside from the partnership model
adopted by the company.

Recent developments

 Commissioning of Indore SEZ

Valuation and view

 Revenue and EPS CAGR of 12.5% and 19.4%
respectively expected over FY11-13.

 One of the strongest generic pipelines coupled with de-
risked strategy and large under-utilized capacities should
bring in long-term benefits.

 The stock currently trades at 22.3x FY12E and 17.9x
FY13E earnings. Maintain Buy.

Sector view

 Emerging markets would remain the key sales and profit
drivers in the medium term. Japan is expected to emerge
as the next growth driver, particularly for companies
with a direct marketing presence.

 We are overweight on companies that are towards the
end of the investment phase, with benefits expected to
start coming in from the next fiscal.
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Financials and Valuation
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