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R&D to the fore

Higher operating expenses to curb margin improvement

CIPLA | |

RATING: NEUTRALY -

Q3 miss significant: Cipla re-
ported Q3 net profit at ¥2.8 bn
(-16% year-on-year), 23% lower

“than HSBCe (estimates) of ¥8.7bn

on the back of higher operating
expenses. During the quarter,
Cipla has consolidated Cipla
Medpro South Africa for the full
period. Net sales at ¥25.8 bn were
broadly in-line, though export
formulations were 7.5% above
the estimates. Ebitda margins at
17.2% excluding other operating
income were below expectations
on the back of higher staff and
R&D expenses (part of other ex-
penses). Other income includes
forexgain of ¥400m,. - .
Operating costs creating a
new base; Staff costs in quarter
have Increased 56% y-0-yt015.8%
to sales. Even after excluding the
160m Esop (employee stock op-
tion plan) contribution, costs are
higher by 8%. Other expénses in-

- cludingR&Dareup36% y-0-y,14%
. over estimates. The company has

attributed this increase to re-
cruitment of new talent (Sameer
Goyal from GSK joins as country
head-India) and an increase in
R&D, which is now 4.5% to sales.
‘Additionally, full consolidationof

" ~Cipla Medpro in the quarter has
- impacted margins.

Filings picking up, - but

“launches are likely back-end-

ed: Cipla is confident of greater
efficiency and a large number of
filings in future. As per the man-

agement, 60% of critical filings

are on track. In the US, it filed 10

- productsin9M(ninemonths)and
. received approvalfor sixproducts

(including gXopenex, $200m mar-
ket, launch pending). It filed six

products in the guarter; a total of

35 ANDAs (abbreviated new drug
applications) are pending ap-
provalnow. Of these 35,17 ANDASs
are under Cipla’s name. We be-
lieve many of these product
launcheg may be back-ended.
Valuation and risks: We
downgrade Cipla to Neutral from
OW (overweight)as we believe op-

-erating costs have a new higher

base going forward on account of
higher operating expenses relat-
ed to increased focus on R&D and
Medpro integration, Higheroper-

ating expenses will keep margin .

improvement-.under check. Also,
we believe that key stock drivers
like thelaunchof combination in-
haler products in developed mar-
ket isa bit far off for Ciplaandthe
management’s ongoing effort to
increase process efficiency will
take time to fructify. '
We roll forward our target
price to Dec-14 from Sep-14 and
value Cipla at 20x (unchanged, in-
line with the current sector aver-
age) Dec-15 EPS (earnings per
share) of 22 to arrive at consoli-
dated TP (target price) of ¥440
(from ¥477). A key upside risk is
the reduction in costs and im-
provement in margins by Med-
pro. Downside risks include the
continued delay in launches of

-
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high margin products (inhalers
etc.) in bigger markets and fur-
ther escalation of costs. :
Respiratory franchise: Cipla
has created a separate global res-
piratory business unitand added -
a centre of excellence (CoE). On
theproductlaunchpart, Ciplahas
launchedDuolin (levosalbutamol
and ipratropium) in Croatia and -
lookstolaunch in other European
countries. The company has be-
gun to see positive traction from -
Seretide, which ithadlaunched in-

- Russiaand in South Africa. Inthe

US, Cipla has received approval
forlevosalbutamol ($200m market
sizewithfour potential players in-
cluding Cipla) and carrying out
discussion to check customer ac-
ceptance before launching it in
the market. Cipla expects poten- '
tial launch of combination in-
halerin FY15onwards.

Hedges: Cipla has $220m of
foreign forward contracts out-
standing which were buoked at
¥55/USD rate and covers most of
outstanding debtors. The compa-
ny has booked forex gain of
400m in Q3.

R&D: Cipla has significantly :
rampedupR&D during Q3, which
were 4.5% of sales. Cipla expect -
upward trend to continucand ex-
pects 5% of R&Das % total sales

.in FY14. Cipla has intensified fil-

ings across markets and current-
1y 200 formulations development
plans are underway. It has de-
risked its product launch model -
andbelievesithasincreased its ef-
ficiency by more than 30% to
bringaproduct intomarket,

Capex: For Q3FY14, Cipla had
capex of ¥900m and cxpects oapex
of ¥4bn for next year including
rolloverof ¥1.5bn capexfrompre-
vious year.

New appointment: Cipla has
appointed Dr Peter Mugyenyi as
an independent director on the
‘board. DrMugyenyiisrecognised
asoneof the world’sforemostspe-
clalists in the field of HIV/AIDS
and he was credited for playing a
major role in the formulation of
US government programme,
PEPFAR (President’'s Emergency
Plan for AIDS relief) for
HIV/AIDS treatment in Africa.

—HSBC
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