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Fitch Assigns Cheplapharm First Time IDR 'B+'; Senior Secured
Facilities 'BB-(EXP)'
Fitch Ratings - London - 05 June 2019:
Fitch Ratings has assigned German-based pharmaceuticals company Cheplapharm Arzneimittel a first-time
Long-Term Issuer Default Rating (IDR) of 'B+' with Stable Outlook. It has also assigned an expected 'BB(EXP)'/'RR3' rating to the company's senior secured facilities comprising a term loan B (TLB) and a revolving
credit facility (RCF). The assignment of final rating is contingent on the receipt of final documents conforming to
information already received.
The 'B+' IDR reflects Cheplapharm's niche operations with a concentrated product portfolio. It also reflects a
scalable asset-light business model with strong operating and cash flow margins and adequate financial profile
with funds from operations (FFO) adjusted gross leverage of around 5.0x. The Stable Outlook encapsulates
Cheplapharm's underlying ability to sustain the company's business model by investing internally generated
cash into new IP rights, thus sustaining its product portfolio and maintaining a balance between legacy and new
products.

Key Rating Drivers

Defensive Operations: The ratings are underpinned by Cheplapharm's defensive business profile characterised
by well-executed acquisitions of drug IP rights and active product life cycle management. We take a positive
view of Cheplapharm's highly visible and predictable revenue and low exposure to competition, despite gradual
sales erosion as the company's drugs enter the final stage of their economic life.
The business model relies on active value management of IP rights, as well as a continuous addition of new
products to sustain the value of the product portfolio. We view both organic and acquisitive aspects of the IP
rights portfolio management as carrying low-to-moderate execution risks. This is evident in Cheplapharm's
strong trading performance, although we see growing operational complexity stemming from the fast pace of
acquisitive growth.
Moderately Rising Execution Risks: Execution risks have increased moderately due to an extended period of
uninterrupted rapid, largely debt-funded, growth. A marked business expansion to EUR291 million in 2018 from
EUR80 million in revenue in 2015 with a simultaneous increase in EBITDA to EUR165 million from EUR38
million, in combination with sustainably strong margins, points to a well-executed business strategy with a focus
on disciplined asset selection and integration. At the same time this accelerated growth requires greater
resource allocation and management to ensure a consistent quality of product selection and integration, while
the company operates on a leveraged capital structure.
Healthy Operating Profitability: With EBITDA margins projected at around 50% over the next four years, the
company ranks among the most profitable in Fitch's low non-investment grade portfolio. We expect these
healthy profitability levels will be maintained given Cheplapharm's ability to continuously add new products,
which could be funded from internal cash flows and/or by using a committed RCF of EUR310 million.
https://www.fitchratings.com/site/pr/10078141
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Strong Cash Conversion, FCF Generation: We project free cash flows (FCF) at or above EUR 100 million a
year up to 2022. This, in our view, would be sufficient to ensure sustainability of Cheplapharm's operations in
balancing the gradually declining earnings contribution from legacy products with the addition of new IP rights.
Although we do not expect free cash flow (FCF) to be applied towards voluntary debt reduction, we equally see
little risk of value being taken out of the business in form of dividend given founders' long-term commitment to
the business. We therefore view FCF as a key factor in supporting the IDR at 'B+', mitigating scale and
concentration risks.
Aggressive Financial Policy: Cheplapharm's extensive growth strategy has been funded largely with debt. At
the same time, the currently placed TLB issue of EUR150 million with loosening underwriting standards offers
weaker creditor protection with no maintenance financial covenants and the ability to repeatedly raise
incremental debt. We regard such debt-biased financial policy and limited credit protection in the documentation
as aggressive, resulting in the risk of further accelerating leverage, particularly given rising execution risks in a
fast-growing company.
Concentrated Portfolio, Albeit Slowly Improving: The period of rapid growth has translated into gradually
receding product concentration risks, although projected contribution from to the company's top three products
at 37% (42% in 2018) remains material, even in comparison with other low-speculative grade peers. This
concentration risk could lead to a permanent material loss of revenue, earnings and cash flows in case of an
individual product failure. This is, however, somewhat mitigated by the products' wide geographic distribution.
Leverage Aligned With Rating: We view the FFO adjusted gross leverage of around 5.0x as appropriate for the
rating, both against peers' as well as in the framework of Fitch's Ratings Navigator for Pharmaceutical
Companies. Given the company's desire to further grow and diversify, in our analysis of the financial risk profile,
we have assumed the full and gradual drawdown of the RCF between 2020 and 2022. Assuming a disciplined
and targeted approach to M&A, we expect this will lead to a balanced operating and financial contribution from
the acquisitions to the company's credit profile.
Ratings Constrained by Scale: The ratings will remain confined to the 'B' rating category by a lack of scale.
Although the buy-and-build strategy pursued by the founding shareholders has led to accelerated business
growth, it will likely take several years before the business can reach some sector relevance, even on a national
scale, with revenue exceeding EUR 1 billion. We therefore do not envisage an upgrade in the medium term.

Derivation Summary

We approach Chelplapharm's rating analysis in the context of the Ratings Navigator for pharmaceutical
companies. The IDR of 'B+' reflects Cheplapharm's defensive business profile with resilient and predictable
earnings, as well as high operating margins and strong FCF conversion due to the asset-light business model.
We see Chaplapharm's stronger credit profile than the specialist pharmaceutical company IWH UK Finco Ltd
(IWH, B/Stable) as warranting a one-notch difference due to the company's higher operating and cash flow
margins, in combination with a more conservative financial profile with an FFO adjusted gross leverage of 5.0x
against IWH's's 6x. We also regard Chaplapharm as being a stronger credit in comparison with generics
producer Nidda BondCo GmbH (Stada, B/Stable), despite its much smaller scale and more concentrated
portfolio, which are, however, offset by very strong operating and cash flow profitability and adequate credit
metrics. On the contrary, Stada's rating is burdened by an excessive leverage profile with an FFO adjusted
gross leverage of around 10x, before gradually declining to 8.0x in the medium term as its FCF reaches mid-tohigh-single digits.

https://www.fitchratings.com/site/pr/10078141
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Key Assumptions

Fitch's Key Assumptions within our Rating Case for the Issuer
- Revenue growth in excess of 20% in 2019- 2020, driven by prior years' acquisitions, before decelerating to
10% from 2021 on slower M&A. Revenue to remain impacted by TSA-related sales
- EBITDA margin gradually declining to 49% by 2022 from 54% in 2019
- Residual capex of EUR4 million in connection with HQ extension, and EUR1 million for maintenance
thereafter
- EUR250 million of IP rights purchased in 2019 followed by EUR100 million a year during 2020-2022 funded by
corresponding RCF drawdowns
- Trade working capital outflows of between EUR30 million and EUR45 million a year
- No dividend payments
RECOVERY RATING ESTIMATES
Above- average Recovery Prospects: In our distressed scenario, Cheplapharm would likely be sold or
restructured as a going concern rather than liquidated given the asset-light business model. In arriving at a
post-restructuring EBITDA, Cheplapharma's pro-forma EBITDA (adjusted for five recently closed acquisitions)
of EUR215 million was discounted by 35%, a level at which the company would be in an unsustainable capital
structure, triggering some form of debt restructuring. Fitch then applied a distressed enterprise value
(EV)/EBITDA multiple of 5.5x, reflecting the underlying value of the company's portfolio of IP rights.
The recovery outcome in such a distressed scenario for the senior secured facilities, comprising the EUR980
million TLB and the EUR310 million RCF is 'BB-(EXP)'/'RR3'/54%.

RATING SENSITIVITIES

An upgrade to 'BB' rating category is not envisaged in the medium term until a more sector critical size with
revenue in excess of EUR 1 billion has been reached in combination with a conservative FFO adjusted gross
leverage at around 4.0x and FCF remaining strong
Developments That May, Individually or Collectively, Lead to Negative Rating Action
- Unsuccessful management of individual pharmaceutical IP rights leading to material permanent loss of
revenue and EBITDA margins declining towards 40%
- Continuously declining FCF
- FFO adjusted gross leverage sustainably above 6.0x, signaling a more aggressive financial policy

Liquidity and Debt Structure

https://www.fitchratings.com/site/pr/10078141
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Ample Liquidity for Acquisitions: Cheplapharm's strong cash generation, which we estimate at EUR100 million
in 2019, and increasing to EUR150 million per year by 2022, will contribute towards growing organic liquidity of
EUR500 million by 2022. The company also benefits from a sizeable committed RCF of EUR310 million, which
further enhances available liquidity headroom. We estimate most of the cash will be applied toward acquisition
of IP rights, as opposed to debt reduction.
In our assessment of freely available cash, we deduct EUR10 million of minimum liquidity required for
operations in 2018, EUR15 million in 2019-2020 and to EUR20 million in 2021-2022, as the business gains
scale.

Summary of Financial Adjustments
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DISCLAIMER

ALL FITCH CREDIT RATINGS ARE SUBJECT TO CERTAIN LIMITATIONS AND DISCLAIMERS. PLEASE
READ THESE LIMITATIONS AND DISCLAIMERS BY FOLLOWING THIS LINK:
HTTPS://WWW.FITCHRATINGS.COM/UNDERSTANDINGCREDITRATINGS. IN ADDITION, RATING
DEFINITIONS AND THE TERMS OF USE OF SUCH RATINGS ARE AVAILABLE ON THE AGENCY'S PUBLIC
WEB SITE AT WWW.FITCHRATINGS.COM. PUBLISHED RATINGS, CRITERIA, AND METHODOLOGIES
ARE AVAILABLE FROM THIS SITE AT ALL TIMES. FITCH'S CODE OF CONDUCT, CONFIDENTIALITY,
CONFLICTS OF INTEREST, AFFILIATE FIREWALL, COMPLIANCE, AND OTHER RELEVANT POLICIES
AND PROCEDURES ARE ALSO AVAILABLE FROM THE CODE OF CONDUCT SECTION OF THIS SITE.
DIRECTORS AND SHAREHOLDERS RELEVANT INTERESTS ARE AVAILABLE AT
HTTPS://WWW.FITCHRATINGS.COM/SITE/REGULATORY. FITCH MAY HAVE PROVIDED ANOTHER
PERMISSIBLE SERVICE TO THE RATED ENTITY OR ITS RELATED THIRD PARTIES. DETAILS OF THIS
SERVICE FOR RATINGS FOR WHICH THE LEAD ANALYST IS BASED IN AN EU-REGISTERED ENTITY
CAN BE FOUND ON THE ENTITY SUMMARY PAGE FOR THIS ISSUER ON THE FITCH WEBSITE.

COPYRIGHT

Copyright © 2019 by Fitch Ratings, Inc., Fitch Ratings Ltd. and its subsidiaries. 33 Whitehall Street, NY, NY
10004. Telephone: 1-800-753-4824, (212) 908-0500. Fax: (212) 480-4435. Reproduction or retransmission in
whole or in part is prohibited except by permission. All rights reserved. In issuing and maintaining its ratings and
in making other reports (including forecast information), Fitch relies on factual information it receives from
issuers and underwriters and from other sources Fitch believes to be credible. Fitch conducts a reasonable
investigation of the factual information relied upon by it in accordance with its ratings methodology, and obtains
reasonable verification of that information from independent sources, to the extent such sources are available
for a given security or in a given jurisdiction. The manner of Fitch's factual investigation and the scope of the
third-party verification it obtains will vary depending on the nature of the rated security and its issuer, the
requirements and practices in the jurisdiction in which the rated security is offered and sold and/or the issuer is
located, the availability and nature of relevant public information, access to the management of the issuer and
https://www.fitchratings.com/site/pr/10078141
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its advisers, the availability of pre-existing third-party verifications such as audit reports, agreed-upon
procedures letters, appraisals, actuarial reports, engineering reports, legal opinions and other reports provided
by third parties, the availability of independent and competent third- party verification sources with respect to
the particular security or in the particular jurisdiction of the issuer, and a variety of other factors. Users of Fitch's
ratings and reports should understand that neither an enhanced factual investigation nor any third-party
verification can ensure that all of the information Fitch relies on in connection with a rating or a report will be
accurate and complete. Ultimately, the issuer and its advisers are responsible for the accuracy of the
information they provide to Fitch and to the market in offering documents and other reports. In issuing its ratings
and its reports, Fitch must rely on the work of experts, including independent auditors with respect to financial
statements and attorneys with respect to legal and tax matters. Further, ratings and forecasts of financial and
other information are inherently forward-looking and embody assumptions and predictions about future events
that by their nature cannot be verified as facts. As a result, despite any verification of current facts, ratings and
forecasts can be affected by future events or conditions that were not anticipated at the time a rating or forecast
was issued or affirmed.
The information in this report is provided "as is" without any representation or warranty of any kind, and Fitch
does not represent or warrant that the report or any of its contents will meet any of the requirements of a
recipient of the report. A Fitch rating is an opinion as to the creditworthiness of a security. This opinion and
reports made by Fitch are based on established criteria and methodologies that Fitch is continuously evaluating
and updating. Therefore, ratings and reports are the collective work product of Fitch and no individual, or group
of individuals, is solely responsible for a rating or a report. The rating does not address the risk of loss due to
risks other than credit risk, unless such risk is specifically mentioned. Fitch is not engaged in the offer or sale of
any security. All Fitch reports have shared authorship. Individuals identified in a Fitch report were involved in,
but are not solely responsible for, the opinions stated therein. The individuals are named for contact purposes
only. A report providing a Fitch rating is neither a prospectus nor a substitute for the information assembled,
verified and presented to investors by the issuer and its agents in connection with the sale of the securities.
Ratings may be changed or withdrawn at any time for any reason in the sole discretion of Fitch. Fitch does not
provide investment advice of any sort. Ratings are not a recommendation to buy, sell, or hold any security.
Ratings do not comment on the adequacy of market price, the suitability of any security for a particular investor,
or the tax-exempt nature or taxability of payments made in respect to any security. Fitch receives fees from
issuers, insurers, guarantors, other obligors, and underwriters for rating securities. Such fees generally vary
from US$1,000 to US$750,000 (or the applicable currency equivalent) per issue. In certain cases, Fitch will rate
all or a number of issues issued by a particular issuer, or insured or guaranteed by a particular insurer or
guarantor, for a single annual fee. Such fees are expected to vary from US$10,000 to US$1,500,000 (or the
applicable currency equivalent). The assignment, publication, or dissemination of a rating by Fitch shall not
constitute a consent by Fitch to use its name as an expert in connection with any registration statement filed
under the United States securities laws, the Financial Services and Markets Act of 2000 of the United Kingdom,
or the securities laws of any particular jurisdiction. Due to the relative efficiency of electronic publishing and
distribution, Fitch research may be available to electronic subscribers up to three days earlier than to print
subscribers.
For Australia, New Zealand, Taiwan and South Korea only: Fitch Australia Pty Ltd holds an Australian financial
services license (AFS license no. 337123) which authorizes it to provide credit ratings to wholesale clients only.
Credit ratings information published by Fitch is not intended to be used by persons who are retail clients within
the meaning of the Corporations Act 2001
Fitch Ratings, Inc. is registered with the U.S. Securities and Exchange Commission as a Nationally Recognized
Statistical Rating Organization (the "NRSRO"). While certain of the NRSRO's credit rating subsidiaries are
listed on Item 3 of Form NRSRO and as such are authorized to issue credit ratings on behalf of the NRSRO
(see https://www.fitchratings.com/site/regulatory), other credit rating subsidiaries are not listed on Form NRSRO
(the "non-NRSROs") and therefore credit ratings issued by those subsidiaries are not issued on behalf of the
NRSRO. However, non-NRSRO personnel may participate in determining credit ratings issued by or on behalf
of the NRSRO.
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SOLICITATION STATUS
The ratings above were solicited and assigned or maintained at the request of the rated entity/issuer or a
related third party. Any exceptions follow below.

Endorsement Policy
Fitch's approach to ratings endorsement so that ratings produced outside the EU may be used by regulated
entities within the EU for regulatory purposes, pursuant to the terms of the EU Regulation with respect to credit
rating agencies, can be found on the EU Regulatory Disclosures page. The endorsement status of all
International ratings is provided within the entity summary page for each rated entity and in the transaction
detail pages for all structured finance transactions on the Fitch website. These disclosures are updated on a
daily basis.

Fitch Updates Terms of Use & Privacy Policy
We have updated our Terms of Use and Privacy Policies which cover all of Fitch Group's websites. Learn more.
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