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Media talking of a potential deal with GSK  

Economic Times reported in its Mumbai edition on Friday that GlaxoSmithKline (GSK) is in talks to 
pick up a 5% stake in DRRD to strengthen its association after signing a marketing alliance four 
months ago. 

We think it may not be a straight equity share acquisition deal  

We think that a deal with DRRD, if any, may be similar to the Aspen deal that GSK has concluded. 
DRRD could be interested in several GSK assets such as products in Indian/global markets, 
manufacturing facility that may come with a guaranteed outsourcing contract.  

DRRD already has a deal with GSK for emerging markets excluding India  

DRRD has entered into a partnership with GlaxoSmithKline plc (GSK) to develop and market 
products across emerging markets outside India. GSK will gain access to DRRD current portfolio 
and future pipeline of more than 100 branded pharmaceuticals in therapeutic segments such as 
cardiovascular, diabetes, oncology, gastroenterology and pain management. 

Ratings, price target and estimates unchanged  

DRRD is now near our target price but we continue with our BUY rating. This rating is relative 
rating to the Sensex.  
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Pharmaceuticals 

Innovator deal in the offing? DRRD shares have gained in the past couple of weeks 
following media speculation about a potential deal with an innovator company. We are 
unlikely to see a deal similar to the Daiichi-Ranbaxy one, but if a deal does take place, it 
could involve the purchase of the assets of an innovator company, leading to the issue 
of shares in DRRD. The recent run up is an opportunity to book profits for investors 
focused on absolute returns. Our estimates, target price and rating stay unchanged.  
 

Dr Reddy's Laboratories
Stock data Forecasts/Valuations 2009 2010E 2011E

52-week range (Rs) (high,low) EPS (Rs) 32.4 49.3 52.5
Market Cap. (Rs bn) 146.7 EPS growth (%) 24.3 52.2 6.4

Shareholding pattern (%) P/E (X) 26.7 17.6 16.5
Promoters 25.8 Sales  (Rs bn) 67.9 73.6 82.4
FIIs 39.6 Net profits (Rs bn) 5.5 8.3 8.8
MFs 6.3 EBITDA (Rs bn) 13.7 16.1 17.1

Price performance (%) 1M 3M 12M EV/EBITDA (X) 11.8 9.4 8.4
Absolute 9.7 18.9 66.9 ROE (%) 13.6 21.4 19.2
Rel. to BSE-30 (1.5) 1.3 32.8 Div. Yield (%) 0.7 0.8 0.9

Company data and valuation summary
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Media talks of a potential deal with GSK 

Economic Times reports in its Mumbai edition on Friday that GlaxoSmithKline (GSK) is in 
talks to pick up a 5% stake in DRRD to strengthen its association after signing a 
marketing alliance four months ago.  

Economic Times reports that the deal may be priced around US$150 mn and could be 
completed in two months if talks stay on track—the paper quotes unnamed sources privy 
to the development. According to this report, GSK may acquire fresh shares of DRRD 
which will impact the founders’ shareholding marginally and it may reserve the right of 
first refusal should the founder Reddy family (holder of 26% stake) decide to sell their 
stake in future.  

Economic Times mentions that the persons close to the development said the Reddy 
family is not holding talks with anyone else. It adds further that the spokespersons for 
DRRD and GSK India separately declined to comment on market speculation. It mentions 
that GSK has effected a similar deal in May 2008 when it bought a 16% stake in South 
African pharma firm Aspen for US$410 mn with which it had a marketing agreement.   

GSK is increasing its emerging market presence in 2009  

GSK has acquired the branded generics business of Bristol Myers Squibb (BMS) in 
Lebanon, Jordan, Syria, Libya and Yemen for a cash consideration of US$23 mn. The 
business comprises a portfolio of 13 branded pharmaceuticals with annual sales in 2008 
of US$12 mn. This acquisition builds upon previous purchases of mature branded 
products in 2008 from BMS in Pakistan and Egypt, which included a manufacturing plant 
in Giza, Greater Cairo. 

Why buy a 5% stake in DRRD?  

We are trying to understand the reasons from GSK’s perspective, to potentially own such 
a small stake in DRRD. Here we go back to the GSK deal in South Africa.  

GSK divested eight specialist medicines to Aspen and a manufacturing facility located in 
Bad Oldesloe, Germany.  In return, Aspen agreed to issue 68.5 mn new shares as non-
cash consideration to GSK. These shares will be equivalent to a 16% shareholding in 
Aspen. Aspen will appoint GSK nominee to its Board of Directors.   

We think that a deal with DRRD, if any, may be similar to the Aspen deal. There may be 
several GSK assets such as products in Indian/global markets, manufacturing facility that 
may come with a guaranteed outsourcing contract etc. that DRRD may be interested in. 

Market reactions to an earlier acquisition rumor  

On September 11, when Economic Times carried a similar report, DRRD shares rose on 
speculation that a leading global pharma firm is in talks with the Reddy family to buy a 
substantial stake in the company at a premium to the existing share price. This was 
immediately denied by DRRD and Reddy family. We believe that a deal similar to Daiichi-
Ranbaxy for DRRD is a low probability event. This is especially true with GSK since it 
already has a strategic alliance that gives them access to DRRD products across emerging 
markets excluding India.  

A deal to sell products in emerging markets ex-India  

On June 15, 2009, DRRD has entered into a partnership with GlaxoSmithKline plc (GSK) 
to develop and market products across emerging markets outside India. GSK will gain 
access to DRRD current portfolio and future pipeline of more than 100 branded 
pharmaceuticals in therapeutic segments such as cardiovascular, diabetes, oncology, 
gastroenterology and pain management. 

 
 

Earlier deal gives 

DDRD access to 

emerging markets 
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Financial details not shared by DRRD 

The products will be manufactured by DRRD and will be licensed and supplied to GSK in 
various emerging markets such as Africa, the Middle East, Latin America and Asia Pacific 
excluding India. Revenues will be reported by GSK and will be shared with DRRD as per 
agreed terms. In certain markets, products will be co-marketed by DRRD and GSK. DRRD 
refused to share details of the potential revenues from this deal in the next two years.  

This is a long-term positive for DRRD 

It is a smart strategic move from DRRD to address its weakness in emerging markets, in 
our view. DRRD has been trying to expand its reach in international markets beyond US, 
Germany and Russia. DRRD reported revenues of Rs69 bn in FY2009 but only Rs8bn 
(about 12% of total revenues) came from emerging markets ex-India. DRRD earned 
revenues of about US$12 mn each in Venezuela and Romania. It announced that it 
wants to add at least 3 markets with revenues of US$12 mn per annum for the next 
three years. It also reduced presence in smaller and non-profitable markets inline with its 
strategy of profitable growth.  

Multiple revenue streams are possible 

Arrangement with GSK can help them earn revenues in following four ways. These are – 
old products in new markets (GSK adding to marketing muscle), old products in old 
markets, new products in old markets and new products in new markets. Here old 
products are the ones that DRRD has received approval for, old markets are the ones 
where DRRD already has marketing presence. GSK has been trying to enter emerging 
markets such as Turkey, South Africa and recently acquired assets in these markets. 
DRRD will be able to leverage from these GSK investments. Deal with DRRD gives them 
access to product portfolio which would have taken a long time to create.   

Slow start in FY2011E, sharp increase in revenues to follow 

In the absence of DRRD comments about revenue potential, we estimate that impact will 
be minimal in FY2010E as partners will be busy drafting new marketing strategy and will 
be waiting for approvals from healthcare authorities. We do not factor in any revenues in 
FY2010E but forecast US$20 mn revenues with about 25% EBITDA margin in FY2011E. 
It is small in the first full year of operation but will increase sharply in FY2012E to US$40 
mn.   

Valuation and share price movement 

There has been a series of positive announcements from DRRD in 2009. These include 
generic Arixtra filing, crossing US$150 mn revenues in Russia/CIS in FY2009, favorable 
summary judgment Omeprazole Mg OTC, ANDA approval for the same product and now 
the deal with GSK for emerging markets. An analyst meeting in May 2009 also provided 
investors with a roadmap of DRRD plans till FY2013E.  

DRRD is now near our target price but we are still continuing with the BUY rating. This 
rating is a relative rating compared to Sensex. The quarter ending September 2009 will 
likely see a qoq decline in revenues as we factor in increasing competition for generic 
Imitrex in US. Launch of generic Prilosec OTC in that quarter may not be able to 
compensate for the negative impact of lower margin in generic Imitrex. 
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DRRD, Profit and loss statement, March fiscal year-ends, 2007-2011E 
 

2007 2008E 2009 2010E 2011E
Gross operating revenues 65,126 49,700 68,326 74,040 82,831
Excise duty (897) (558) (422) (405) (466)
Net sales 64,229 49,142 67,904 73,635 82,366
Operating expenses
Materials (27,432) (17,847) (23,223) (24,759) (28,474)
Selling and administration (9,735) (10,561) (15,514) (17,950) (20,180)
Employee cost (6,433) (7,311) (9,920) (10,751) (11,826)
R& D (2,446) (3,447) (4,093) (4,573) (5,354)
Others (2,539) (2,363) (3,839) (539) 0
Total expenditure (48,584) (41,528) (56,589) (58,572) (65,833)
License fees and service income 910 775 1,102 420 0
EBITDA 16,555 8,389 12,417 15,483 16,532
Depreciation and amortisation (3,791) (4,019) (4,977) (4,931) (5,400)
EBIT 12,764 4,370 7,440 10,552 11,132
Net finance cost (1,526) (958) (972) (647) (500)
Other income 1,162 2,038 1,596 1,060 1,000
Pretax profits before extra-ordinaries 12,399 5,450 8,064 10,964 11,632
Current tax (2,435) (1,058) (2,724) (2,330) (2,467)
Deferred tax (238) 159 229 (325) (325)
Fringe benefit tax (71) (178) (113) 0 0
Reported net profit 9,656 4,373 5,456 8,310 8,841
Minority Interests (4) (9) 0 0 0
Reported net profit after minority interests 9,659 4,381 5,456 8,310 8,841
Exceptional item, expense/(profit) 14,628
Reported net profit after minority interests and ex 9,659 4,381 (9,172) 8,310 8,841

 

Source: Kotak Institutional Equities, Company 

 

DRRD, Breakup of profits (Rs mn) 
 

FY2009 FY2010E FY2011E FY2009 FY2010E FY2011E
Gross sales PAT
Base 51,283 59,604 67,502 Base 3,579 6,423 7,101
Imitrex/Omepazole/Arixtra 7,188 5,067 6,059 Imitrex/Omepazole/Arixtra 1,601 1,419 1,273
Betapharm 9,854 9,369 9,271 Betapharm 461 466 467
Total 68,325 74,040 82,831 5,641 8,307 8,841

EBITDA pre R&D EPS (Rs)
Base 11,489 15,890 17,700 Base 22.5 38.1 42.2
Imitrex/Omepazole/Arixtra 3,235 2,502 2,425 Imitrex/Omepazole/Arixtra 9.5 8.4 7.6
Betapharm 1,872 1,780 1,761 Betapharm 2.7 2.8 2.8

One-time cost (1.3)
Total 16,596 20,172 21,886 Total (excl exceptional) 33.5 49.3 52.5

EBITDA, % P/E (X)
Base 22 27 26 Base 38.4 22.7 20.5
Imitrex/Omepazole/Arixtra 45 49 40 Base+Betapharm 34.3 21.2 19.3
Betapharm 19 19 19 Total 25.8 17.5 16.5
Total 24 27 26  

Source: Kotak Institutional Equities, Company 
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"I, Prashant Vaishampayan, hereby certify that all of the views expressed in this report 
accurately reflect my personal views about the subject company or companies and its or their 
securities. I also certify that no part of my compensation was, is or will be, directly or indirectly, 
related to the specific recommendations or views expressed in this report." 
 
 
 
 
Kotak Institutional Equities Research coverage universe
Distribution of ratings/investment banking relationships

Source: Kotak Institutional Equities As of June 30, 2009

* The above categories are defined as follows: Buy = We expect 
this stock to outperform the BSE Sensex by 10% over the next 12 
months; Add = We expect this stock to outperform the BSE 
Sensex by 0-10% over the next 12 months; Reduce = We expect 
this stock to underperform the BSE Sensex by 0-10% over the 
next 12 months; Sell = We expect this stock to underperform the 
BSE Sensex by more then 10% over the next 12 months. These 
ratings are used illustratively to comply with applicable 
regulations. As of 30/6/2009 Kotak Institutional Equities 
Investment Research had investment ratings on 138 equity 
securities.
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Ratings and other definitions/identifiers 

Definitions of ratings 

 

BUY. We expect this stock to outperform the BSE Sensex by 10% over the next 12 months. 

ADD. We expect this stock to outperform the BSE Sensex by 0-10% over the next 12 months. 

REDUCE. We expect this stock to underperform the BSE Sensex by 0-10% over the next 12 months. 

SELL. We expect this stock to underperform the BSE Sensex by more than 10% over the next 12 months. 

Our target price are also on 12-month horizon basis. 
 
Other definitions 

Coverage view. The coverage view represents each analyst’s overall fundamental outlook on the Sector. The coverage 
view will consist of one of the following designations: Attractive, Neutral, Cautious. 
 
Other ratings/identifiers 

NR = Not Rated. The investment rating and target price, if any, have been suspended temporarily. Such suspension is in 
compliance with applicable regulation(s) and/or Kotak Securities policies in circumstances when Kotak Securities or its 
affiliates is acting in an advisory capacity in a merger or strategic transaction involving this company and in certain other 
circumstances.  

CS = Coverage Suspended. Kotak Securities has suspended coverage of this company.  

NC = Not Covered. Kotak Securities does not cover this company.  

RS = Rating Suspended. Kotak Securities Research has suspended the investment rating and price target, if any, for this 
stock, because there is not a sufficient fundamental basis for determining an investment rating or target. The previous 
investment rating and price target, if any, are no longer in effect for this stock and should not be relied upon.  

NA = Not Available or Not Applicable. The information is not available for display or is not applicable.  

NM = Not Meaningful. The information is not meaningful and is therefore excluded. 
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