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YEAR NET SALES PAT EPS EPS P/ E P/ B V ROE ROCE EV/ EV/

END (RS M ) (RS  M) (RS) GROWTH (%) ( X ) ( X ) ( %) ( %) SALES EBITDA

03/05A 19,183 200 2.6 -93.1 310.2 2.9 0.9 0.4 2.8 117.2

03/06E 21,622 1,883 24.6 840.7 33.0 2.7 8.2 9.4 2.5 27.6

03/07E 24,817 2,400 31.4 27.4 25.9 2.5 9.6 10.8 2.1 21.6

Equity Shares (m) 76.5

52-Week Range (Rs) 890/613

1,6,12 Rel. Perf. (%) -8/-27/-47

M.Cap. (Rs b) 62.1

M.Cap. (US$ b) 1.4

Dr. Reddy’s Laboratories, along with ICICI Venture and
Citigroup Venture, has formed an integrated drug
development company “Perlecan Pharma”. As per the
conditions of the agreement, Dr. Reddy’s would transfer
four of its NCE assets to Perlecan Pharma for consideration
of equity warrants. This deal would lead to transfer of R&D
cost on these four NCEs from Dr. Reddy’s book to Perlecan
Pharma’s book, where it would be shared by its venture
capital partners.

Highlights of the deal
? Dr. Reddy’s would transfer its four NCE assets,

including right of development and commercialization
to Perlecan Pharma, for which Perlecan Pharma would
issue equity warrants to Dr. Reddy’s. Warrants would
be exercised based on the achievement of certain
development milestones.

? Perlecan Pharma has equity capital commitment of
US$52.5m for funding the clinical development, with
the first tranche of US$26m to be received upfront.
ICICI Venture and Citigroup Venture would contribute
US$22.5m each, whereas Dr. Reddy’s would contribute
US$7.5m towards the equity capital of Perlecan
Pharma.

? Dr. Reddy’s would ultimately hold majority stake in
Perlecan Pharma on exercise of warrants upon
milestones being achieved.

? This deal would lead to transfer of further R&D cost
on these four NCEs from Dr.Reddy’s book to Perlecan
Pharma’s book, where it would be shared by its venture
capital partners.

Although this deal would result in saving of R&D cost on
these molecules, we expect this saving of R&D cost to be
ploughed back into discovery-based research. We would
review our estimates post 2QFY06 results. At EV/Sales of
2.5x FY06E and 2.1x FY07E, we maintain Buy.

An attractive deal for Dr. Reddy’s – mitigates risk
without curtailing focus on NCE research
We believe the deal is positive for Dr. Reddy’s, as it not
only validates the company’s R&D capabilities in discovery-
based research, but is also a clear sign of the management’s
intent to strike a balance between near-term profitability
and longer-term growth aspirations. It allows the company
to pursue its NCE research without putting undue pressure
on costs. Dr. Reddy’s R&D spend on these four products
was approximately US$5m in FY05. However, R&D cost
on these NCEs would have escalated as they would have
progressed to the next level. The deal envisages additional
R&D spends on these molecules at US$52.5m over the
next couple of years, which would have put enormous
pressure on Dr. Reddy’s margins. This allows Dr. Reddy’s
to plough back savings from this deal to pursue its NCE
research program.
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DRL transfers development and commercial rights for
4 NCEs:

- DRF 10945: Metabolic disorder
- RUS 3108: Cardiovascular
- DRF 11605: Metabolic disorder
- DRF 16536: Metabolic disorder

Valued at
US$200m by
independent

valuers

 
Perlecan would issue warrants to DRL,
exercisable on certain development
milestones over next three years in two
stages

Perlecan Pharma
Committed capital: US$52.5m
1st Tranche (upfront): US$26.25m
2nd Tranche (by end of 1st year): US$26.25m

DRL
Initial stake: 14.3%
Eventual stake*: 77.5%

ICICI Venture
Initial stake: 42.9%
Eventual stake*: 11.25%

Cititgroup Venture
Initial stake: 42.9%
Eventual stake*: 11.25%

* On conversion of all warrants; Assuming value of NCE assets at US$200m

Deal structure – accelerates progress of NCEs
As per the terms of the deal, a new SPV named Perlecan
Pharma would be formed with capital commitment of
US$52.5m from its promoters viz Dr. Reddy’s (US$7.5m),
ICICI Venture (US$22.5m) and Citigroup Venture
(US$22.5m). Initially, promoters would infuse the first
tranche of US$26m. Dr. Reddy would transfer its four NCE
molecules, including right to develop and commercialize, to
Perlecan Pharma, for consideration of equity warrants
exercisable on achievement of certain milestones within the
next three years in two stages.

Perlecan Pharma would be managed by an independent
seven-member board comprising of three members from
Dr. Reddy’s, one each from ICICI Venture and Citigroup
Venture and two independent members. Perlecan Pharma
would be focused on advancing these NCEs to Phase II
and thereafter seek out-licensing, co-development or joint
commercialization opportunities. It would build on its initial
pipeline through a combination of in-licensing and alliancing
opportunities. It would also have the first right of refusal on
the future pipeline of Dr. Reddy’s at fair market value. On
the other hand, Dr. Reddy’s will be offered commercial rights

DR.REDDY’S NCE DEAL: UNLOCKS THE VALUE OF THE PIPELINE AND REDUCES THE RISK

to India, Russia, China and other countries in the
Commonwealth of Independent states at fair market value
for all NCE assets of Perlecan Pharma.

Recommendation and view
Dr. Reddy’s has significant leverage on the cost front which
would play out as the company scouts for alliances in its
generics and new drug discovery efforts. The recent deal
(generic research deal with ICICI Venture and NCE
research deal with Perlecan Pharma) sends out a clear
signal on the management’s intent and ability to do so.
Further, we believe that the worst is behind Dr. Reddy’s.
The company has modified its business model to incorporate
more plain vanilla generics and partnerships. This will help
tide over the problems of anemic revenue growth and
margin deterioration that ails the company. Besides, its
impressive pipeline of patent challenges provides an
invaluable asset and creates option value. Efforts to correct
its bloated cost structure would provide relief to near-term
profitability as well. Dr. Reddy’s trades at an EV/Sales of
2.5x FY06E and 2.1x FY07E – we believe this factors in
the worst, providing an excellent risk-reward equation.
We re-iterate Buy with a target price of Rs1,065.

Source: Company/Motilal Oswal Securities
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Company description
Dr. Reddy’s is one of the largest domestic pharma
companies in India with a strong focus on the global generics
opportunity and basic drug discovery. The company has
been going through a lean patch on account of an adverse
shift in product mix and a rapidly rising cost structure –
fallouts of the company’s strategy for the US markets. Of
late, however, it has been taking steps to balance shortterm
profitability with longer-term growth goals.

Key investment arguments
? Efforts to step up the number of non-Para-IV filings

and focus on partnerships in overseas markets would
help build critical scale over two years

? Significant leverage to reduce costs – especially on the
R&D and SG&A fronts

? Very aggressive on basic research – building intellectual
property for long-term growth

Key investment risks
? Lags behind sector leader Ranbaxy in terms of global

footprint and underlying product basket
? Lack of any major revenue driver in the near term
? Problems in the US business likely to hamper strategy

for the high potential European markets

Recent developments
? Launched a novel immune booster for children, in

collaboration with Symbiotics of New Zealand
? Launched ‘Shadowz' a unique high SPF protection

sunscreen

Valuation and view
? EV/Sales of 2.5x FY06E and 2.1x FY07E – among the

cheapest in the sector
? Stock price factors in the worst, offers excellent 'option

value' at current levles
? Reiterate Buy with price target of Rs1,065

Sector view
? Regulated markets would remain the key sales and profit

drivers in the medium term. Europe is expected to
emerge as the next growth driver

? FY05 and FY06 to be years of consolidation in terms
of profitability

? We are Overweight on companies that are towards the
end of the investment phase

COMPARATIVE VALUATIONS
DRL CIPLA RANBAXY

P/E(x) FY06E 33.0 22.5 31.0
FY07E 25.9 19.9 24.1

P/BV(x) FY06E 2.7 5.8 6.7
FY07E 2.5 4.8 5.8

EV/Sales(x) FY06E 2.5 4.0 3.4
FY07E 2.1 3.4 2.9

EV/EBITDA(x) FY06E 27.6 17.4 21.2
FY07E 21.6 15.1 16.6

SHAREHOLDING PATTERN (%)
JUN.05 MAR.05 JUN.04

Promoters 26.3 26.3 25.8

Domestic Institutions 13.6 13.3 11.6

FIIs/FDIs 45.5 45.0 47.9

Others 14.6 15.4 14.8

Dr. Reddy's Laboratories: an investment profile

STOCK PERFORMANCE (1 YEAR)

EPS: INQUIRE FORECAST VS CONSENSUS (RS)
INQUIRE CONSENSUS VARIATION

FORECAST FORECAST (%)
FY06 24.6 25.0 -1.6
FY07 31.4 30.0 4.7

TARGET PRICE AND RECOMMENDATION
CURRENT TARGET  UPSIDE RECO.
PRICE (RS) PRICE (RS)  (%)

812 1,065 31.2 Buy
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INCOM E STATEM ENT (Rs Mi l l ion)

Y / E  M A R C H 2 0 0 3       2 0 0 4       2 0 0 5      2 0 0 6 E      2007E

International Sales 12,018 13,237 12,851 14,199 16,832

Domestic Sales (Net) 6,052 6,844 6,332 7,423 7,986

Net Sales 18,070 20,081 19,183 21,622 24,817

    Change (%) 9.5 11.1 -4.5 12.7 14.8

Total Expenditure 14,363 17,516 18,722 19,672 22,372

Operating Income (Pre-amortisation & Forex)3,707 2,565 461 1,950 2,445

    Change (%) -28.9 -30.8 -82.0 322.8 25.4

    M argin (%) 20.5 12.8 2.4 9.0 9.9

Amortisation 419 382 350 318 286

EBIT 3,288 2,183 111 1,632 2,159

Other Income - Rec. (incl Forex Gains/Losses)521 828 -15 584 625

PBT & EO Expense 3,809 2,967 96 2,216 2,784

    Change (%) -23.2 -22.1 -96.8 2,203.2 25.7

Extra Ordinary Expense 0 385 -11 0 0

PBT after EO Expense 3,809 2,582 107 2,216 2,784

Tax 398 69 -94 332 384

    Tax Rate (%) 10.4 2.7 -88.0 15.0 13.8

M inority Interest 7 -3 -10 0 0

Reported PAT 3,404 2,516 211 1,883 2,400

Adjusted Net  Prof i t 3,404 2,891 200 1,883 2,400

    Change (%) -29.0 -15.1 -93.1 840.7 27.4

    M argin (%) 18.8 14.4 1.0 8.7 9.7

BALANCE SHEET (Rs Mi l l ion)

Y / E  M A R C H 2 0 0 3 2 0 0 4 2005E 2 0 0 6 E 2007E

Equity Share Capital 383 383 383 383 383

Reserves 18,449 20,657 20,761 22,492 24,700

Net Worth 18,832 21,039 21,144 22,874 25,083

Loans 168 154 125 75 0

Deferred Liabilities/Tax 822 708 708 708 708

Capital Employed 19,822 21,901 21,977 23,657 25,791

Gross Block 4,874 6,421 7,621 8,721 9,621

Net Fixed Assets 4,874 6,421 7,621 8,721 9,621

Investments 223 1,864 1,900 1,900 1,900

Goodwill/Intangible Assets 2,868 2,666 2,478 2,303 2,141

Curr. Assets 14,960 15,517 14,266 15,565 17,675

Inventory 2,781 3,032 2,877 3,243 3,723

Account Receivables 3,643 3,753 3,549 4,000 4,591

Cash and Bank Balance 7,300 7,020 6,257 6,538 7,314

Others 1,236 1,713 1,583 1,784 2,047

Curr. Liability & Prov. 3,103 4,566 4,287 4,832 5,547

Account Payables 2,750 4,093 3,837 4,324 4,963

Other Current Liabilities 354 473 451 508 583

Net Current Assets 11,857 10,951 9,978 10,733 12,129

Appl. of Funds 19,822 21,901 21,977 23,657 25,791

E: M OSt Estimates * As per US GAAP

RATIOS

Y / E  M A R C H 2 0 0 3 2 0 0 4 2 0 0 5 E 2 0 0 6 E 2 0 0 7 E

Basic (Rs)
E P S 44.5 37.8 2.6 24.6 31.4

Cash EPS 50.1 42.7 7.1 28.8 35.1

BV/Share 246.1 275.0 276.3 298.9 327.8

DPS 5.0 5.0 1.3 2.0 2.5

Payout (%) 12.7 14.6 52.8 9.0 8.8

Valuation (x)

P/E 21.5 310.2 33.0 25.9

PEG (x) -1.4 -3.3 0.0 0.9

Cash P/E 19.0 115.0 28.2 23.1

P/BV 3.0 2.9 2.7 2.5

EV/Sales 2.7 2.8 2.5 2.1

EV/EBITDA 20.8 117.2 27.6 21.6

Dividend Yield (%) 0.6 0.2 0.2 0.3

Return Rat ios (%)
RoE 18.1 13.7 0.9 8.2 9.6
RoCE 19.2 13.7 0.4 9.4 10.8

Working Capital Ratios

Asset Turnover (x) 0.9 0.9 0.9 0.9 1.0

Debtor (Days) 74 68 68 68 68

Inventory (Days) 56 55 55 55 55

Working Capital (Days) 92 71 71 71 71

Leverage Ratio

Current Ratio (x) 4.8 3.4 3.3 3.2 3.2

Debt/Equity (x) 0.0 0.0 0.0 0.0 0.0

CASH FLOW STATEMENT (Rs Mi l l ion)

Y / E  M A R C H 2 0 0 3 2 0 0 4 2 0 0 5 E 2 0 0 6 E 2 0 0 7 E

Oper. Profit/(Loss) before Tax 3,707 2,565 461 1,950 2,445

Interest/Dividends Recd. 521 828 -15 584 625

Direct Taxes Paid -398 -69 94 -332 -384

(Inc)/Dec in WC -372 625 210 -473 -620

CF from Operat ions 3,458 3,949 750 1,728 2,066

EO Expense 0 385 -11 0 0

CF from Operating incl EO Expense3,458 3,564 761 1,728 2,066

(inc)/dec in FA -1,516 -2,416 -1,550 -1,418 -1,186

(Pur)/Sale of Investments 104 -1,641 -36 0 0

CF from Investments - 1,412 -4,057 - 1,586 -1,418 - 1,186

Issue of Shares 0 5 0 0 0

(Inc)/Dec in Debt -35 -13 -29 -50 -75
Other Items 345 652 525 127 140
Dividend Paid -191 -432 -423 -106 -169
CF from Fin.  Act ivi ty 119 212 73 -29 - 104

Inc/Dec of  Cash 2,165 -280 -763 282 776
Add: Beginning Balance 5,135 7,300 7,020 6,257 6,538
Closing Balance 7,300 7,020 6,257 6,538 7,314
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N O T E S
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This report is for the personal information of the authorized recipient and does not construe to be any investment, legal or taxation advice to you. Motilal Oswal
Securities Limited (hereinafter referred as MOSt) is not soliciting any action based upon it. This report is not for public distribution and has been furnished to you solely
for your information and should not be reproduced or redistributed to any other person in any form.

The report is based upon information that we consider reliable, but we do not represent that it is accurate or complete, and it should not be relied upon such. MOSt or
any of its affiliates or employees shall not be in any way responsible for any loss or damage that may arise to any person from any inadvertent error in the
information contained in this report. MOSt or any of its affiliates or employees do not provide, at any time, any express or implied warranty of any kind, regarding
any matter pertaining to this report, including without limitation the implied warranties of merchantability, fitness for a particular purpose, and non-infringement. The
recipients of this report should rely on their own investigations.

MOSt and/or its affiliates and/or employees may have interests/ positions, financial or otherwise in the securities mentioned in this report. To enhance transparency,
MOSt has incorporated a Disclosure of Interest Statement in this document. This should, however, not be treated as endorsement of the views expressed in the report.

Disclosure of Interest Statement Dr. Reddy's Laboratories
1. Analyst ownership of the stock No
2. Group/Directors ownership of the stock No
3. Broking relationship with company covered No

MOSt is not engaged in providing investment-banking services.

This information is subject to change without any prior notice. MOSt reserves the right to make modifications and alternations to this statement as may be required
from time to time. Nevertheless, MOSt is committed to providing independent and transparent recommendations to its clients, and would be happy to provide
information in response to specific client queries.

For more copies or other information, contact
Institutional:  Navin Agarwal.   Retail:  Manish Shah, Mihir Kothari

Phone: (91-22) 56575200 Fax: (91-22) 22885038. E-mail: inquire@motilaloswal.com


