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Biocon's 3QFY11 performance was above our estimates. Key highlights:

 Revenues grew by 14.6%YoY to Rs7.28b (v/s estimate of Rs7.37b) while PAT grew by 24%YoY to Rs1b (v/s

estimate of Rs908m).

 Topline growth was led by 22% YoY growth in Biopharma revenues to Rs3.5b on the back of higher supplies of

Tacrolimus and Atorvastatin coupled with sustained traction in the domestic formulations business. Licensing income

at Rs768m (up 3.4x YoY) also boosted topline growth.

 EBITDA grew 33%YoY to Rs1.68b (v/s estimate Rs1.49b) while EBITDA margins expanded by 300bpYoY to 23%

primarily due to higher licensing income.

 PAT was above our estimates at Rs1b (v/s estimate Rs908m) mainly due to higher licensing income.

Key growth drivers for FY11/12 will be: (1) Traction in the company's Insulin initiative and Pfizer contract in emerging

markets, (2) Ramp-up in contract research business, and (3) Incremental contribution from immuno-suppressants API

supplies. We have cut our EPS estimates for FY12E by 5% to take into account the price decline for Axicorp products

and the higher tax outgo in FY12 (20% effective tax rate vs 14.5% for FY11E). Option values for future include separate

listing of Syngene and a potential out-licensing of the oral insulin NCE. We estimate EPS of Rs17.3 for FY11 (up

22.3%), Rs19.5 (up 12.6%) for FY12 and Rs21.6 for FY13 (up 10.8%) leading to 15% EPS CAGR for FY10-13. The

stock is currently valued at 21.4x FY11E, 19x FY12E and 17.1x FY13E earnings. Adjusted for DCF value of Rs49/share

for the Pfizer deal, the stock is valued at 18.6x FY11E, 16.5x FY12E and 15x FY13E EPS. Maintain Buy with target

price of Rs440 (18x FY13E EPS + Rs49/sh DCF value of Pfizer deal).
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Revenue growth led by Biopharma revenues while licensing income boosts
PAT

Topline growth was led by 22% YoY growth in Biopharma revenues to Rs3.5b on the
back of higher supplies of Tacrolimus and Atorvastatin coupled with sustained traction in
the domestic formulations business. Axicorp (Germany) reported 15.6% YoY de-growth
in sales led by the 16% government mandated discounts for all companies operating in the
non-tender market. This is part of the local government's efforts to bring down overall
healthcare costs in Germany.

Licensing income at Rs768m grew 3.4x YoY led by booking of licensing income from the
recently signed deal with Pfizer. Biocon has also booked a one-time licensing income
related to the capitalization of Rs350m Insulin clinical trial expenses. It has now booked
these expenses in the P&L and has also booked the corresponding licensing income in
revenues. While management has declined to give a break-up of the licensing income, we
believe that licensing income attributable to Pfizer is likely to have been ~Rs530m (including
the one-time licensing income) and that attributable to Mylan partnership at ~Rs230m.

Sales mix (Rs m)
3QFY11 3QFY10 % YoY 2QFY11 % QoQ

Bio-Pharma 3,541 2,895 22.3 3,138 12.8

% of sales 48.6 45.6 46.2

Axicorp 2,184 2,587 -15.6 2,639 -17.3

% of sales 30.0 40.7 38.9

Contract Research 788 694 13.5 780 1.0

% of sales 10.8 10.9 11.5

Licensing Income 768 175 338.9 230 233.9

% of sales 10.5 2.8 3.4

Total 7,281 6,351 14.6 6,788 7.3

Source: Company/MOSL

EBITDA at Rs1.68b was above estimates led partly by higher licensing
income

EBITDA grew 33%YoY to Rs1.68b (vs estimate Rs1.49b) while EBITDA margins
expanded by 300bpYoY to 23% primarily due to higher licensing income. While Biocon
will be booking corresponding costs related to licensing income, we believe that the EBITDA
Margins on such licensing income is likely to be higher than the company average EBITDA
Margins.

EBITDA Margin Trend

Source: Company/MOSL
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PAT grew 24%YoY led by higher licensing income

Biocon's 3QFY11 PAT grew by 24% to Rs1b and was higher than our estimates of Rs908m.
The outperformance was primarily led by licensing income.

Pfizer deal - Offers good long-term value

Biocon recently entered into strategic agreement with Pfizer for global commercialization
of Biocon's biosimilar versions of Insulin and Insulin analog products viz., Recombinant
Human Insulin, Glargine, Aspart and Lispro.

As a part of the deal, Pfizer will make an upfront payment of US$100m to Biocon with
additional development and regulatory milestone payment of up to US$150m spread over
next few years. Biocon will also be eligible for additional US$100m milestone payment
(currently maintained in an escrow account by Pfizer) which will accrue in phases to
Biocon depending on the progress on setting up the new US$160m Insulin facility in
Malaysia.

The money received by Biocon will be utilized for development and registration of these
products in various markets and expansion of existing manufacturing facilities. Biocon will
recognize this income in P&L account over the period of 4-5 years.

Further, Biocon will receive income linked to Pfizer's sales of these products across global
markets. We note that under this agreement, Biocon will remain responsible for the clinical
development, manufacture and supply of these biosimilar Insulin products, as well as for
regulatory activities to secure approval for these products in various geographies.

The alliance is targeting the US$14b Insulin opportunity. By 2015, a number of insulin
analogues are expected to lose patent thereby offering a large opportunity for biosimilar
products. Post patent expiry, the market size is likely to reduce due to entry of generics.

Biocon expects revenues from emerging markets under this agreement to start in near
future with Biocon having approval for Recombinant Human Insulin in 27 countries.
However, the entry in Europe and US market is a few years away as the products will be
launched post patent expiry in these markets. Both the companies expect an approval for
Recombinant Human Insulin in Europe by 2013 followed by US approval in 2015-16.
Approval for Recombinant Human Insulin will be followed by approval for Glargine, Lispro
and Aspart.

We believe that the large upside for both companies will come from product launches in
regulated markets which constitute ~80% of the overall market size. Given the branded
nature of the biosimilars in regulated markets, Pfizer with its strong marketing prowess,
will be able to leverage this opportunity better. We estimate DCF value of Rs49/sh from
this deal for Biocon.
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Oral Insulin NCE - Remains an option value

Biocon recently announced part of Phase-III clinical trial data for its oral Insulin NCE
program indicating that the NCE did not meet the primary end-point (i.e. lowering HbA1c
levels) due to high placebo effect but showed good results for the secondary end-point
with good efficacy for lowering post prandial glucose levels.

While this raises some uncertainty, Biocon management has indicated that it is confident
of developing this NCE and is planning to out-license it to a partner in the next 6 months.

We note that in the past many attempts by innovator companies to commercialize alternative
insulin delivery methods have failed. So the risk to this project remains high in our opinion.

However, a successful out-licensing of this NCE has the potential to generate significant
option value for Biocon as the oral delivery of Insulin will bring in significant convenience
for diabetes patients over the current injectable form of delivery.

Contract Research (CR) - Changing focus may lead to temporary decline in
profitability

Growth for Biocon's CR business has moderated for the past few quarters despite the
ramp-up in the BMS contract. While the reasons for this are not clear, it may imply
increased competitive pressures.

Biocon management has indicated that it is now attempting to change its CR focus to
deliver value-added Integrated Drug Development services as compared to the existing
FTE-based services.

While this is a long-term positive, we believe that in the short-term this may lead to a
temporary decline in profitability of the CR business as the company will have to invest in
resources/capabilities for the changed priorities of the business.

The BMS contract is also operating at ~70-80% of its full potential and hence we do not
expect a major ramp-up in revenues from this contract. We expect Biocon's CR business
to record 14% revenue CAGR for FY10-12. Management has reiterated its plans to
unlock value through a separate listing of its CR subsidiary (expected over the next 18
months).

Biogenerics initiative - Has partnered entire product pipeline

Biocon has successfully partnered-out its entire biogeneric pipeline with the Pfizer tie-up
for Insulins coupled with its previous tie-up with Mylan for other biogenerics.

These tie-ups ensure that the development and clinical trial costs get reimbursed/shared
with the partner. The partners also contribute to the capex required for these opportunities.
We view this as a long-term positive since it allows Biocon to participate in the biogeneric
opportunity without significantly depressing its profitability (in turn Biocon will have to
share part of the upsides with the partner).
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R&D Expenses to increase significantly; Pfizer licensing income will help

We believe that Biocon's R&D expenses are likely to increase significantly on account of
ramp-up in Biogenerics development and additional costs for conducting clinical trials for
oral insulin NCE. These would be compensated by steady accrual of licensing income
from Pfizer over the next 4-5 years while 4QFY11 will be last quarter of accrual of Mylan
licensing income. R&D cost for FY10 grew 31%YoY to Rs784m and we expect it to
increase by 60% to Rs1.25b in FY11E.

Valuation and view

Key growth drivers for FY11/12 will be: 1) Traction in the company's Insulin initiative and
Pfizer contract in emerging markets, 2) Ramp-up in contract research business, and 3)
Incremental contribution from immuno-suppressants API supplies.

We have cut our EPS estimates for FY12E by 5% to take into account the price decline
for Axicorp products and the higher tax outgo in FY12 (20% effective tax rate vs 14.5%
for FY11E). Option values for future include separate listing of Syngene and a potential
out-licensing of the oral insulin NCE.

We estimate EPS of Rs17.3 for FY11 (up 22.3%), Rs19.5 (up 12.6%) for FY12 and
Rs21.6 for FY13 (up 10.8%) leading to 15% EPS CAGR for FY10-13. The stock is
currently valued at 21.4x FY11E, 19x FY12E and 17.1x FY13E earnings. Adjusted for
DCF value of Rs49/share for the Pfizer deal, the stock is valued at 18.6x FY11E, 16.5x
FY12E and 15x FY13E EPS. Maintain Buy with target price of Rs440 (18x FY13E EPS
+ Rs49/sh DCF value of Pfizer deal).
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Comparative valuations
Biocon Cipla DRL

P/E(x) FY11E 21.4 27.4 24.6

FY12E 19.0 21.8 21.9

P/BV(x) FY11E 3.7 4.2 24.3

FY12E 3.2 3.7 21.6

EV/Sales(x) FY11E 2.7 4.5 16.5

FY12E 2.4 3.9 19.4

EV/EBITDA(x) FY11E 12.6 19.6 3.9

FY12E 11.1 16.4 3.5

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

Promoter 60.9 60.9 60.9

Domestic Inst 11.5 12.0 12.0

Foreign 8.0 6.0 5.2

Others 19.6 21.1 22.0

Biocon: an investment profile

Stock performance (1 year)

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

Forecast Forecast (%)

FY11 17.3 18.6 -6.8

FY12 19.5 22.0 -11.3

Target Price and Recommendation
Current Target  Upside Reco.

Price (Rs) Price (Rs)  (%)

367 440 19.9 Buy

Recent developments

 Biocon has entered into strategic agreement with Pfizer
for global commercialization of Biocon's biosimilar
versions of insulin and insulin analogues.

Valuation and view

 Traction in the company's Insulin initiative and domestic
formulation business coupled with incremental
contribution from immuno-suppressants and ramp-up
in contract research business would be key growth
drives for FY11E.

 Biocon is valued at 21.4x FY11E, 19x FY12E and 17.1x
FY13E earnings. Adjusted for DCF value of Rs49/share
for the Pfizer deal, the stock is valued at 18.6x FY11E,
16.5x FY12E and 15x FY13E EPS. Maintain Buy with
target price of Rs440 (18x FY13E EPS + Rs49/sh DCF
value of Pfizer deal).

Sector view

 USA and emerging markets to remain the key sales
and profit drivers in the medium term. Japan to emerge
as the next growth driver, particularly for companies
with a direct marketing presence.

 We are overweight on companies that are towards the
end of the investment phase, with benefits expected to
start coming in from the next fiscal.

Company description

Biocon is an integrated biotechnology company
encompassing all the three critical stages of drug
development - drug discovery, development and
manufacturing, and commercialization of
biopharmaceuticals. With over 25 years of expertise in
fermentation technology, the company has built a strong
presence in lucrative high-growth segments like statins,
immuno-suppressants and anti-diabetes.

Key investment arguments

 Biocon is well placed to take advantage of emerging
opportunities in the Biopharmaceutical space backed
by established capabilities along the drug value chain.

 Biogenerics in emerging markets followed by regulated
markets and contract research will be a key growth
driver for the company in the short-to-medium term

 Biogenerics supplies to regulated markets through
partners will be the key long-term growth driver

 Potential out-licensing of oral insulin NCE and listing
of Syngene offers option value

Key investment risks

 Significant capex, investments to fund future initiatives
and higher R&D costs may temper down earnings
growth in the short-term.
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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
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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
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