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* Includes one-off upsides. Adj P/E for core est is adjusted for DCF value of FTFs & bonus debentures

Dr Reddy's Labs' 3QFY11 operating results were below our estimates. Key highlights are:

 Dr Reddy's Labs 3QFY11 revenues (including one-off upsides) were up 9.8% at Rs18.98b and reported PAT (including

one-offs) was Rs2.73b. We estimate one-off/low-competition opportunities to have contributed about Rs1.2b to

revenue and Rs348m to PAT. Excluding this, we estimate core sales of Rs17.7b, up 2.4% (against our estimate of

Rs19.1b) and core PAT of Rs2.38b was in line with our estimate.

 Revenues were lower than estimates due to lower growth in branded formulations (8.6% growth against our estimate

of 18%) with the India formulations business growing by 14.2% against our estimate of 21% and branded formulations

exports growing by only 4.4% against our estimate of 15.7%. Revenue growth was adversely impacted by lower

growth in core US generic businesses (19.5% growth against our estimate of 42.4%).

 Reported EBITDA (including one-offs) was up 6.4% at Rs3.04b against our estimate of Rs3.43b. Core EBITDA

(excluding one-offs, EBITDA was estimated at Rs520m) of Rs2.5b, down 12% YoY against our estimate of Rs2.86b

and core EBITDA margins were 14.2% (down 230bp) against our estimate of 15%.

 Reported PAT (including one-offs) of Rs2.73b and core PAT of Rs2.38b were in line with our estimates, boosted by

lower taxes (effective tax rate 5.3% against our estimate of 15%).

Traction in the branded formulations and US businesses and focus on improving profitability will be key growth drivers for

DRL over the next two years. Based on lower-than-expected 3QFY11 core performance (excluding one-offs), we have cut

our core EPS estimates for FY11 and FY12 by 4% each. We estimate core EPS of Rs64.9 for FY11, Rs72.9 for FY12

and Rs84.2 for FY13, adjusting for interest costs of the proposed bonus debentures. Our core estimates exclude the

upsides from patent challenges/low-competition opportunities in the US (current DCF value of Rs47/share for visible

opportunities). The stock trades at 23.9x FY11E, 21.3x FY12E and 18.4x FY13E core earnings. Maintain Buy with a

target price of Rs1,710 (20x FY13E core EPS plus Rs27/share DCF value of bonus debentures).
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Revenues impacted by PSAI, global generics business

Dr Reddy's Labs 3QFY11 revenues (including one-off upsides) were up 9.8% at Rs18.98b
and PAT (including one-offs) was Rs2.73b. We estimate one-off/low-competition
opportunities to have contributed about Rs1.2b to revenue and Rs348m to PAT. Excluding
this, we estimate core sales at Rs17.7b, up 2.4% (against our estimate of Rs19.1b) and
core PAT was Rs2.38b, in line with our estimates.

Revenues were lower than estimates due to lower growth in the branded formulations
business (8.6% growth against our estimate of 18%). The India formulations business
grew by 14.2% against our estimate of 21% and branded formulations exports grew by
only 4.4% against our estimate of 15.7%. Revenue growth was adversely impacted by
lower growth in core US generic businesses (19.5% growth against our estimate of 42.4%).
PSAI business degrew by 4.9% YoY to Rs4.98b.

Sales mix & EBITDA trend (Rs m)
3QFY11 3QFY10 % Chg 2QFY11 % Chg

PSAI  4,979  5,237 -4.9  4,617 7.8

India  622  607 2.5  653 -4.7

International  4,357  4,630 -5.9  3,964 9.9

Branded Formulations  6,701  6,171 8.6  6,885 -2.7

India  3,007  2,632 14.2  3,160 -4.8

International  3,694  3,539 4.4  3,725 -0.8

Generics  6,888  5,551 24.1  6,782 1.6

North America  4,765  2,972 60.3  4,416 7.9

Europe  2,123  2,579 -17.7  2,366 -10.3

Others  417  336 23.9  420 -0.7

Total Revenues  18,985  17,296 9.8  18,704 1.5

Source: Company/MOSL

Core EBITDA of Rs2.5b was below our estimates

Reported EBITDA (including one-offs) was up 6.4% at Rs3.04b against our estimate of
Rs3.43b. Core EBITDA (excluding one-offs EBITDA was estimated at Rs520m) of Rs2.5b
was down 12% YoY against our estimate of Rs2.86b and core EBITDA margins were
14.2% (down 230bp) against our estimate of 15%. The management indicated that
EBITDA was adversely impacted by non-recurring costs of ~US$9m pertaining to Allegra
D-24 litigation costs in the US, a ramp-up in OTC business costs in Russia and costs
related to refinancing of Betapharm loans. We view these expenses as normal business
expenses.

EBITDA margin trend

Source: Company/MOSL
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Adjusted PAT of Rs2.38b in line with our estimates, guidance reiterated

Reported PAT (including one-offs) of Rs2.73b and core PAT of Rs2.38b were in line with
our estimates, boosted by lower taxes (effective tax rate of 5.3% against our estimate of
15%).

The management reiterated its FY11 RoCE guidance of 18-22%, in line with its long-term
goal of achieving RoCE of 25% by FY13 and revenue of about US$3b. It indicated that if
some low-competition launches like generic Arixtra and Allegra D-24 went through in
4QFY11, RoCE may be close to the upper end of guidance, otherwise a base case RoCE
may be lower than 18% (the lower end of the guidance). Our base-case estimate for
FY11 RoCE is 16.4%. FY11 tax rate is expected at 12%.

Status of low competition/patent challenge opportunities in the US

The DRL management has been guiding for the launch of at least one patent challenge/
low-competition product in the US every year over the next few years. DRL has a pipeline
of 12 FTFs targeting an innovator market size of ~US$9b. A combination of scale-up in
existing patent challenge/low-competition products and new opportunities will help the
company to achieve its revenue guidance of US$1b by FY13 in the US.

DRL US portfolio - one-time PAT contribution (Rs m)
Product Launch Status FY10 FY11E FY12E

Omeprazole OTC Launched  64  642  1,051

Generic Imitrex Launched  734  -  -

Generic Arixtra Awaiting US FDA approval  -  -  1,081

Generic Allegra D-24 Launch possible only post favourable  -  -  -

court verdict (expected in Mar-2011)

Generic Lotrel Launched  -  478  -

Generic Prograf Launched  -  487  -

Generic Accolate Launched  -  123  362

Generic Zyprexa Likely launch on 23-Oct-2011  -  -  2,893

Generic Prevacid Launched on 15-Oct-2010  -  245  1,051

Total  798  1,974  6,438

Source: Company/MOSL

Settles Nexium litigation with AstraZeneca: potential one-time PAT upside
of over US$50m in FY15

DRL indicated that it entered into an out-of-court settlement with AstraZeneca over the
Nexium patent litigation. The settlement allows DRL to launch its generic version of this
US$2.8b product on 27 May 2014 in the US. We are positively surprised by this development
since it was widely assumed that Ranbaxy had 180-day exclusivity on this product through
its settlement with AstraZeneca with scheduled launch in May 2014. Ideally DRL should
be allowed in the market after the expiry of Ranbaxy's 180-day exclusivity. A similar
uncertainty had arisen last year when Teva entered into an arrangement with AstraZeneca.
Teva later clarified that it would enter the market after Ranbaxy's exclusivity or in May
2014 if Ranbaxy was unable to get final US FDA approval for generic Nexium. While the
DRL management declined to clarify, we estimate that it can potentially generate one-
time PAT of Rs2.35b in the six months after launch (May-November 2014) if Ranbaxy is
unable to enter the market.
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DRL - generic nexium upside
Year May-2014 (FY15)

Status/Option Normal Generic

Innovator Sales (US$m) 2,800

Sales period (mths) 6

Price discount (%) 60

Potential Mkt for generics 560

No. of players in mkt 3

DRL Mkt Share (%) 20

DRL Sales (US$m) 112

Assumed exchange rate (Rs/US$) 42

DRL Sales (Rs m) 4,704

PAT Margin (%) 50

One-time PAT (Rs m) 2,352

One-time EPS (Rs/sh) 14.0

Source: Company/MOSL

Allegra goes OTC in the US, a negative development

The US FDA has allowed Sanofi to take all forms of Allegra (Fexofenadine HCl) over-
the-counter (OTC) in the US. Sanofi, the innovator for Allegra, indicated it would launch
OTC versions of Allegra in the US in March 2011. DRL is a key player in the Allegra
market and has been selling the normal dosage form of generic Allegra in the US for many
years with annual revenue of US$20m-25m. It also has patent litigations with Sanofi on
Allegra D-24 on which the court is expected to pass verdict in a few months. This is a
near-term low-competition opportunity for DRL with estimated on-time PAT upside of
US$10m-15m in the exclusivity period. Since the innovator plans to take the drug OTC,
DRL will also have to shift these dosages to the OTC segment. While this will not impact
the outcome of the patent litigation, we believe the overall upside to DRL may be reduced.
Generally, it is difficult for generic companies to gain significant market share in the OTC
segment since the consumer is brand conscious.

Plans generic Lipitor launch: may not have large upside

The DRL management indicated that it intended to launch generic Lipitor (Pfizer's US$7b
brand) in the US after the expiry of Ranbaxy's 180-day exclusivity in May 2012. It is in
litigation with Pfizer on this product. We do not expect this to be a big opportunity for DRL
since it expects to enter the market after Ranbaxy's exclusivity, along with other generic
companies. Mylan has an out-of-court settlement with Pfizer for this product but has not
disclosed its launch time line. However, the DRL management indicated that it would not
undertake an "at-risk" launch of the product pending outcome of its patent litigation.

Branded formulations business to sustain double-digit growth

Despite lower-than-expected growth of the branded formulations business in 3QFY11,
we expect DRL to sustain 17-18% revenue CAGR led by:
a) an expanding field force in India and new launches and
b) an expanding presence in the Russian OTC market along with additional growth drivers

like in-licensed products.
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Adequately hedged for a year

DRL has forex hedges of ~US$540m, taken between Rs47-48/US$ which, we believe,
will be adequate for the next four quarters. Its net US dollar exposure for the next one
year is expected at ~US$600m.

Valuation and view

Traction in the branded formulations and US businesses and focus on improving profitability
will be key growth drivers over two years. Based on lower-than-expected 3QFY11 core
performance (excluding one-offs), we have cut our core EPS estimates for FY11 and
FY12 by 4% each. We estimate core EPS of Rs64.9 for FY11, Rs72.9 for FY12 and
Rs84.2 for FY13, adjusting for the interest cost of proposed bonus debentures. Our core
estimates exclude upsides from patent challenges/low-competition opportunities in the US
(current DCF value of Rs47/share for visible opportunities). The stock trades at 23.9x
FY11E, 21.3x FY12E and 18.4x FY13E core earnings. Maintain Buy with a target price
of Rs1,710 (20x FY13E core EPS plus Rs27/share DCF value of bonus debentures).
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Company description

Dr Reddy's is a vertically integrated company with presence
in the pharmaceutical value chain through its core
businesses of global generics, pharmaceutical services and
active ingredients (PSAI), and proprietary products. The
company is developing bio-generics and NCEs. Key focus
markets include India, the US, Europe and Russia.

Key investment arguments

 The company aims to improve profitability over two
years, led by strategic prioritization in generic markets,
contribution from low-competition opportunities in the
US, restructuring of German operations, ramp-up in the
biologics business and double-digit growth in emerging
markets.

 The company's long-term revenue target is US$3b by
FY13 (implied CAGR of 21% over FY09-13) and RoCE
of 25%.

 Revenue and earnings CAGR of 13% and 21%
respectively over FY08-12.

Key investment risks

 The US FDA has, of late, become stringent in evaluating
cGMP compliance and issued warning letters to many
leading Indian players. A slippage could impact Dr
Reddy's US supplies.

 Higher-than-expected currency appreciation could
adversely impact future earnings.

Recent developments

 Launched generic Accolate and Prevacid, which are
low competition opportunities, in the US.

 Favorable results announced in the first phase-III for
NCE Balaglitazone.

Valuation and view

 We expect core EPS CAGR of 25% over FY08-13
(FY09/10 EPS has suffered due to Betapharm write-
offs).

 The stock trades at 23.9x FY11E, 21.3x FY12E and
18.4x FY13E core earnings adjusted for DCF value of
FTFs and the proposed bonus debentures.

Sector view

 Emerging markets and Para-IV upsides remain key sales
and profit drivers in the medium term.

 We are Overweight on companies that have a
differentiated business model for the US.

Comparative valuations
DRL Cipla Ranbaxy

P/E (x) FY11E 23.9 27.4 13.8

FY12E 21.3 21.8 44.1

P/BV (x) FY11E 5.3 4.2 3.1

FY12E 5.2 3.7 2.8

EV/Sales (x) FY11E 3.7 4.5 2.6

FY12E 3.4 3.9 2.9

EV/EBITDA (x) FY11E 22.7 19.6 13.4

FY12E 22.0 16.4 27.2

Shareholding Pattern (%)
Dec-10 Sep-10 Dec-09

Promoter 25.7 25.7 25.8

Domestic Inst 13.1 15.7 18.5

Foreign 48.3 44.6 42.4

Others 13.0 14.0 13.3

Dr. Reddy's Laboratories: an investment profile

Stock performance (1 year)

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

Forecast Forecast (%)

FY11 64.9 66.8 -2.8

FY12 72.9 86.1 -15.3

Target Price and Recommendation
Current Target  Upside Reco.

Price (Rs) Price (Rs)  (%)

1,552 1,710 10.2 Buy
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Financials and Valuation
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