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Granules India
China + 1 strategy playing out well, upgrade to BUY

Sharekhan code: GRANULES
CMP: Rs. 328
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Summary

+ We upgrade our rating on Granules India to Buy from Hold and maintain the price target (PT) at Rs. 400
as we believe Granules India is well-poised to benefit from diversified supply of its Paracetamol API
secured away from China in the recent quarters.

+ The company management believes that paracetamol sales will continue at stable levels over short
term as they have a set of marquee customers for the same in the US to whom it is trying to convert to
formulations supplies from APl as well. The company is gaining market share also from other suppliers
for Paracetamol. Additionally, the company has launched Paracetamol in Europe in Q3FY23 and
expects it to ramp up from Q4FY23E.

¢+ The management believes that the China-led price rise in APIs should not affect it as it has diversified
its supplies of PAP away from China by engaging with alternate set of sources over the last 2 quarters.

+ The recent price changes taken up by NPPA in Paracetamol and Metformin in India should not cause
concerns as it does not deal in these formulations in the Indian market. The company has announced
setting up a green chemical plant soon, whose details are awaited.

Granules India’s management believes that paracetamol sales will continue at a stable levels
over short term as they have a set of marquee customers for the same in the US. In Q2FY23,
the company witnessed strong revenue and earnings growth, beating our revenue and
earnings estimates due to a strong show in API sales than we anticipated. This was largely
driven by Paracetamol sales recovering back with improved availability of Key Starting Raw
Material (KSMs) such as PAP. The company is gaining market share also from other suppliers
for Paracetamol. In the wake of increased prices of APIs from China in the region of 15-25%
due to increase in the COVID 19 cases there, Granules’ management believes that it should
not affect them severely as they have secured diversification away from Chinese supplies of
PAP by engaging with alternate set of sources over the last 2 quarters and have an ability to
pass on price rise to few customers for Paracetamol.

¢ APIs sales growth to stay stable in the short term: API sales grew at a whopping 73.4%
YoY to Rs. 3,303 million in Q2FY23. This was largely driven by paracetamol sales recovering
back with improved availability of Key Starting Raw Materials (KSMs) such as PAP. The
management believes that the paracetamol sales will continue at stable levels over the
short term.

+ Raw material concerns to be offset by alternative supplies and lower energy & freight
costs: The management believes that increase in API prices from China should not affect
them severely as they have secured diversification away from Chinese supplies of PAP
by engaging with alternate sources for the same over the last 2 quarters. We believe this
coupled with its ability to pass on price increase to few customers will help the company to
maintain its gross margins over short to medium term.

¢ Price changes announced by National Pharmaceutical Pricing Authority (NPPA) for
Paracetamol and Metformin API a non-event: The Recent price changes taken up by NPPA
should not lead to any concerns for the company as it does not deal in Paracetamol or
Metformin formulations in the Indian market.

Our Call

Valuation: Granules India is well poised to benefit from a diversified supply of its Paracetamol
APl in the recent quarters. The management believes that the China +1 strategy besides its
ability to pass on price increases to few customers for paracetamol will help them to safeguard
escalated price levels for its PAP API for Paracetamol from China over the medium term.
We therefore maintain the CAGR earnings growth estimate at 25.9% over FY22-FY25E. The
stock price has fallen by 12% since its Q2FY23 update. Hence, at CMP, the stock trades at a
relatively attractive valuation of 11.7x/10.0x its FY2024E/FY2025E EPS. We continue to value
the company’s shares at 12.0x while applying it on FY25E EPS. As such, we maintain the PT at
Rs. 400 and upgrade the rating to BUY from HOLD, as at the CMP, the stock indicates an upside
potential of 22%.

Key Risks

Delay in product approvals or the negative outcome of facility inspections by the USFDA can
affect future earnings prospects, and delay easing of input prices.

Valuation (Consolidated) Rs cr

FY21 FY22 FY23E FY24E FY25E

Net Sales 32375 3764.9 4431 51771 6023
EBIDTA 855.2 722.2 917.2 1128.6 1313
OPM (%) 26.4 19.2 207 2138 218
Reported PAT 549.5 412.8 54211 695.4 823.6
EPS (Rs) 222 167 219 281 33.3
PER (x) 14.8 197 15.0 17 9.9
EV/EBITDA (x) 972 1.88 8.97 7.39 618
ROCE (%) 25.0 157 187 212 223
RONW (%) 25.3 16.0 181 197 19.8

Source: Company; Sharekhan estimates
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+ APIs sales growth to continue to be stable over short term: The management believes that the paracetamol
sales will continue at stable levels in the short term as it has a marquee set of customers for the same in the
US to whom it is trying to convert to formulations supplies from API as well. The company is gaining market
share also from other suppliers for paracetamol. Additionally, the company has launched paracetamol in
Europe in Q3FY23 and expects it to ramp up from Q4FY23E. In Q2FY23, the company witnessed strong
revenue and earnings growth, beating our revenue and earnings estimates due to strong show in API
sales than we anticipated. API sales grew at a whopping 73.4% y-o-y to Rs. 3,303 million in Q2FY23. This
was largely driven by Paracetamol’s sales recovering back with improved availability of Key Starting Raw
Material (KSMs) such as PAP. We believe the prevalence of flu season in the US and Europe may continue
to drive demand for Paracetamol and thereby drive Paracetamol’s sales for Granules India over short to
medium term.

+ Raw material concerns to be offset by alternative supply secured and lower energy and freight costs:
In the wake of a 15-25% rise in API prices from China due to an increase in the COVID-19 cases there, the
company management believes that it should not affect them severely as they have diversified supplies
for PAP from an alternate set of sources for the same over the last 2 quarters. We believe this coupled with
sequential fall in reefer container freight rates over the last three months and the company’s ability to pass
on any increase in raw materials costs from a few customers, will help the company to maintain its gross
margins over short to medium term.

¢ Price changes announced by National Pharmaceutical Pricing Authority (NPPA) for Paracetamol and
Metformin APl is a non-event: The recent price changes taken up by NPPA should not lead to any concerns
for the company as it does not deal in Paracetamol or Metformin formulations in India market.

Gross Profit Margin and Sales growth
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Outlook and Valuation

B Sector view - Multiple growth engines ahead

The Indian Pharma market (IPM) is growing with increased consumer spend and awareness. Additionally,
Indian pharmaceutical players with large market share in IPM and a strong pipeline of speciality products will
help them gain market share in the US and thereby partially offset any effect of competitive pricing pressures
in the US. Moreover, other factors such as faster product approvals and resolutions by the USFDA regards to
plant observations and strong growth prospects in domestic markets and emerging opportunities in the API
space would be key growth drivers. This would be complemented by strong capabilities developed by Indian
companies (leading to a shift towards complex molecules, biosimilars and injectables) and commissioning
of expanded capacities by select players in the medium term. Collectively, this indicates a strong growth
potential going ahead for Indian pharma companies

B Company outlook - Cost pressures to abate

Granules is a fully integrated pharmaceutical company with a presence across the API-PFI-FD value chain.
Over a long-term period, the company’s growth levers are intact. While FY23 could stage an improvement,
regaining normalcy i.e., previous period margins and growth, apparently is likely only over medium — long
term. Nevertheless, the raw material and freight costs are easing up sequentially and that coupled with
the price increase should support margins. Measures taken to reduce dependence on China and initiating
a price hike across a few customers will help it offset any concerns around China led API price increases.
Commissioning of the MUPS block and a strong product pipeline across regions would support growth. We
believe that new product launches in the US, tapping new geographies, and augmented capacities will
support the base business as well as an emerging business.

B Valuation - Upgrade to Buy; maintain PT at Rs. 400

Granules India is well poised to benefit from a diversified supply of its Paracetamol APl in the recent quarters.
The management believes that the China +1 strategy besides its ability to pass on price increases to few
customers for paracetamol will help them to safeguard escalated price levels for its PAP API for Paracetamol
from China over the medium term. We therefore maintain the CAGR earnings growth estimate at 25.9% over
FY22-FY25E. The stock price has fallen by 12% since its Q2FY23 update. Hence, at CMP, the stock trades at
a relatively attractive valuation of 11.7x/10.0x its FY2024E/FY2025E EPS. We continue to value the company’s
shares at 12.0x while applying it on FY25E EPS. As such, we maintain the PT at Rs. 400 and upgrade the rating
to BUY from HOLD, as at the CMP, the stock indicates an upside potential of 22%.

Peer Comparison

CMP| oO/s Mcap P/E (x) | EV / EBITDA (x) | RoE (%)

Companies (Rs/| Shares (Rs Cr)
Share) (Crs)

Granules India 328.0 24.8 8144.0 19.7 15.0 1.7 1.9 9.0 74 16.0 181 19.7
Laurus Labs 385.0 537 20,688.3 246 19.7 171 18.2 13.8 1.8 24.8 237 214
Source: Company; Sharekhan Research
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About company

Granules is a vertically integrated pharmaceutical company, headquartered in Hyderabad, India. The
company manufactures Active PharmaceuticalIngredients (APIs) — 29.7% of sales, Pharmaceutical Formulation
Intermediates (PFIs) — 20.2% of sales and Finished Dosages (FDs) — 50.1% of sales and supplies them to
both regulated and semi-regulated markets. The regulated markets constitute around 73% of revenues, while
LATAM accounts for 11% of revenues and RoW markets constitute around 16% of revenues.

Investment theme

Granulesis afully integrated pharmaceutical company with a presence across the API-PFI-FD value chain. Over
a long-term period, the company’s growth levers are intact. As FY23 could stage an improvement, regaining
normalcy i.e., previous period margins and growth, apparently is likely over medium term. Nevertheless,
the raw material and freight costs are easing up QoQ, that coupled with the price increase should support
margins. Measures taken to reduce dependence on China and initiating a price hike across customers will
help it offset any concerns around China led API price increases. Positives continue to be commissioning
of the MUPS block, strong product pipeline across regions to support growth. We believe that new product
launches in the US, tapping new geographies, and augmented capacities will support the base business as
well as an emerging business.

Key Risks

¢ Delay in product approvals or negative outcomes of facility inspection by the USFDA can af-fect future
earnings prospects.

¢ Delay in product launches in the US

¢ Adverse outcome of USFDA inspection at manufacturing facility also poses risk

Additional Data

Key management personnel

Krishna Prasad Chigurupati Chairman and Managing Director

Kandiraju Venkata Sitaramrao | Chief Executive Officer and Managing Director
Sandip Neogi Chief Financial Officer

Chaitanya Tummala Company Secretary & Compliance Officer

Source: Company

Top 10 shareholders

Sr. No. Holder Name Holding (%)
1 FIL Ltd 6.37
2 Norges Bank 3.91
3 FMR LLC 3.08
4 BNP Paribas SA 2.48
5 Dimensional Fund Advisors LP 1.83
6 Vanguard Group Inc. 1.82
7 TYCHE Investments Pvt Ltd. 1.50
8 Aditya Birla Sun Life AMC 1.42
9 Mahima Stocks Pvt Ltd 1.39
10 Aditya Birla Sun Life AMC 1.39

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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Understanding the Sharekhan 3R Matrix

Right Sector
Positive

Neutral

Negative

Right Quality

Positive

Neutral

Negative

Right Valuation
Positive

Neutral

Negative

Source: Sharekhan Research

Strong industry fundamentals (favorable demand-supply scenario, consistent
industry growth), increasing investments, higher entry barrier, and favorable
government policies

Stagnancy in the industry growth due to macro factors and lower incremental
investments by Government/private companies

Unable to recover from low in the stable economic environment, adverse
government policies affecting the business fundamentals and global challenges
(currency headwinds and unfavorable policies implemented by global industrial
institutions) and any significantincrease in commodity prices affecting profitability.

Sector leader, Strong management bandwidth, Strong financial track-record,
Healthy Balance sheet/cash flows, differentiated product/service portfolio and
Good corporate governance.

Macro slowdown affecting near term growth profile, Untoward events such as
natural calamities resulting in near term uncertainty, Company specific events
such as factory shutdown, lack of positive triggers/events in near term, raw
material price movement turning unfavourable

Weakening growth trend led by led by external/internal factors, reshuffling of
key management personal, questionable corporate governance, high commodity
prices/weak realisation environment resulting in margin pressure and detoriating
balance sheet

Strong earnings growth expectation and improving return ratios but valuations
are trading at discount to industry leaders/historical average multiples, Expansion
in valuation multiple due to expected outperformance amongst its peers and
Industry up-cycle with conducive business environment.

Trading at par to historical valuations and having limited scope of expansion in
valuation multiples.

Trading at premium valuations but earnings outlook are weak; Emergence of
roadblocks such as corporate governance issue, adverse government policies
and bleak global macro environment etc warranting for lower than historical
valuation multiple.
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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 and SHAREKHAN further certifies that neither he or his
relatives or Sharekhan associates 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: Ms. Binkle Oza; Tel: 022-61150000; email id: complianceofficer@sharekhan.com;

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

Registered Office: Sharekhan Limited, The Ruby, 18th Floor, 29 Senapati Bapat Marg, Dadar (West), Mumbai — 400 028,
Maharashtra, INDIA, Tel: 022 - 67502000/ Fax: 022 - 24327343. 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.



