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FY10 Annual Report Analysis
Inventory rationalization ends; Expect good growth across business segments

Divi's annual report for FY10 reinforces that inventory rationalization at the customers'

end is more-or-less completed and that the company is likely to see good growth

across business segments.

MD&A highlights

 Innovators are increasing their dependence on cost-efficient sources: The

major factors causing sluggish growth in the global pharmaceuticals sector are

patent expiration, slowdown in innovative product launches and hurdles imposed

by players on market access and acceptance. In response to these factors,

large pharma MNCs are pursuing M&A and are planning to expand presence in

emerging markets, thereby increasing their dependence on cost-efficient sources

for APIs.

 Inventory rationalization is more-or-less over: Divi's now visualizes that

inventory rationalization is more or less completed by its customers and expects

normalization of business across its markets, going forward.

Income statement and balance sheet highlights

 Though revenue and PAT declined 20% and 18%, respectively in FY10, Divi's

reported highest ever cash flow from operations at Rs4.1b and highest ever free

cash flow of Rs3.6b in its history.

 It spent very little on capex in FY10. The total capex for FY10 was Rs557m,

towards enhancing production capacities.

 Cash and liquid investments increased by Rs2.7b to Rs4.6b in FY10. However,

working capital cycle deteriorated from 167 days in FY09 to 204 days in FY10.

We continue to be positive on the prospects of pharma outsourcing from India, given

the unique combination of low costs and chemistry skills that India offers. We expect

Divi's to be a key beneficiary of the increased pharmaceutical outsourcing from India,

given its strong relationships with global innovator companies. We estimate 25%

topline CAGR over FY10-12, led mainly by a recovery in the CRAMS business (24%

revenue CAGR) and 14% CAGR for the generic API business. Carotenoid supplies

are likely to grow at 123% CAGR, though on a low base. EPS CAGR for FY10-12 will

be 22% and lower than topline CAGR due to the expected increase in the tax rate for

FY12. Based on our revised estimates, the stock trades at 24.4x FY11E and 19.6x

FY12E earnings. Maintain Buy with a target price of Rs838.
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DECLINE IN NCE APPROVALS & FALLING R&D PRODUCTIVITY

Divi's annual report focuses

primarily on the factors

driving its growth in the

coming years

The management attributes

the muted growth

expectation for the global

pharmaceuticals industry to

three major factors

Divi's annual report focuses primarily on the factors driving its growth in the coming
years. The management reiterated its positive stance on the overall CRAMS opportunity
for companies like Divi's. It also indicated that inventory de-stocking at customers' end is
almost over and that the company should see good growth in coming years. Further, the
management talked about venturing into new areas.

Innovators are increasing their dependence on cost-efficient sources

The management attributed the muted growth rate expected by IMS for the global
pharmaceuticals industry to three major factors: (1) Large Patent Expiries in regulated
markets, (2) Decline in NCE approvals & falling R&D productivity and (3) Hurdles imposed
by payers on market access and acceptance.

PATENT EXPIRIES IN REGULATED MARKETS TILL FY13 (US$96 B)

The growth strategies

adopted by the pharma

MNCs necessitate higher

dependence on cost-efficient

sources for active

ingredients

Source: Company/MOSL

The management believes that the pharmaceuticals industry is not recession-proof but it is
insulated to a greater extent than other industries, where spending is discretionary. In
response to the above mentioned situations, large innovator companies have started adopting
strategies like M&A, OTC growth, consumer product launches, and focus on emerging
markets. These factors are increasing the dependence of large pharma MNCs on cost
efficient sources for active ingredients.
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Inventory rationalization is more or less over

Performance of the company and the CRAMS sector in general was adversely impacted
by inventory de-stocking by innovator companies across supply chains, covering their
plants, warehouses, distributors, stockists, and suppliers due to global economic slowdown.

Divi's has now indicated that inventory rationalization is more-or-less completed and it
expects normalization of business across markets and better growth for itself in the coming
years. We are projecting 25% revenue growth for the company in FY11.

REVENUE MIX

Divi's performance was

adversely impacted by

inventory de-stocking at the

customers' end

The company has now

indicated that inventory

rationalization is more-or-

less completed

Source: Company/MOSL

Rs2b investment in new facilities

The company is in the process of setting up of a new unit in its existing pharma SEZ to tap
new opportunities. It visualizes existing capacities nearing full utilization towards the end
of the next financial year. The unit is likely to be completed by the end of 2011. The new
opportunities are in the Hi-Potency and Steroids segments. Though Divi's has not disclosed
the details of these opportunities, given its track record, we believe that the management
is likely to have clear visibility of demand in these segments.

Focus remains on few products and regulated markets

The top product contributed 18% to total revenues, while the top-5 products contributed
~55% to total revenues in FY10. Some of these products command dominating market
share globally. Divi's focuses on launching few products but gaining significant market
share in the launched products. It derived 76% of sales from the regulated markets of US
and Europe in FY10, down from 82% in FY09.

To tap new opportunities,

Divi's is setting up of a new
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SEZ
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focus on launching few
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Income statement and balance sheet highlights

 Divi's revenue for FY10 declined 20% to Rs9.4b due to inventory de-stocking undertaken
by its customers. API revenues declined 24% to Rs4.6b while CRAMS revenues
declined 20% YoY to Rs4.4b. However, Nutraceutical segment revenues almost
doubled to Rs358m, albeit on a low base.

 Though gross margin improved 60bp to 52.1%, EBITDA margin declined 90bp to
43% on account of operating deleverage.

 PAT declined 18% to Rs3.4b, reflecting the overall slowdown in revenues.
 Though Divi's revenue and PAT declined 20% and 18%, respectively in FY10, the

company reported highest-ever cash flows from operations at Rs4.1b and highest-
ever free cash flow of Rs3.6b in its history.

 The company spent very little on capex in FY10. The total capex for FY10 stood at
Rs557m, towards enhancing production capacities.

 Cash and liquid investments increased by Rs2.7b to Rs4.6b during the year.
 Working capital cycle deteriorated from 167 days in FY09 to 204 days in FY10.

Inventory increased from 130 days in FY09 to 193 days in FY10, due to lean inventory
management by customers.

Management guides revenue growth of 25-30% for FY11

Divi's management guided that customer inventory de-stocking has ended and CRAMS
outsourcing has resumed. We note that there has been no major adverse impact on the
demand for pharmaceutical products due to global economic slowdown. The long-term
prospects for outsourcing are strong.

FY11 GUIDANCE

PARAMETER GUIDANCE REMARKS

Topline (Rs b) 12 Recovery in CRAMS business and ramp-up in Neutraceuticals

coupled with new API launches to drive top-line growth. We

estimate FY11E top-line growth of 24.6% at Rs11.7b.

EBITDA Margins (%) 43 Management has guided sustaining EBITDA margins at FY10

levels of 43%. We estimate 41.5% margins

Capex (Rs b) 2 Resumption of capex implies up-tick in customer sourcing

Source: Company/MOSL

Valuation and view

We continue to be positive on the prospects of pharma outsourcing from India, given the
unique combination of low costs and chemistry skills that India offers. We expect Divi's to
be a key beneficiary of the increased pharmaceutical outsourcing from India, given its
strong relationships with global innovator companies. We estimate 25% topline CAGR
over FY10-12, led mainly by a recovery in the CRAMS business (24% revenue CAGR)
and 14% CAGR for the generic API business. Carotenoid supplies are likely to grow at
123% CAGR, though on a low base. EPS CAGR for FY10-12 will be 22% and lower than
topline CAGR due to the expected increase in the tax rate for FY12. Based on our revised
estimates, the stock trades at 24.4x FY11E and 19.6x FY12E earnings. Maintain Buy
with a target price of Rs838.

Though revenue and PAT

declined 20% and 18%,

respectively in FY10, Divi's

reported highest ever cash

flow from operations at

Rs4.1b and highest ever free

cash flow of Rs3.6b in its

history

We remain positive on the

prospects of pharma

outsourcing from India;

maintain our Buy rating

on Divi's
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Financials and Valuation
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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 Divi's Laboratories
1. Analyst ownership of the stock No
2. Group/Directors ownership of the stock No
3. Broking relationship with company covered No
4. Investment Banking relationship with company covered No

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.
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