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Aarti Drugs

Margin dent temporary, long-term growth trajectory unhurt; retaining a Buy

Raw-material price rises and a higher share of domestic sales dented
Aarti’s gross margin 966bps to 31.7%. Certain maintenance costs pulled
down the EBITDA margin more, to 1,085bps. Revenue grew 6.5% to
Rs5.8bn on 6.7% growth in formulations, and 38.5% in specialty
chemicals. API sales were up 3.9% to Rs4.5bn. Via better utilisation of
capacities and addition of products, Aarti is on track for 18% revenue
growth in the next 4-5 years. We cut our FY22e/FY23e EPS 18.6%/11.1%
to factor in the temporary rise in raw-material prices. We retain our Buy
rating and lower our target to Rs844 (earlier Rs949) on 20x FY23e earnings.

Near-term EBITDA margins to move up to 18-19%. The Q1 EBITDA
margin was lower, at 13.7% compared to 20%+ in FY21. The contraction was
chiefly due to the 100-250% hike in 20-22 raw materials due to the second
Covid-19 wave. Prices of a few raw materials are softening as the supply
situation has eased; management expects to return to 35-36% gross margins.

Guidance of 18% sales CAGR over FY21-26 intact. Despite the challenges
in Q1 FY22, the API business grew 3.9%, backed by 13.2% volume growth in
India. Management also talked about a nominal price hike in APIs, the benefit
to be reflected from Q3 FY22. The company is on track with its capex plans
and is set to achieve sales of Rs40bn-45bn in the next 4-5 years.

Formulations, better API products will increase profitability. On greater
volume growth (existing products) and launches of such as tenaligliptin and
vildagliptin, we expect the API business to grow 16.5% over FY21-23 while
formulations will grow at 15%. Besides, operating leverage will help restore
margins by FY23.

Valuation. Fresh investment in the margin-accretive businesses and easing raw-
matetial prices would boost sales/EBITDA/PAT 16.2%/16.1%/18.5% over
FY21-23. At the CMP of Rs674, the stock trades at 22.5x/16x FY22¢/FY23e
earnings. Risks: Delay in capacity addition; keener competition in generic APIs
and deterioration in API pricing.

Key financials (YE Mar) FY19 FY20 Fy21 FY22e FY23e
Sales (Rs m) 15,609 18,061 21,548 24,622 29,097
Net profit (Rs m) 872 1,380 2,802 2,811 3,933
EPS (Rs) 94 14.8 30.1 30.2 42.2
PIE (x) 16.8 8.2 23.1 224 16.0
EV / EBITDA (x) 9.5 5.8 15.6 14.8 10.7
P/BV (x) 2.7 17 7.1 55 4.3
RoE (%) 175 23.1 35.8 27.4 30.1
RoCE (%) 10.3 145 24.3 21.3 25.7
Dividend yield (%) 0.6 2.1 0.6 0.9 0.9
Net debt / equity (x) 0.9 0.6 0.4 0.2 0.0

Source: Company, Anand Rathi Research

Healthcare

Company Update

Change in Estimates

Target Reco O

Rating: Buy

Target Price: Rs.844
Share Price: Rs.674

Key data ARTD IN / ADRG.BO
52-week high / low Rs.1027 /414
Sensex / Nifty 52444 15709
3-m average volume $7m
Market cap Rs.63bn / $840.3m
Shares outstanding 93m
Shareholding pattern (%) Jun2l  Mar'21 Dec'20
Promoters 60.1 60.2 60.2

- of which, Pledged 0.0 0.0 0.0
Free float 39.8 39.8 39.8

- Foreign institutions
- Domestic institutions

2.6 3.0 31
2.0 1.6 1.7

- Public 353 352 31
Estimates revision (%) FY22e FY23e
Sales (4.4) (4.6)
EBITDA (17.4)  (104)
PAT (18.6)  (11.1)
Relative price performance
1,100
1,000

900

800

700

600

500

400

300

200

R3§8:858822853
—ARTD -~ Sensex

Source: Bloomberg

Abdulkader Puranwala

Research Analyst

Anand Rathi Share and Stock Brokers Limited (hereinafter “ARSSBL") is a full-service brokerage and equities-research firm and the views expressed therein are solely of
ARSSBL and not of the companies which have been covered in the Research Report. This report is intended for the sole use of the Recipient. Disclosures and analyst

certifications are present in the Appendix.

AnandRathi Research

India Equities



28 July 2021

Aarti Drugs - Margin dent temporary, long term growth trajectory unhurt; retaining a Buy

Quick Glance - Financials and Valuations

Fig 1 - Income statement (Rs m)

Fig 2 — Balance sheet (Rs m)

Year-end: Mar FY19 FY20 FY21  FY22e  FY23e  Year-end: Mar FY19 FY20 FY21 FY22¢ FY23e
Share capital 236 233 932 932 932
Net revenues 15,609 18,061 21,548 24,622 29,097 Net worth 5434 6,525 9,134 11386 14,760
Growth (%) 23.6 15.7 19.3 143 18.2 Debt 5,072 3,878 3,405 2,087 1,437
Direct costs 10,600 11,790 13,210 16,123 18,408 Minority interest -0
SG&A 2936 3,653 3966 4,137 4,801  DTL/(Assets) 898 807 771 771 771
EBITDA 2,074 2,618 4,371 4,363 5,888 Capital employed 11,405 11,210 13,311 14,244 16,968
EBITDA margins (%) 13.3 145 20.3 17.7 20.2 Net tangible assets 6,220 6,423 6,651 6,310 7,693
- Depreciation 426 488 499 507 607  Netintangible assets 29 15 3 37 46
Other income 24 15 45 63 72 Goodwill - -
Interest expenses 400 337 230 170 109  CWIP (tang. & intang.) 327 122 193 2,193 2,193
PBT 1,310 1,853 3,690 3,748 5244 Investments (strategic) 124 134 173 173 173
Effective tax rates (%) 315 23.7 24.0 25.0 25.0  Investments (financial) - - - -
+ Associates / (Minorities) - - - - Current assets (ex cash) 7,799 8,995 10,543 10,249 11,208
Net income 898 1414 2,804 2,811 3,933 Cash 56 76 98 278 1,165
Adjusted income 872 1,380 2,802 2,811 3,933 Current liabilities 3,150 4,555 4,350 4,995 5,510
WANS 93 93 93 93 93  Working capital 4,649 4,440 6,193 5,254 5,697
FDEPS (Rs / sh) 9.4 14.8 30.1 30.2 42.2 Capital deployed 11,405 11,210 13311 14,244 16,968
Contingent liabilities 747
Fig 3 - Cash-flow statement (Rs m) Fig 4 - Ratio analysis
Year-end: Mar FY19 FY20 FY21 FY2%e FY23e  yeareng: Mar FY19  FY20 FY2L FY22e FY23e
PBT (adj. for int. exp./ other inc.) 1686 2,175 3,875 3,856 5281 PIE (¥) 16.8 32 231 224 16.0
+ Non-cash items 426 488 499 507 607 EV// EBITDA (x) 95 58 15.6 14.8 10.7
Oper. prof. before WC 2,111 2,663 4,373 4,363 5,888 EV/ Sales (x) 13 08 32 26 29
- Incr. / (decr.) in WC 281 -209 1,754  -939 444 PIB (x) 27 17 71 55 43
Operating cash-flow 1505 2,338 1,689 4,366 4,133 RoCE (%) - after tax 10.3 145 243 213 25.7
- Capex (tang. + intang.) 693 472 785 2,200 2,000 ANDA filings
Free cash-flow 811 1,867 904 2,165 2,133 DPS (RS / Sh) 1.0 25 4.0 6.0 6.0
Acquisitions - Dividend yield (%) 06 21 06 09 09
- Div. (incl. buyback & taxes) 14 70 378 559 559 piyidend payout (%)-incl. DDT 127 50 133 199 142
+ Equity raised -3 - Net debt / equity (x) 09 06 04 02 00
+ Debt raised -390 -1,194 473 -1319  -650 Receivables (days) 107 99 94 85 80
- Fin investments 7 9 39 - Inventory (days) 58 66 70 48 42
- Misc. (CFI + CFF) 217 572 (2 108 37 Payables (days) 57 67 56 59 53
Net cash-flow 13 21 21 180 887  CFO: PAT% 1726 1695 603 1553 1051
Source: Company, Anand Rathi Research Source: Company, Anand Rathi Research
Fig 5 - Price movement Fig 6 — Revenue break-up (Q1 FY22)
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J Result Highlights

Fig 7 — Quarterly financials
(Rs m) Q4FY19 Q1FY20 Q2FY20 Q3FY20 Q4FY20 Q1FY21 Q2FY21 Q3FY21 Q4FY2l1 QlFY22 % YIY % QIQ

Sales 4,591 4,054 4,775 4,735 4,496 5,447 5,781 5,303 5,018 5,800 6.5 15.6
Gross profit 1,376 1,363 1,611 1,633 1,665 2,251 2,199 2,065 1,822 1,837 (18.4) 038

Gross margins (%) 30.0 33.6 337 345 37.0 413 38.0 38.9 36.3 31.7 -966bps  -463bps
EBITDA 559 547 683 675 713 1,340 1,164 1,058 809 797 (40.5) (1.5)

EBITDA margins (%) 12.2 135 143 14.3 15.9 24.6 20.1 19.9 16.1 13.7 -1085bps  -239bps
Finance expenses 103 93 85 84 75 66 71 50 44 42 (35.9) (3.7
Depreciation 108 118 121 124 125 124 126 127 123 124 0.3 11
Other income 12 1 2 3 10 13 3 20 10 16 28.6 67.0
PBT 398 336 479 431 607 1,163 971 904 652 647 (44.4) (0.9)
Tax 99 91 134 139 170 294 237 243 156 162 (44.9) 3.7

Effective tax rates (%) 311 333 325 355 31 26.5 225 24.7 209 245 -198bps  367bps
Adjusted PAT 248 225 323 303 507 855 752 679 516 488 (42.9) (5.5)

Source: Company, Anand Rathi Research

Fig 8 — Segment performances
QLFY21l  Q4FY2l  QLFY22 % YIY % Q/d

API 4,296 3921 4,464 39 138
% of sales 78.9 78.2 77.0
Formulation 811 617 865 6.7 40.2
% of sales 14.9 12.3 14.9
Specialty chemicals, intermediates & others 340 479 471 38.5 (1.7
% of sales 6.2 9.5 8.1
Total 5,447 5,017 5,800 6.5 15.6

Source: Company, Anand Rathi Research

Fig 9 - Segment revenue break-up (Q1FY22) Fig 10 — API therapeutic break-up (Q1FY22)
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Fig 11 - API revenue-mix (Q1FY22) Fig 12 — Formulations revenue-mix (Q1FY22)
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Fig 13 — Geographic mix (FY21)
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Fig 14 - Yearly production, utilisation
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Fig 15 — Revenue assumption
(G} FY21 FY22e FY23e

APls 17,047 19,611 23,118
% of sales 79.1 79.6 79.4
YIY% 18.3 15.0 17.9

Formulations 2,847 3,189 3,763
% of sales 13.2 13.0 12.9
YIY% 36.6 12.0 18.0

Specialty chemicals 840 941 1,271
% of sales 39 3.8 4.4
YIY% 75.3 12.0 35.0

Intermediates 210 248 288
% of sales 1.0 1.0 1.0
YIY% (41.8) 18.0 16.0

Others 603.3 633.5 658.8
% of sales 2.8 2.6 23
YIY% (16.5) 5.0 4.0

Total 21,548 24,622 29,097

Source: Company, Anand Rathi Research
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Aarti Drugs — Margin dent temporary, long term growth trajectory unhurt; retaining a Buy

J| concall Highlights

Q1 FY22 performance

In Q1 FY22 API revenue from India was 69%, exports 31%
API volume growth in India was 13.2% y/y.

Revenues from the acute therapies were lower due to lockdowns in
most part of the country.

Price rise in 22 raw materials along with higher crude-oil prices, eating
into the gross margin.

Raw-material prices mainly increased due to lockdowns at the
manufacturers in China and the USA, certain accidents at the plants of
US suppliers and a demand-supply mismatch.

The EBITDA margin is expected to return to normal in a few quarters
and will hold at around 18%.

It is on the course to convert most of the plants at Tarapur to zero-
liquid discharge.
Container-freight charges have risen considerably, which also raises

costs and affects margins.

Due to better operational efficiencies and debottlenecking, the capex
investment might come down but the target of greater capacities will
be intact.

Capex plans

B For Q1 FY22, the company incurred Rs480m capex and has planned
an outlay of Rs1.5bn-2bn for FY22.

B Gliptin was launched recently; clopidogrel has been doing well and has
the potential to become a blockbuster product for the company. For
this, the company is coming up with multi-purpose facility which will
add up to Rs700m-900mn revenue.

B  The specialty-chemicals greenfield expansion will begin in a few
months. Till then, the company has a brownfield expansion at Tarapur
which will increase capacity by 400 MT.

B [t is expanding in oncology for the formulations division, spending
~R550m. The plant will be commericialised in the next two years.

Guidance

B  The company expects 15% volume growth for the next 4-5 years;
Formulations divisions would grow faster at 15-20%.

Financials

B In Q1 FY22, the company had a net D/E of 0.54x.

B The company completed its share buyback of Rs600m in Q1 FY22.

AnandRathi Research
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Fig 16 — Formulations, API drive growth

Fig 17 - Rise in raw-material prices slashes gross margins

(Rsm) (%) (Rsm) (%)
7,000 45.0 2,400 43
6,000 40.0 2,100 41
3.0 1,800 39
5,000 30.0 '
1,500 37
4,000 20
20.0 1,200 35
3,000
150 900 3
2,000 100 600 31
1,000 >0
| 0.0 300 29
0 -5.0 0 27
g ¢ 8 &8 8 8 & & & & & g g g & &8 8 & & & & &
& % 45 & &5 ¥ 5 & s x5 & ¥ 4 & & ¥ 4 & & 0¥ 0=
o & ©o© o © o o o ©o ©o o o o o © ¢ o ©o o o o o
Sales —Growth YoY (RHS) Gross Profit  —Gross Margins (RHS)
Source: Company, AnandRathi Research Source: Company, AnandRathi Research
Fig 18 — EBITDA margins contracted 1085bps Fig 19 — PAT growth impacted by higher costs
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Valuations

Raw material price increase may escalate till Q2 and lower growth is expected
in API segment, to factor in higher raw material prices and lower API growth
we cut down our revenue by 4.4%/4.6% for FY22e¢/FY3e, EBITDA by
17.4%/104% for FY22¢/FY23e and PAT by 18.6%/11.1% for
FY22e/FY23e

Change (%)

Revenue 25,760 30,498 24,622 29,007 (4.4) (4.6)
EBITDA 5,280 6,571 4,363 5,888 (17.4) (10.4)
PAT 3455 4,424 2,811 3,933 (18.6) (11.1)

Source: AnandRathi Research

Higher raw material prices had dented Aarti Drugs’ margins. Ahead, though
prices are now softening, there may be some impact in Q2 FY22. With prices
of final API products intact and the company passing on cost escalation to
customers, we expect full recovery in EBITDA margins from Q3 FY22.

For its API division, Aarti planned Rs5.5bn capex, almost equivalent to its
current net block. It has identified seven projects on which it will incur
expenditure in the next three years. Nearly 60% of these are API-based
(diabetes and others); the balance is to manufacture sulfonated and chloro-
sulfonated products and some intermediates.

Capacity additions and better utilisation of existing capacities are likely to
fetch an 18% sales CAGR over FY21-26. The company aims to improve its
product mix by scaling up chronic APIs and add products in formulations.

At the CMP of Rs.674, the stock trades at 22.5x/16x FY22e/FY23e
earnings. We expect revenue and PAT CAGRs over FY21-23 of 16.2% and
18.5% respectively. We retain our Buy rating and lower our target to Rs844,
based on 20x FY23e earnings.

Fig 21 — PE Band - one-year-forward
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Fig 22 - Standard deviation — one-year-forward
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Risks

B Delay in the ramp-up of the recently-added capacity.

B More-than-anticipated competition in generic APIs.
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TP McCap |

RATING Rs) (Rs) (Rsbn)|| FEY2L Fv22e FY23e  FY2l FY22e FY2e Fy2l Fy2od Fv23e  FY2L FY22e  Fy2se
Aarti Drugs Buy 674 844 628 301 302 422 224 223 160 156 148 107 358 274 301
Ajanta Buy 2327 2192 1890 752 902 1085 309 258 214 154 154 127 234 235 231
Alembic Hold 796 955 1790 599 386 467 133 206 170 70 162 122 282 140 152
Alkem Hold 3372 3177 4029 1326 1298 1445 254 260 233 168 200 174 234 196 191
Zydus Cadila Sell 577 515 6564 217 214 234 266 270 247 207 190 171 190 159 157
Eris Hold 743 710 1007 262 286 322 284 260 231 183 206 177 247 224 212
Granules India Hold 371 392 920 222 204 242 167 182 153 113 115 96 274 211 209
Indoco Remedies Sell 443 313 424 101 130 172 439 341 257 200 163 131 128 145 165
Ipca Labs Hold 2180 2240 2642 813 844 1018 268 258 214 182 170 138 247 206 208
JB Chemicals Hold 1807 1648 139.7 580 580 580 312 312 312 161 161 161 276 276 276
Natco Pharma Hold 1015 1172 1953 242 347 8.0 419 293 118 317 222 91 112 145 301
Neuland Sell 2003 1501 268 625 695 916 320 288 219 191 169 129 108 108 128
Pfizer Buy 6020 6037 2718 108.8 1237 1419 553 487 424 275 347 299 172 218 214
Suven Pharma Buy 495 560 1209 142 172 200 348 288 248 273 225 187 358 325 298
Torrent Pharma Buy 3084 3664 508.4 74.0 794 98.2 41.7 38.8 314 22.1 194 16.5 235 216 235
Source: Company, AnandRathi Research
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