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IPLA’s stock has in-
creased 64% since 31
May 2014, vs the Sensex
return of 11%. The
stock trades at 35.7x FY15F (fore-
cast) and 26x FY16F EPS (earn-
ings per share) of ¥17.65 and
324.27 respectively, a 30-45% pre-
mium to peers. The valuation
seems expensive as we see limit-
ed upside risk to earnings in the
nearterm. '
However, we don’t expect rev-
enue composition to change sig-
nificantly, and a rise in R&D
spend should result in limited
Ebitda (earningsbefore interest,
taxes, depreciation, and amorti-
sation)margin expansion. We be-
lieveinvestorsexpectationsfrom
Cipla’s inhaler franchise have
risen after the recent launch of
Seretide MDI in select EU mar-
kets. The approval is a positive
development, but approvals for
other high-value inhalers in the
EU and the US still have signifi-
cantregulatory challenges.
- Even for Seretide MDI, we are
cautious as: (i) generic penetra-
tion and substitutability of in-

* halersislikelyto belower and (ii)

Glaxo may be aggressive on pric-
‘ing. Our industry checks suggest
that Cipla has priced Seretide
MDI at 40% discount to the inno-
vator in Germany, which is a

.small market. The discount

couldbehigherforthe UK, which’
isamuchlarger market. Further,
the discount will likely increase
with additional competition. We
prefer Dr Reddy’s, which is ata
similar market cap and trades at
36%/25% discount to Cipla on
FY15F/FY16FP/E. -

! Expectationsaround the in-
haler franchise have in-
creased: The launch of Seretide
MDI in select EU markets this
month wasa catalystfor thestock
price run-up, in our view. The
launch was an incremental posi-
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Inhaler launch an incremental positive; no significant increase in earnings seen near term

Cipla chairman Yusuf Hamied: it
won'tbe acakewalk In EU market

tive; however, wedonotexpectad-
ditional éarnings upside from
this segment. There is no visibili-
ty yeton approvals of additional
high-value inhalers in Europe or
the US currently Wehighlightthe

. following:(a) Cipla has an advan-

tage by being the first generic en-
trant in the EU market with its
Serétide MDI generic. Wealsoap-
preciate that there will be pres-
surefrom payors toaccept gener-
ics. However, unlixearalsolidsor
injéctables, there are challenges

tomarket sharegains.

(i) Cipla’s product -has ob-
tained regulatory approval in se-
lect EUmarkets based on in-vitro
equivalenceand pharmacokinet-

ic(PK)studies. Ciplahasnotdone .

clinical trials on patients toestab-
ligh therapeuticequivalence.

(ii) Patients and doctors are
sticky with innovator brands for
complex products like inhalers.

(iii) The innovator, in this case

- Glaxo, may react aggressively

with pricing to retain- market
share, as has been the experience
in the past. Our industry checks
suggest that Cipla has priced its
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' peers: Cipla is trading at 36x

- broduct at a 40% discount to the
brand price in Germany Cipla is
theonlygenericplayerinthatmar-
ket. So, thediscountscan belarger

. forbigger marketslikethe UK.

(b) US approval pathway is
more difficult. Based on the draft
guidelines released by the USF-
DA, for AlbuterolMDIand Advair
DPI, the generic companies have
to establish not only in-vitro
equivalence with the innovator

- product but also haveto establish
‘complete equivalence tnrough
PX studies and have to carry lim-
ited clinical trials on patients to
establish - therapeutic equiva-

. lence. For Seretide MDI in Eu-
rope, Ciplahadestablished in-vit:
ro equivalence. However, Cipla's
product is not 100% bio-equiva-
lent based on PK studies. As well,

_ Ciplawasnotrequired by thereg-
ulators to conduct clinical trials.
Thus, hurdles for the US market

are significantly highet. Wedon’t .

expect any meaningful US ap-
. proval over the next three years.
Limited leverage: Thesecond
market expectation is on Ebitda
' margin expansion as operating
leveragekicks in. Wefocusontwo
cost items: (i) employee costs and
(1i) R&D and legal costs. These

overhead coststendtoriseascom-

" paniesbuild the front-end and in-
" "west in development of the

pipeline. Wecompare thecosts for
Cipla, Lupin and Dr Reddy’s,
which have current market caps
in a similar range (Cipla: ¥505 bn;

- Dr Reddy’s: ¥506 bn; Lupin: 634

hn). Over the last five years, em-
ployee costs have significantly in-
creased for Cipla (more than 4x
over thelastfour yearsalone),and
arenowaheadof Lupin. However,

FY15F and 26x FY16F Cipla is
{rading at 28.6x one-year forward

-EPS of ¥21.43 (consensus), a sig-

nificant premium to the histori-
cal average and peers. The rich
valuation can either be attribut-
ableto(iymarketexpectationsof a
significant increase in earhings
near term, and/or (ii) longer
term prospects beyond FY17F. As
discussed, we do not look for any

"significant increase in earnings

in the near term. We expect
Cipla’s business mix to change
gradually and hencewedonotan-

| ' ticipate a substantial increase in

gross margins. Employee ex-

" pensegrowth after the 42% CAGR

(compound annual growth rate)
over the last five years islikely to
moderate and present some oper-
ating leverage. However, that can

. benegated by arise nR&Dspend.

The company’sintenttoinvest in-
to complex generics, including
inhalers, in the US is a positive.
However, that intent is not,
unique, as peers have equally +
strongaspirations.

Our FY15/16F EPS are 5%/0%
below consensus. Our 12-month
target priceat ¥569is basedon 22x
one-year forward EPS of 325.8.

.. —Nomura





