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HE Indian pharmaceuticai sector,
ance touted as a sunshine industry,
has undergone many changes over
the past couple of years. From ari
investient perspective, a
prominent change has beeruin the
sector's tisk profile. For investors, pharma was
always a defensive play — typically
characterised by a cash-rich business with low-
risk. However, the developments during the
past couple of years have led us 0 conclude
that the sector is no longer a classic defensive
bet. But, being less defensive does not
necessarily reduce theinvestment appeal of
the sector. The ET Intelligence Group
demystities this technical secior 1o help
investors make greater sense
Most companies in the sector have
witnessed volatlity in their earnings over the
past few quarters. Thisrise in volatility is due 10
the following facrors:

p To O rkets: Given the
high growth apportunites in larger markets
outside [dia, almost every generic company is
looking to expand imo the developed and
emergingmarkets. All the leading Indian phar-
ma cemipanies are present in most overseas
wmarkets. However, the overseas play comes
with its own set of risk-return profile. The US.
the largest pharma market, is also one of the
in0st competitive and litigious markets 1¢
crack. The European market, which was large-
'y a branded genencinarket, is steadily
changing into ai: untranded one. resulting in
significant price erosion for generic players,

Overseas Acquisitions: [na md o grow fast,
many Indian pharma companies have adopted
the inorganic route tc expand. However,
companies, which go in {or overseas
acquisitons. lake a hit when the buvouts tum
sour. One of the prominent cxamples has been
Dr Reddy’s Labs (DRL; acquuring German com-
pany Betapharm or a smalier player like
Dishman Pharma’s buyout of Swiss drugmaker

Carbogen Amdis:

Forex Transactions: With a presence in
different markers, pharma.companies are also
exposed to different currency fuctuations. In
case of an adverse.currency movement,
companies are significanily impacted due tc
mark-to-market loss incurred on the forex
denvatives. or forex loans. In the fiscal years
2007 and 2008, many Indian pharma
companies issued foreign currency convertible
bonds, or FCCBs, to fund their overseas growih
and acquisitions.-As these instruments
matured, they posed a redemption threat to
the issuer companies. With the rupee
depreciating against the dollar, the 1ssuer
companies started posting notional {orex-relat-
ed foss in their bouks. Cornpanies such as
Ranbaxy, Jubilant Lifesciences, Aurobinde
Pharma, Orchid Chemicals and Wockhardr '
booked such losses during FY09.

Super-normal Eamings On Fitst-to-file
Opportunities: In recent years, paient
challenges have become the nile rather than
the exception for generic players. Patent
challenges, if successtul, offer an atiractive
first-to-file opportunity —
resulting in a 180-day exclusivity
period enjoyed by the gengiric
contpany during which period no
other generic can be launched of
the patented drug: With litde
downside risk and buge upside, k
most large Indian companies, like 1200
Ranbaxy, Sun Pharma and DRL,
go for patent challenges to win the
first-to-file opportunities. Once
successful, these firms earn extra-
ordinary gains during the
exclusivity period.
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Increased Competition: with
Indian companies expanding their
presence abroad in search of
growth, the competition in their
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own backyard h.is uicteased. Global pharma
glants have beer scouting for buyouts in india.
Japanese major . Jajichi Sankyo acquired
Ranbéxy Labs ar d US-based Abbot bought tne
gomestic formulations business of Piramal
Healthcare, beceming the largest player in the
domeslic marke:. Besides, top giobai mnovator
compatiies, incl ding Pfizer, Novartis and
others, had annc unced their intentions to
enter the generii uuisiness. Since their drug.
pipelines are dry ng up and macro factorsturn
in favour of the § ¢nerics industry, companies
with finandial in iscle have become more
aggressive, raisiz g the level of comipetition for
Indian companics, indian drugmakers haveto
compete with milti-national companies when
it comes ro grow h in the domestic market.

Besides increased volatility, there have been
many new develypments impacting the
pharina sector waich have inereased the risk’
quotient of the sector.

Contract Reseatch And Manufacturing
Services (CRAM 3): Pharma was traditionally z

.produci-oriented sector. Bui wath many

companies gettir g into contract manufacturing
and research ser ices during the past couple of
years, the indust y profile has also broadened
to include servicr-oriented players. Comparues
such as Jubilani’ ifesciences, Pirarmal
Healthcare, Divi’ ‘Labs and Dishman Pharma
have got into the business of contract manufac-
turing and resear “h {ot other companies. Since
these players lar; ely secure their conrracts

- from overseas phanma companies; they

directly expose tiemselves to global economic
risks. As compan es found their order books in-
creasing, the con ract manufacturing srory was
billed 1o be a garx-e-changer for the industry.
However, with t} e {inancial crisis hitting the
US and Buropear iarkets, coniract
manufacturning companies have seen their
order books dryir.g up. These corapanies are
still a long way ir »n compiete recovery. (See
rable: A Notch Hisher)

China Factor: Over-the years, China has

emerged as one of the cheapest exporiers of
commodity-based bulk drugs {intermediates
and active pharmaceutical ingredientsi 1o com-
panies across the globe. Its pharmaceutica;
indusiry is one of the fast-growing. Small ana
medjum-sized pharma companies
manufacturing raw materials 10 India are
facing compelition from low-cost Chinese sup-
plicrs, especially.in unregulated markets. The
China facior, thus, cannot be ignored. .

Increased Regulatory Compliance With US

FDA:The US Food and Drug Administration
(US PDA) has become siringent in regulahng
drugmakers selling drugs in US. Many Indian
firns have received warhingsand faced
product recalls:and product bans from the
FDA: Ranbaxy Labs is yet.to start ;
manufacturing from its two plants inIndia ever
since US'PDA banned 30 products from: uts two
sites in September 2008. Similady. Sun

o

Pharmea's-Us-subsidiery Caraeo s yet toTesme
production after facing a clamp down by the
FDA inJune.2009.

Increased Legal Costs: Patent challenges,
out-of-court settlemnent, cross-border
buyouts, Yiaising with-US FDA and compliance
with various regulatory bodies across
couniries incréase the legal costs of pharme
companies. While companies do not separate-
Iy report the legal costs earnéd by them, they
contribute a significant pertion of other
expenses of companies.

_ Innovative Research: While all pharma

companies undertake research and
development, thefe are-a handful of them
undertaking novel drug discovery. Innovative
RED does not bearimmediate fruits although it

-does require heavy invesument in the

immediate offing. Itis high-nsk high return
ball game with a long gestation period.

Investment Rationale: Though the sectoris ne
longer truly defensive, it does not mean thai
the sector has ost its investment appeal, Given
some of its strengths, it s still an
allractive sector to invest in, However.
wmvestors should not put tieir meney
blindly in any pharma stock expecting
steady returns with fow misk. Risk-
aveise investors have 16 be cautious in
selecting the right stocks. Companies
Yike Cipla; Aurobindo Phama, Ipca
Labs and Opto Circuits have relatively
safer business models. There are also
stocks like Cadila Healthcare and Glaxe
Pharma thathold a Jower beta than
their industry peers, Investors with a
risk appeute can consider corpanies

like Sun Pharma, Lupin and DrReddy’s
that have risky bustness modelsdue 1o
their exposure to developed markeis
_and patent challénges in the US
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