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Torrent Pharmaceuticals

USFDA woes to remain an overhang

Torrent Pharmaceuticals Limited (Torrent Pharma) reported a strong
set of numbers for Q2FY2020. Sales at Rs. 2,005 crore grew by 6%
y-o-y and are marginally below estimates. Operating profit at Rs.
541 crore grew by 14% y-o-y and is broadly in line with estimates.
Operating margin expanded by 200 BPS to 27%. PAT at Rs. 244
crore beat our estimates of Rs. 209.5 crore because of lower than
expected tax. During the quarter, performance across geographies
was subdued. Recently, Torrent’s Indrad plant has received a warning
letter and the company’s Dahej plant was classified as Official
Action Indicated (OAIl) by the USFDA. OAI status does not impact the
existing operations of the company; however, new product approvals
would be withheld and could get delayed. We feel this event is likely
to remain as an overhang (until successfully closed/resolved).

Key positives

¢ Strong gross margin of 73.2% (a 210 BPS y-o-y improvement) was
reported during the quarter because of better product mix.

¢ Operating profit margin (OPM) also improved by 200 BPS to 27%
during the quarter.

Key negatives

¢ Warning Letter to Indrad facility and USFDA’s OAl status at Dahej
facility to delay product approvals. Management expects the
overhang to stay over the near to medium term.

Our Call

Valuation - Maintain Hold with unchanged PT of Rs. 1,720: Torrent is
trading at 18x its FY2021E earnings. We expect the company to report
sales and adjusted profit CAGR of 17% and 43%, respectively, over
FY2019-FY2021E. We feel, in the near term, USFDA woes will continue
to remain an overhang on the stock price. We have maintained our
estimates for FY2020E and FY2021E currently. Due to uncertainty
related to USFDA outcome, we maintain our Hold recommendation on
the stock with an unchanged price target (PT) of Rs. 1,720.

Key Risk:
Delays in resolution for the US FDA issues at Dahej and Indrad facility

Valuation (Consolidated) Rs cr
Particulars FY18 FY19 FY20E FY21E
Net sales 5825.0 7462.0 8450.4 10255.9
OPM (%) 21.0 23.8 24.8 26.2
Adjusted net profit 676.0 793.0 1014.4 1622.8
EPS (Rs.) 39.8 46.6 597 95.5
PER (x) 42.3 36.0 28.2 17.6
EV/EBITDA (x) 28.2 19.3 14.9 1.0
Debt: Equity 1.47 1.35 0.95 0.61
ROCE (%) 13.2 12.6 15.8 20.7
RONW (%) 151 17.0 19.5 25.3

Source: Company; Sharekhan estimates
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Strong operating performance, low tax leads to PAT beat: For Q2FY2020, Torrent Pharma reported 6% y-o-y
sales growth, mainly driven by strong growth in domestic business and in rest of world geographies. U.S.
revenue declined because of USFDA issues. India business for the quarter reported 10% y-o-y growth at Rs.
1,022 crore (adjusted for base impact of discontinued products, growth was 13% y-o-y). U.S. business reported
a drop of 3.6% y-o-y growth to Rs. 380 crore for the quarter. Gross margin for the quarter improved by 210 BPS
to 73.2% due to better product mix and savings in raw-material costs. Operating profit grew by 14% to Rs. 541
crore, resulting in OPM of 27% (200 BPS y-o-y improvement). Profit growth for the quarter was robust at 36%
y-o-y to Rs. 244 crore, attributable to low tax rate. The company plans to file 15 ANDAs in FY2020.

USFDA regulatory issue at Indrad and Dahej to be an overhang on the stock in the near term: Torrent’s
plant at Dahej, which was inspected by the USFDA between March 11-19, 2019, has received Form 483 with
five observations with none of them relating to data integrity. USFDA classified this inspection under OAl,
indicating unsatisfactory response submitted by the company (for Form 483). The OAI status could result in
with holding of new product approvals. Secondly, the company’s Indrad facility (inspected between April 8-16,
2019) has received a warning letter and is red flagged by the USFDA. If the above issues are not resolved
satisfactorily within a stipulated timeframe, then it could result in escalation to a Import Ban Alert. Hence, we
feel this event is likely to remain an overhang in the near term (until successfully closed/resolved). Although
Dahej plant is relatively new, it is strategically important for the company as several new filings come from
this unit.

Q2FY2020 Conference call highlights:

Geographical Revenue Mix: Torrent’s domestic revenue (51% of total sales) grew by 10% y-o-y for the quarter,
attributable to a steep 8.4% price hike taken by the company. Volumes declined by 3.4% y-o-y. Adjusted
for discontinued products, India growth stood at 13%. Revenue from the U.S. (19% of sales) dropped by 3.6%
y-o-y, attributable to USFDA issues. Revenue from Brazil grew by 6%, while those from the rest of the world
(10% of sales) increased by 15%. Germany revenue remained flat.

ANDA approvals: Torrent has 42 ANDAs pending approvals; and of this, six are with tentative approvals. The
company plans to file 15 ANDAs in FY2020. The company launched one product in Q1FY2020 and plans to
launch one in 2HFY2020.

R&D Cost: Torrent has incurred R&D cost of Rs. 130 crore in Q2FY2020, which is around 7% of sales.
Management has indicated that it aims to maintain R&D cost at 7-8% of sales going ahead.

Debt Repayment: In THFY2020, Torrent repaid debt amounting to Rs. 443 crore and has plans to repay debt
in excess of Rs. 440 crore in 2HFY2020.

Management confident of USFDA issue resolution: Management stated that since no observations in
Form 483 issued by the USFDA (for Dahej plant) relate to data integrity, resolution with USFDA is possible.
Management has stated that it would take 12-15 months (from the date of receipt of warning letter/observations)
for the issues to be resolved at both the plants. Consequently, U.S. business is expected to be impacted by
this.

Results (Consolidated) Rs cr
Particulars Q2FY20 Q2FY19 YoY % Q1FY20 QoQ %
Total Sales 2,005.0 1,894.0 5.9 2,022.0 -0.8
Expenditure 1,464.0 1,421.0 3.0 1,481.0 -11
Operating profit 541.0 473.0 14.4 541.0 0.0
Other income 34.0 10.0 240.0 20.0 70.0
EBITDA 575.0 483.0 19.0 561.0 2.5
Interest 116.0 126.0 -7.9 122.0 -4.9
Depreciation 163.0 152.0 72 160.0 1.9
PBT 296.0 205.0 44 .4 279.0 6.1
Taxes 52.0 26.0 100.0 63.0 -17.5
Adjusted PAT 244.0 179.0 36.3 216.0 13.0
Reported Profit 2440 179.0 36.3 216.0 13.0
EPS (Rs.) 14.4 10.5 36.3 127 13.0
Margins BPS BPS
OPM % 270 25.0 201 26.8 23
Adj. PATM % 12.2 9.5 272 10.7 149

Source: Company; Sharekhan Research
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Outlook

Torrent Pharma’s operating performance remains strong despite a challenging environment in the U.S. and some
slowdown in domestic business. Management stated that since no observations in Form 483 issued by the
USFDA relate to data integrity, resolution with USFDA is possible in the near to medium term. We expect the
company to report sales and adjusted profit CAGR of 17% and 43%, respectively, over FY2019-FY2021E. USFDA
woes will continue to remain an overhang on the stock price, until successfully resolved.

Valuation

Torrent Pharma is currently trading at 18x its FY2021E earnings, which is close to its long-term historical average
multiple. However, we feel uncertainty related to USFDA outcome of OAIl for Dahej and warning letter issued to
Indrad facility are likely to remain an overhang in the near term. Hence, we maintain our Hold recommendation
on the stock with an unchanged PT of Rs. 1,720.
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About company

Torrent Pharma, the flagship company of Torrent Group, was incorporated in 1972. Torrent Pharma has a
strong international presence across 40 countries with operations in regulated and emerging markets such as
the U.S,, Europe, Brazil and Rest of the World. The company operates through its wholly owned subsidiaries
spread across 12 nations with major setups in Brazil, Germany and the U.S. The company is also one of
the leading pharmaceutical companies present in India as a dominant player in the therapeutic areas of
cardiovascular (CV) and central nervous system (CNS). The company also has significant presence in gastro-
intestinal, diabetology, anti-infective and pain management segments.

Investment theme

Torrent Pharma continues to focus on branded business mix from India and Brazil, which balances well for
sustainable growth in a challenging global environment for the pharma sector. U.S. business is also stable.
Operating leverage from acquired domestic business is likely to be visible from FY2020.

Key Risks

¢ Slowdown in ANDA approvals and USFDA-related regulatory risks could hurt business prospects.
¢ Delay in product launches in Brazil, Germany and the U.S. could restrict growth in these key geographies.

¢ Currency fluctuation poses risk to export businesses.

Additional Data

Key management personnel

Mr. Sudhir Mehta Chairman (Emeritus)

Mr. Samir Mehta Chairman

Mr. Sudhir Menon CFO

Dr. Chaitanya Dutt Director (R&D)

Mr. Mahesh Agrawal VP (Legal) & Company Secretary

Source: Company Website

Top 10 shareholders

Sr. No. Holder Name

Torrent Pvt Ltd

HDFC Asset Management Co Ltd
UTI Asset Management Co Ltd
MIRAE ASSET FOCUSED

Mirae Asset Global Investments Co
HDFC Life Insurance Co Ltd

SBI Funds Management Pvt Ltd
Reliance Capital Trustee Co Ltd
Vanguard Group Inc/The

10 T Rowe Price Group Inc

Source: Bloomberg
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and any review, retransmission, or any other use is strictly prohibited. This Document is subject to changes without prior notice.
This document does not constitute an offer to sell or solicitation for the purchase or sale of any financial instrument or as an official
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receive this report at the same time. SHAREKHAN will not treat recipients as customers by virtue of their receiving this report.

The information contained herein is obtained from publicly available data or other sources believed to be reliable and SHAREKHAN
has not independently verified the accuracy and completeness of the said data and hence it should not be relied upon as such. While
we would endeavour to update the information herein on reasonable basis, SHAREKHAN, its subsidiaries and associated companies,
their directors and employees (“SHAREKHAN and affiliates”) are under no obligation to update or keep the information current. Also,
there may be regulatory, compliance, or other reasons that may prevent SHAREKHAN and affiliates from doing so. This document is
prepared for assistance only and is not intended to be and must not alone be taken as the basis for an investment decision. Recipients
of this report should also be aware that past performance is not necessarily a guide to future performance and value of investments
can go down as well. The user assumes the entire risk of any use made of this information. Each recipient of this document should
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referred to in this document (including the merits and risks involved), and should consult its own advisors to determine the merits and
risks of such an investment. The investment discussed or views expressed may not be suitable for all investors. We do not undertake to
advise you as to any change of our views. Affiliates of Sharekhan may have issued other reports that are inconsistent with and reach
different conclusions from the information presented in this report.

This report is not directed or intended for distribution to, or use by, any person or entity who is a citizen or resident of or located in any
locality, state, country or other jurisdiction, where such distribution, publication, availability or use would be contrary to law, regulation
or which would subject SHAREKHAN and affiliates to any registration or licensing requirement within such jurisdiction. The securities
described herein may or may not be eligible for sale in all jurisdictions or to certain category of investors. Persons in whose possession
this document may come are required to inform themselves of and to observe such restriction.

The analyst certifies that the analyst has not dealt or traded directly or indirectly in securities of the company and that all of the
views expressed in this document accurately reflect his or her personal views about the subject company or companies and its or
their securities and do not necessarily reflect those of SHAREKHAN. The analyst further certifies that neither he or its associates
or his relatives has any direct or indirect financial interest nor have actual or beneficial ownership of 1% or more in the securities of
the company at the end of the month immediately preceding the date of publication of the research report nor have any material
conflict of interest nor has served as officer, director or employee or engaged in market making activity of the company. Further, the
analyst has also not been a part of the team which has managed or co-managed the public offerings of the company and no part
of the analyst’'s compensation was, is or will be, directly or indirectly related to specific recommendations or views expressed in this
document. Sharekhan Limited or its associates or analysts have not received any compensation for investment banking, merchant
banking, brokerage services or any compensation or other benefits from the subject company or from third party in the past twelve
months in connection with the research report.

Either SHAREKHAN or its affiliates or its directors or employees / representatives / clients or their relatives may have position(s), make
market, act as principal or engage in transactions of purchase or sell of securities, from time to time or may be materially interested
in any of the securities or related securities referred to in this report and they may have used the information set forth herein before
publication. SHAREKHAN may from time to time solicit from, or perform investment banking, or other services for, any company
mentioned herein. Without limiting any of the foregoing, in no event shall SHAREKHAN, any of its affiliates or any third party involved
in, or related to, computing or compiling the information have any liability for any damages of any kind.

Compliance Officer: Mr. Joby John Meledan; Tel: 022-61150000; email id: compliance@sharekhan.com;
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