RESULT REVIEW

HOLD

TP: Rs 4,000 | A 14%

ALKEM LABS | Pharmaceuticals

Strong domestic growth; weak margins
= Robust traction in India formulations (+20% YoY) during Q3, partly
offset by a 7% decline in US generic revenue

= Reversal of SG&A savings hit EBITDA margin; management expects

continued headwinds to impact Q4 gross margin by ~3%
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valuations over and pare our EV/EBITDA multiple to 17x (vs. 19x)

/&3 BOBCAPS

TRUST | INNOVATION | EXCELLENCE

| 05 February 2022

Surajit Pal | Saad Shaikh
researchreport@bobcaps.in

India-led growth recovery helped by acute portfolio: Alkem reported 13% YoY
growth in Q3FY22 revenue led by better traction in India formulations (+20% YoY,
~70% of sales), partially offset by a decline in US generics (-7% YoY, 22% of sales).
The ROW market contributed 8% of revenue and grew 25% YoY. India formulations
growth was aided by recovery in acute therapy segments such as anti-infectives,
vitamins, minerals & nutrients, gastrointestinal and pain management, together with
Covid-19 tailwinds. The trade generics business witnessed traction in 9MFY22
despite the disadvantage of a high base effect.

US pricing pressure affects growth: The US generics business declined 6% QoQ
to US$ 77mn in Q3 on account of significant pricing pressure on the base business.
This was mitigated to some extent by product launches.

Steep rise in SG&A expense dampens EBITDA margin: Gross margin for the
quarter was stable at 61.9% (+25bps YoY, -30bps QoQ), but a steep rise in
overhead costs caused EBITDA margin to shrink 380bps YoY (-330bps QoQ) to 19%.
SG&A expense ex-R&D increased by 42% YoY to 19% of revenue vs. 15% YoY.
Management has guided for a ~3% negative impact on the Q4 gross margin due to
continued headwinds. Margin contraction as well as lower non-operating income
resulted in a Q3 PBT decline of 15% YoY (-20% QoQ). Deferred tax benefits due to
restructuring of the US business stood at Rs 1.6bn, aiding a 17% YoY rise in PAT.

Retain HOLD: We reduce our FY22-FY24 EBITDA margin estimates by 100bps in
light of management’s gross margin guidance and a weaker overall outlook for
Q4FY22. We also roll valuations over to FY24 and pare our target EV/EBITDA
multiple to 17x (implied P/E of 21x) from 19x earlier given margin weakness, the rise
in cost of goods sold and a lack of growth drivers in the US generics business over
the near-to-medium term. Our TP thus declines to Rs 4,000 (from Rs 4,250);
maintain HOLD.

BOB Capital Markets Ltd is a wholly owned subsidiary of Bank of Baroda
Important disclosures, including any required research certifications, are provided at the end of this report.

Key changes
Target Rating

v <4
Ticker/Price ALKEM IN/Rs 3,514
Market cap US$ 5.6bn
Free float 39%
3M ADV US$ 6.5mn
52wk high/low Rs 4,070/Rs 2,540
Promoter/FPI/DII 59%/5%114%

Source: NSE | Price as of 4 Feb 2022

Key financials
Y/E 31 Mar

FY21A FY22E FY23E

Total revenue (Rs mn)
EBITDA (Rs mn)

Adj. net profit (Rs mn)
Adj. EPS (Rs)
Consensus EPS (Rs)
Adj. ROAE (%)

Adj. P/E (x)
EV/EBITDA (x)

Adj. EPS growth (%)

92,336 1,06,093 1,19,218
23110 20898 24,380
19536 17,988 19,622
1634 1505  164.1
1634 1443 1617
340 259 234
215 234 214
183 201 167
733 (79) 91

Source: Company, Bloomberg, BOBCAPS Research
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Fig 1 — Quarterly performance
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(Rs mn) Q3FY22 Q3FY21 YoY (%) Q2FY22 QoQ (%) IMFY21 9MFY20 YoY (%)
Net Sales 26,190 23,181 13.0 28,000 (6.5) 81,503 66,843 219
EBITDA 4,985 5,291 (5.8) 6,244 (20.2) 17,157 16,627 3.2
Depreciation 775 690 728 - 2,208 2,060

EBIT 4,210 4,601 (8.5) 5,516 - 14,949 14,567 26
Interest 106 131 (19.1) 120 - 354 482

Other Income 535 964 (44.5) 420 (44) 1,421 1,754

PBT 4,639 5,434 (14.6) 5,815 (20.2) 16,016 15,839 11
Less: Taxation (694) 796 230 - 295 2,154

Less: Minority Interest 77 129 143 - 34 235

Recurring PAT 5,257 4,510 16.6 5,443 (3.4) 15,380 13,450 144
Exceptional items 0 0 0 - 0 0

Reported PAT 5,257 4,510 16.6 5,443 (3.4) 15,380 13,450 144
Key Ratios (%) (bps) (bps) (bps)
Gross Margin 61.9 61.7 24 62.2 (29) 61.4 61.8 (40)
EBITDA Margin 19.0 228 (379) 223 (327) 211 249 (382)
Tax/PBT (15.0) 14.6 4.0 - 1.8 136

NPM 20.1 195 62 194 63 18.9 20.1

EPS (Rs) 44.0 317 455 - 128.7 112.5

Source: Company, BOBCAPS Research

Fig 2 — Segmental performance

(Rs mn) Q3FY22 Q3FY21 YoY (%) Q2FY22 QoQ (%) 9IMFY21 9MFY20 YoY (%)
Formulations

India 18,156 15,140 19.9 19,605 (7.4) 56,858 42,264 345
us 5,731 6,156 (6.9) 6,097 (6.0) 17,871 19,078 (6.3)
RoW 1,978 1,582 25.0 1,954 1.2 5,792 4,303 346
Net Sales 25,865 22,878 1341 27,656 (6.5) 80,521 65,645 227
USDINR 74 74 0.8 74 0.0 74 74 0
US revenue (US$ mn) 77 84 (7.6) 82 (6.0) 242 258 (6.0)
Source: Company, BOBCAPS Research
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India formulations: Alkem’s India formulations business grew 20% YoY in
Q3FY22 and 35% in 9MFY22 due to tailwinds in acute therapy segments, benefits
of the third Covid-19 wave and a lower base. Among therapeutic areas, the VMN
(vitamins, minerals and nutrients) and gastrointestinal segments contributed the
most. All Alkem’s mega brands outperformed peers in respective segments and
retained leadership positions. The trade generics business maintained growth
traction in Q3 and 9M despite the disadvantage of a higher base in FY21. Alkem
forayed into the respiratory segment with the introduction of its Pulmocare division.

RM cost: In spite of raw material price hikes globally, management expects to
maintain a flat gross margin in FY22 while revenue is guided to grow 30% YoY.
During Q3, a better product mix and higher contribution from India helped to reduce
the impact of high RM costs, especially in anti-inflammation therapeutic areas.

US tax benefits: A tax credit due to restructuring of the US business shored up
Alkem’s PAT growth to 17% YoY in Q3FY22. US generic revenue declined 10% (in
CC) YoY to US$ 77mn due to a continued slowdown in product launches. The
company filed one ANDA and received six approvals in Q3. Management remains
concerned over price erosion in the base portfolio and the lack of new launches.

ROW markets: ROW business grew 25% YoY in Q3 due to strong sales in
Australia, the Philippines, Chile and Kazakhstan.

New Indore plant: Management indicated that approval of the Indore plant is
pending as it awaits USFDA inspection.

Tax guidance: Management has guided for an effective tax rate of 3.5-4% in FY22
and 10-12% in FY23 as continued restructuring of assets in the US would lead to
deferred tax benefits.

Capex: No major capex is planned in the medium term given ample unutilised
capacity. Alkem is planning an outlay of Rs 4bn-4.5bn in FY23.
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We reduce our FY22-FY24 EBITDA margin estimates by 100bps each in light of
management’s gross margin guidance and a weaker overall outlook for Q4FY22. We
also roll valuations over to FY24 and pare our target EV/EBITDA multiple to 17x
(implied P/E of 21x) from 19x earlier given margin weakness, the rise in cost of goods
sold and a lack of growth drivers in the US generics business over the near-to-medium
term. Our TP thus declines to Rs 4,000 (from Rs 4,250); maintain HOLD.

Fig 3 — Revised estimates

(Rs br) New Old Change (%)

FY22E FY23E FY24E FY22E FY23E FY24E FY22E FY23E FY24E
Sales 106.1 119.2 132.6 102.0 114.9 128.0 4.0 3.8 3.6
EBITDA 209 244 279 21.1 247 283 (1.0) (12) (13)
EBITDA margin (%) 197 205 21.1 20.7 215 22.1 (99bps) (103bps) (105bps)
EPS (Rs) 150.5 164.1 187.7 134.3 160.3 188.0 121 24 0.1)

Source: BOBCAPS Research

Fig 4 — Key assumptions

Revenue (Rs bn) FY21 FY22E FY23E FY24E
Domestic 57.0 715 80.4 89.4
US revenues (Rs mn) 28.2 25.7 29.0 324
Non - US revenues 58 75 8.3 9.1
ool 14 14 1.5 1.7

Source: Company, BOBCAPS Research

Fig 5 — Peer comparison

Company Ticker Rating Target | EBITDA CAGR EVIEBITDA ROE (%) Target

Price (Rs) FY21-24E (%) FY22E FY23E FY22E FY23E PIE (x)
Ajanta Pharma AJPIN BUY 2,655 97 15.0 135 22.1 210 17.0
Alkem Labs ALKEM IN HOLD 4,000 6.5 16.4 143 234 224 17.0
Alembic Pharma ALPM BUY 980 35 9.2 8.2 14.1 16.2 13.0
Aggregate - - 13.5 12.0 19.9 19.8 15.7

Source: BOBCAPS Research
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= Regulatory action and slowdown in India formulation business: Alkem’s
current portfolio under NLEM is meaningfully higher than the market. That said, any
further regulatory action in the acute segment is unlikely to have much bearing on
financials. Also, Alkem has a minor presence in the chronic segment with smaller
brands and negligible price leadership.

= Disruption in the trade generics business: Disruptive regulatory action in trade
generics could be a key risk to the stock since this accounts for 15% of overall
domestic sales. Further, any slowdown in Indian pharma market growth and delay
in new launches can affect earnings.

= Poor US execution: Any delay in key launches, surprise competition in niche
products, regulatory action on manufacturing facilities (Daman, Baddi, St. Louis),
and above-expected price erosion in Alkem’s top 5 products for the US market
could be potential threats to earnings.

Company Ticker Market Cap (US$ bn) Price (Rs) Target (Rs) Rating
Ajanta Pharma AJPIN 25 2,118 2,655 BUY
Alembic Pharma ALPM IN 20 748 980 BUY
Alkem Labs ALKEM IN 5.6 3,514 4,000 HOLD
Aurobindo Pharma ARBP IN 5.2 663 886 BUY
Cipla CIPLAIN 10.2 946 1,160 BUY
Divi's Labs DIVIIN 153 4,305 5,540 HOLD
Dr Reddy's Labs DRRD IN 9.7 4,352 4,700 HOLD
Eris Lifesciences ERISIN 1.3 716 890 BUY
Laurus Labs LAURUS IN 38 529 570 HOLD
Lupin LPCIN 53 872 1,045 HOLD
Sun Pharma SUNP IN 28.7 894 1,045 BUY

Source: BOBCAPS Research, NSE | Price as of 4 Feb 2022
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Financials
Income Statement Per Share
Y/E 31 Mar (Rs mn) FY20A FY21A FY22E FY23E FY24 Y[E 31 Mar (Rs) FY20A FY21A  FY22E  FY23E FY24
Total revenue 82,983 92,336 1,06,093 1,19,218 1,32,603 Reported EPS 94.3 163.4 150.5 164.1 187.7
EBITDA 14,730 23,110 20,898 24,380 27,915 Adjusted EPS 94.3 163.4 150.5 164.1 187.7
Depreciation 2,526 2,746 2,872 3,222 3,572 Dividend per share 18.9 32.7 30.1 328 375
EBIT 12,204 20,364 18,026 21,158 24,343 Book value per share 436.0 524.4 639.7 765.6 909.5
Net interest inc./(exp.) (650) (589) (601) (802) (802)
Other inc./(exp.) 1,043 2,332 1,722 2,740 3,523 Valuations Ratios
Exceptional items 0 0 0 0 0 YIE 31 Mar (x) FY20A FY21A  FY22E  FY23E FY24
EBT 12,598 22,107 19,147 23,097 27,064 EV/Sales 5.1 4.6 4.0 34 3.0
Income taxes 1,105 2,243 766 3,003 4,060 EV/EBITDA 28.6 18.3 20.1 16.7 14.2
Extraordinary items 0 0 0 0 0 Adjusted P/E 37.3 215 234 214 18.7
Min. int./Inc. from assoc. 222 328 393 472 566 P/BV 8.1 6.7 5.5 4.6 3.9
Reported net profit 11,270 19,536 17,988 19,622 22,439
Adjustments 0 0 0 0 0 DuPont Analysis
Adjusted net profit 11,270 19,536 17,988 19,622 22,439 Y/E 31 Mar (%) FY20A  FY21A  FY22E  FY23E FY24

Tax burden (Net profit/PBT) 89.5 88.4 93.9 85.0 82.9
Balance Sheet Interest burden (PBT/EBIT) 103.2 108.6 106.2 109.2 111.2
Y/E 31 Mar (Rs mn) FY20A FY21A FY22E FY23E FY24 EBIT margin (EBIT/Revenue) 14.7 221 17.0 17.7 18.4
Accounts payables 9,541 10,694 14,345 16,119 17,929 Asset turnover (Rev./Avg TA) 324 30.5 30.7 30.1 28.8
Other current liabilities 6,010 7,343 8,377 9,414 10,471 Leverage (Avg TA/Avg Equity) 1.3 13 1.2 12 1.2
Provisions 4,067 4,874 5,613 6,307 7,016 Adjusted ROAE 22.7 34.0 25.9 234 224
Debt funds 16,628 16,702 13,362 13,362 13,362
Other liabilities 0 0 0 0 0 Ratio Analysis
Equity capital 239 239 239 239 239 YIE 31 Mar FY20A FY21A  FY22E  FY23E FY24
Reserves & surplus 53,363 64,262 78,055 93,101 1,10,307 YoY growth (%)
Shareholders’ fund 53,602 64,501 78,294 93,340 1,10,547 Revenue 12.8 113 14.9 124 11.2
Total liab. and equities 89,848 1,04,113 1,19,991 1,38,543 1,59,323 EBITDA 323 56.9 (9.6) 16.7 14.5
Cash and cash eq. 10,922 19,905 30,829 40,795 53,206 Adjusted EPS 54.4 733 (7.9) 9.1 14.4
Accounts receivables 16,494 16,072 20,083 22,567 25,101 Profitability & Return ratios (%)
Inventories 18,188 23,124 22,378 25,146 27,969 EBITDA margin 178 25.0 19.7 205 21.1
Other current assets 9,180 10,072 12,566 14,121 15,706 EBIT margin 147 221 17.0 17.7 184
Investments 2,614 3,328 3,328 3,328 3,328 Adjusted profit margin 13.6 212 17.0 16.5 16.9
Net fixed assets 28,821 27,679 29,807 31,585 33,013 Adjusted ROAE 22.7 34.0 25.9 234 224
CWIP 3,630 3,933 1,000 1,000 1,000 ROCE 20.7 30.0 228 241 24.2
Intangible assets 0 0 0 0 0 Working capital days (days)
Deferred tax assets, net 0 0 0 0 0 Receivables 73 65 70 70 70
Other assets 0 0 0 0 0 Inventory 81 93 78 78 78
Total assets 89,848 1,04,113 1,19,991 1,38,543 1,59,323 Payables 42 43 50 50 50

Ratios (x)
Cash Flows Gross asset turnover 24 24 24 25 25
Y/E 31 Mar (Rs mn) FY20A FY21A FY22E FY23E FY24 Current ratio 28 3.0 3.0 3.2 34
Cash flow from operations 8,021 20,756 21,128 20,344 23,445 Net interest coverage ratio 18.8 346 30.0 26.4 304
Capital expenditures (4,500) (4,000) (5,000) (5,000) (5,000) Adjusted debt/equity 0.1 (0.1) (0.3) (0.3) (0.4)
Change in investments 622 (714) 0 0 0 Source: Company, BOBCAPS Research | Note: TA = Total Assets
Other investing cash flows 0 0 0 0 0
Cash flow from investing (3,878) (4,714) (5,000) (5,000) (5,000)
Equities issued/Others 0 0 0 0 0
Debt raised/repaid 7,603 75 (3,340) 0 0
Interest expenses (650) (589) (601) (802) (802)
Dividends paid (2,628) (4,556) (4,195) (4,576) (5,233)
Other financing cash flows (4,161) (1,990) 2,933 0 0
Cash flow from financing 164 (7,060) (5,204) (5,378) (6,034)
Chg in cash & cash eq. 4,308 8,982 10,925 9,966 12,411
Closing cash & cash eq. 10,922 19,905 30,829 40,795 53,206
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Disclaimer

Recommendation scale: Recommendations and Absolute returns (%) over 12 months
BUY - Expected return >+15%

HOLD - Expected return from -6% to +15%

SELL - Expected return <-6%

Note: Recommendation structure changed with effect from 21 June 2021

Our recommendation scale does not factor in short-term stock price volatility related to market fluctuations. Thus, our recommendations may not always be strictly in
line with the recommendation scale as shown above.

Ratings and Target Price (3-year history): ALKEM LABS (ALKEM IN)

Rs) 01-Jul (B) , 26-May (B)

BOBCAPS Research 24:Sep (B) 07-Feb (B) ALKEM stock price 05-Feb (B) Saad Shaikh 21_'O°t (H)
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B - Buy, H- Hold, S - Sell, A - Add, R — Reduce
Rating distribution

As of 31 January 2022, out of 115 rated stocks in the BOB Capital Markets Limited (BOBCAPS) coverage universe, 63 have BUY ratings, 32 have HOLD ratings, 5 are
rated ADD*, 1 is rated REDUCE* and 14 are rated SELL. None of these companies have been investment banking clients in the last 12 months. (*Our ADD and
REDUCE ratings are in the process of being migrated to the new recommendation structure.)

Analyst certification

The research analyst(s) authoring this report hereby certifies that (1) all of the views expressed in this research report accurately reflect his/her personal views about
the subject company or companies and its or their securities, and (2) no part of his/her compensation was, is, or will be, directly or indirectly, related to the specific
recommendation(s) or view(s) in this report. Analysts are not registered as research analysts by FINRA and are not associated persons of BOBCAPS.

General disclaimers

BOBCAPS is engaged in the business of Institutional Stock Broking and Investment Banking. BOBCAPS is a member of the National Stock Exchange of India Limited
and BSE Limited and is also a SEBI-registered Category | Merchant Banker. BOBCAPS is a wholly owned subsidiary of Bank of Baroda which has its various
subsidiaries engaged in the businesses of stock broking, lending, asset management, life insurance, health insurance and wealth management, among others.

BOBCAPS'’s activities have neither been suspended nor has it defaulted with any stock exchange authority with whom it has been registered in the last five years.

BOBCAPS has not been debarred from doing business by any stock exchange or SEBI or any other authority. No disciplinary action has been taken by any regulatory
authority against BOBCAPS affecting its equity research analysis activities.

BOBCAPS has obtained registration as a Research Entity under SEBI (Research Analysts) Regulations, 2014, having registration No.: INH000000040 valid till

03 February 2025. BOBCAPS is also a SEBI-registered intermediary for the broking business having SEBI Single Registration Certificate No.: INZ000159332 dated 20
November 2017. BOBCAPS CIN Number: U65999MH1996G01098009.

BOBCAPS prohibits its analysts, persons reporting to analysts, and members of their households from maintaining a financial interest in the securities or derivatives of

any companies that the analysts cover. Additionally, BOBCAPS prohibits its analysts and persons reporting to analysts from serving as an officer, director, or advisory
board member of any companies that the analysts cover.

Our salespeople, traders, and other professionals may provide oral or written market commentary or trading strategies to our clients that reflect opinions contrary to the
opinions expressed herein, and our proprietary trading and investing businesses may make investment decisions that are inconsistent with the recommendations
expressed herein. In reviewing these materials, you should be aware that any or all of the foregoing, among other things, may give rise to real or potential conflicts of
interest. Additionally, other important information regarding our relationships with the company or companies that are the subject of this material is provided herein.
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This material should not be construed as an offer to sell or the solicitation of an offer to buy any security in any jurisdiction where such an offer or solicitation would be
illegal. We are not soliciting any action based on this material. It is for the general information of BOBCAPS'’s clients. It does not constitute a personal recommendation
or take into account the particular investment objectives, financial situations, or needs of individual clients. Before acting on any advice or recommendation in this
material, clients should consider whether it is suitable for their particular circumstances and, if necessary, seek professional advice.

The price and value of the investments referred to in this material and the income from them may go down as well as up, and investors may realize losses on any
investments. Past performance is not a guide for future performance, future returns are not guaranteed and a loss of original capital may occur. BOBCAPS does not
provide tax advice to its clients, and all investors are strongly advised to consult with their tax advisers regarding any potential investment in certain transactions —
including those involving futures, options, and other derivatives as well as non-investment-grade securities —that give rise to substantial risk and are not suitable for all
investors. The material is based on information that we consider reliable, but we do not represent that it is accurate or complete, and it should not be relied on as such.
Opinions expressed are our current opinions as of the date appearing on this material only. We endeavour to update on a reasonable basis the information discussed
in this material, but regulatory, compliance, or other reasons may prevent us from doing so.

We and our affiliates, officers, directors, and employees, including persons involved in the preparation or issuance of this material, may from time to time have “long” or
“short” positions in, act as principal in, and buy or sell the securities or derivatives thereof of companies mentioned herein and may from time to time add to or dispose
of any such securities (or investment). We and our affiliates may act as market makers or assume an underwriting commitment in the securities of companies
discussed in this document (or in related investments), may sell them to or buy them from customers on a principal basis, and may also perform or seek to perform
investment banking or advisory services for or relating to these companies and may also be represented in the supervisory board or any other committee of these
companies.

For the purpose of calculating whether BOBCAPS and its affiliates hold, beneficially own, or control, including the right to vote for directors, one per cent or more of the
equity shares of the subject company, the holdings of the issuer of the research report is also included.

BOBCAPS and its non-US affiliates may, to the extent permissible under applicable laws, have acted on or used this research to the extent that it relates to non-US
issuers, prior to or immediately following its publication. Foreign currency denominated securities are subject to fluctuations in exchange rates that could have an
adverse effect on the value or price of or income derived from the investment. In addition, investors in securities such as ADRs, the value of which are influenced by
foreign currencies, effectively assume currency risk. In addition, options involve risks and are not suitable for all investors. Please ensure that you have read and
understood the Risk disclosure document before entering into any derivative transactions.

In the US, this material is only for Qualified Institutional Buyers as defined under rule 144(a) of the Securities Act, 1933. No part of this document may be distributed in
Canada or used by private customers in the United Kingdom.

No part of this material may be (1) copied, photocopied, or duplicated in any form by any means or (2) redistributed without BOBCAPS'’s prior written consent.

Company-specific disclosures under SEBI (Research Analysts) Regulations, 2014

The research analyst(s) or his/her relatives do not have any material conflict of interest at the time of publication of this research report.

BOBCAPS or its research analyst(s) or his/her relatives do not have any financial interest in the subject company. BOBCAPS or its research analyst(s) or his/her
relatives do not have actual/beneficial ownership of one per cent or more securities in the subject company at the end of the month immediately preceding the date of
publication of this report.

The research analyst(s) has not received any compensation from the subject company in the past 12 months. Compensation of the research analyst(s) is not based on
any specific merchant banking, investment banking or brokerage service transactions.

BOBCAPS or its research analyst(s) is not engaged in any market making activities for the subject company.
The research analyst(s) has not served as an officer, director or employee of the subject company.
BOBCAPS or its associates may have material conflict of interest at the time of publication of this research report.

BOBCAPS’s associates may have financial interest in the subject company. BOBCAPS'’s associates may hold actual / beneficial ownership of one per cent or more
securities in the subject company at the end of the month immediately preceding the date of publication of this report.

BOBCAPS or its associates may have managed or co-managed a public offering of securities for the subject company or may have been mandated by the subject
company for any other assignment in the past 12 months.

BOBCAPS may have received compensation from the subject company in the past 12 months. BOBCAPS may from time to time solicit or perform investment banking
services for the subject company. BOBCAPS or its associates may have received compensation from the subject company in the past 12 months for services in
respect of managing or co-managing public offerings, corporate finance, investment banking or merchant banking, brokerage services or other advisory services in a
merger or specific transaction. BOBCAPS or its associates may have received compensation for products or services other than investment banking or merchant
banking or brokerage services from the subject company in the past 12 months.
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