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3QFY12 Results Update | Sector: Healthcare

Biocon's 3QFY12 operational performance was below our estimates. Key highlights:

 Revenues declined 29% YoY to INR5.2b (v/s est INR5.6b). YoY numbers are not strictly comparable due to

divestment of Axicorp. Ex Axicorp, topline grew by only 1% YoY v/s our est of 9% growth. EBITDA declined 24%

YoY to INR1.27b (v/s est of 10% YoY decline to INR1.51b) while PAT declined 15.8% to INR848m (v/s estimate of

INR892m) mainly due to lower than expected operational performance.

 Topline was below est due to lower than expected biopharma revenues (INR3.76b v/s estimate of INR4b) and

lower than expected licensing income at INR292m (v/s est of INR520m). Contract research revenues grew by

42% to INR1.12b vs estimate of INR1b.

 EBITDA declined 24% to INR1.27b v/s estimate of INR1.51b mainly due to lower than expected topline and

higher other expenses. EBITDA margins at 24.6% v/s est of 27.2%.

 PAT declined 15.8% to INR848m v/s estimate of INR892m mainly due to lower than expected operational

performance but partly boosted by lower depn and lower taxes.

Key growth drivers for FY12/13 will be: (1) Traction in the company's Insulin initiative and Pfizer contract in

emerging markets, (2) Ramp-up in contract research business, and (3) Incremental contribution from immuno-

suppressants API supplies. However, given the high cost of developing biogeneric products, we believe cost

pressures are likely to continue for FY12/13 thus impacting earnings and return ratios. Post 3QFY12 results, we

have reduced our EPS estimates for FY12 by 7% and for FY13 by 5%. Option values for future include separate

listing of Syngene and a potential out-licensing of the oral insulin NCE. We estimate EPS of INR15.8 for FY12

(down 14% YoY) and INR19.3 for FY13 (up 22.8% YoY on a muted base). FY12 EPS growth is partly impacted by

Axicorp divestment. The stock is currently valued at 16.9x FY12E and 13.8x FY13E earnings. . Maintain Neutral with

TP of INR310 (16x FY13E EPS).
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Revenue growth impacted by lower Biopharma revenues including licensing
income
Biocon's 3QFY12 Revenues declined 29% YoY to INR5.2b (v/s est INR5.6b). YoY numbers

are not strictly comparable due to divestment of Axicorp. Ex Axicorp, topline grew by

only 1% YoY v/s our est of 9% growth. EBITDA declined 24% YoY to INR1.27b (v/s est of

10% YoY decline to INR1.51b) while PAT declined 15.8% to INR848m (v/s estimate of

INR892m) mainly due to lower than expected operational performance but partly

boosted by lower depn and lower taxes

Topline was below est due to lower than expected biopharma revenues (INR3.76b vs

estimate of INR4b) and lower than expected licensing income at INR292m (v/s est of

INR520m). Contract research revenues grew by 42% to INR1.12b v/s estimate of INR1b.

Revenue mix (INR m)

3QFY12 3QFY11 % YoY 2QFY12 % QoQ

Bio-Pharma 3,760 3,541 6.2 3,791 -0.8

% of sales 72.7 48.6 74.6

Axicorp 0 2,184 -100.0 0

% of sales 0.0 30.0 0.0

Contract Research 1,120 788 42.1 928 20.7

% of sales 21.7 10.8 18.3

Licensing Income 292 768 -62.0 365 -20.0

% of sales 5.6 10.5 7.2

Total Revenues 5,172 7,281 -29.0 5,084 1.7

Source: Company/MOSL

EBITDA at INR1.3b was below our estimates due to lower topline
EBITDA declined 24% to INR1.27b vs estimate of INR1.51b mainly due to lower than

expected topline and higher other expenses. EBITDA margins at 24.6% vs est of 27.2%.

PAT declined 15.8% to INR 848m vs estimate of INR892m mainly due to lower than

expected operational performance but partly boosted by lower depn and lower taxes

EBITDA Margin Trend

Source: Company/MOSL
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Entering a long investment phase - could lead to timeline mismatch between
current expenses and long-term upsides
We believe that Biocon is entering a long investment phase which could potentially

lead to a mismatch between current expenses and likely long-term upsides from

these investments. The company will have to invest significant resources to develop

and commercialize its biogeneric pipeline for its partners (Pfizer and Mylan) which is

likely to result in a significant increase in R&D and other related expenses. It is a well-

known fact that, given the regulatory requirements of conducting limited clinical

trials, biogeneric product development and commercialization entails significant costs

(approximately USD40-60m per product). The licensing fees from the Mylan partnership

has already been recognized in the past quarters and hence, going forward, the product

development costs related to this partnership will not have any commensurate

revenues till the products get commercialized (likely to take at least 2 years). The

licensing fees related to the Pfizer-insulin partnership are currently being recognized

in the P&L but has corresponding costs related to the product development also.

Hence, the contribution of such fees to the bottom-line reduces significantly as

compared to that in FY11. Overall, we believe that, despite the likelihood of increasing

licensing income, Biocon's earnings will be under pressure due to the mismatch

between development costs for biogenerics and potential revenue upside from them

(earliest commercialization is at least 2-3 years away).

Contract Research (CR) - Improving growth traction and profitability
Biocon's CR business has shown improved revenue and profitability in 3QFY12 led by

the change its CR focus to deliver value-added Integrated Drug Development (IDD)

services as compared to the existing FTE-based services. A favourable currency is also

likely to have helped drive growth in INR-terms. The transition from FTE to IDD model

had adversely impacted its profitability in FY11. We expect 21% revenue CAGR for

Biocon's CR over FY11-13. Management has reiterated its plans to unlock value through

a separate listing of its CR subsidiary (but is contingent on market conditions). However,

given the small size of this business (estimated revenues of INR3.9b for FY12), it is

unlikely that there will be a significant value unlocking for investors through a separate

listing.

Simvastatin supplies to US could potentially get impacted due to generic
Lipitor
Biocon is a significant player in the Simvastatin API market targeted at the US. It is one

of the few API companies to have withstood pricing pressure over the past few years

and continues to hold a strong market share of the API supplies even today. While

management has not disclosed contribution of Simvastatin API supplies to its

revenues, we believe that it is likely to be a reasonable number. Overall, the statins

portfolio contributes about 25-30% of Biocon's consolidated revenues with Simvastatin

being a major contributor.  We believe that the genericisation of Lipitor (Atorvastatin)

in the US market could potentially impact off-take of Simvastatin in the long-term as

the former is supposedly a better therapy for cholesterol control. It is well-known

that the Atorvastatin market will witness increased generic competition post the

expiry of Ranbaxy's exclusivity in May-2012 which will lower prices of generic Lipitor

substantially. Management has not yet clarified their stance on this and on how it
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expects to counter this potential risk. Our estimates for Biocon factor-in the potential

impact of this likely development

Deal with Pfizer for insulin products offers good long-term value; launch in
regulated markets will be key growth driver
In Oct-2010, Biocon entered into strategic agreement with Pfizer for global

commercialization of Biocon's biosimilar versions of Insulin and Insulin analog products

viz., Recombinant Human Insulin, Glargine, Aspart and Lispro. As part of the deal,

Pfizer has made an upfront payment of USD100m to Biocon with additional

development and regulatory milestone payment of up to USD150m spread over next

few years. Biocon will also be eligible for additional USD100m milestone payment

(currently maintained in an escrow account by Pfizer) which will accrue in phases to

Biocon depending on the progress on setting up the new USD160m Insulin facility in

Malaysia. The money received by Biocon will be utilized for development and

registration of these products in various markets and expansion of existing

manufacturing facilities. Biocon will recognize this income in P&L account over the

period of 4-5 years. Further, Biocon will receive income linked to Pfizer's sales of

these products across global markets. We note that under this agreement, Biocon will

remain responsible for the clinical development, manufacture and supply of these

biosimilar Insulin products, as well as for regulatory activities to secure approval for

these products in various geographies. The alliance is targeting the USD14b Insulin

opportunity. By 2015, a number of insulin analogues are expected to lose patent

thereby offering a large opportunity for biosimilar products. Post patent expiry, the

market size is likely to reduce due to entry of generics. Biocon expects revenues from

emerging markets under this agreement to start in FY13 with Biocon having approval

for Recombinant Human Insulin in 27 countries. Infact, Pfizer has recently launched

Insulin and Glargine in India under this arrangement. However, the entry in Europe

and US market is a few years away as the products will be launched post patent expiry

in these markets.

.

Biogenerics initiative: Ahead of other Indian peers but still a long wait for
upsides
Biocon has successfully partnered-out its entire biogeneric pipeline with the Pfizer

tie-up for Insulins coupled with its previous tie-up with Mylan for other biogenerics.

While we these as a key long-term positive, we note that there still is a long wait for

the upsides from these tie-ups. Biocon is, as of now, required to develop and get

regulatory approvals for the products covered under these partnerships post which

the partners will launch the products in regulated market. This is likely to be a time-

consuming process with the earliest launch at least 2-3 years away. In the interim, we

believe that Biocon's R&D expenses are likely to increase significantly on account of

ramp-up in Biogenerics development and additional costs for conducting clinical trials

for oral insulin NCE. R&D cost for FY11 grew 50% to INR1.18b and we expect it to

increase to INR1.8b by FY13E.
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Valuation and view
Key growth drivers for FY12/13 will be: 1) Traction in the company's Insulin initiative

and Pfizer contract in emerging markets, 2) Ramp-up in contract research business,

and 3) Incremental contribution from immuno-suppressants API supplies. However,

given the high cost of developing biogeneric products, we believe cost pressures are

likely to continue for FY12/13 thus impacting earnings and return ratios. Post 3QFY12

results, we have reduced our EPS estimates for FY12 by 7% and for FY13 by 5%. Option

values for future include separate listing of Syngene and a potential out-licensing of

the oral insulin NCE. We estimate EPS of INR15.8 for FY12 (down 14% YoY) and INR19.3

for FY13 (up 22.8% YoY on a muted base). FY12 EPS growth is partly impacted by Axicorp

divestment. The stock is currently valued at 16.9x FY12E and 13.8x FY13E earnings.

Maintain Neutral with TP of INR310 (16x FY13E EPS). We have lowered our target P/E

for the stock given the continued disappointment in performance for YTD Dec-2011

and our expectation that the company is entering in to an investment phase with a

long wait for commensurate returns.
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Comparative valuations
Biocon Cipla DRL

P/E(x) FY12E 16.9 21.5 21.6

FY13E 13.8 17.4 19.2

P/BV(x) FY12E 2.4 3.1 5.3

FY13E 2.1 2.7 4.7

EV/Sales(x) FY12E 2.3 3.4 3.5

FY13E 1.8 2.9 3.2

EV/EBITDA(x) FY12E 8.7 14.9 17.7

FY13E 7.1 12.4 15.6

Shareholding pattern (%)
Dec-11 Sep-11 Dec-10

Promoter 60.9 60.9 60.9

Domestic Inst 10.4 10.9 11.5

Foreign 4.1 5.5 8.0

Others 24.5 22.8 19.6

Biocon: an investment profile

Stock performance (1 year)

EPS: MOSL forecast v/s consensus (INR)
MOSL Consensus Variation

Forecast Forecast (%)

FY12 15.8 17.4 -9.2

FY13 19.3 21.3 -9.3

Target Price and Recommendation
Current Target  Upside Reco.

Price (INR) Price (INR)  (%)

266 310 16.5 Neutral

 Higher R&D costs and higher expenses linked to the

scale-up of the domestic formulations business will

continue to temper down earnings growth.

Recent developments
 Biocon has entered into strategic agreement with

Pfizer for global commercialization of Biocon's

biosimilar versions of insulin and insulin analogues.

Valuation and view
 Traction in the company's Insulin initiative and

domestic formulation business coupled with

incremental contribution from immuno-

suppressants and ramp-up in contract research

business would be key growth drives for FY13E.

 Biocon is currently valued at 16.9x FY12E and 13.8x

FY13E earnings. Maintain Neutral with TP of INR310

(16x FY13E EPS).

Sector view
 USA and emerging markets to remain the key sales

and profit drivers in the medium term. Japan to

emerge as the next growth driver, particularly for

companies with a direct marketing presence.

 We are overweight on companies that are towards

the end of the investment phase, with benefits

expected to start coming in from the next fiscal.

Company description
Biocon is an integrated biotechnology company

encompassing all the three critical stages of drug

development - drug discovery, development and

manufacturing, and commercialization of

biopharmaceuticals. With over 25 years of expertise in

fermentation technology, the company has built a strong

presence in lucrative high-growth segments like statins,

immuno-suppressants and anti-diabetes.

Key investment arguments
 Biocon is well placed to take advantage of emerging

opportunities in the Biopharmaceutical space backed

by established capabilities along the drug value

chain.

 Biogenerics in emerging markets followed by

regulated markets and contract research will be a

key growth driver in the short-to-medium term.

 Biogenerics supplies to regulated markets through

partners will be the key long-term growth driver.

 Potential out-licensing of oral insulin NCE and listing

of Syngene offers option value.

Key investment risks
 Significant capex and investments to fund future

initiatives may temper down earnings growth in the

short-term.
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Financials and Valuation
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