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Sun Pharmaceutical Industries

Concern stays; Maintain Hold

Sun Pharmaceuticals Limited (Sun Pharma) Q2FY2020 results are
in line with estimates. Sales for the quarter grew by 17% y-o-y to Rs.
8123 crore and were broadly in line with estimates. Operating profit
at Rs. 1,781 crore increased by 4% y-o-y. Operating margin stood at
21.9% and are slightly ahead of our estimate of 21.1%. Adjusted PAT
at Rs. 1,158.9 crore dropped by 6% y-o-y and was in line with our
estimate. Going ahead, staggered penetration of specialty portfolio,
higher specialty promotional spends, increasing R&D, and continued
pricing issues in the U.S. are likely to be the key challenges to
earnings growth. We expect Sun Pharma'’s topline/ PAT to report and
CAGR of 14%/22% over FY2019-FY2021.

Key positives

¢+ Revenue grew strongly by 17% y-o-y.

¢ Domestic formulations business grew by 35% for Q2FY2020.
Industry growth for the quarter stood at 12%.

¢ Launched Cequa in U.S. markets in October 2019.

Key negatives

¢+ R&D spends for the quarter stood at 6% of sales. Management has
guided for higher R&D spends for FY2020 at 7-8% of sales. Major
chunk of the spends would be towards the specialty business.

¢ Increased R&D spend could impact profitability.

Our Call

Valuation - Maintain Hold with an upward revised PT of Rs. 460: The
stock has corrected by almost 30% from its high and is currently trading
at 17.1x its FY2021E earnings. We expect the company to report sales
and profit CAGR of 14% and 22%, respectively, over the next two years.
The quarter’s performance was in line with expectations. Sun Pharma
still faces pending litigation case in the U.S. for pricing collusion. This
coupled with higher specialty promotional spends and increased R&D
spends are likely to pose challenges to earnings growth. We feel
FY2020 will reflect full impact of increased cost structure (on account
of specialty pipeline build-up). We have tweaked our estimates for
FY2020/FY2021 to factor in the above concerns. We maintain our Hold
rating on the stock with a revised PT of Rs. 460.

Key Risks

¢+ Regulatory compliance risk;
¢ Delay in product approvals;
¢ Currency risk; and
*

Negative outcome of ongoing litigations in the U.S. with regard to
price collusion.

Valuation (Consolidated) Rs cr
Particulars FY2018 FY2019 FY2020E FY2021E
Net sales 26605.8 29065.9 32903.9 37663.3
OPM(%) 21.5% 21.7% 22.6% 23.9%
Adj. PAT 32284 3879.8 4596.3 5778.8
EPS (Rs) 13.5 16.2 19.2 241
PER (x) 30.6 25.5 215 171
EV/Ebidta (x) 17.5 16.3 12.2 9.4
ROCE (%) 9.5 10.0 1.0 12.8
RONW (%) 8.4 9.4 101 1.4
Source: Company, Sharekhan Estimates

2

Stock Update



Sharekhan

Q2FY2020 results broadly in line: Sun Pharma’s Q2FY2020 results are in line with estimates. Sales for the
quarter at Rs. 8,123 crore increased by 17% y-o-y and were broadly in line with our estimate of Rs. 7,971 crore.
Operating profit at Rs. 1,781 crore increased 4% y-o-y as against estimated Rs. 1,680 crore. Operating margin
for the quarter stood at 21.9% and slightly ahead of our estimate of 21.1% Adjusted PAT at Rs. 1,158 crore
dropped 6% y-o-y was broadly in line with estimates of Rs. 1,117.7 crore.

U.S. business muted, Ramp-up in specialty business remains a key monitorable: Sun Pharma has stated
that although Ilumya has started gaining traction, the pace is slower (as compared to other IL — 23 inhibitors)
despite investments in campaigns such as Direct-to-Consumers. Moreover, the company has launched Cequa
is the U.S. markets in October 2019. Cequa is used in the treatment of dry eye disease, which was approved
by the USFDA in August 2018 and would compete with Restasis and Xiidra. Given the erosion in the base
business and closure of the one-time supply contract, growth in the U.S. business is now dependent on faster
ramp-up in the specialty portfolio. Considering flat sequential growth in the specialty business, ramp-up of
the same would determine growth in the U.S. markets and remains a key monitorable.

Q2FY2020 Conference Call Highlights:

+ Sun Pharma’s specialty business revenue for the quarter stood at $91 million (8% of sales). R&D spends
towards the specialty business were on the higher side and stood at 24% of sales.

¢ The domestic formulations business reported 35% growth for the quarter on a low base. Sun Pharma has
outpaced the industry’s growth of 12%, by substantial margin.

¢ R&D spends during the quarter stood at 6% of sales due to delay in some projects. For THFY2020, R&D
spends stood at 5.5% of sales. Management has guided for higher spends in 2HFY2020 and has guided
for 7-8% (% of sales) of R&D spends for FY2020. A chunk of this would be towards the specialty business.

¢ Sun Pharma has out licensed two molecules — llumya and Cequa — and eight generic drugs to China
Medical Systems Holdings (CMS) for marketing in Greater China.

¢ Sun Pharma has just tied-up with AstraZeneca to market few of its oncology products in China. Further,
the company expects to build differentiated portfolio for China as well as Japan market. The company
expects the financial implication from these to be very staggered due to the regulatory approval process.

Results Rs cr
Particulars Q2FY2020 Q2FY2019 YoY % Q1FY2020 QoQ %
Total sales 81234 6,937.6 171 8,374.4 -3.0
Expenditure 6,3421 5,230.8 21.2 6,446.1 -1.6
Operating profit 1,781.2 1,706.8 4.4 1,928.2 -76
Other Income 200.9 351.2 -42.8 213.0 -5.7
EBITDA 1,982.1 2,058.0 -37 21413 -74
Interest 83.9 129.5 -35.2 1041 -19.3
Depreciation 473.3 426.5 1.0 4571 35
PBT 1,424.9 1,502.0 -51 1,580.1 -9.8
Taxes 266.0 269.6 -1.3 1461 821
Adjusted PAT 1158.9 1,232.4 -6.0 1,434.0 -19.2
MI+OCI+Excep Item 94.8 1,501.9 -937 46.5 103.7
Reported PAT 1,064.1 -269.5 -494.8 1,387.5 -23.3
EPS 4.4 -11 -494.8 5.8 -23.3
Margins BPS BPS
OPM % 219 24.6 -268 23.0 -110
Source: Company; Sharekhan Research
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Outlook

Sun Pharma’s Q2FY2020 results are broadly in line with estimates. Going ahead, staggered penetration of
the specialty portfolio, continued higher specialty promotional spend, increasing R&D, and continued pricing

issues in the U.S. are likely to be key challenges to earnings estimates. We expect Sun Pharma’s topline/PAT
to report a CAGR of 14%/22% over FY2019-FY2021.

Valuation

Maintain Hold with an upward revised PT of Rs. 460: The stock has corrected by almost 30% from its high
and is currently trading at 17.1x its FY2021E earnings. We expect the company to report sales and profit
CAGR of 14% and 22%, respectively, over the next two years. The quarter’s performance was in line with
expectations. Sun Pharma still faces pending litigation case in the U.S. for pricing collusion. This coupled with
higher specialty promotional spends and increased R&D spends are likely to pose challenges to earnings
growth. We feel FY2020 will reflect full impact of increased cost structure (on account of specialty pipeline
build-up). We have tweaked our estimates for FY2020/FY2021 to factor in the above concerns. We maintain
our Hold rating on the stock with a revised PT of Rs. 460.
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About company

Sun Pharma is the fourth largest speciality generic pharmaceutical company in the world. Founded in 1983,
Sun Pharma has grown to become India’s largest pharmaceutical company with global revenue of over $4
billion. The company manufactures and markets a large basket of pharmaceutical formulations covering
a broad spectrum of chronic and acute therapies, which includes generics, branded generics, complex or
difficult-to-make technology intensive products, over-the-counter (OTC) products, anti-retrovirals (ARVs),
active pharmaceutical ingredients (APIs) and intermediates. The company’s global presence is supported by
over 40 manufacturing facilities. India and the U.S. are predominant markets, accounting for nearly 65% of
revenue.

Investment theme

Sun Pharma has corrected by almost 30% from its high. The decline in the stock price was driven by
competitive pressuresinthe U.S. (especially in core business and key products) and higher research/marketing
expenditure on U.S. specialty business. Moreover, lack of a major product approval for the U.S. generic market
led to significant erosion in earnings. Sun Pharma still faces pending litigation case in the U.S. for pricing
collusion. This coupled with higher specialty promotional spends and increased R&D spends is likely to pose
challenges to earnings growth. We feel FY2020 will reflect full impact of increased cost structure (on account
of speciality pipeline build-up).

Key Risks
¢ Regulatory compliance risk;

¢ Delay in product approvals;

¢ Currency risk;

* Worsening of corporate governance issues; and

+ Negative outcome of ongoing litigations in the U.S. with regard to price collusion (DOJ investigation and
44 State Coalition).

Additional Data

Key management personnel

Israel Makov Chairman

Dilip S. Shanghvi Managing Director

Sudhir V. Valia Whole-time Director

Abhay Gandhi CEO, North America

C. S. Muralidharan Chief Financial Officer

S. Kalyanasundaram Head - India and Emerging Markets

Source: Company Website

Top 10 shareholders

Sr. No. Holder Name Holding (%)
1 Shanghvi Finance Pvt Ltd 4017
2 Shanghvi Dilip Shantilal 9.60
3 Life Insurance Corp of India 5.88
4 ICICI Prudential Asset Management 3.58
5 Aditya Medisales Ltd 1.67
6 Vanguard Group Inc/The 1.64
7 Reliance Capital Trustee Co Ltd 1.46
8 Valia Raksha Sudhir 1.41
9 Lakshdeep Investments and Finance 1.31
10 BlackRock Inc 1.30

Source: Bloomberg

Sharekhan Limited, its analyst or dependant(s) of the analyst might be holding or having a position in the companies mentioned in the article.
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Disclaimer: This document has been prepared by Sharekhan Ltd. (SHAREKHAN) and is intended for use only by the person or entity
to which it is addressed to. This Document may contain confidential and/or privileged material and is not for any type of circulation
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
confirmation of any transaction. Though disseminated to all customers who are due to receive the same, not all customers may
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
make such investigations as it deems necessary to arrive at an independent evaluation of an investment in the securities of companies
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;

For any queries or grievances kindly email igc@sharekhan.com or contact: myaccount@sharekhan.com

Registered Office: Sharekhan Limited, 10th Floor, Beta Building, Lodha iThink Techno Campus, Off. JVLR, Opp. Kanjurmarg
Railway Station, Kanjurmarg (East), Mumbai — 400042, Maharashtra. Tel: 022 - 61150000. Sharekhan Ltd.: SEBI Regn. Nos.: BSE
/ NSE / MSEI (CASH / F&O / CD) / MCX - Commodity: INZ000171337; DP: NSDL/CDSL-IN-DP-365-2018; PMS: INPOO0O005786;
Mutual Fund: ARN 20669; Research Analyst: INHOO0006183;

Disclaimer: Client should read the Risk Disclosure Document issued by SEBI & relevant exchanges and the T&C on www.sharekhan.com;
Investment in securities market are subject to market risks, read all the related documents carefully before investing.



