
 

 

  

Chinese Pharma  
 

Indian Pharma beware! 
 
  

We believe the Chinese pharma industry is set to take rapid strides by leveraging 
its low cost advantages and government support. China would emerge as a key 
global pharma player across local sales, CRAMS and generics exports over the 
next 4-5 years. As the trend gathers momentum, the imminent entry of Chinese 
players in global API and finished dosage market would be a serious threat to 
Indian generics players – a sharp fall in Simvastatin API prices with Zhejiang 
Hisun’s entry in regulated markets illustrates the disruptive potential of Chinese 
competition. Though generics exports remain an attractive opportunity for Indian 
players, pure low-cost generics strategies may not be effective after next 4-5 years.  

Chinese Pharma becoming globally competitive across segments: While the Chinese 
domestic market is already much larger than India and continues to grow strongly, 
Chinese players will start making their presence felt on the global generics scene over the 
next 4-5 years. Additionally, Chinese CRAMS companies are set to benefit strongly 
from the growing trend towards outsourcing to low-cost countries. 

Chinese generics – a threat to India’s low-cost proposition: We believe China offers 
a superior cost environment to India, which enhances low-cost based competitiveness of 
Chinese players. Our view is supported by a recent Bain Pharma survey, which shows 
that 90% of global pharma executives prefer China for low cost manufacturing to India. 

Indian generics need to reduce reliance on low-cost based strategies: We see two key 
medium-term structural risks to India’s cost competitiveness – increased leveraging of 
India advantage by global generic players and the emergence of intense competition 
from China. Given the trends, we maintain a Neutral stance on the sector at current 
valuations and prefer generic companies with well-defined strategies to upscale beyond 
plain oral generics exports in medium term. Along with generics, even Indian CRAMS 
players should look beyond mere cost-based advantages to meet the imminent challenge. 
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Key valuation metrics  

 Price Mkt cap Recommendation PER (x) Target Upside 

   (Rs)  (Rs bn)   FY07E FY08E  (Rs) (%)  
Aventis  1,643   38  Outperformer  21.1   18.9  1,900  15.7  

Biocon  380   38  Outperformer  20.9   15.3  470  23.6  

Cipla  250   187  Outperformer  26.1   21.8  250  0.0  

Dishman   190   15  Outperformer  19.3   12.1  220  15.7  

Dr Reddys Labs  721   111  Neutral  20.5   20.9  723  0.3  

Glaxosmithkline   1,211   104  Outperformer  27.7   24.3  1,200  (0.9) 

Nicholas Piramal  226   47  Outperformer  23.5   15.5  265  17.2  

Ranbaxy Labs  407   151  Outperformer  26.3   18.5  425  4.5  

Sun Pharma  906   168  Outperformer  24.1   20.0  900  (0.6) 

Wockhardt  365   40  Neutral  14.6   12.4  375  2.9 
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CHINA PHARMA: CHALLENGER IN MAKING 
Chinese pharma industry has undergone a marked transformation over the last 
decade as a result of government initiatives and changing industry dynamics. 
There has been a significant improvement in overall manufacturing standards 
across the Chinese industry including GMP norms implementation, which has 
also precipitated a massive consolidation process. With 45% manufacturing 
overcapacity and growing competition from global pharma players in the 
domestic market, Chinese players have aggressively started looking outwards. 

CHINESE PHARMA INDUSTRY: BEING UNSHACKLED 
Like most other industries, China’a pharma industry (production, distribution as 
well as sales) was, till the 1990s, under the government’s control. However, the 
government has since then been working on easing these controls, which has 
accelerated growth of the Chinese pharma industry. 

��Implementation of GMP norms 
Chinese government’s decision to strictly implement GMP norms across pharma 
manufacturing units has been a watershed event. Newport estimates that since 
1999, ~50% of Chinese API units have been forced to shut down owing to their 
inability to implement these norms. There are currently about 5,000 GMP 
approved manufacturing facilities in China, leading to an overall enhancement of 
pharma manufacturing standards in China. 

Further, there are reports that the Chinese government is toying with the idea of 
implementing US GMP norms by 2010-2015, which will significantly raise 
manufacturing standards as also competitiveness of the Chinese pharma industry. 

��Massive consolidation process underway  
Focus on implementation of GMP norms has precipitated a massive consolidation 
process in the Chinese pharma market. The Chinese government has also taken a 
positive view of the consolidation process as part of its objective to create 10-12 
major Chinese pharma companies by 2012. 

Formation of Shanghai Pharma Group, one of the largest pharma companies in 
China, is a clear harbinger of this consolidation trend. Five API and seven finished 
dosage firms have consolidated to form Shanghai Pharma Group. 

��Aggressively looking outwards 
We believe the Chinese pharma industry is undergoing a major transformation, 
wherein the hitherto inward focused local players have been forced to look 
outwards. There are two primary drivers for this transformation including an 
overcapacity situation in the domestic market as well as China’s entry into WTO. 
Given this backdrop and closely replicating the development of Indian pharma 
industry, Chinese players will be aggressively leveraging their low cost advantages to 
tap the global pharma markets. 
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Exhibit 1: Chinese pharma – becoming increasingly global 

 

Source: SSKI Research 

GMP norms implementation has led to major overcapacity 

While the Chinese pharma sector has aggressively implemented GMP norms, it has 
led to enhancement of overall capacity by 75%. This drive to modify plants as per 
GMP norms has resulted in creation of excess capacity across the sector despite 
closure of a large number of small players in the process. Given this situation, 
overall capacity utilization was reportedly as low as 55% in H1CY05. This 
underutilization of assets is forcing manufacturers to aggressively explore avenues 
like contract manufacturing for global pharma companies. 

Adoption of WTO norms – driving companies to look outward 

Since China’s entry in WTO in 2003, local Chinese companies had to face 
increasing competition from global pharma firms. With an improving IP 
environment, global pharma firms will be able to sell their patented drugs under 
exclusivity. Given this backdrop, local Chinese companies will find it difficult over 
the medium to long term to compete with global players that can offer a wide 
basket of newer patented drugs. This is quite similar to the situation in the Indian 
market, wherein the anticipation of IP law implementation from January 2005 had 
forced Indian pharma companies to adopt aggressive export-based strategies for 
future growth.  

��Chinese API industry – extremely cost competitive 
The Chinese API industry is extremely cost competitive owing to its low raw 
material, manpower and utility costs. On the back of these cost advantages, China 
is currently the largest API exporter in the world with US $4.4bn of API sales in 
2005 (source: CPA). The fact that most Indian players source bulk of their 
intermediate, and even in some cases API, requirements from China is a clear 
vindication of China’s cost advantage. Currently, India is the second largest export 
market for Chinese APIs and intermediates with exports totaling $303.8m in 2005, 
up 172% from 2004.  

Further, quite a few Indian players like Aurobindo, Orchid, Matrix, Hikal, 
Ranbaxy and now Dishman have actually gone a step ahead and set up / acquired 
manufacturing plants in China to benefit from the low production cost in the 
country. This underlines the cost competitiveness of Chinese manufacturing 
operations. 
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CHINA: POTENTIAL CHALLENGE TO INDIAN PHARMA  
China possesses the prerequisites of becoming a global pharma powerhouse. Based 
on its large population and rapidly growing economy, the country is becoming the 
most important future pharma market. The low operating cost environment 
significantly enhances Chinese players’ ability to compete in generics exports and 
the CRAMS space. While Chinese players are currently lagging Indian generics, we 
believe this gap will bridge over the next 4-5 years given China’s concerted efforts 
to upgrade capabilities. Zhejiang Hisun’s impact on the global Simvastatin API 
scene is illustrative of the trend.  

We believe with its low cost advantages and continuing government support, 
China is likely to emerge as a formidable competitor to India across multiple 
segments of the pharma value chain. 

Exhibit 2: China likely to emerge as a global pharma powerhouse 

 

Source: SSKI Research 

��Domestic market – clear advantage to China 
Having recorded a CAGR of 32% as compared to the market growth rate of 9%, 
China has been the fastest growing pharma market in the world over 2002-05. 
With sales of US $14bn, China is currently the eighth largest pharma market in the 
world. While the Indian and Chinese markets were almost similar in size in 2000, 
the Chinese market is now more than twice the size of Indian market. 

China is expected to maintain the growth momentum and become world’s fifth 
largest pharma market ($25bn) by 2010. Over 2005-2010, while the global 
pharma market is expected to progress at 10% CAGR, the Chinese market is likely 
to witness 13-14% CAGR. In comparison, the Indian domestic pharma market is 
unlikely to cross $10bn by 2010. 

On account of its size and growth outlook, Chinese pharma market is attracting 
increased attention and investments from global pharma companies. At a regional 
level, global companies are often forced to make decisions on channeling 
investments into India or China. Our discussions with MNC pharma indicate that 
China has increasingly been emerging as the preferred choice for investments across 
most global pharma companies. This choice will reflect in increased clinical 
research spending as well as higher R&D investments in China in the coming 
years. As an indicator of this trend, while Astra Zeneca is the only MNC that has 
set up an R&D center in India, scores of MNCs including Roche, Novartis, Pfizer, 
etc have recently set up R&D centers in China. 
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��Generic exports – ‘Advantage India’ currently; caution warranted 
Indian companies currently have a clear edge in the generic exports segment, 
especially in supplies to regulated markets. We believe Indian players are likely to 
maintain this edge for at least 5-6 years though Chinese competition will start 
getting visible over the next 3-4 years.  

Chinese players set to challenge Indian industry’s low cost advantage 

We believe an increasing number of Chinese players can potentially challenge 
Indian generics players over the medium to long run. A recent Newport ranking of 
API players across India and China indicates that while India is considerably ahead 
in terms of ‘established API’ players, the gap sharply narrows down for ‘less 
established’ and ‘potential future’ players.  

Exhibit 3: Newport rating of Chinese and Indian API players 

 

Source: Newport; SSKI Research 

Given that Chinese players are more cost competitive than their Indian 
counterparts, we believe this assessment clearly indicates the potential threat to 
Indian generics industry from Chinese generic players over the medium to long 
term. This threat stands accentuated for low technology drugs where Indian 
players’ competitiveness is based on low costs. 

Our view is also supported by a recent Bain Consulting Survey of global pharma 
executives, which indicates that 90% of global pharma executives consider China as 
a better choice for low cost manufacturing as compared to India. 

India advantage – extends beyond low costs 

While majority of Chinese companies have become cost efficient suppliers of a 
large number of intermediates, they lack capabilities to manufacture finished 
dosages and APIs in line with regulatory market standards. The Indian pharma 
industry, with its 70+ USFDA approved plants, is far ahead of the Chinese players 
at this stage in catering to regulated markets. Further, leading Indian generics 
players have gained considerable experience in analyzing IPR issues and developing 
non-infringing processes for newer and complex molecules. In our view, this 
capability will extend Indian generic industry’s upper hand vis-à-vis Chinese peers. 
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Chinese companies – bridging capability gaps 

Chinese companies have gradually been enhancing their focus on regulated 
markets. They are beefing up their IPR capabilities by recruiting experts from 
western countries as well as working towards upgrading plants to regulated market 
standards like USFDA, MHRA norms, etc. They have also been recruiting PhDs 
from countries like India. 

Chinese companies have been consistently accelerating efforts, starting with API 
supplies, to penetrate US and EU markets. This is reflected in a steady increase in 
the number of DMF filings by Chinese companies over the last few years.  

Exhibit 4: China DMF filings have been accelerating 

 

Source: FDA, Newport, SSKI Research 

We believe Chinese players will also gradually start participating in the finished 
formulations market. We expect the first Chinese ANDA to be in the market by 
2008 and ANDA filings to accelerate thereon. Given this scenario, we believe that 
by 2010, Chinese players will emerge as major competitors in regulated markets 
across several new product launches. 

Zhejiang Hisun – symbolic of Chinese players’ capabilities 

We believe Zhejiang Hisun is a classical example of Chinese players’ potential in 
the generics exports and their ability to cause dramatic changes in the generics value 
chain. The company has obtained DMF approvals for 13 APIs in USA as well as 
COS approvals for 10 APIs in the EU. Hisun currently exports ~80% of its APIs. 

Hisun’s entry into Simvastatin EU market has completely changed the dynamics of 
the Simvastatin market with prices unexpectedly crashing 60-70% with its entry. 
Simvastatin prices, which were initially expected to hold on to at least $1500/kg in 
the worst case, have already crashed to $600-700/kg with the entry of Hisun; and 
further reductions are not ruled out. While capturing 15-20% of the market in the 
EU, Hisun’s entry has adversely impacted Biocon’s statins strategy. Further, Hisun 
has also captured 60% of the anti-tumor API (Mitomycin, Adriamycin, 
Rubidomycin, etc) market in USA.  
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Underestimating the Chinese threat – deja vu 

Our interactions with a large number of Indian generic management indicate that 
quite a few Indian companies are not very concerned by the impending Chinese 
competition. They believe that regulated markets business is not only about lower 
costs, and that it will not be easy for Chinese companies to manage the IPR and 
supply chain issues related to operating in finished formulations markets in USA 
and Europe. Our interactions with US generic industry indicates that this mindset 
is quite similar to the situation prevailing in the 1990s when the US generic 
industry had underestimated the potential of Indian players to penetrate the US 
generics market. 

��CRAMS – face off imminent 
Impending patent expirations and mounting R&D costs in the wake of declining 
efficiency and escalating pricing pressures are forcing global pharma companies to 
revisit their operating paradigms. With increasing growth challenges, there is a 
sharper-than-ever focus on improving operational efficiencies to maintain 
profitability. We believe this situation would provide a major boost to outsourcing 
of pharma activities to low-cost offshore destinations like India and China. In our 
view, China will be a strong competitor to India in both contract research and 
contract manufacturing. 

Contract Research – Chinese companies are ahead of Indian peers 

In our view, China currently has an edge over India in the area of contract research. 
Chinese companies are rapidly scaling up their chemistry skills and biotechnology 
capabilities, and the Chinese government is determined to make China a key player 
in the global biotechnology value chain. A leading Chinese company – WuXi 
PharmaTech – is a clear illustration of China’s capabilities. Set up in 2001, the 
company has grown to 570 employees and did revenues of  
US $21.5m last year. WuXi claims that 18 of the top 20 global pharma companies 
utilize its chemistry and compound analysis services. Despite China’s poor track 
record on IP issues, scores of MNCs like Roche, Novo Nordisk, Johnson & 
Johnson and GlaxoSmithKline have also set up their own R&D centers in China. 

Further, the attractiveness of Chinese domestic market will also force global 
pharma companies to accord preference to Chinese players over Indian ones for 
conducting clinical trials for drugs under development. Clinical trials enable 
pharma companies to build relationships for key opinion leaders, which is critical 
for success of a new, patented drug. 

Contract Manufacturing – India holds an edge 

As discussed, Chinese companies score highly on cost competitiveness and are even 
better than Indian companies in early stage APIs and intermediates. Till now, 
Chinese players have been handicapped by lack of expertise in manufacturing 
finished APIs and formulation forms. However, they have taken rapid strides in 
this arena and we believe positive results will be visible in 3-4 years from now. 
Combined with the 45% excess capacity in the Chinese pharma manufacturing 
system, we believe it will provide strong momentum for the growth of Contract 
Manufacturing in China. In particular, China is set to emerge as a strong player in 
the Bio-Pharma Contract Manufacturing field given China’s historical 
competencies in fermentation and other biological processes. 
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NEED TO LOOK BEYOND COST-BASED COMPETITIVE ADVANTAGE 
We reiterate our view that while competing just on the basis of costs in an 
increasingly globalized generics world would continue to be attractive over the next 
3-4 years, it is unlikely to be a sustainable mid- to long-term strategy for most 
Indian generic players. We strongly believe that for sustainable long-term growth, 
Indian pharma players will have to upscale/ diversify the low cost based plain 
generics exports-driven business models.  

Looking beyond cost-based competitive advantage would involve getting into value 
added generic segments with higher barriers to entry over the medium term and 
focusing on NCE over the long term. This focus will lead to more stable and 
relatively high margin revenues over the medium term. Among Indian generics 
companies in our coverage, we believe Sun Pharma, Dr Reddy’s, Biocon and 
Wockhardt have relatively stronger focus on developing value added generics 
and/or discovery R&D assets. 

��Proprietary products/ Value-add generics; a key focus area  
Given the unsustainability of cost-based generics strategy, most global generic 
companies have been working on building alternate revenue streams from 
proprietary products and value add generics. 

Exhibit 5: Global generics looking beyond plain generics 

Global players Reducing reliance on plain oral generics 
Teva Derives almost 25% of its revenues from its patented product, Capaxone 

Ivax Derives almost 30% of its revenues from proprietary and branded products 

Mylan 20% of revenues are from branded products 
Source: SSKI Research 

��Moving up the generics value chain 
In our view, Indian generics companies can explore four broad avenues for scaling 
up the value chain.  

Exhibit 6:  Moving up the generics value chain 

 

Source: SSKI Research 
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Regulatory restrictions – limits the number of supply sources 

Certain products require adherence to strict compliance regulations. This restricts 
competition to only those companies that are willing to invest in the requisite 
infrastructure. Controlled substances like Pseudoephedrine are examples of such 
products. Select Indian companies like Sun Pharma have acquired assets for 
manufacturing controlled substances. 

Complexity in delivery technology – looking beyond oral formulations  

As compared to oral based drugs that are relatively easy to manufacture, these 
generics require expertise in relevant drug delivery technologies. These include 
formulations other than oral dosages such as injectables, nasal sprays, controlled 
release products, modified/ extended release inhalables, etc. This, in turn, restricts 
the potential competition for such drugs to companies that have invested resources 
in mastering these technologies. Orchid, Lupin, Sun Pharma, etc are a few Indian 
companies focusing on these segments. 

Supergenerics – leveraging discovery capabilities 

Supergenerics are “value added generic versions” of existing molecules and a notch 
higher than difficult to make generics. Supergenerics are neither pure generics nor 
completely new products. These are products with some value added differences 
from existing molecules and require clinical data to support the differences. 
Therefore, they warrant an NDA as opposed to a mere ANDA for approval. 
Supergenerics are eligible for approval under section 505(b)(2) and entitled to a 3-
year exclusivity. Value additions can be delivered through the following ways: 

• Developing modified release formulation of existing oral therapy to improve 
compliance and reduce side effects. 

• Developing alternate delivery mechanisms, e.g. oral form of existing injectable, 
to improve patient compliance. 

Biogenerics (Biosimilars) – ‘Holy Grail’ for most global generic companies 

Biosimilars, “follow-on biologics” or biogenerics, are generic copies of biological 
drugs (or large molecule drugs). Frost & Sullivan estimates that Europe and US 
markets can potentially open up biogenerics market of US $16bn by 2011. In 
regulated markets like USA and EU, regulatory authorities have concerns on safety 
and efficacy of biogenerics, which is impacting approvals. The EMEA has recently 
come out with guidelines for launching biogenerics for three drugs including 
Insulin and EPO, while the USFDA is still to define the process for USA. We 
believe companies willing to operate in the biogenerics space will be required to 
conduct limited scale, though expensive, clinical trials as well as invest in sales and 
marketing capabilities – this, we believe, will significantly raise the entry barriers. 
Our estimates indicate that the cost of developing a single biogeneric for the 
regulated markets could exceed $25m-30m as compared to $0.7m-1.0m 
investment involved in filing one ANDA. In our view, while Indian companies like 
Biocon and Wockhardt have announced plans for the space, the global generics 
players are considerably ahead of the Indian industry. 
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