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Figure 2. Indian Pharma: Net Profit & Growth 
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Figure 1. Indian Pharma: relative P/E v/s Sensex 
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 Looking better — Things are turning around for Indian pharma companies, after 
a torrid 2-3 years. While global challenges related to competition and pricing 
persist, we expect earnings to recover momentum. Moreover, most companies 
have restructured operations and appear better geared to face the challenges. 

 Challenges persist; worries overdone — Globally, generics continue to face 
competition from smaller Indian firms as well as from a more aggressive set of 
innovators. However, we believe that companies can overcome these by 
adopting differentiated models or targeting niche segments. Growth prospects 
also will be supported by scale, wider global footprints and vertical integration.  

 Valuations: froth has disappeared — Indian pharma stocks have de-rated 
significantly over the last 2 years on the back of global challenges and falling 
profitability. This trend has been accentuated recently by fresh fears on generics 
pricing that appear to us to be overdone. Recent declines have brought most 
stock valuations down to reasonable levels, in our view. 

 We remain selective — Not many stocks offer deep value, in our view. We thus 
continue with our selective approach and look for pockets of sustained growth 
through differentiation, niche segments, scale and vertical integration within the 
framework of attractive valuations. 

 Recommendations — We upgrade Ranbaxy and DRL to Buy (1M), and Ranbaxy 
joins Matrix, NPIL and Glenmark as a Top Pick. Our other Buys are Jubilant and 
Wockhardt, while we retain Sells on Cipla, Sun, Biocon, Cadila and Aurobindo. 
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Investment Thesis 
We believe that things are turning around for Indian pharma companies. While 
global challenges related to competition and pricing persist, we expect a 
recovery in earnings momentum over the next few quarters. Most companies 
have used the lean phase to restructure their operations and are better geared 
to face the challenges ahead. Stock prices have also corrected significantly and 
valuations are more reasonable. We upgrade Ranbaxy and DRL to Buy, and 
Ranbaxy joins Matrix, Nicholas Piramal and Glenmark as a Top Pick. 

Indian pharma – silver linings 
Most Indian pharma companies are plays on the global generics opportunity, 
and have thus faced problems similar to their global counterparts – i.e. growing 
competition, pricing pressure, pressure on profitability and capital efficiency. 
Over the last year, however, we have seen increasing news flows that could be 
positive for the sector going forward. Most companies have restructured their 
operations and are better equipped to face the challenges ahead. Indian 
companies have also been active participants in global consolidation, thereby 
gaining scale and a wider global footprint. Besides, they have been able to 
participate in some large product opportunities by way of exclusivity wins, 
authorized generic deals and patent challenges. 

Earnings momentum set to pick up 
We expect a recovery in earnings momentum for the sector over the next year. 
While sector leaders would benefit from a low base as restructuring efforts bear 
fruit, the first full year of sales from regulated markets would drive earnings for 
smaller companies. And while capital efficiency would lag earnings growth, we 
expect the latter to provide support to sentiment and valuations going forward. 

Valuations – froth has disappeared 
Generic pharma stocks across the world, including India, have underperformed 
broader markets over the last two years. Besides, the valuation premium that 
Indian pharma enjoyed to global generics as well as the broad market has also 
come off significantly over this period – an even more telling reflection of the 
troubles faced by the sector. This trend has accelerated over the last 2-3 
months, on fresh pricing fears in global generics – worries that we believe are 
overdone. The recent declines have wiped off the froth in valuations of most 
stocks and brought them down to more reasonable levels.  

We remain selective 
However, we still do not find too many stocks that offer deep value. Limited 
visibility in global generics, an increasingly aggressive set of innovators and 
execution issues for smaller companies add to business risk and worry us over 
the medium term. We thus continue to adopt a selective approach and look for 
pockets of sustained growth through differentiated models, niche opportunities, 
scale and vertical integration.  

As a part of this report, we upgrade Ranbaxy and Dr. Reddy's to Buy (from Sell) 
and maintain our Buy ratings on Matrix, Nicholas, Glenmark, Jubilant and 
Wockhardt. We also retain our Sell ratings on Cipla, Sun Pharma, Cadila, Biocon 
and Aurobindo Pharma. 

Figure 3. Indian Pharma: Net Profit and Growth 
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We believe Indian pharma companies 
are now better equipped to face 
global challenges 

Figure 4. Indian Pharma Relative P/E v/s Sensex 
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Figure 5. Indian Pharma: Key Recommendations 

Reco Stocks 
Upgraded to Buy Ranbaxy, DRL 
Top Buys Matrix, NPIL, Glenmark, Ranbaxy 
Top Sells Cipla, Sun, Cadila, Biocon 

Source: Citigroup Investment Research 



 Indian Pharmaceuticals 
19 July 2006 

  

Citigroup Global Markets | Equity Research 4 

Key Global Trends: Pricing and Consolidation 
We have maintained a negative view on the global generic pharma industry over 
the past two years, as the sector was affected by overcapacity and lack of 
adequate new growth opportunities. While the former was triggered by booming 
capex (mainly by low cost Indian manufacturers) and rising prevalence of 
authorized generics (keeping innovator capacity in the system), a lull in 
products going off patent over 2004 and 2005 affected the demand for generic 
drugs. Consequently, competition turned fierce and severe pricing pressure 
ensued, taking a heavy toll on industry profitability and capital efficiency. 

Against this backdrop, we evaluate the two key global industry trends of pricing 
and consolidation – and how they affect Indian companies. We also look at what 
CY06/FY07 has in store for Indian companies and the attractiveness of Indian 
pharma stocks in light of the correction and relative underperformance over the 
last 2-3 months. 

Global Generics - challenges persist in 2006 … 
2006 has brought its share of challenges as well. New Indian companies have 
started making their presence felt in the US market, thereby putting further 
pressure on the incumbents. While drugs worth US$18bn are set to go off 
patent in 2006, five drugs account for around 75% of this opportunity. 
Moreover, a large number of companies have already lined up to participate in 
these opportunities and we expect 90-95% price erosion on the first or 181st day 
post patent expiry. While companies receiving first to file exclusivity stand to 
benefit during the first six months post patent expiry, the rapid genericisation 
post exclusivity implies that sustainable upside to earnings is limited. Aggressive 
measures by innovator companies have also taken some of the sheen off the 
patent challenge route. 

Key Industry Issue #1 – Generic Pricing 
Pricing is the key issue for the global generics industry. If pricing trends are 
good, the outlook is positive — but if pricing pressure is increasing, earnings 
forecasts may be at risk. We believe that generic firms are price-takers that are 
inherently exposed to the risk of competitors lowering their prices, to 
wholesalers demanding lower prices, or to governments cutting regulated drug 
prices. As such, some price decline over time is a given in global generics. In 
our view, the key issue for every generic firm is: can it launch enough new drugs 
to offset pressure on the “old” portfolio? 

However, in our experience it is also an often-abused term. It is sometimes used 
as a catch-all excuse when things go wrong – easier to blame for a poor quarter 
than, say, lack of strategic foresight, FDA inspections or poor execution. While 
pressure on generic prices has indeed increased over the past two years — as 
we predicted — this is not true in all markets or all niches. Cephalosporins is a 
case in point, where the limited number of competitors has restricted pricing 
pressure on certain key products such as ceftriaxone and cefprozil and 
benefited the companies present in this space. 

Our analysis suggests those generic companies that have invested in the right 
geographies, the right product opportunities or the right patent challenges will 
fare well despite the pressures. 

Stiff competition, pricing pressure, 
aggressive measures by innovators 
expected to keep generic companies 
on their toes 

Generic companies are price takers; 
price decline over time is a given ... 

... but is often used as a catch-all 
excuse when things go wrong 

Well positioned companies can beat 
the trend or overcome the effects 
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Figure 6. Global Generics – Pricing Pressure in March'06 results 

 Company 1Q06 Sales 1Q06 Margins Pricing Outlook? 
Teva 28% growth, boosted by Ivax acquisition; 

 est. old Teva growth: +1% 
Record underlying gross margin: 48.4% 
 up 210bp y-o-y; previous record: 48.3% in 4Q05 

Sees 10% average yearly price decline in US, 
 vs 5% 3-4 years ago 

Ranbaxy 13% organic growth, without new launches in the US 
and despite pricing pressure 

Operating cost cuts save margins 
 despite pricing pressure 

Pricing in its product segments down by 3-5% in US; 
UK is another tough market 

Dr. Reddy's Growth in US (off low base), decline in Europe; 
acquisitions boost top line 

Gross margin down 570bp year-on-year Pressure in US, UK and Germany 

Sun Pharma 41% revenue growth: new drug launches offset 
pricing pressure 

Higher gross margins in India, 
 lower gross margins in US 

Some pressure in base generic business 

Cipla Sales grew 57%, driven by exports and domestic 
sales 

Negative product mix compressed 
 gross margin 920bp 

Expected to trend down as business mix shifts to 
lower-margin products 

Gedeon Richter Dollar sales +27% thanks to booming exports: +45% Gross margin up 190bp,  
but could be even higher 

Government-enforced price cuts expected in Hungary 
(20% of sales); price rises in Eastern Europe (57%) 

Egis Dollar sales flat Gross margin up 200bp Price cuts in Hungary (32% of sales); good pricing in 
Eastern Europe (58%) 

Watson Up 2% but below expectations due to poor brand 
sales 

Gross margin dropped 340bp to 42% 
 as branded/ generic mix shifts. 

Guidance reduced as increasing reliance on generics 

Sandoz 78% growth due to acquisition of Hexal and Eon Labs Operating margin was 16.6%, prior yr 13.7%. 
No gross margin data  

German generic price cuts expected to crimp gross 
margin due to large presence 

Mylan Quarter just ahead of consensus. Strong sales of 
generic Duragesic.  

Gross margin of 49.5% was 
 modestly below expectations  

Guidance maintained at US$1.20 to US$1.40 due to 
several key product launches 

Andrx Revenues US$241m were short due to sales product 
declines & lack of new launches 

Gross margin down to 29.4% in generics, 
hit by pricing (36% expectation)  

Challenges, increasing pricing pressure, competition 
& regulatory sanctions 

Barr 12.2% driven by oral contraceptives Gross margin up to 75% vs 70.7% prior yr. Seasonique due in 2007 

Source: Company Reports and Citigroup Investment Research 

 
1Q06 results: uneven pricing pressure 
Worries about pricing pressure have risen in recent weeks but in fact not all 
leading generic companies suffered from more pricing pressure than usual in 
the most recently reported quarter. Of the companies we track, Ranbaxy, Dr 
Reddy's and Andrx showed the biggest impact of generic pricing pressures in 
1Q06 — however, even this was influenced by their business mix and relative 
lack of new launches. By contrast, pricing pressure was not visible at generic 
firms such as Teva (which reported a record quarterly gross margin ex-Ivax), 
Gedeon Richter, Watson (where the branded division lagged), Pliva and Egis. 

Conclusion – pricing worries may be peaking; pick winners 
We conclude that pricing pressure is an inbuilt risk to generic companies 
everywhere and worries on this front may be peaking at the moment. In our 
view, investors should distinguish carefully between players that have built 
positions in growing markets or niches and firms that have not. 

Key Industry Issue #2: does Zocor change the game? 
The other significant issue in US generics today is the biggest patent expiration 
ever. On 23 June, the US patent for Merck's US$5 billion cholesterol-reducing 
drug Zocor expired. Two companies share 180-day first-to-file generic 
exclusivity: Teva has the 5mg, 10mg, 20mg and 40mg strengths, while Ranbaxy 
has the 80mg strength. Dr Reddy's is the authorized generic for all dosage 
forms. 

Merck queers the pitch . . . 
Just before Zocor's patent expired, it emerged that Merck had negotiated a 
reduced pricing arrangement with UnitedHealth. Under this agreement, 
UnitedHealth would move branded Zocor into the cheapest tier on its three-tier 
formulary list of approved drugs, reducing the co-payment for Zocor by patients 
at pharmacies to US$10 from US$25 — and simultaneously raising the co-
payment for generic Zocor to US$25 from US$10. 

Pricing has been a mixed bag in 
1Q06 and not as bad as the street 
seems to think 

Worries may be peaking 

Zocor – a $5bn opportunity; biggest 
patent expiry till date  

Merck's aggressive pricing strategy 
throws generics off guard 
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. . . but looks to be a unique case 
Given Zocor's size, it was likely that parts of the pharmaceutical supply chain 
would try to capture some of the profits. In this case, UnitedHealth started a 
regulatory process with state commissioners two years ago. Moreover, Zocor was 
always going to be a special case for US HMOs given the vast potential savings 
from switching users from branded Lipitor — therapeutically similar — to 
generic Zocor (simvastatin). We also believe that Merck may have wanted to 
retain market share in Zocor in order to shift the franchise to Vytorin 
(simvastatin plus ezetimibe combination). 

In fact, we already have our first counter example: on 29 June Pfizer announced 
it plans to introduce an authorized generic of US$2.6 billion antidepressant 
Zoloft (generic sertraline) when the first generic players enter that market in late 
July 2006. This was expected and shows other branded companies are sticking 
with the proven authorized generic strategy rather than emulating Merck. Even 
Merck has not adopted the same strategy for another one of its drugs (Proscar) 
that went off patent at the same time 

Conclusion – Time will tell – in the meanwhile, an added risk to generic exclusivity 
That said, we believe it will be important to monitor pricing trends and market 
shares of simvastatin (generic Zocor) in coming weeks. Teva has stated it 
believes Merck's strategy with Zocor has “not moved the needle” i.e. it only had 
a minimal impact. First week IMS market share data appears favorable to Teva 
and Ranbaxy, with both companies having captured c.30% of the market in 
their respective dosage forms. Overall, we do not expect this strategy to become 
a trend; however we cannot rule out that this is now an additional risk. 

Key Industry Issue #3: Global Consolidation 
The global consolidation trend has accelerated over the last six months, with 
Watson having moved on Andrx, Actavis having moved on the Alpharma 
generics business as well as bidding for Pliva along with Barr, Dr Reddy's 
having outbid Ranbaxy for Betapharm (Germany's fourth-largest generics 
manufacturer) and Ranbaxy, in turn, having acquired Terapia (Romania's third-
largest generics manufacturer). We also highlight that there are significant 
partnerships being entered into between manufacturers (primarily in India) and 
marketing/distribution companies in the more regulated markets — another 
form of consolidation. 

Overall, a positive trend ... 
A combination of these two factors is, in our view, welcome news for the industry 
over the longer term — as it not only leads to existing competitors being taken 
out, but also reduces aggressive entrants in the market place, who are willing to 
reduce prices for strategic entry. This should help profitability for the sector to 
improve sooner than otherwise. 

… but not without pitfalls 
On the flip side, while consolidation has picked up, so have valuations at which 
deals are being struck. This is leading to longer payback periods and lower 
capital efficiency for the acquiring companies. At the same time, the reluctance 
of Indian companies to participate fully (everyone is a buyer; no sellers) is also a 
dampener to the entire process. 

 

 

Zoloft and Proscar (another Merck 
product) have not seen similar 
strategies 

Teva and Ranbaxy have captured 
c.30% market share in respective 
dosage forms in the first week 

Big ticket consolidation is gathering 
steam 

Buy, and not build, is welcome news 
for an industry afflicted by 
overcapacity 

But, it's a seller's market out there; 
and Indians aren't selling either 
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Indian Pharma – Silver linings 
We have maintained a negative view on the Indian pharma sector over the last 
two years. Most companies in this space are plays on the global generics 
opportunity, and have thus faced problems similar to their global counterparts – 
i.e. growing competition, pricing pressure, pressure on profitability and capital 
efficiency. Over the last one year, however, we have seen increasing news flows 
that could be positive for the sector going forward.  

 Consolidation initiatives: Indian companies have been reasonably active in 
this consolidation process and are aggressively scouting for acquisition 
targets overseas (especially in regulated markets). We have seen several 
deals struck over the last 12-15 months – most noteworthy among them being 
the DRL-Betapharm, Ranbaxy-Terapia and Matrix-Docpharma transactions. 
These acquisitions allow them faster entry into target markets and also add to 
growth rates. With competition intensifying in the US market, we believe 
inorganic initiatives can play a big role in not only achieving scale but also 
gaining a wider geographical footprint 

 Settlements with Big Pharma: The other positive to emerge in the last few 
months was the ability of a few Indian companies to arrive at out of court 
settlements of their patent challenges. While Ranbaxy and Matrix settled with 
Cephalon for Provigil (modafinil), Dr Reddy's Laboratories is likely to do the 
same with BMS/Sanofi for Plavix (clopidogrel) – thus converting an uncertain 
opportunity to certain cash flows. We however note that the Federal Trade 
Commission (FTC) has been closely watching these deals and there remains 
the risk that some of them may not bear scrutiny 

 Improved earnings momentum: Restructuring efforts of several companies 
such as Dr Reddy's and Ranbaxy along with inorganic initiatives have also 
started translating into improved financials over the last few quarters. At the 
same time, smaller companies are expected to benefit due to revenues 
coming in from new geographies – this will lead to higher operating leverage, 
as they have incurred a lot of cost on registrations and running costs of 
facilities that have been set up 

 Exclusivity wins: After a long time, Indian Pharma companies have been able 
to get exclusivity revenues on a few large products in the US markets. 
Ranbaxy received 180 day exclusivity on generic Zocor (Simvastatin), 80mg, 
while Dr Reddy's is the authorized generic for Merck in Zocor (Simvastatin) 
and Proscar (Finasteride). Dr Reddy's also launched generic Allegra 
(fexofenadine) and is one among 3 players in the market – the others being 
Teva and an authorized generic. Besides, Cipla would also participate in the 
exclusivity opportunities for Proscar, Zoloft (both with Teva) and Flonase (with 
Roxane). Sun Pharma also enjoyed semi-exclusivity in Ultracet, which 
boosted its earnings growth. While the significant upside from such 
exclusivities is short lived (6 months), they also ensure higher market share 
post exclusivity and are sentiment drivers for generic pharma stocks 

 
 
 

Largely, a play on global generics with 
few exceptions 

Figure 7. Indian Pharma – Key Acquisitions 

Company Target Sales (Rs m) 
Ranbaxy Terapia 3,600 
Dr Reddy's Betapharm 9,020 
Matrix Doc Pharma 5,310 

Source: Company Reports; CiIR 

Figure 8. Patent Settlements 

Innovator Brand Generic Co Generic 
Cephalon Provigil Ranbaxy Modafinil 
BMS/Sanofi Plavix Apotex Clopidogrel 
Solvay Aceon Matrix Perindopril 

Source: Citigroup Investment Research 

Figure 9. India Pharma Net Profit & Growth 
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Source: Citigroup Investment Research 

Figure 10. Participation in Exclusivity 

Company Product 
Ranbaxy, Dr Reddy's Zocor 
Cipla (with Teva), Dr. Reddy's Proscar 
Cipla (with Teva) Zoloft 
Cipla (With Roxane) Flonase 
Sun Pharma Ultracet 
Dr Reddy's (semi-exclusivity) Allegra 

Source: Citigroup Investment Research 
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What does CY06 / FY07 have in store? 
In this context, the key question that the industry now faces is: After a below par 
FY05 and FY06, how will FY07 pan out? 

Growth is coming back ... 
In our view, the industry is set to witness strong earnings momentum over the 
next 3-4 quarters. This would be driven by multiple factors, key ones being: a) 
growth off a low base for the frontline companies, as restructuring efforts bear 
fruit; b) transition related growth for 2nd/3rd line companies, with first full year of 
sales in developed markets; c) large overseas acquisitions adding to growth 
rates in certain companies; d) few exclusivity opportunities in large products e) 
a resurgent domestic market. 

... but capital efficiency struggles to keep pace 
However, the cost of doing business has been increasing for the sector. While 
earnings growth appears impressive off a low base, the intense competition in 
most products, downward trend in pricing and higher operating cost of doing 
business are likely to keep absolute profitability levels unexciting. At the same 
time, the capital employed in the business has increased substantially on the 
back of significant capex over the last 3-4 years, aggressive valuations paid for 
overseas acquisitions and fund raising efforts of most companies. Consequently, 
we expect capital efficiency ratios to struggle to keep pace with the earnings 
momentum and remain tepid over the next two to three years. 

 

Figure 11. Earnings Growth Drivers (FY07) 

Factor Key Beneficiaries 
Base Effect RBXY, DRL, NPIL, Aurobindo 
Restructuring RBXY, DRL, NPIL, Matrix 
Overseas Acquisitions Matrix, RBXY, DRL, Aurobindo 
Exclusivity RBXY, DRL, Cipla, Sun 
Full year sales in US/EU Most 2nd line companies 

Source: Citigroup Investment Research 

Figure 12. India Pharma Return ratios 
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Valuations – A Lot of Froth Has Disappeared 
Generic pharma stocks across the world, including India, have underperformed 
the broader market over the last 2-3 months – an accentuation of a trend that 
started two years ago. Besides, the valuation premium that Indian pharma 
enjoyed to global generics as well as the broader market has also come off 
significantly over the last two years – an even more telling reflection of the 
troubles faced by the sector. 

Figure 13. Global Pharma — Valuations, 7/03-7/06 (Forward PE)  Figure 14. Global Generics — Valuations, 7/03-7/06 (Forward PE) 
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Indian pharma – sharp decline over last three months 
Since May 2006, the CITI Indian Pharma Index has declined by 24% as 
compared to the 17% decline in the BSE Sensex.  

Figure 15. Indian Pharma Relative to Sensex rolling P/E – Last 3 months  Figure 16. Indian Pharma rolling P/E – Last 3 months 
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This has led to the average 12 month forward P/E multiple for the sector 
declining from a high of 26x to 18x currently. 

Continuation of a longer term trend 
Longer term too, as we had expected, the sector has been a big laggard – it 
underperformed the BSE Sensex by 36% in 2005. 

Generic pharma stocks have been big 
underperformers 
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Figure 17. India Pharma Sector Relative P/E to the BSE Sensex  
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However, while the sector as a whole had been an underperformer, the 
significant fund flows into the domestic market had kept stock valuations 
stretched for most of the last two years – the main reason for our bearish stance 
on a majority of stocks. It is only over the last three months that we have seen a 
significant correction in absolute stock valuations 

Figure 18. Indian Pharma – P/E bands 
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Indian Pharma saw a massive de-
rating over the last two years 

Driven by: 

 Increasing competition in USA 

 Extreme pricing pressure leading to 
sharp decline in earnings 

 Aggressive measures by innovator 
pharma companies to protect their 
franchise 

 Losses in key litigations 

... but stock valuations remained 
stretched, as earnings declined as 
well 

Last 3 months have seen a sharp 
drop in absolute P/E multiples as well 

Driven by: 

 Falling Stock Prices & 

 Recovery in earnings growth 
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Fundamentals remain dodgy; we remain selective 
The recent declines on the bourses and relative underperformance vis-à-vis the 
broader market have brought valuations of most stocks down to more reasonable 
levels. However, we still do not find too many stocks that are deep in the value. 
Limited visibility in the generics business and an increasingly aggressive set of 
innovator Pharma companies are factors that add to business risk and worry us 
over the medium term. We thus continue to adopt a cautious approach. 

Conclusion – pick differentiated models, at the right price 
While niche opportunities may have helped some companies survive the 
earnings downturn, our Buy recommendations have relied on a combination of 
fundamental positives as well as reasonable valuations. 

Differentiation is key... 
Over the last two to three years, we find that some companies have been able to 
survive the downturn by following a differentiated business model or by investing 
in niche segments. We look for the following factors, along with relative 
valuations, for arriving at our top picks: 

 Scale and Reach of Operations – a wide product basket and pipeline spread 
across multiple segments reduce the sensitivity of earnings to a delayed 
launch or accentuated competition in any set of products. A widespread 
geographic footprint is another way of achieving the same result – especially 
as traditionally lucrative markets such as the USA and UK have turned 
extremely competitive 

 Vertical Integration – while integration across the product value chain yields 
cost advantages, ownership of the product and integrating forward by having 
a front end distribution presence lowers the risk of increasing competition 
and allows a company to capture a larger share of profit from a product 

 Presence in niche segments – viz. cephalsporins / other complex anti-biotics; 
injectables and biogenerics / biosimilars – where strong entry barriers keep 
competition and pricing pressure limited 

 Select Outsourcing Models – we prefer outsourcing to innovator Pharma 
companies – a relatively less crowded space where long term contracts and 
minimum off take commitments ensure earnings visibility. Focused Indian 
companies, with their cost advantage and chemistry skills, stand to benefit 
significantly from this emerging opportunity. 
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Top Picks & Rating Changes 
 We upgrade Ranbaxy to Buy, Medium Risk (1M) from Sell, Medium Risk 

(3M) following the sharp correction (down 30.2%; 19% underperformance) 
over the last three months. We believe the stock price now factors in most 
negatives – viz. difficult global market dynamics, manufacturing related 
issues with the FDA and slowdown in product approvals. At the same time, 
benefits of restructuring are visible on operating profit margins and revenues 
should scale up faster once the manufacturing issues are resolved. In the 
interim, strong earnings momentum driven by exclusivity launch of 
Simvastatin 80mg should provide support to valuations and restrict downside. 

 We upgrade Dr Reddy's to Buy, Medium Risk (2M) from Sell, Medium Risk 
(3M). Our downgrade earlier in the year was largely a valuation call and with 
the 18.9% decline (and 6.3% underperformance vis-à-vis BSE Sensex) over 
the last three months, valuations once again appear comfortable. Strong 
earnings momentum over the next two quarters (on the back of several 
exclusivity opportunities) would also provide support to valuations and restrict 
downside. We are still concerned over the pricing scenario in Germany – 
where DRL recently acquired Betapharm and there is regulatory pressure on 
pricing – and how it affects DRL's earnings. We would be keeping a close 
watch on how the situation pans out over the next few quarters. 

 We maintain our Buy (1M) on Matrix, which has built multiple growth drivers 
across diverse segments in different geographies and is in the process of 
transitioning from a supply oriented model to one where it owns most of its 
products. Forward integration into branded formulations in Europe and 
unlocking of synergies on this front would also be a key earnings growth 
driver. We also believe that Matrix is the most likely to be acquired among 
Indian companies. 

 Nicholas Piramal (1M) is another differentiated business that we like. We rate 
it as India's best play on the global outsourcing opportunity. Its focus on 
building a robust custom manufacturing franchise with global innovator 
companies is expected to drive strong growth over the next 3-5 years. 

 Our other Buy ideas: include Glenmark Pharma (play on innovation), Jubilant 
Organosys (global scale and presence in its key product offerings) and 
Wockhardt (benefits from investment in bio-generic drugs). 

 We have Sell ratings on Cipla, Sun Pharma, Biocon, Cadila and Aurobindo on 
the common negative theme relating to generics and/or expensive valuations. 
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Figure 19. Global Generic Pharma Valuation Map 

 Fiscal  18-Jul-06 Market cap P/E EPS-cagr EV/Sales Stock Performance 
  year end CIR rating Close (USD $ Mils) CY06 CY07 CY05-07E CY06 CY07 CY04 CY05 YTD 06 
US Generic             
Barr Labs 30-Jun 2H 45.3 4,808 14.5 13.9 8% 3.5 2.9 -11% 37% -27% 
Mylan Lab 31-Mar 1M 19.4 4,075 16.3 13.9 23% 3.0 3.1 -30% 13% -3% 
Impax 31-Dec 2S 5.1 301 5.8 5.5 100% 2.1 1.5 10% -33% -52% 
Watson Pharma  31-Dec 2H 22.3 2,489 19.2 17.8 -4% 1.4 1.3 -29% -1% -31% 
Weighted Average     15.9 14.5 13% 2.9 2.6    
             
India Generics             
Dr. Reddy's 31-Mar 1M 1,223.6 2,012 21.7 18.0 74% 4.0 2.4 -40% 13% 25% 
Ranbaxy 31-Dec 1M 324.0 2,588 23.6 18.5 73% 2.5 2.1 13% -42% -11% 
Cipla 31-Mar 3L 216.8 3,612 24.4 20.4 21% 6.2 5.2 17% 40% 22% 
Sun Pharma 31-Mar 3L 748.5 2,985 23.0 19.0 22% 7.9 6.1 85% 23% 10% 
Wockhardt Ltd 31-Dec 1L 346.0 811 12.4 10.1 25% 2.4 2.0 45% 26% -22% 
Jubilant Organosys 31-Mar 1L 210.0 644 18.1 13.1 39% 2.5 2.0 46% 31% -2% 
Matrix Labs 31-Mar 1L 249.9 823 17.6 13.1 28% 4.0 2.6 53% -1% 3% 
Nicholas Piramal 31-Mar 1M 203.7 912 21.8 14.8 47% 3.1 2.3 102% -12% -26% 
Cadila Healtcare 31-Mar 3L 532.3 717 19.3 14.2 34% 2.7 2.3 52% -16% 8% 
Biocon 31-Mar 3L 343.8 737 18.5 15.0 14% 4.5 3.9 na -3% -30% 
Aurobindo 31-Mar 3L 571.3 652 37.8 28.1 76% 2.8 2.5 -26% 27% 39% 
Glenmark Pharma 31-Mar 1H 311.6 793 19.1 14.0 79% 6.0 3.9 233% 30% -1% 
Weighted Average     22.3 17.7 43% 4.7 3.7    
             
Eurpoean Generics             
Egis 30-Sep 3M 25,985.0 905 13.3 11.5 20% 2.5 2.2 29% 106% 16% 
Gedeon Richter 31-Dec 1M 40,600.0 3,382 15.0 13.3 18% 4.8 3.9 -8% 69% 6% 
Pliva 31-Dec 2H 26.9 2,326 31.1 25.8 nm 2.6 2.5 -23% 6% 103% 
Teva 31-Dec 1H 30.6 19,755 15.4 14.5 16% 3.8 2.7 5% 44% -29% 
Weighted Average     16.7 15.2 15% 3.8 2.8    

Source: Citigroup Investment Research 
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Generics – Revisiting the Cycle 
Generic drugs are commodity-like in some respects as the word 'generic' 
suggests. Generic companies don't have intellectual product rights (patents or 
trademarks), barriers to entry are low and prices are determined by the amount 
of competition, making the industry vulnerable to the cyclicality of commodity 
stocks. We re-visit the generics cycle to look for pointers on what lies ahead. 

Cycle turned in 2004 
Our analysis suggests that after five years of generic bull market, 1998-2003, 
the generic cycle turned in 2004. This five-year period saw a global boom for 
generic drugs, driven by patent expirations, rapidly rising usage of generics 
around the world and low capacity after a series of acquisitions in the late 
1990s. This boom drove generic industry sales to record highs, year after year 
— as illustrated below.  

Underlying generic industry growth rates peaked in 2003 at 30% (2001 was 
distorted by Prozac's patent expiration), but has since then slowed down 
progressively, to 13% in 2005A and a projected 7% in 2007E (2006 is again 
inflated by patent expirations of Zocor, Pravachol, Zoloft, Ambien and Proscar). 

Figure 20. Citigroup Generic Cycle Tracker — Leading Generic Companies' Sales, 1996-2007E (US$m)
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Note: This table sums the sales of Teva, Sandoz, Watson, Mylan, Ivax, Ranbaxy, Merck KgAA, Stada, Pliva, Alpharma, 
Gedeon Richter, Barr, Andrx, Dr. Reddy's and Cipla. Mylan, Cipla and Dr. Reddy's have a March 31 fiscal year-end—we 
add them to the closest calendar year. Barr has a June 30 year-end. Source: Company reports, Citigroup Investment 
Research estimates. 

 
 

Generics are commodity-like and 
vulnerable to cycles 

Generic industry growth rate has 
slowed down from 30% in 2003 to a 
projected 7% in 2007E 



 Indian Pharmaceuticals 
19 July 2006 

  

Citigroup Global Markets | Equity Research 15 

Figure 21. Generic Leader Capital Expenditure, 1996-2006E (US$ m)  Figure 22. Indian Generic Capital Expenditure, 1996-2006E (US$ m) 
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Source: This includes the capital expenditures of Teva,Watson, Mylan, Ivax, Barr, 
Alpharma, Ranbaxy, Andrx, Pliva, Stada, Gedeon Richter, Dr. Reddy's, and Cipla. Source: 
company reports, Citigroup Investment Research estimates.  

 Note: This includes the capital expenditures of Ranbaxy, Cipla, Dr. Reddy's, Sun Pharma, 
Aurobindo, Matrix, Glenmark, Dvis, Shasun, Wockhardt, Jubilant, IPCA, Cadila and 
Nicholas Piramal. Source: Company reports, Citigroup Investment Research estimates 

 

Capex boom slowing down 
After a significant capacity build-up in the global generic industry – typical of 
low-entry-barrier commodity industries when profit cycles are near their peaks – 
over 2002-05, we are seeing signs of capital expenditure slowing down, as the 
focus shifts to acquisitions.  

Indian generics: invested most aggressively; China scaling up too 
The most aggressive increase in capacity has come in India: aggregate capital 
expenditure of the 15 largest generic companies almost quadrupled between 
2000 and 2005E to US$460 million (16% year-on-year growth from 2004). 
Indian and also Chinese generic companies have steadily increased their 
presence in the world's banner generics market, the US: the share of Drug 
Master File (DMF) filings by Indian and Chinese generic companies has steadily 
risen, to a high of 35% in 2005.  

FDA approvals decreasing . . . 
Despite the capital expenditure boom of the past few years, the pace of generic 
approvals at the US Food and Drug Administration has been slowing down in 
recent quarters — partly due to few patent expirations but mostly to a 
bureaucratic logjam at the FDA.  

 

 

 

 

 

 

 

 

Figure 23. India & China-Share of DMFs, 91-05 
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Figure 24. Global Generics — Abbreviated New Drug Approvals (ANDAs) at US FDA, 1995-5/06 
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Note: To illustrate the trend, we illustrate the yearly run-rate of ANDAs for 1H04-2H05 and Jan-May 2006 

 
. . . but FDA filings rising . . . 
In fact, generic filings awaiting action at the US Food and Drug Administration 
(FDA) have risen steadily in recent years, leading to more ANDAs pending 
approval. 

. . . so time to approval rising 
As a result, the number of ANDAs awaiting action for more than six months has 
risen substantially over the past 18 months 

Figure 25. FDA ANDAs Awaiting Action, 3-Month Moving Average  Figure 26. ANDAs Awaiting Action >180 days, 3-Month Moving Avg 
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But higher capacity is translating into 
more ANDA filings 
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Figure 27. Nominal Patent Expirations, 2005-10 (2004 Sales, $m)  Figure 28. Adjusted Generic Opportunity, 2005-10 (2004 Sales, $m) 
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No respite from patent expirations in 2006 
We have heard it oft-repeated that coming patent expirations will improve the 
outlook for the generic industry. We have analyzed the patent expiration 
calendar — and find this claim to be overstated. 

Adjusting patent expirations for 2005-10 
Patent expiration dates on which most generic opportunity lists are based 
typically rely on the expiration of the first patent on a drug. However, most 
blockbuster drugs have supplementary patents that prolong their exclusivity, 
sometimes for many years. To illustrate the true generic opportunity, we have 
analyzed supplementary patents. 

Adjusted generic opportunity lower 
We found that nominal patent expirations total US$84 billion between 2005 and 
2010, measured in 2004 branded sales. However, after factoring in additional 
patents, this opportunity falls to US$63 billion, a 25% drop — and often the true 
generic opportunity is later in this period. 

2006: Not all it appears to be 
In particular, our analysis suggests 2006 will be another tough year for the 
industry. True, the adjusted generic opportunity should be large — we estimate 
US$18.2 billion — but five multi-billion blockbuster drugs account for more 
than two-thirds of this: Zocor, Zoloft, Pravachol, Ambien and Zofran. We have 
identified at least seven likely generic entrants for each of these blockbusters 
already today with more expected by 2006. We estimate that generic prices will 
drop by 90%-95% or more — a level that is break-even at best for most 
companies 

Possible future risks to pricing 
Despite the seeming slowdown in capital expenditure and consolidation 
gathering momentum globally, the pricing trend continues to be down. We 
expect this to continue going forward, albeit at a slower pace, in most of the 
advanced markets. The following factors would continue to delay a return of 
pricing power for the industry, in our view. 

Five drugs account for more than two-
thirds of the 2006 generics 
opportunity 
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Risk #1: second-line Indian generics  
Second-line and third-line Indian generics companies have invested heavily in 
capital expenditure over the last few years, stepped up ANDA/DMF filings and 
have been able to get manufacturing facilities approved by the US FDA. While 
some of them have invested in their own filings and front end, several others 
have entered into partnerships with larger generics companies (global and 
Indian) for distribution in target markets. Thus, in our view, the level of 
preparedness of second/third-tier Indian companies to tap the US market has 
never been better.  

Figure 29. Filings by 2nd/3rd-Line Indian Cos 
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We believe that it is a myth that the price decline seen in 2005 was driven 
entirely by Indian companies. There has been a lot of news flow on Indian 
companies and their aggressive plans to enter into the US and European 
markets. However, only Ranbaxy — and to a limited extent, Dr Reddy's, Sun 
Pharma (through its US subsidiary, Caraco) and Wockhardt — have been 
actually selling their products in these markets. As far as the rest of the 
companies are concerned, although product filings have ramped up over the 
last few years, it is only now that most of these products are being approved and 
launched in the US market. Over the next six to 12 months, we expect 
companies such as Sun Pharma, Cadila, Glenmark, Wockhardt, and Aurobindo 
to step up the number of launches in the US market. 

This spells greater competition for the incumbents. A key point to note is that 
the filings made by the second wave of Indian companies are not restricted to 
products that are yet to go off patent. Most companies have been focused on 
initially building up a wide product basket, and have targeted older products 
such as clindamycin, metformin, atenolol etc, that are well off patent, in 
addition to newer products. While this reduces the uncertainty of launch and 
ensures better visibility on revenues for these companies, it also implies further 
pressure on realisations across the board as pricing is the only tool for most of 
these companies to compete for market share of products that had already been 
manufactured as generics. However, the incumbent companies are also 
desperate to retain market share and hence are often willing to match the lower 
prices — thus hurting themselves as well as the new entrants. 

The second wave of Indians is 
coming ... level of preparedness has 
never been better 

Huge scale up in ANDA filings over 
the last three years 

2nd/3rd tier Indian Pharma companies 

 Have very few products in the US 
market yet 

 Have not restricted product filings 
to new products alone 

 Generally have only pricing as a 
tool to gain market share 
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We also believe that a similar trend could play out in European markets over the 
next few years as more Indian companies look to enter these geographies — 
largely through the inorganic route. We have already seen some signs of this in 
the UK market. However, we appreciate that with most of these being braded 
generic markets, the pressure on pricing may not be as dramatic as was 
witnessed in the US. 

Risk #2: Reluctance to sell out among Indian companies 
The unwillingness among most Indian companies to participate fully in the 
global consolidation process would also prevent a quick turnaround, in our view. 
While most Indian companies are aggressively seeking acquisition targets 
globally, there is a marked reluctance to sell out themselves or merge with other 
companies. High stakes held by founder shareholders also prevent any hostile 
bid in most cases. Our discussions with the industry indicate that the “social 
pride” of owning a business is still very high and makes it unlikely that any 
major consolidation will happen in India. Considering that India accounted for 
most of the aggressive capacity roll-out over the last three to five years (India 
has the largest number of US FDA approved plants outside the US), the slow (or 
zero) roll-out of consolidation in India would, in our view, continue to delay the 
return of pricing power to the sector. 

Risk #3: Chinese generic companies 
We believe that the Chinese companies are also scaling up capabilities fast and could be 
a future threat. The number of DMF filings being made by Chinese players has 
also started picking up over the last two to three years. While China may yet trail 
behind India on issues of quality, chemistry skills and regulatory issues, we 
believe the gap is likely to narrow going forward, especially in basic products 
that do not involve very advanced chemistry knowledge. 

Figure 30. China — DMF Filings and Share of Total Filings 

 China New 
Filings

China 
Cumulative

China New 
Filings Share 

(%) 

Total New 
Filings

Total 
Cumulative 

Filings
Before 1991 14         1,368 
1991 1 15            0.7  146        1,514 
1992 2 17            1.3  151        1,665 
1993 0 17              -  193        1,858 
1994 7 24            3.5  202        2,060 
1995 5 29            2.4  208        2,268 
1996 12 41            5.2  231        2,499 
1997  3 44            1.2  242        2,741 
1998 27 71            5.2  519        3,260 
1999 4 75            1.1  368        3,628 
2000 11 86            3.1  352        3,980 
2001 8 94            1.9  413        4,393 
2002 22 116            5.1  435        4,828 
2003 32 148            4.6  702        5,530 
2004 48 196            5.6  855        6,385 
2005 72 268            8.4  854        7,239 

Source: US FDA 

Similar trend may play out in EU 
markets – UK is already a case in 
point 

Indian companies appear unwilling to 
sell out to others ... i.e. limited 
consolidation of lowest cost 
manufacturing assets 

Chinese companies have scaled up 
US DMF filings over the last two to 
three years 
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Global Consolidation – Indian Hats in the Ring 
The global generics industry is in the midst of a consolidation wave, with various 
players being driven by different motives. Indian companies have also become 
more active, and often aggressive, in their participation – seeking scale and 
faster market access. While positive over the long term, we believe that high 
valuations put pressure on capital efficiency and enhance medium term risk. 

In this section, we evaluate Indian pharma companies' efforts at consolidation 
within the global framework. 

Global M&A – multiple motives 
While the overall consolidation trend is being driven by the need to strip 
capacity out of the industry and gain scale, we note that individual deals also 
appear to be driven by manufacturers' need to seek out less competitive 
markets, in the form of new technologies (Sicor), new geographies (Betapharm 
and Terapia), or new platforms (Eon Labs and Andrx). 

State of play today: four sub-groups ... 
Broadly speaking, we believe there are four tiers of generic companies, each 
with different market presence, growth opportunities and risks. 

 Tier 1: global leaders: Teva and Sandoz (owned by Novartis) that have built a 
broad and deep position in the US and non-US. They offer wholesalers and 
large retailers a broad portfolio of products and in coming months and years 
we expect them to continue to be acquirers.   

 Tier 2: large US players: these are the large US-centric manufacturers Mylan, 
Barr and Watson. They could be acquirers as they look to either gain scale or 
exploit specialized markets with limited competition.   

 Tier 3: smaller US companies: these are smaller US manufacturers such as 
Andrx and Impax. We believe they are unlikely to compete effectively in 
commodity markets so it is especially important for these companies to seek 
product opportunities with limited competition. By nature, these could be 
potential acquisition targets. 

 Tier 4: international firms: The fourth and last tier of our analysis comprises 
international companies, most of which have an emerging US presence. This 
includes Indian and European manufacturers that are beginning to directly 
access the US market. 

... with different strategies 
In our view, there are a number of alternative acquisition strategies for generic 
companies on the prowl: 

 Bulk up: i.e. offer a broad product portfolio and reliable supply is key to 
winning customers. Tier 2 players looking to augment their portfolios should 
look to buy into new therapeutic categories. Diversification could be 
especially important for a company like Barr, which today relies heavily on 
one niche: women's health.   

 Specialize: Difficult-to-formulate therapeutic categories offer oligopolistic 
rather than perfectly competitive markets — a good choice for Tier 1 and Tier 
2 players. Biogenerics, inhalation and injectible generics are examples of this 
strategy. 

Different companies across the globe 
are active in the consolidation 
process 

... each with different objectives and 
acquisition strategies 
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 Expand internationally: For Tier 2 players, overseas acquisitions can open 
new markets and spread fixed costs over more sales.  

 Ensure low-cost supply: The proliferation of international suppliers, especially 
in India, creates opportunities for US companies to buy low-cost production 
capacity, negotiate favorable supply contracts or move product development 
overseas.  

 Invest in branded business: Other generic companies have gone down the 
specialty pharma route, seeking to develop original drugs and build a higher-
margin branded drug business. This strategy needs scale, so is best-suited to 
Tier 1 and Tier 2 players. 

 Reduce overcapacity? We believe the industry needs to consolidate; 
nonetheless, we are also skeptical that consolidation will eliminate 
overcapacity in the generic drug industry. Barriers to entry remain low, so 
consolidation might well be offset by new upstarts. 

Indian pharma – prey turning hunter 
Indian generic companies have moved on from being sources of low-cost 
production for US and European based companies. With the evolution of the 
industry in India, these companies have become more aggressive in seeking 
international opportunities and participating in the global consolidation process.  

In the past, we have seen a few Indian companies such as Ranbaxy, Wockhardt 
and Sun Pharma acquiring companies in the regulated markets. This has 
gained momentum, with more companies including the likes of Aurobindo 
Pharma, Matrix Laboratories, Zydus Cadila and Glenmark Pharma bidding 
aggressively for international assets.  

Figure 31. Indian Generics – Regulated Market Acquisitions 

 Company Acquisition Country Comment 
Ranbaxy Terapia Romania Third largest company in Romania; market access and scale in Romania 
 Ethimed Belgium 10th largest company in Belgium; primarily for market access 
 Allen Spa Italy Small unbranded generics business of Glaxo; market access 
Dr Reddy's Betapharm Germany Fourth largest generics company in Germany; scale and market access 
Matrix Docpharma Belgium Second largest company in Belgium; good integration synergies 
Ranbaxy RPG Aventis France Among top five generic companies in France 
Cadila Alpharma SA France Small size; provides access to the French generics market 
Wockhardt CP Pharma UK Europe is now the largest geography for Wockhardt 
 Esparma Germany  
Jubilant PSI n.v. Belgium Into distribution and creating dossiers - market access 
 PSI Supply n.v. Belgium  
Hikal Marsing & Co. Denmark Distribution company; market and customer access 
Sun Pharma Caraco USA Distribution company; market access, Synergies with Sun R&D pipeline 
Jubilant 
Organosys 

Trigen Labs USA Access to the US formulations market 

Source: Company Reports and Citigroup Investment Research 

 

We view this as a positive trend, as it gives the companies scale as well as 
enables faster entry into target markets – factors that we believe are becoming 
more critical by the day for survival and growth in an ultra-competitive industry 
environment. 

Indians getting more aggressive in 
seeking overseas opportunities... 

... and many more are in the fray 
today 

... in an attempt to scale up and gain 
faster market access 
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Going for the big game 
We believe that with the evolution of the industry, there are two key differences 
in the nature of Indian participation in global consolidation – related to size and 
rationale. 

Size of deals 
Earlier, Indian companies were content to go after small companies that were a 
fraction of their own size. Sun Pharma – Caraco (USA), Wockhardt – CP Pharma 
(UK), Wockhardt – Esparma (Germany), Ranbaxy – Basics (Germany), Cadila – 
Alpharma SAS (France) are examples of such deals. The small size of 
operations and inability of the target companies to grow on their own steam kept 
deal valuations down at reasonable levels.  

However, several Indian companies are now increasingly becoming more 
comfortable with larger deal sizes. In the last 12-15 months, we have seen two 
large deals being concluded by Indian companies – Matrix buying out 
Docpharma (Belgium) and Dr Reddy's buying out Betapharm (Germany). 
Moreover, companies such as Wockhardt and Ranbaxy have also been in the 
run for acquiring the likes of Alpharma and Andrx – both big ticket deals – 
although they ultimately lost out in the bidding process. 

Rationale for acquisition 
Besides, the rationale for striking deals has also evolved. In the past, market 
access was the key, and often only, rationale behind overseas acquisitions by 
Indian companies. The obvious strategy was to eliminate existing inefficiencies 
in operations, look for backward integration opportunities into India and then 
make all the effort to scale up the size of operations by pushing their own 
product pipeline through the acquired entity.  

This also appears to have changed now. With the growing competition and 
pricing pressure in regulated markets, companies are finding it difficult to 
achieve their growth targets through organic means. As such, we believe Indian 
companies are now open to the idea of acquiring to gain scale as well. The 
thrust now appears to be on market access with market leadership. In cases 
such as Dr Reddy's acquisition of Betapharm and Ranbaxy's acquisition of 
Terapia, there is no intent to shift manufacturing to India in the medium term. 
With the big becoming bigger in the global generics space, and with easier 
availability of capital, we expect more Indian companies to look at acquisitions 
as a means to gaining economies of scale and consolidating market position, 
rather than merely gaining market access. Their hands are also being forced by 
more global companies looking to integrate backwards through supply tie ups 
with smaller Indian companies – thereby making it important for them to gain a 
strong front end presence as well. 

Not without pitfalls 
On the flip side, while consolidation has picked up, so have valuations at which 
deals are being struck. This is leading to longer payback periods and lower 
capital efficiency for the acquiring companies. At the same time, the reluctance 
of Indian companies to participate fully (everyone is a buyer; no sellers) is also a 
dampener to the entire process. 

It started with small deals, as 
companies tested the waters 

Today, Indian companies are 
comfortable bidding for large 
international assets 

Initial focus was on quick value 
creation through eliminating 
inefficiencies and exploiting synergies 

Some of the recent deals are aimed at 
achieving scale along with market 
access 

Some factors increase the risk level in 
the business 
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Pitfall #1: What price for growth? 
With the rapid commoditization of the sector, scale has become a very important 
success factor in the generics industry. As such, almost every large global 
generics company is now in the race for acquisitions and Indian companies 
have also jumped into the fray. Moreover, with the slowdown in growth rates and 
pricing pressure, acquisitions are becoming even more imperative for 
companies to sustain a steady growth trend. The buying interest thus appears to 
outstrip the available good assets by a large margin. Acquisitions are thus 
getting dearer by the day with most companies bidding for the same few targets. 
As such, counter intuitively, unlike a typical commodity industry in a downturn 
where the leaders are able to pick up assets at distress prices, it appears to be a 
sellers' market in the generics Pharma industry. Most of the recent transactions 
— especially for relatively smaller targets that are affordable for most buyers — 
reflect this trend.  

Pitfall #2: Running out of options 
We also believe that Indian companies are running out of options, and have to 
pay a very high premium for deals overseas. Barring DRL's acquisition of 
Betapharm in Germany, Ranbaxy's acquisition of Terapia in Romania and 
Matrix's earlier acquisition of Docpharma in Belgium, Indian companies have 
been unable to strike any large deal in the more regulated markets. Wockhardt, 
for instance, has been outbid in the race for Alpharma as well as Andrx. Most 
Indian companies have already raised capital to pursue inorganic growth, and 
now have the ability to execute big ticket deals. However, they do seem to be 
fast running out of targets. 

Figure 32. Indian Generics — Acquisition Funds Raised 

Company Funds raised/ 
proposed (US$m)

Comments 

Ranbaxy 400 Targeting US and European companies; outbid in Alpharma and Betapharm; 
acquired Terapia in Romania and 2 small companies in Italy and Belgium 

Sun Pharma 350 Focusing on the US market; acquired Able Labs (USA) and a facility of Valeant 
(Hungary); does not find value at current levels in large companies 

Wockhardt 110+500* Has made 3 acquisitions in Europe, but outbid in race for Alpharma, 
Betapharm and Andrx 

Jubilant 135 Looking for niche targets; acquired a CRO (Target) and small US generics 
company (Trigyn) 

Aurobindo 
Pharma 

200 Acquisitions in regulated markets; acquired Milpharm (UK) and a cGMP 
facility in the USA 

Glenmark 100 Looking for niche / small targets – primarily in Europe and Latin America 
Cipla 170 Historically, Cipla has been averse to forming its own front end in 

regulated markets; possibility of an overseas acquisition thus looks 
remote 

Source: Company Reports and Citigroup Investment Research Note: * proposed 

 

In this backdrop, we believe that any large acquisition is likely to come at a 
significant premium to fair value – leading to very long payback periods and 
execution risk. Inability to acquire, on the other hand, would also hurt capital 
efficiency on account of the capital that has already been raised for this 
purpose. 

It has become a seller's market – deal 
valuations sky-rocket even as the 
sector fundamentals are under 
pressure 

Most companies have raised capital, 
but are unable to close deals easily as 
global peers have also upped the ante 

Capital efficiency is thus under 
pressure 
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Pitfall #3: Reluctant to sell out themselves 
We also see very little signs of consolidation happening among Indian 
companies. While some attempts have been made (Matrix trying to merge with 
Strides Arcolab being the most recent), no big ticket consolidation has been 
able to go through among Indian players. Our discussions with various 
companies in the sector lead us to conclude that the desire among founder 
shareholders to retain control of the business makes it unlikely that any major 
consolidation would happen in the near future.  

In our view, this essentially implies that Indian companies adopting the pure 
supply model are at risk. While the buyers are becoming bigger and fewer, 
courtesy the global consolidation process, the number of suppliers from India 
show no signs of reducing – as such, we would not rule out a shift in bargaining 
power towards the global buyers, leading to a squeeze in profitability, if not total 
loss of business, for pure supply based businesses in India. 

Virtually no consolidation among 
Indian companies 

Pure supply model is at risk – buyers 
are getting bigger; suppliers continue 
to mushroom – bargaining power 
could shift to the former 



 Indian Pharmaceuticals 
19 July 2006 

  

Citigroup Global Markets | Equity Research 25 

What does CY06 / FY07 hold for Indian companies? 
We believe that CY05 / FY06 was the worst year for global generics and things 
have improved a bit in the current fiscal. This, along with inorganic initiatives, is 
likely to reflect in the financials for Indian pharma companies as well – with 
growth rates and earnings moving up and improving over levels witnessed in the 
past. We however note that capital efficiency is struggling to keep pace – i.e. 
companies have to invest much more to scale up their bottomlines than they 
have had to in the past. 

Growth is coming back... 
We expect Indian companies to witness a recovery in earnings growth in CY06 / 
FY07, largely on the back of the following factors: 

Low base effect 
Most Indian companies (especially the front line names such as Ranbaxy and 
Dr Reddy's Laboratories) are coming off a very low earnings base. These 
companies bore the brunt of pricing pressure and competition in the regulated 
markets of Europe and the USA over the last few years. At the same time, the 
fixed costs of staying in business continued to mount, resulting in a squeeze on 
profitability. However, these companies now seem to have turned the corner 
through a combination of cost reduction and restructuring efforts, leading to an 
improvement in profitability. 

Transition led growth for 2nd/3rd line companies 
We believe that CY06/ FY07 would be the first full year of revenues in the US 
and other regulated markets for several second and third line Indian companies 
such as Cadila Healthcare, Aurobindo Pharma and Glenmark Pharmaceuticals. 
These companies have ramped up regulatory filings and capital expenditure 
over the last three to four years; however approvals have started coming through 
only in CY05/FY06. The full impact of these launches, particularly in the US 
market, would only start coming through in CY06/ FY07, in turn leading to pick 
up in growth rates 

Acquisitions 
Indian companies have been on the look out for suitable acquisition targets in 
overseas markets – seeking to gain scale as well as market access. The last six 
to twelve months witnessed several key transactions being concluded viz. 
Matrix-Docpharma, DRL-Betapharm, Ranbaxy-Terapia, and these would begin 
to materially reflect in financials from CY06/ FY07 – leading to a pick up in 
growth rates. Most of the recently acquired companies are profitable (some even 
more profitable than the acquirer) and would thus be accretive to earnings from 
the first full year of sales 

… but capital efficiency struggles to keep pace 
Most Indian Pharma companies have taken a hit on capital efficiency over the 
last few years, with the squeeze coming from all sides. On one hand, capital 
employed increased significantly on the back of heavy capital expenditure 
aimed at gearing up for a regulated markets thrust. At the same time, the stiff 
competition and pricing pressure in regulated markets led to a downward trend 
in revenue growth and profitability. 

Figure 33. Big 4  Profits (US$m) 
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Figure 34. 2nd/3rd Line Co Net Profits (US$m) 

-

100

200

300

400

500

600

2002 2003 2004 2005 2006 2007 2008  

Source: Citigroup Investment Research 

Figure 35. Indian Pharma – Key Acquisitions 

Company Target Sales (Rs m) 
Ranbaxy Terapia 3,600 
Dr Reddy's Betapharm 9,020 
Matrix Doc Pharma 5,310 
Aurobindo Mil Pharm 655 

Source: Company Reports 



 Indian Pharmaceuticals 
19 July 2006 

  

Citigroup Global Markets | Equity Research 26 

Now, although capital expenditure seems to have plateaued, most companies 
are on the look out for acquisitions as a mean to gain scale and access to 
certain key markets. Most companies have already raised funds for the same 
and are on the look out for suitable targets. However, as outlined earlier in the 
report, acquisitions are getting dearer by the day with most companies bidding 
for the same few targets. As such, counter intuitively, unlike a typical commodity 
industry in a downturn where the leaders are able to pick up assets at distress 
prices, it appears to be a sellers market in the generics Pharma industry. Some 
of the recent transactions by Indian companies reflect this trend. 
 

Figure 36. Indian Pharma – The Capital Efficiency v/s Growth Conundrum 
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As such, while these acquisitions (viz Betapharm for DRL and Terapia for 
Ranbaxy) are likely to drive earnings growth, payback periods are much longer 
than desirable, leading to suppression of return ratios. In this context, we 
believe that besides a pick up in volumes, some return of pricing power is also 
required in order to allow a significant improvement in capital efficiency along 
with earnings growth. 

High capex, expensive acquisitions 
are taking a toll on return ratios 

We believe a pick up in volumes and 
stabilization of pricing is needed for a 
significant improvement in capital 
efficiency 
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We pick potential winners 
Over the last two to three years, we find that some companies have been able to 
survive the downturn by following a differentiated business model or by investing 
in niche segments. We use the following framework, along with relative 
valuations, for arriving at our top picks 

Generics – Scale and Differentiation 
The rules of the game are changing by the day in the global generics market – 
especially in the USA and Europe. The increase in number of players has been 
accentuated by aggressive measures being adopted by innovator pharma 
companies. In this context, we believe that one of more of the following factors is 
critical to ensure sustainable growth. 

Scale & Reach of Operations 
With level of competition increasing and exclusivity opportunities losing some of 
their charm, we believe that scale has emerged as a key success factor in the 
global generics market. A wide product basket and pipeline spread across 
multiple segments reduce the sensitivity of earnings to a delayed launch or 
accentuated competition in any set of products. Geographical diversification, 
with a presence across multiple markets, is another way of achieving the same 
result. Several Indian companies such as Ranbaxy, DRL and Matrix have been 
trying to achieve scale through organic and inorganic initiatives – the latter not 
only to add revenues but also to provide access to newer markets. 

Vertical Integration 
We believe that having a fully integrated model – manufacturing from 
intermediate to formulation phase, owning the product and front end presence 
in target markets – is becoming increasingly important in global generics. While 
integration across the product value chain yields the cost advantage, ownership 
of the product and integrating forward by having a front end distribution 
presence lowers the risk of increasing competition and allows a company to 
capture a larger share of profit from a product. While backward integration is 
common among Indian companies, most of them lack a strong front-end 
distribution and marketing infrastructure in the developed world.  

We believe that the current emphasis is on bridging this gap – either through 1) 
a partnership, and/or 2) through acquiring an entity that can give access and/or 
3) building out own distribution and marketing teams. We believe that in 1 you 
have to sacrifice some margins to the partner and you are still not as competitive 
as a vertically integrated player. In 3, the process could be cumbersome, costly 
as well as could take time. However, there are examples (like Ranbaxy) where 
this can be achieved over a period of time (5 years).  

In this context, the deals being struck by Indian companies to acquire large 
global companies become very pertinent. Ranbaxy, DRL and Matrix have made 
one large acquisition each in Europe, while Wockhardt missed out marginally in 
the bidding process for a couple of large US acquisitions. Several companies 
have raised capital and are on the lookout for acquiring the front end 
distribution capability and if some amount of product integration also comes 
through (the acquired entities generally have a basket of products), it is serving 
a dual objective. We would view deals – on an individual basis and the price 
paid as to the synergistic fit with the acquirers. 

Presence across various markets with 
a pipeline spread across multiple 
segments  

Integration across the product value 
chain, ownership of the product and 
a front end distribution presence 

Large deals being struck by Indian 
companies overseas are means to 
gain scale as well as integration 
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Product Differentiation – presence in niche segments 
We are positive on niche segments, largely centered on the following:  the 
complexity of making drugs, the technological barriers, and/or what was 
formerly perceived as an unfavorable return profile of some opportunities (but 
have now become a niche segment and profitable as they are now coming to the 
fore in the developed world). Some of these segments are injectible generics 
(both cephalosporin based and non-cephalosporin based drugs), bio-generics 
and/or complex to synthesize generic drugs. 

 Cephalosporins - based drugs represent a US$10bn market in US and 
Europe, with limited competition and strong entry barriers. The need for 
dedicated manufacturing facilities and complex process patent issues along 
with the relatively small size of this opportunity has kept competition limited. 
Aurobindo and  Wockhardt, among others, are key Indian companies in this 
space. Other anti-infective drugs (especially the injectable versions) such as 
betalactums and penems also represent niche opportunities  

 Injectable generics – a niche market of US$4b – again the relatively small 
market size, need for dedicated facilities and technical expertise have kept 
competition limited in this segment 

 Biogenerics / biosimilars – i.e. generic versions of biotech drugs – very few 
companies from India have invested in this space owing to technical expertise 
and high upfront investment required. India has traditionally been very strong 
in chemistry but continues to lag behind in terms of biology know-how. We 
thus do not expect the Indian competition in biogenerics to be as intense as it 
has been in synthetic chemistry based drugs. The EU authorities have issued 
guidelines and there have been some initial signs of progress in the USA as 
well. This, however is a long term story and the first product from India is 
likely to hit the EU market only in end CY08, if everything goes smoothly 

Select Outsourcing Models 
We believe outsourcing by innovator pharma companies represents a great 
growth opportunity for Indian companies who are geared up for the same. 
Unlike the global market for under patent drugs and generics, it is very difficult 
to peg the size of the outsourcing opportunity, given the industry's need to 
maintain confidentiality. However, according to our conversations with industry 
contacts, around 30% (around US$15-20bn) of the manufacturing activity by 
Big Pharma (across intermediates, APIs and formulations) is currently being 
outsourced. In addition, the contract research opportunity (which includes 
informatics and chemistry services, as well as custom chemical synthesis) is 
estimated at US$3-4bn. Over the last few years, the need to outsource for Big 
Pharma has increased considerably, and outsourcing is moving from being just 
a tactical option to a more strategic one. We expect this trend to continue, given 
the following factors: a) growing competition from generics; b) drying R&D 
pipeline; c) need to remain competitive in off patent products; d) headaches 
involved in handling industrial operations and changing FDA norms. 

Niche segments offer limited 
competition and, therefore, better 
pricing and market share 

We like companies with abilities in 
cephalosporins, injectables and those 
who are aiming for the biogenerics 
opportunity 

India has great competitive advantage 
in the outsourcing space 
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We prefer outsourcing to innovators 
Between outsourcing to innovator and generics companies, we prefer the former 
for two key reasons: 1) this is a relatively less crowded space; and 2) revenue 
and earnings streams are generally more stable. The Indian presence in 
outsourcing by Big Pharma has been sporadic at best.  However, there has been 
growing traction in this regard recently, driven by better awareness on India as a 
viable option. The change in the country patent laws, transitioning from a 
process patent to a product patent regime, has also assuaged fears of 
intellectual property risk. We believe that the cost advantage enjoyed by Indian 
companies over their European counterparts would enable them to get a larger 
share of the outsourcing pie, going forward. 

We are positive on outsourcing to Big Pharma because the space is less 
crowded – the initial euphoria on the generics opportunity saw very few 
companies making an attempt to address this area. Typically, in our view, 
contracts with innovators are long term in nature, primarily due to the difficulties 
associated with changing suppliers. In addition, the customer generally 
guarantees a minimum off take each year. Revenues and earnings are therefore 
likely to be much more stable for companies following this model, as compared 
to those of generics companies. Also, given the nascent penetration by Indian 
companies till date, the growth is expected to significant in the medium term. 

Outsourcing to innovator pharma 
companies is a relatively less crowded 
space and offers stability in revenues 
and earnings streams 
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Company Updates 
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Aurobindo (ARBN.BO) 
Glimmer of Hope, but Long Way to Go 
 Maintain Sell — on Aurobindo (APL), albeit with a higher target price of 

Rs384 (from Rs303 earlier). A strong 4QFY06 notwithstanding, we expect 
Aurobindo to face an uphill battle in maintaining capital efficiency and 
profitability as it scales up in regulated markets. Its strategy to front end in 
regulated markets, while positive over the longer term, could put pressure on 
profitability in the interim. 

 Execution is critical — APL's initiatives in regulated markets – viz. heavy 
investment in manufacturing infrastructure, strong scale up in US filings and 
acquisition of Milpharm in UK should enable the company to record strong 
growth in regulated market sales in FY07. However, efficient execution would 
be critical to sustaining growth rates and we await more evidence on this 
front. 

 Expenditure to ramp up — APL's strategy to distribute its own products in 
regulated markets would involve high upfront expenditure that, in our view, is 
still to be fully reflected in financials. Inability to sustain strong sales growth 
would significantly impact profitability given the high level of fixed costs built 
into the business. 

 Raising estimates; target price — We revise our earnings estimates for FY07-
08E by 22%, to factor in the above expected profit in 4QFY06 (mainly in 
subsidiaries), acquisition of Milpharm and US$200m FCCB issue. We remain 
below consensus, as we await evidence of sustained growth before taking a 
more aggressive call. We raise our target price by 27% to Rs384 on roll over 
to June07E earnings. 

 

Statistical Abstract 

Year to Net Profit FD EPS EPS Growth P/E EV/Ebitda DPS
31-Mar (Rs) (Rs) (%) (x) (x) (Rs)
2004        1,069          22.2          49.2          25.9           15.6            2.2 
2005             33            0.6 -97.1        898.5           30.9            0.5 
2006           697          11.0 1,616.2          52.4           22.0            1.5 
2007E        1,356          21.4 94.6          26.9           14.8            1.5 
2008E        1,659          26.2 22.3          22.0           12.0            1.5 
2009E        2,087          32.9 25.8 17.5 10.2 1.5

Source: Company Reports and Citigroup Investment Research 

 

Sell/Low Risk 3L
Price (18 Jul 06) Rs571.00
Target price Rs384.00

from Rs303.00
Expected share price return -32.7%
Expected dividend yield 0.3%
Expected total return -32.5%
Market Cap Rs30,417M

US$652M

Price Performance (RIC: ARBN.BO, BB: ARBP IN) 
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Fiscal year end 31-Mar 2005 2006 2007E 2008E 2009E

Valuation Ratios
P/E adjusted (x) nm 51.9 26.7 21.8 17.3
EV/EBITDA adjusted (x) 31.1 22.8 15.1 12.4 10.6
P/BV (x) 4.1 4.3 3.8 3.2 2.7
Dividend yield (%) 0.1 0.3 0.3 0.3 0.3
Per Share Data (Rs)
EPS (adjusted) 0.64 11.00 21.40 26.18 32.94
EPS (reported) 0.64 11.00 21.40 26.18 32.94
BVPS 140.46 131.43 151.41 176.17 207.69
DPS 0.50 1.50 1.50 1.50 1.50

Profit & Loss (RsM)
Net sales 13,169 15,808 20,087 23,658 27,689
Operating expenses -12,554 -14,754 -18,179 -21,165 -24,698
EBIT 616 1,054 1,907 2,493 2,992
Net interest expense -499 -691 -719 -736 -748
Non-operating/exceptionals 51 622 290 336 385
Pre-tax profit 167 985 1,479 2,093 2,629
Tax -130 -274 -111 -419 -526
Extraord./Min.Int./Pref.div. -4 -14 -12 -16 -16
Reported net income 33 697 1,356 1,659 2,087
Adjusted earnings 33 697 1,356 1,659 2,087
Adjusted EBIT 616 1,054 1,907 2,493 2,992
Growth Rates (%)
EPS (adjusted) -97.1 1,616.2 94.6 22.3 25.8
EBIT (adjusted) -65.2 71.2 81.0 30.7 20.0
Sales -10.1 20.0 27.1 17.8 17.0

Cash Flow (RsM)
Operating cash flow 1,205 384 68 788 1,045
Depreciation/amortization 647 721 793 845 896
Net working capital -49 -1,272 -2,094 -1,733 -1,957
Investing cash flow -3,287 -1,000 -750 -750 -750
Capital expenditure -3,005 -1,000 -750 -750 -750
Acquisitions/disposals 0 0 0 0 0
Financing cash flow 1,448 10,146 100 260 -90
Borrowings 2,104 9,649 190 350 0
Dividends paid -130 -90 -90 -90 -90
Change in cash -609 9,530 -583 298 205

Balance Sheet (RsM)
Total assets 21,298 33,034 35,525 38,327 41,318
Cash & cash equivalent 594 10,124 9,541 9,839 10,044
Net fixed assets 11,108 11,387 11,342 11,243 11,093
Total liabilities 14,153 24,680 25,894 27,111 28,090
Debt 10,340 19,989 20,179 20,529 20,529
Shareholders' funds 7,145 8,353 9,631 11,215 13,228

Profitability/Solvency Ratios (%)
EBITDA margin adjusted 9.6 11.2 13.4 14.1 14.0
ROE adjusted 0.5 9.0 15.1 16.0 17.2
ROIC adjusted 2.9 4.2 8.9 9.4 10.3
Net debt to equity 136.4 118.1 110.5 95.3 79.3
Total debt to capital 59.1 70.5 67.7 64.7 60.8

For further data queries on Citigroup's full coverage 
universe please contact CIR Data Services Asia Pacific at 
+852-2501-2791.
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Glimmer of hope... but long way to go 
We maintain our Sell rating on Aurobindo, albeit with a higher target price of 
Rs384 (from Rs303 earlier). A strong 4QFY06 notwithstanding, we expect 
Aurobindo to face an uphill struggle in maintaining capital efficiency and 
profitability as it scales up its business in regulated markets. Its aggressive 
strategy to front end in regulated markets, while positive over the longer term, 
could put pressure on profitability in the interim. 

Company Description 
Aurobindo Pharma is primarily an API supplier (largest in India) with a small 
presence in formulations as well. The company's product portfolio is spread over 
several product areas such as Antibiotics, Anti-Retro Virals, CVS, CNS, 
Gastroenterologicals, and Anti-Allergics, with a major share coming from semi-
synthetic penicillin and cephalosporins-based drugs. Aurobindo has been 
focusing on exports (supplies to more than 100 countries, primarily in 
unregulated markets) for a long time, and is looking to increase the share of 
formulation sales to the regulated markets. 

Investment Thesis 
Aggressive strategy – Execution is key 
Aurobindo Pharma has been aggressively focusing on transitioning from 
primarily an API player in less regulated markets to a formulations player in the 
more profitable regulated generics markets. To this end, the company has taken 
several initiatives  

 Heavy investment in manufacturing facilities – the company has around 10 
manufacturing facilities targeted at the regulated markets, with around 7 
approved by the US FDA 

 Ramp up in product filings – the company cumulatively has 67 DMFs and 51 
ANDA filings in the US market and expects to scale this up further in the 
current fiscal. Filings are a combination of older products as well as those yet 
to go off patent 

 Foray into Europe through the acquisition of Milpharm Limited in UK. 
Milpharm reported sales of STP7.7m for the 12 months ended Sept'05 and 
has over 100 marketing authorizations across multiple segments. Aurobindo 
has also disclosed that the consideration that they paid did not exceed 
US$25m and that Milpharm is a profit making company. We believe taking 
the inorganic route is the right approach for Aurobindo, since it has been a 
late entrant in EU as well and has to make up for lost time 

Sustaining early momentum may not be easy 
However, we believe that Aurobindo could face several challenges in executing 
its strategy. It has been late in commencing its ANDA/DMF filings for the US 
market, particularly in the niche cephalosporins-based drugs. Although it has 
stepped up efforts and is catching up fast with peers in terms of number of 
filings, the delay has meant that the company does not enjoy a unique position 
in any product that is likely to be launched in the near to medium term. Thus, 
while product approvals have started coming in and sales of generics in the US 
have added to growth rates, we believe it may be difficult for Aurobindo to 
sustain the early momentum. 

Several steps to enhance its presence 
in the US and EU markets 

But, several changes persist .. 
sustaining profitability may not be 
easy 
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Expenditure at the front end may also ramp up 
Despite its strengths in APIs, Aurobindo has decided to target the formulations 
market in the USA in order to capture greater value from each product. 
Moreover, it plans to largely distribute its products on its own and does not 
intend to get into any partnerships with global players. We believe this is a very 
ambitious strategy for Aurobindo, which involves heavy expenditure and a long 
gestation period – although, if executed well, the longer term benefits could be 
substantial. We are worried that besides the heavy expenditure required for 
scaling up the front end, the lack of an effective front end could make it difficult 
for the company to leverage its back end infrastructure and product filings to the 
utmost. Besides, we believe that there is very little leeway for the company to 
now change track and go in for the partnership route, as most of the large global 
players have already entered into tie-ups with other Indian companies.  

Overall, we expect the costs of setting up its front-end infrastructure to eat away 
some part of the benefits of operating leverage and remain a drain on 
Aurobindo's profitability over the next two to three years. At the same time, if it 
fails to ramp sales up at a strong pace, it could have a significant impact on 
profitability as it has already made heavy investments in manufacturing 
infrastructure and product filings. 

Earnings Revision – factoring in Milpharm and strong 4Q numbers 
We raise our earnings estimates for Aurobindo Pharma over FY07-08E by 22%, 
to factor in the above expected performance in 4QFY06 (especially in the 
subsidiaries), acquisition of Milpharm in UK and recent US$200m FCCB issue. 

Aurobindo's 4QFY06 results were a positive surprise – while stand alone 
numbers were largely in line with expectations, the company's subsidiaries were 
not a drain on profits, unlike the previous two years. Note that Aurobindo reports 
consolidated numbers only at the end of the year – as such, the improvement in 
subsidiary financials was a positive surprise. 

Even after revising our numbers, we remain well below consensus on this 
company. We highlight that Aurobindo also derives a significant part of its 
turnover from the ARV business – in which sales can get skewed across 
quarters. We thus prefer to watch the trend over the next one or two quarters 
before taking a more aggressive call on financials. 

Raising target price to Rs384/share 
Based on our revised estimates and roll over to 17x June 07E earnings (from 
17x March 07E earlier) we raise our target price to Rs386/share (from 
Rs303/share earlier). We caution that earnings momentum is likely to remain 
strong over the next two quarters due to the low base effect and potential upside 
from the acquisition of Milpharm. This may provide support to the stock; 
however, we believe that fundamentally the stock is overpriced and would 
recommend selling into strength. 

Valuation 
We prefer to value Aurobindo on a P/E basis; although trailing ratios would be 
skewed due to the company's depressed financials, we expect profits to witness 
sharp growth off a low base over the next two years, thus making it comparable 
with its peer group. Our target price of Rs384 (up from Rs303 earlier) for the 
stock is based on 17x June 07E earnings (17x March 07E earlier), which is in 
line with our target range for mid-sized pharma companies. We broadly value 

Front end costs may ramp up as sales 
increase, going forward 

Inability to ramp up sales could hurt 
profitability, given the high level of 
fixed cost incurred 

Earnings Revision 

 Old New % Change 
Revenue    
2007E     16,846      20,087          19.2  
2008E     18,792      23,658          25.9  
FD EPS    
2007E         17.5          21.4          22.4  
2008E         21.5          26.2          21.8  

Source: Citigroup Investment Research 

We remain below consensus... await 
clarity on sustenance of the recovery 

Earnings momentum may provide 
support but fundamentally, valuations 
look stretched 
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mid-sized Pharma stocks at a 10-20% discount range (16-18x) to sector leaders 
to account for the difference in scale, potential execution issues in their efforts 
to go global and relatively lower liquidity. Alternatively, we use EV/EBIDTA to 
value Aurobindo. As the company has significant debt on its books and 
increased its asset base significantly, interest cost and depreciation would 
continue to suppress profitability over the next two to three years. As such, 
EV/EBITDA could be more representative until debt is reduced and profitability 
is more representative of operational earnings. Our target price for Aurobindo is 
based on 12x June 07E EBIDTA (12x March 07E earlier) and yields a value of 
Rs366 (from Rs305 earlier). Aurobindo has historically (2000-2006) traded in 
an EV/EBIDTA band of 10-15x, except in 2005, when sharp erosion in the 
company's EBIDTA saw EV/EBIDTA shoot up to higher levels. As Aurobindo's 
operating earnings normalize over the next two years, we expect the stock to 
once again trade in line with its historical range. 

Risks 
We rate Aurobindo Pharma Low Risk according to our quantitative risk-rating 
system. The main downside risks to our target price and estimates include: (1) 
The generics market in the US is highly competitive, and Aurobindo does not 
appear to have any niche positioning in products other than cephalosporins; (2) 
Aurobindo has been a late entrant in the cephalosporins market, having missed 
being in the first wave of launches for one of the main products, ceftriaxone; (3) 
Building up its own front-end infrastructure in the US market would involve a 
sharp scale-up in SG&A costs that may be higher than we have estimated; and 
(4) Aurobindo's legacy business (Pen-G and Pen-G-based products) remains a 
commodity one in less regulated markets. The main upside risks to our target 
price and estimates include: (1) Aurobindo has one of the most aggressive 
schedules lined up for ANDA and DMF filings in the US market. If the company 
is able to capture significant market share in certain key products, it could lead 
to an upside to our estimates; and (2) Any sharp rebound in the fortunes of the 
legacy Pen-G business could lead to improvements at the operating level, 
beyond our expectations. 
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Biocon (BION.BO) 
No Near Term Triggers, Sell 
 Maintain Sell — We believe Biocon is primarily an API supplier with a limited 

product basket. The high sensitivity of its earnings to delayed launches – a 
common occurrence in global generics – reflects the vulnerability of its 
business model. While valuations have come off, a thin product pipeline and 
nascent nature of other initiatives (R&D, biogenerics) leave few medium term 
catalysts for the stock 

 Statins – US setback — Biocon has faced setbacks on both pravastatin and 
simvastatin – products expected to be the key growth drivers in FY07 and 
FY08. Grant of exclusivity to Teva/Ranbaxy has led to postponement of launch 
by Biocon's partners – implying delayed sales and a lower market share post 
exclusivity. This has significantly diluted the company's biggest medium term 
growth drivers 

 No near term triggers — Going forward, Biocon may emerge as a key player 
in immunosuppresants and biogenerics in regulated markets. However both 
of these opportunities are still some way off and visibility is low. While 
research services revenues are growing off a low base, they appear to lack the 
scale to materially impact earnings in the medium term 

 R&D Efforts, Long term positive — Efforts in collaborative research with 
Vaccinex and CIMAB as also the acquisition of IP assets of Nobex could turn 
out to be positive over the longer term. However, these are very nascent and 
are likely to be a drain on earnings in the near term, with limited upside in 
the medium term 

Statistical Abstract 

Year to Net Profit FD EPS EPS Growth P/E EV/EBITDA DPS
31-Mar (Rs) (Rs) (%) (x) (x) (Rs)
2004           1,386        15.9  NM     21.6           17.8     1.0 
2005           1,976        20.4 28.2    16.8           15.7     1.9 
2006           1,740        17.4 -14.9    19.8           15.5     3.8 
2007E           1,948        19.5 12.0    17.6           13.3     3.9 
2008E           2,470        24.7 26.7    13.9           10.8     4.9 
2009E           3,088        30.9 25.0    11.1             9.0     6.2 

Source: Company Reports and Citigroup Investment Research 

 

Sell/Low Risk 3L
Price (18 Jul 06) Rs343.80
Target price Rs353.00
Expected share price return 2.7%
Expected dividend yield 1.1%
Expected total return 3.8%
Market Cap Rs34,380M

US$737M

Price Performance (RIC: BION.BO, BB: BIOS IN) 
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Fiscal year end 31-Mar 2005 2006 2007E 2008E 2009E

Valuation Ratios
P/E adjusted (x) 16.8 19.8 17.6 13.9 11.1
EV/EBITDA adjusted (x) 14.5 14.9 13.0 10.0 7.9
P/BV (x) 4.6 3.9 3.4 2.8 2.4
Dividend yield (%) 0.5 1.1 1.1 1.4 1.8
Per Share Data (Rs)
EPS (adjusted) 20.45 17.40 19.48 24.70 30.88
EPS (reported) 20.45 17.40 19.48 24.70 30.88
BVPS 74.05 88.80 102.22 121.34 145.23
DPS 1.88 3.78 3.90 4.94 6.18

Profit & Loss (RsM)
Net sales 7,126 7,880 9,069 10,628 12,539
Operating expenses -5,111 -5,880 -7,052 -8,089 -9,417
EBIT 2,015 2,000 2,017 2,539 3,122
Net interest expense -20 -20 -17 -16 -16
Non-operating/exceptionals 156 50 118 161 250
Pre-tax profit 2,151 2,030 2,118 2,684 3,357
Tax -186 -310 -169 -215 -269
Extraord./Min.Int./Pref.div. 10 20 0 0 0
Reported net income 1,976 1,740 1,948 2,470 3,088
Adjusted earnings 1,976 1,740 1,948 2,470 3,088
Adjusted EBIT 2,015 2,000 2,017 2,539 3,122
Growth Rates (%)
EPS (adjusted) 28.2 -14.9 12.0 26.7 25.0
EBIT (adjusted) 24.1 -0.8 0.8 25.9 22.9
Sales 31.8 10.6 15.1 17.2 18.0

Cash Flow (RsM)
Operating cash flow 2,889 1,372 2,646 3,008 3,792
Depreciation/amortization 223 290 590 642 696
Net working capital 623 -724 -84 -260 -182
Investing cash flow -5,940 -1,429 -3,064 -2,016 -3,055
Capital expenditure -3,812 -2,778 -1,500 -750 -750
Acquisitions/disposals 0 0 0 0 0
Financing cash flow -83 -141 -1,110 -974 -714
Borrowings 155 285 -652 -402 -2
Dividends paid -212 -427 -441 -558 -698
Change in cash -3,134 -198 -1,528 18 23

Balance Sheet (RsM)
Total assets 10,899 12,870 14,002 16,133 19,307
Cash & cash equivalent 34 20 107 125 148
Net fixed assets 5,782 8,270 7,402 7,510 7,564
Total liabilities 3,485 3,960 3,750 3,969 4,754
Debt 763 1,050 400 0 0
Shareholders' funds 7,414 8,910 10,252 12,164 14,553

Profitability/Solvency Ratios (%)
EBITDA margin adjusted 31.4 29.1 28.7 29.9 30.4
ROE adjusted 30.3 21.4 20.4 22.1 23.2
ROIC adjusted 38.2 21.0 19.7 25.1 29.4
Net debt to equity 9.8 11.6 2.9 -1.0 -1.0
Total debt to capital 9.3 10.5 3.8 0.0 0.0

For further data queries on Citigroup's full coverage 
universe please contact CIR Data Services Asia Pacific at 
+852-2501-2791.
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No Near Term Triggers 
We rate Biocon a SELL with a target price of Rs353 in view of a tough earnings 
outlook over the medium term and poor visibility on longer-term growth triggers. 
Biocon is still an API supplier with a high dependence on Statins, despite efforts 
to position itself as an integrated biotechnology enterprise. While initiatives such 
as biogenerics, new drug discovery and research services may turn out to be 
long term drivers, these are very nascent as yet, with very low visibility. 

Company Description 
Biocon is positioned as an integrated biotechnology company encompassing all the 
three critical stages of drug development – drug discovery, development, and 
manufacturing and commercialization of biopharmaceuticals and enzymes. With more 
than 25 years of expertise in fermentation technology, it has built strong capabilities in 
high-growth segments like statins, immunosuppressants and anti-diabetes. While 
statins form the major part of its current business, Biocon is aggressively pursuing the 
biogenerics opportunity in regulated markets and is also making investments in drug 
discovery research to build a future pipeline. 

Investment Thesis 
We maintain a Sell (3L) rating on Biocon with a target price of Rs353, in view of 
a tough earnings outlook over the medium term and poor visibility on longer-
term growth triggers. 

Still primarily an API (read statins) company 
Despite Biocon's aggressive initiatives to position itself as an integrated 
biotechnology enterprise, we believe the company still remains primarily an API 
company with a high dependence on a single product class (statins). Statins still 
account for around 45% of the company's total turnover and remains the only 
key earnings driver in the medium term. Although Biocon does have a presence, 
and continues to develop new products, in other areas like immunosuppresants, 
anti-diabetes and custom & clinical research, it does not have the scale 
required in these segments to make a significant difference to its earnings. 
Other potential growth drivers such as biogenerics and drug discovery molecules 
are still far out on the horizon 

US statins – reflects vulnerability of business model 
The developments in US statins and its fallout on Biocon, in our view, reflect the 
vulnerability of Biocon's business model in the current global environment. 
Simvastatin and Pravastatin were expected to be big growth drivers for the 
company in FY07. However, with Teva / Ranbaxy receiving exclusivity for both 
products and DRL entering as the authorized generic for simvastatin, launches 
by Biocon's customers have been delayed. Besides, this also implies a lower 
residual market for Biocon's customers to target. With no other products lined 
up for launch in the near term, the delays have led to significant reduction in 
growth outlook for the company. We believe that such a significant impact 
following a delayed launch – a very common occurrence in global generics – is 
indicative of a weak business model and should appropriately reflect in 
valuations as well. 

Biocon remains primarily an API 
company with a limited product 
pipeline 

Delay in launch for Biocon's 
customers could also lead to lower 
market share than earlier expected 
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Immunosuppresants – small market; some time away 
Besides statins, Biocon is also present in Immunosuppressants that it 
manufactures using its patented PlaFractor fermentation technology. The 
manufacturing process is very stringent in order to have virtually zero 
contamination. Biocon currently sells the products in the unregulated markets; 
immunosuppresants sales account for around 10% of Biocon's overall revenues. 

While we expect Biocon to be a key player in immunosuppresants in regulated 
markets as well, the opportunity is still some way off. All the products are still 
under patent and are expiring only from CY07. This gives enough time for other 
potential competitors to emerge. We thus do not expect immunosuppresants, by 
itself, to be a significant growth driver for Biocon. 

Insulin, domestic formulations – difficult market to penetrate 
Biocon sells its own insulin brand, Insugen in the Indian market. Given the 
competitive nature of the market with global majors like Novo Nordisk, Eli Lilly 
and Aventis being strongly entrenched, we do not expect Biocon to gain much 
market share in the domestic insulin market. Biocon has entered into a nine-
year agreement with BMS to supply the latter's inhaler version of insulin. BMS is 
currently conducting clinical trials for its product, which could take another two 
to three years to complete. Insulin exports to regulated markets are thus unlikely 
to commence at least until CY08. Biocon has also filed registrations for its 
products in unregulated exports markets.   

Research services – strong growth off a low base 
Biocon is engaged in custom and clinical research through its wholly owned 
subsidiaries Syngene (Pre Clinical research in new drug discovery) and 
Clinigene (clinical research capabilities to do Phase I to III trials and lab 
services and human pharmacology services). Syngene's existing customer base 
serves as an excellent reference point for Clinigene. However both these 
businesses lack the scale to materially impact Biocon's earnings in the medium 
term. 

R&D – potential long term driver; low visibility 
Biocon is also engaged in its own NCE and NDDS research, largely through 
partnerships with global players. Nobex IPR acquisition is a marginal positive, 
as it brings Biocon's oral insulin and Oral BNP projects back into the equation 
besides giving it access to a host of other IP assets — some of which could be 
potential outlicensing candidates. We, however, highlight that most of the 
projects are at nascent stages and would have no meaningful impact in the 
medium term. Other collaborative research efforts with Vaccinex and CIMAB are 
also potential long term drivers, but too early to build into valuations. Overall 
while we believe Biocon has built a good R&D programme, we expect any 
upside to come in only over the longer term, while the R&D spend could prove a 
drag on medium term earnings growth. 

 

Currently sells only in unregulated 
markets, while regulated market 
opportunity only CY08 onwards 

Lack of a franchise in a competitive 
domestic market for Insulin, 
regulated markets exports to 
commence only after CY08 

Research services are growing but 
lack the scale to materially impact 
earnings in the medium term 

Efforts in collaborative research with 
global players to bear fruits only in 
the long term, In the medium term 
remain a drag on earnings 
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Valuation 
We prefer to value Biocon on a P/E basis, given that its earnings profile is 
normalized and unlikely to change materially in the medium term. Our target 
price of Rs353 is based on 17x June 2007E earnings, which is in line with our 
target range for mid-sized pharma companies (such as Aurobindo, Cadila, and 
Jubilant). Biocon's earnings FY06-09E CAGR at 23% is among the lowest in our 
coverage universe; however we would still give it a multiple in line with other 
midsized pharma companies in order to factor in any positive surprise from its 
partnership-based R&D initiatives. 

Alternatively, we use 13x EV/EBITDA to value Biocon. Biocon has historically 
traded at an EV/EBIDTA in excess of 20x, before coming down to around 15x 
over the last year, due to pressure on its operating earnings. With the pressure 
expected to continue, we believe the de-rating will continue. 

Risks 
We rate Biocon Low Risk according to our quantitative risk-rating system. The 
main downside risks to our target price and estimates include: (1) greater than 
expected erosion in prices of statins in Europe and the US; and (2) the effective 
tax rate has increased in FY06; if this does not decline to FY05 levels, our net 
profit estimate for FY07 would reduce. The main upside risks to our target price 
and estimates include: (1) better than expected market share and pricing in 
statins post the delayed launches; and (2) any upside from Biocon's R&D 
initiatives, which we have not incorporated into our estimates and (3) earlier-
than-expected upside from biogenerics in regulated markets. 



 Indian Pharmaceuticals 
19 July 2006 

  

Citigroup Global Markets | Equity Research 41 

Cadila Healthcare (CADI.BO) 
Healthy Signs, but Priced in 
 Maintain Sell — Despite some healthy signs in FY06 results, we believe that 

valuations factor in most positives. Cadila's business does not offer any major 
differentiation vis-à-vis most Indian companies, in our view. Its French 
business and the Altana JV are also likely to remain a drag on medium-term 
earnings growth. 

 Healthy signs — We believe that FY06 results reflect some healthy signs that 
augur well for the future. Growing traction in the US, Brazilian and French 
markets helped Cadila grow its base business and offset the sluggish 
performance in the Altana JV. The company's lower dependence on the 
Altana JV implies more sustainable growth and earnings going forward, in our 
view. 

 Overseas business gaining traction — Cadila has filed 36 ANDAs in the US 
and received 13 approvals, translating into sales of Rs500m in FY06. 
Prospects in France are also looking up – Cadila has sold its branded 
business and entered into a distribution tie-up with Evolupharm, which would 
enable better penetration and lower fixed costs, aiding break even in FY08E 
(from a loss of Rs238m in FY06). 

 Raising estimates and target price – We raise our FY07-08 earnings estimates 
11-7% to factor in higher growth in the non-Altana business. We also raise 
our target price 31% to Rs544 – the more than proportionate increase in 
target price is due to higher earnings from non-Altana business to which we 
assign a multiple as against a cash-flow-based valuation for the company's 
Altana profits. 

 Our concern is valuations — Although at 16.4xFY07E the stock appears 
attractive, we are not comfortable given that c.30% of FY06 profit accrued 
from the Zydus Altana JV – which is a finite business and is at risk due to 
patent litigation. 

Statistical Abstract 

Year to Net Profit FD EPS EPS Growth P/E EV/Ebitda ROAE DPS
31-Mar (Rs) (Rs) (%) (x) (x) (%) (Rs)
2004            1,331              21.2              37.9 25.1 16.8             26.8               6.0 
2005            1,215              19.3 -8.7 27.5 15.1             21.5               6.0 
2006            1,525              24.3 25.5 21.9 12.6             23.6               6.0 
2007E            2,092              33.3 37.2 16.0 10.1             27.1               7.0 
2008E            2,762              44.0 32.0 12.1 7.9             28.9               8.0 
2009E            3,428              54.6 24.1 9.8 6.3             28.6               8.0 

Source: Company Reports and Citigroup Investment Research estimates. 

 

Sell/Low Risk 3L
Price (18 Jul 06) Rs532.30
Target price Rs544.00

from Rs416.00
Expected share price return 2.2%
Expected dividend yield 1.3%
Expected total return 3.5%
Market Cap Rs33,432M

US$717M

Price Performance (RIC: CADI.BO, BB: CDH IN) 
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Fiscal year end 31-Mar 2005 2006 2007E 2008E 2009E

Valuation Ratios
P/E adjusted (x) 27.5 21.9 16.0 12.1 9.8
EV/EBITDA adjusted (x) 15.3 12.7 10.4 8.3 6.7
P/BV (x) 5.7 4.8 3.9 3.1 2.5
Dividend yield (%) 1.1 1.1 1.3 1.5 1.5
Per Share Data (Rs)
EPS (adjusted) 19.35 24.28 33.31 43.98 54.57
EPS (reported) 19.35 24.28 33.31 43.98 54.57
BVPS 93.23 111.57 135.80 169.41 213.62
DPS 6.00 6.00 7.00 8.00 8.00

Profit & Loss (RsM)
Net sales 12,779 14,845 17,328 20,695 24,084
Operating expenses -11,067 -12,747 -14,707 -17,407 -20,136
EBIT 1,712 2,098 2,620 3,287 3,948
Net interest expense -245 -251 -259 -260 -253
Non-operating/exceptionals -96 -79 110 202 269
Pre-tax profit 1,371 1,768 2,471 3,229 3,964
Tax -192 -243 -379 -467 -536
Extraord./Min.Int./Pref.div. 36 0 0 0 0
Reported net income 1,215 1,525 2,092 2,762 3,428
Adjusted earnings 1,215 1,525 2,092 2,762 3,428
Adjusted EBIT 1,712 2,098 2,620 3,287 3,948
Growth Rates (%)
EPS (adjusted) -8.7 25.5 37.2 32.0 24.1
EBIT (adjusted) 12.9 22.6 24.9 25.5 20.1
Sales 6.8 16.2 16.7 19.4 16.4

Cash Flow (RsM)
Operating cash flow 2,154 2,088 2,599 3,220 3,921
Depreciation/amortization 716 779 830 895 934
Net working capital 164 -216 -323 -438 -441
Investing cash flow -1,072 -1,200 -850 -850 -850
Capital expenditure -1,104 -1,200 -850 -850 -850
Acquisitions/disposals 0 0 0 0 0
Financing cash flow -1,049 -489 -570 -652 -652
Borrowings -543 0 0 0 0
Dividends paid -506 -489 -570 -652 -652
Change in cash 33 399 1,179 1,718 2,419

Balance Sheet (RsM)
Total assets 13,365 15,042 17,098 19,933 23,437
Cash & cash equivalent 612 1,126 2,306 4,024 6,443
Net fixed assets 7,906 8,327 8,347 8,302 8,218
Total liabilities 7,510 8,036 8,569 9,293 10,022
Debt 3,834 3,834 3,834 3,834 3,834
Shareholders' funds 5,855 7,006 8,528 10,639 13,415

Profitability/Solvency Ratios (%)
EBITDA margin adjusted 19.0 19.4 19.9 20.2 20.3
ROE adjusted 22.0 23.7 26.9 28.8 28.5
ROIC adjusted 14.9 17.5 20.0 24.0 27.8
Net debt to equity 55.0 38.6 17.9 -1.8 -19.4
Total debt to capital 39.6 35.4 31.0 26.5 22.2

For further data queries on Citigroup's full coverage 
universe please contact CIR Data Services Asia Pacific at 
+852-2501-2791.
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Healthy Signs, but Priced in 
We maintain our Sell (3L) rating on Cadila, as we believe that the company's 
business model does not offer any major differentiation vis-à-vis most other 
Indian companies targeting the overseas markets. Although FY06 results 
contained some healthy signs that make us more positive on the business, we 
think valuations still appear to be on the high side. 

Company Description 
Cadila Healthcare (Zydus Cadila) is an offshoot of the Cadila group, founded in 
1952. It split into Cadila Pharma and Cadila Healthcare in 1995. A leading 
participant in the Indian market, Cadila consolidated its position with the 
acquisition of Recon Healthcare (1999) and German Remedies (2001). For the 
overseas markets, it has adopted a combination of the contract manufacturing 
and generics strategy. As part of its generics strategy, it acquired Alpharma's 
arm in France in 2003, and also started filing its own ANDAs and DMFs in the 
US market. On the contract manufacturing front, it has a profitable JV with 
Altana, and has recently entered into a series of other smaller contracts. 

Investment Thesis 
Lack of significant differentiation 
We believe Cadila's generics business does not offer any significant 
differentiation vis-à-vis the several other Indian companies targeting the 
overseas markets. Although the company has an aggressive record of regulated 
market filings and has started receiving approvals and recording sales in the US 
market, most of the initial products are expected to be ones where competition 
would be high. With very little differentiation, we believe that Cadila would have 
to compete almost entirely on pricing in order to gain share – something that 
does not augur well for sustainable earnings growth. Moreover, the company's 
acquisition of Alpharma's French operations continues to face teething troubles 
and is expected to remain a drag on earnings over the next two years.  

Contract manufacturing – very little beyond Altana 
Cadila is also focusing on the contract-manufacturing business, and has started 
getting contracts in this space – its JVs with Altana and Mayne Pharma being 
the most notable ones. However, barring the Altana deal, we do not expect the 
company's contract manufacturing operations to contribute significantly to 
revenues or profits over the next two years. In any case, most of these contracts 
are very small – the company has indicated that it has entered into 11 contract 
manufacturing deals with cumulative peak revenues of US$23.6m.  

Although management seems confident about the potential of the JV that it has 
entered into with Mayne Pharma for the US market, we believe it is too early to 
get excited on this front, as the opportunity (oncology drugs) is still some way off 
and the competitive landscape could change dramatically in the meantime. 

Aggressive filings, but limited 
differentiation – largely a price player 

JV with Altana remains the premium 
contract; most other contracts are too 
small to make a significant difference 
to the business 

JV with Mayne Pharma could be a key 
growth driver; but still some way off 
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Share of Altana JV coming down – a longer-term positive 
Overall, we expect Cadila to record a 31% CAGR in earnings over FY06-09, with 
41% earnings CAGR in the non-Altana business. We note that around 30% of 
Cadila's FY06 net profit came from its JV with Altana (which sells two 
intermediates to Altana for it's under patent product Protonix) – down from 62% 
in FY05. We believe that this is a good sign, as it implies that the contribution of 
the more sustainable base business is growing. We expect this trend to continue 
going forward, as the Altana JV is expected to witness very little growth going 
forward – we thus expect its share in total profit to come down to 22%, 17% and 
13% in FY07E, FY08E and FY09E, respectively. 

However, with Protonix's scheduled patent expiry in FY10, and the product 
already facing a patent challenge, we believe that the JV's earnings are at risk 
and that the current high revenues and profitability are unlikely to extend 
beyond FY10. As such, we would refrain from giving a multiple to these 
earnings, and value them using DCF. 

Earnings and target price revision 
We raise our revenues and earnings estimates for Cadila by 3.8-3.7% and 11-
7%, respectively, over FY07-08. This is to factor in the improved performance in 
the non-Altana business. We also introduce our FY09 estimates and forecast 
17.5% and 31% CAGR in revenues and earnings over FY06-09. We estimate 
non-Altanta earnings to post a 41% CAGR over the same period. 

We also raise our target price to Rs544 (from Rs416 earlier), even though we 
maintain our Sell (3L) rating on the stock. Our target price revision is based on 
the following factors: 

Higher earnings estimates for FY07 and FY08; 

 Lower share of earnings from the Altana JV going forward, as Protonix nears 
patent expiry – which we value on a cash flow basis. Our fair value for this JV 
has consequently reduced to Rs28/share from Rs51/share earlier; and 

 Roll over of non-Altana business valuation to 18x June07E earnings from 20x 
March 07E earnings. We are now using a lower multiple to factor in the 
moderation of earnings growth as the base rolls over to FY06. We expect non-
Altana business earnings to post a 41% CAGR over FY06-09 (vs. 59% CAGR 
over FY05-08E) – in line with earnings growth for most of its mid-sized 
Pharma peers. 

Valuation 
Our target price for Cadila is Rs544/share (revised from Rs416/share earlier). A 
large share of Cadila's earnings (we estimate 22% in FY07) would come from 
Altana JV, which is unlikely to continue beyond FY10. We are, therefore, not in 
favor of giving a multiple to the JV's earnings. We value Cadila on a sum-of-parts 
basis by using DCF for Zydus Altana and P/E and EV/EBIDTA multiples relative 
to growth for the rest of the business.  

We value Cadila's non-Altana business on a P/E basis, in view of the healthy 
growth expected in earnings going forward. We now use 18x 12-month forward 
earnings to value the business as against 20x we were using earlier. Previously 
we were valuing Cadila's non-Altanta business at a premium to other mid-sized 
pharma stocks to account for the rapid earnings growth over FY05-08E (around 
59%) and any potential upside to our numbers from further contract 

Zydus Altana JV – share of profits 
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Earnings Revision 

 Old  New Chng 
Revenue    
2007E 16,695  17,328       3.79  
2008E 19,947  20,695       3.75  
    
Net Profit    
2007E 1,885    2,092     11.00  
2008E 2,572    2,762       7.40  

Source: Citigroup Investment Research estimates 

Raising non-Altana business value to 
Rs516/share, based on 18x June 07E 
earnings 
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manufacturing deals that Cadila may bag over the next two years. However, with 
growth rate now moderating to 41% CAGR (in line with most mid-sized Pharma 
companies), we now prefer to value Cadila in line with other mid-sized Pharma 
stocks – i.e., at a 10% discount to sector leaders. At 18x June 07E (vs. 20x 
March 07E earlier) earnings, we value Cadila's non Zydus Altana business at 
Rs516/share (vs. Rs365/share earlier). Alternatively, using an EV/EBIDTA to 
value Cadila, excluding Zydus Altana, our target value for this business would 
be Rs541/share (vs. Rs375/share earlier) at 12x June 07E EBIDTA, which is 
within its historical EV/EBIDTA band of 5-18x.  

We value the Zydus Altana JV on DCF given that this business is expected to 
witness sharp erosion when Protonix goes off patent. We use a three-stage DCF 
model to value this business, with explicit forecasts to FY10, beyond which we 
have assumed 95% decline in cash flows (on patent expiry) for one year and 5% 
terminal growth. Based on the above assumptions and a 12.5% discount rate, 
we now value Cadila's stake in the JV at Rs28/share (vs. Rs51/share earlier). 
The lower value for the Altana JV is on account of: a) lower earnings than earlier 
anticipated; and b) reduction of one more year in the life of the finite 
opportunity.  

We thus arrive at a sum-of-parts value of Rs544/share – Rs28 for Zydus Altana 
and Rs516/share for the rest of the business. 

Risks 
We rate Cadila Healthcare Low Risk according to our quantitative risk-rating 
system. The main downside risks to our target price include: (1) If generic 
competition in pantoprazole comes in before the scheduled patent expiry in 
2010, it would severely hit our estimates; (2) We have estimated Cadila's French 
business to break even in CY07 (FY08E); any delay would put our estimates at 
risk; (3) Greater-than-anticipated price erosion / competition in the US; and (4) 
Break-up of any of its alliances. The main upside risks to our target price 
include: (1) Cadila may be able to bag sizable contract manufacturing deals; (2) 
We have factored in only US$5m revenues from the Mayne Pharma JV in 
FY08E; actual revenues could come in higher; and (3) Any value accretive 
acquisition by the company in Europe. 

Lowering Altana JV valuation to 
Rs28/share from Rs51/share... 

...to arrive at a sum of parts value of 
Rs544/share 
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Cipla (CIPL.BO) 
Low on Value Addition 
 Maintain Sell — We maintain our Sell rating on Cipla, as we believe that 

valuations are still not attractive enough relative to the value add in the 
business. While we expect growth in the domestic market to taper off 
gradually as the product patent regime takes hold, the rapid consolidation 
that is happening in global generics could also have an adverse impact on 
Cipla's future growth prospects. 

 Low on value addition — We believe that Cipla's business model is low on 
value addition, given its reluctance to invest in the front end in target 
markets, as well as to spend on new drug discovery research. While this 
would keep profitability up in the near term, we believe that it would affect the 
longer-term growth outlook adversely. We thus argue for a valuation discount 
for Cipla vs. other sector leaders 

 Global consolidation is a risk — As Cipla largely follows the supply-based 
model for regulated markets, we believe that the global consolidation process 
is a key risk factor for the company going forward. With global buyers 
becoming bigger and Indian companies failing to consolidate among 
themselves, we believe that Cipla could be affected by lower bargaining 
power, if not total loss of business. 

 Marginal change in estimates — We increase our FY07-08 net profit 
estimates by 2-2.7% to factor in higher other income on account of the 
US$200m GDR issue. However, we reduce our earnings estimates for FY07-
08 by 1.6-0.9% to factor in the equity dilution. We raise our target price from 
Rs164 to Rs170 on roll over to 18x June 07E earnings. 

Statistical Abstract 

Year to 31 March Net Profit (Rsm) EPS (Rs) EPS Growth (%) P/E (x) ROAE (%) DPS (Rs)
FY04         2,956                 3.9          19.3            54.3            25.3                 1.2 
FY05         4,096                 5.5          38.6            39.7            29.1               1.4 
FY06         6,001                 8.0          46.5            27.1           34.3                 2.5 
FY07E         6,988                 9.0          12.3            24.1           28.0                 2.9 
FY08E         8,407               10.8          20.3            20.0            25.3                 3.5 
FY09E         9,856               12.7          17.2            17.1           25.3                 4.1 

Source: Company Reports and Citigroup Investment Research estimates. 

 

Sell/Low Risk 3L
Price (18 Jul 06) Rs216.80
Target price Rs170.00

from Rs164.00
Expected share price return -21.6%
Expected dividend yield 1.3%
Expected total return -20.2%
Market Cap Rs168,517M

US$3,612M

Price Performance (RIC: CIPL.BO, BB: CIPLA IN) 
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Fiscal year end 31-Mar 2005 2006 2007E 2008E 2009E

Valuation Ratios
P/E adjusted (x) 39.7 27.1 24.1 20.0 17.1
EV/EBITDA adjusted (x) 34.2 25.5 18.4 14.9 14.0
P/BV (x) 10.5 8.4 5.5 4.7 4.0
Dividend yield (%) 0.6 1.2 1.3 1.6 1.9
Per Share Data (Rs)
EPS (adjusted) 5.46 8.00 8.99 10.82 12.68
EPS (reported) 5.46 8.00 8.99 10.82 12.68
BVPS 20.72 25.90 39.32 46.17 54.20
DPS 1.40 2.52 2.92 3.52 4.12

Profit & Loss (RsM)
Net sales 22,545 29,857 34,856 41,354 48,663
Operating expenses -18,143 -24,023 -26,782 -31,632 -37,229
EBIT 4,402 5,834 8,074 9,722 11,434
Net interest expense -76 -114 -52 -20 -20
Non-operating/exceptionals 820 1,311 297 307 319
Pre-tax profit 5,146 7,031 8,319 10,009 11,733
Tax -1,050 -1,030 -1,331 -1,601 -1,877
Extraord./Min.Int./Pref.div. 0 0 0 0 0
Reported net income 4,096 6,001 6,988 8,407 9,856
Adjusted earnings 4,096 6,001 6,988 8,407 9,856
Adjusted EBIT 4,402 5,834 8,074 9,722 11,434
Growth Rates (%)
EPS (adjusted) 38.6 46.5 12.3 20.3 17.2
EBIT (adjusted) 16.2 32.5 38.4 20.4 17.6
Sales 17.2 32.4 16.7 18.6 17.7

Cash Flow (RsM)
Operating cash flow 2,468 4,110 5,723 6,459 6,454
Depreciation/amortization 550 830 953 1,073 0
Net working capital -2,178 -2,721 -2,218 -3,021 -3,402
Investing cash flow -1,338 -2,046 -9,185 -2,578 -842
Capital expenditure -2,958 -1,650 -2,050 -2,000 0
Acquisitions/disposals 1,621 -396 -7,135 -578 -842
Financing cash flow -1,131 -2,064 3,462 -3,881 -4,805
Borrowings -155 50 -700 -800 0
Dividends paid -1,199 -2,131 -2,561 -3,081 -3,612
Change in cash 0 0 0 0 807

Balance Sheet (RsM)
Total assets 26,161 32,607 44,555 50,833 59,200
Cash & cash equivalent 337 764 7,936 8,558 9,454
Net fixed assets 8,449 9,269 10,366 11,293 13,293
Total liabilities 10,624 13,194 13,993 14,944 17,067
Debt 1,950 2,000 1,300 500 500
Shareholders' funds 15,536 19,413 30,563 35,889 42,133

Profitability/Solvency Ratios (%)
EBITDA margin adjusted 22.0 22.3 25.9 26.1 23.5
ROE adjusted 29.1 34.3 28.0 25.3 25.3
ROIC adjusted 21.2 24.3 29.1 30.3 30.4
Net debt to equity 10.4 6.4 -21.7 -22.5 -21.3
Total debt to capital 11.2 9.3 4.1 1.4 1.2

For further data queries on Citigroup's full coverage 
universe please contact CIR Data Services Asia Pacific at 
+852-2501-2791.
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Low on Value Addition 
We maintain our Sell rating on Cipla, as we believe that valuations are still not 
attractive enough relative to the value add in the business. While we expect 
growth in the domestic market to taper off gradually as the product patent 
regime takes hold, the rapid consolidation that is happening in global generics 
could also have an adverse impact on Cipla's future growth prospects. 

Company Description 
Cipla is a leading pharmaceutical company in India with a strong and profitable 
business model. The company has a well-diversified portfolio, without any 
overdependence on a particular segment. It has developed a strong presence in 
the export market — both in developed and developing countries — and has 
products registered in more than 150 countries. Furthermore, it has been at the 
forefront in reverse engineering the latest drugs and active pharmaceutical 
ingredients. The company has focused its R&D efforts on profitable projects, 
and tied up with the local players in various markets to de-risk its business 
model. However, the company lags its peers in discovery-led research. Cipla's 
business model also represents a low-risk model with the commensurate returns 
also being moderate. 

Investment Thesis 
Business model is low on value addition 
We believe that Cipla is a conservative company and its business model lacks 
significant value addition – both in terms of investment in R&D as well as the 
regulated markets strategy. Cipla follows a supply-based model for regulated 
markets, tying up with global generics companies for supply of APIs and 
formulations. While this would involve limited upfront expenses, we believe that 
it adds very little value over the longer term. Pressures on the generic partners 
in the overseas markets would imply that they would look at cutting costs, which 
would pressurize Cipla's margins. Besides, with several smaller Indian 
companies also scaling up in terms of manufacturing facilities, the competition 
in this space is on the way up. 

Global consolidation process is a risk to Cipla's business 
Cipla could face an increasingly uncertain global environment if the 
consolidation process in global generics gathers momentum. We believe that 
Cipla's business model is the most at risk on this front. The risk could play out 
in several ways. One of Cipla's partners may get acquired and the acquirer may 
not want to continue with the tie-ups or may bargain hard on the pricing front. 
Besides, we have seen that the large companies overseas are consolidating 
among themselves, while Indian companies are not doing the same. This could 
shift the bargaining power from Indian suppliers to global buyers, once again 
hurting companies such as Cipla, who do not have ownership of the final 
product. 

Domestic market growth rates would moderate 
Cipla has a very strong presence in the domestic market. However, historically, 
its growth has been driven largely by launching a large number of new products 
every year. With the new patent law in place, we believe that the new product 
window would gradually start shrinking, thereby putting pressure on growth 
rates for most companies. Although, we expect Cipla to remain one of the 
market leaders in future as well, we believe that growth rates in the domestic 
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market could moderate to 10-12% from the 15-20% range that the company 
currently grows at. 

Steady growth to continue – 1HFY07 to be very robust 
We expect Cipla to report strong earnings growth in the first half of FY07, on the 
back of supplies of certain products – finasteride, sertraline (both to Teva) and 
fluticasone (to Roxane) – to its partners during the exclusivity periods post 
patent expiry. However, we expect growth rates to moderate in the second half, 
as the exclusivity period runs out. 

We increase our FY07 and FY08 net profit estimates by 2% and 2.7%, 
respectively, to factor in higher other income on account of the recent GDR 
proceeds (US$200m). Our earnings estimates are, however, lower by 1.6-0.9% 
to factor in the dilution in equity. We also introduce FY09 estimates for Cipla 
and forecast 17.6% and 16.5% CAGRs in revenues and earnings over FY06-09. 

We marginally raise our target price for Cipla to Rs170/share on roll over to 18x 
June 07E (from 18x March 07E) earnings. 

Valuation 
Cipla is a steadily growing company and, therefore, we use P/E as the base 
valuation tool for the company. We revise our target price to Rs170 (from 
Rs164) – as we roll over to 18x June 07E (18x March 07E earlier) earnings. 
Historically, the stock has traded at 15-30x forward earnings. Although Cipla is 
an Indian pharma major, we believe it should trade at a marginal discount to 
peers in the sector, justified by the lower value addition to the business (lack of 
its own front-end in the regulated markets and ownership of IPR). There are few 
signs of this changing. Our target multiple for Cipla is therefore at a 10% 
discount to the multiple we use for its peers such as Ranbaxy, Dr Reddy's and 
Wockhardt. Besides, we believe Cipla could trade at 14-16x EV/EBITDA. Using 
15x June 07E (from 15x FY07E) EV/EBITDA, which is at a significant premium 
to the Sensex, but in line with some of the second-line pharmaceutical 
companies, we get a value of about Rs191/share (vs. Rs174/share earlier). 

Risks 
We rate Cipla Low Risk, as the company has a steadily growing base business 
and has a visible earning stream. The ongoing dispute regarding alleged 
overcharging for seven drugs in the domestic market could result in significant 
cash outflow as well as could impact future profitability. Our estimates include 
revenues from CFC-free inhalers from current year (US$15m). This approval has 
been long awaited. In case the approvals do not come soon, our base forecasts 
for the current year could be at risk. The risks to our Sell rating and target price 
include the company doing better operationally than forecast. We have assumed 
flattish margins for Cipla due to an increase in the level of value added products 
in the future. However, there could be potential for higher margins depending 
on what the company has negotiated for. 

We expect strong earnings 
momentum in 1HFY07 

Introducing FY09 estimates 

Raising target price by 3.6% on roll 
over to June 07E earnings 
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Dr Reddy (REDY.BO) 
Worries Overdone; Upgrade to Buy 
 Upgrade to Buy — post a sharp correction in valuations. DRL's investment in 

IP creation, geographical expansion and efforts to correct its cost/risk 
structure would drive sustainable growth, in our view. Our downgrade was 
purely a valuation call; post the 14% decline (7% underperformance) since 
March, we believe that most concerns on the stock are overdone and 
recommend buying on weakness. 

 What has changed? — Since March the stock has declined and 
underperformed, while the triggering of the simvastatin authorized generics 
deal has added another growth driver. We raise our earnings estimates for 
FY07 by 18% (largely, one time upside from exclusivity) and FY08E by 3% to 
factor in simvastatin. Together, these have resulted in 12-month forward P/E 
declining from 21.7x to 17.9x. 

 Most worries appear overdone — especially relating to Merck's strategy in 
Zocor and its read through for other Para-IVs. We believe this is unlikely to be 
a trend. We have built in 20% share for DRL during the simvastatin 
exclusivity period and it has achieved this in the 2nd week post patent expiry. 
Moreover, since we do not assign a multiple to exclusivity profits, our fair 
value for the stock is not likely at much risk. 

 Betapharm adds uncertainty — A clear risk to our rating is the pricing 
scenario in Germany and its fallout on Betapharm. In our view, the 
acquisition has added to DRL's risk profile. While we have built in a steady 
decline in margins in our numbers, we will watch the trend closely over 2-3 
quarters for signs to the contrary. 

 In between extremes — We note that the concerns now arise from the same 
factors that were viewed as positives a few months ago. In our view, just as 
the upside was not as clear cut 2-3 months ago, the downside is not as 
certain or marked either. 

Statistical Abstract 

Year to Net Profit EPS EPS Growth P/E RoAE
31-Mar (Rs Mils.) (Rs) (%) (x) (%)
2004            2,473            32.3 -30.0       41.3        12.4 
2005                212              2.8 -91.4 nm           1.0 
2006            1,936            25.3 814.1      48.4          9.0 
2007E            5,925            77.4 206.1       15.8        23.8 
2008E            5,427            70.9 -8.4       17.2        18.2 
2009E            6,174            80.7 13.8       15.2        17.7 

Source: Company Reports and Citigroup Investment Research 

 

Buy/Medium Risk 1M
from Sell/Medium Risk

Price (18 Jul 06) Rs1,226.70
Target price Rs1,557.00

from Rs1,516.00
Expected share price return 26.9%
Expected dividend yield 0.6%
Expected total return 27.5%
Market Cap Rs94,133M

US$2,017M

Price Performance (RIC: REDY.BO, BB: NDRRD 
IN) 
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Fiscal year end 31-Mar 2005 2006 2007E 2008E 2009E

Valuation Ratios
P/E adjusted (x) nm 48.4 15.8 17.2 15.2
EV/EBITDA adjusted (x) 175.3 55.5 10.2 10.8 9.5
P/BV (x) 4.5 4.2 3.4 2.9 2.5
Dividend yield (%) 0.5 0.6 0.7 0.7 0.7
Per Share Data (Rs)
EPS (adjusted) 2.77 25.30 77.44 70.93 80.69
EPS (reported) 2.77 25.30 77.44 70.93 80.69
BVPS 273.84 291.24 359.66 420.43 490.97
DPS 6.00 7.00 8.00 9.00 9.00

Profit & Loss (RsM)
Net sales 19,472 24,267 51,329 49,756 55,846
Operating expenses -19,351 -23,104 -43,315 -42,445 -47,641
EBIT 122 1,163 8,014 7,311 8,205
Net interest expense 43 1,120 -1,034 -994 -994
Non-operating/exceptionals -58 -88 -40 -40 -40
Pre-tax profit 107 2,195 6,940 6,277 7,171
Tax 94 -258 -1,022 -858 -999
Extraord./Min.Int./Pref.div. 11 -1 8 8 2
Reported net income 212 1,936 5,925 5,427 6,174
Adjusted earnings 212 1,936 5,925 5,427 6,174
Adjusted EBIT 122 1,163 8,014 7,311 8,205
Growth Rates (%)
EPS (adjusted) -91.4 814.1 206.1 -8.4 13.8
EBIT (adjusted) -93.2 854.8 589.1 -8.8 12.2
Sales -3.0 24.6 111.5 -3.1 12.2

Cash Flow (RsM)
Operating cash flow 2,259 681 4,161 5,760 6,334
Depreciation/amortization 352 420 1,166 1,206 1,206
Net working capital 113 -2,676 -3,922 -1,865 -2,044
Investing cash flow 654 -30,681 -2,200 -1,900 -1,900
Capital expenditure -1,749 -1,200 -1,200 -900 -900
Acquisitions/disposals 0 0 0 0 0
Financing cash flow 1,931 20,850 -691 -777 -777
Borrowings 2,520 21,455 0 0 0
Dividends paid -432 -604 -691 -777 -777
Change in cash 4,844 -9,149 1,270 3,083 3,657

Balance Sheet (RsM)
Total assets 29,288 51,557 59,716 62,337 68,235
Cash & cash equivalent 9,657 86 199 2,084 4,538
Net fixed assets 7,058 13,491 14,691 15,591 16,491
Total liabilities 8,335 29,273 32,197 30,168 30,668
Debt 2,827 22,286 23,886 21,986 21,986
Shareholders' funds 20,953 22,285 27,519 32,170 37,567

Profitability/Solvency Ratios (%)
EBITDA margin adjusted 2.4 6.5 17.9 17.1 16.9
ROE adjusted 1.0 9.0 23.8 18.2 17.7
ROIC adjusted 2.0 5.6 28.0 22.5 23.5
Net debt to equity -32.6 99.6 86.1 61.9 46.4
Total debt to capital 11.9 50.0 46.5 40.6 36.9

For further data queries on Citigroup's full coverage 
universe please contact CIR Data Services Asia Pacific at 
+852-2501-2791.
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Worries Overdone; Upgrade to Buy 
We upgrade Dr Reddy's (DRL) to Buy (1M) from Sell (3M) earlier, following a 
sharp correction in stock valuations. DRL's investment in IP creation and 
geographical expansion and efforts to correct its skewed cost/risk structure 
would drive sustainable earnings growth, in our view. Our downgrade was purely 
a valuation call; following the 14% correction (7% underperformance) since 
March, we believe that most concerns on the stock are overdone and 
recommend using declines as a buying opportunity. 

Company Description 
DRL is a leading pharma company in India, with one of the best R&D pipelines. 
It focuses on value addition by increasing the share of branded formulations 
and generics exports to regulated markets. After starting as a bulk-drugs player 
in 1984, it has moved up the value chain and is aiming to become an innovator 
company. In generics, it is trying to increase the share of sales from regulated 
markets to boost overall profitability. As part of its inorganic growth strategy, it 
acquired Betapharm in Germany and is looking at smaller deals going forward. 

Investment Thesis 
Calling the turn again 
We upgrade DRL to Buy, Medium Risk (1M) from Sell, Medium Risk (3M), 
following a sharp correction in stock valuations. We previously downgraded the 
stock on the back of stretched valuations and expectations running ahead of 
fundamentals. Since March, the stock has declined by c.14% and 
underperformed the market by 7%. Meanwhile, triggering of the authorized 
generic deal for simvastatin has marginally improved sustainable earnings. 

DRL – Stock Performance – Absolute and Relative to the Market 
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After a brief flurry, post our 
downgrade, DRL has consistently 
traded down on the back of various 
concerns afflicting the global and 
Indian generics 
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What has changed since our downgrade? 
 The Stock Price: The DRL stock has declined by around 14% since March 

2006. Over this period, it underperformed the BSE Sensex by around 7%. 
From its 2006 peak, the stock is down 27% and has underperformed the 
Sensex by 14% 

 US Simvastatin opportunity triggered: In an unexpected judgment earlier 
during the year, a US District Court ruled that Teva and Ranbaxy are eligible 
for 180 days marketing exclusivity in Simvastatin (a US$5bn drug). This 
triggered off DRL's authorized generic deal with the innovator (Merck) for all 
dosage forms. This was not built into our numbers, as we did not expect any 
company to get exclusivity in simvastatin. We believe that US sales of 
simvastatin would add around Rs12/share to DRL's earnings during the 
exclusivity period and Rs2.1/share per annum post exclusivity. We note that 
DRL has been able to garner 20% market share (what we have built into 
estimates) in simvastatin in the second week post patent expiry 

With the stock moving down and our estimates moving up, DRL's 12-month 
forward P/E has come down from 21.7x to 17.9x over this period – in the 
process, knocking off most of the froth in the stock price. 

Why has the stock reacted? 
Besides the decline in the overall markets, we believe that the following factors 
are responsible for the correction and underperformance. 

 Merck's aggressive pricing strategy in Zocor (simvastatin) took the street by 
surprise and raised question marks over pricing and the ability of generic 
companies to gain market share in the product. While we do not have reliable 
information on the pricing scenario for DRL, we note that the company has 
been able to garner c.20% market share in simvastatin in the second week 
post patent expiry. This is in line with the market share we have assumed in 
our estimates. On the pricing front too, we believe that we have been 
reasonably conservative by building in 65% price erosion during exclusivity 
and 95% post exclusivity. In any case, we would like to highlight that for 
determining sustainable earnings beyond the exclusivity period, it is market 
share more than pricing that is important. This is because pricing would 
likely crash to 95% once more competitors enter the market, while market 
share could remain sticky, as seen in past instances 

 Will Zocor set a trend in Para IVs? The other worry on this front related to 
whether this could become a trend across patent challenges. We do not think 
so. While Merck's strategy does add to the risks in the business, we believe it 
is unlikely to be a trend. For instance, in Proscar that lost patent protection 
around the same time (and DRL is the authorized generic), Merck did not 
follow a similar strategy 

 Pricing in the German market: DRL acquired Betapharm, the fourth largest 
branded generics company in the German market, at what we perceive as 
stretched valuations. In May 2006, Germany implemented a slew of 
healthcare reforms including a cut in reference prices, ban on discounts to 
pharmacies, two year freeze on branded drug prices, a change in co-payment 
rules and introduction of incentives for doctors to prescribe generics. 
Following this, Hexal and Stada reduced prices on their affected portfolios by 
22-50% and DRL also indicated that around 40% of its portfolio would be 
affected by the changed regulations. Most companies have however also 
indicated that the savings on discounts to the trade and higher offtake of 
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generics would compensate for the price cuts. While there is very little clarity 
on this front, we would like to highlight that this was a known fact for quite 
some time and our estimates for Betapharm factor in a steady reduction in 
profitability going forward 

Some concerns are valid, but appear overdone 
We believe that most of the above worries are valid and the risk on the German 
market, in particular, was one of the reasons that triggered our downgrade of the 
stock. However, we believe that the extent of the decline in the stock price over 
the last few months indicates that the worries are overdone.  

As mentioned earlier, we are not too worried about factors such as pricing 
during the 180 day exclusivity period, as we believe that with authorized 
generics now making their presence felt in most products, pricing is at risk. In 
any case, we do not assign more than a cash flow value for the earnings 
generated by a product during exclusivity. We are more concerned with market 
share gains, and in simvastatin, from the data available to date, DRL has 
achieved the market share that we have built into our estimates. We also do not 
believe that Merck's strategy on Zocor is a sign of things to come. 

Betapharm – a clear risk 
Of the various concerns on the company, we believe the regulatory pressure on 
pricing in Germany and its fallout on Betapharm's revenues and earnings is the 
most critical. We believe that acquisition of Betapharm has added to the risk 
profile of DRL's business, particularly given the high valuation that the deal has 
been struck at. This is one of the main reasons for us having a Medium risk 
rating on the stock. While we believe we have adequately factored in the net 
impact of lower pricing by factoring in a steady decline in margins into our 
estimates, we would watch the trend closely over the next two to three quarters 
for signs to the contrary.  

In between extremes 
Pharma stocks in general and DRL in particular, generally swing at extremes in 
terms of investor sentiment. We note that the concerns that are now being 
expressed in the stock arise from the same factors that were viewed as 
significant positives a few months ago. However, we highlight that just as the 
upside was not as clear cut as was being made out two to three months ago, we 
believe that the downside is not as certain or marked either. 

Earnings & Target Price Revision – adding Simvastatin 
We raise our earnings estimates for FY07 by 18% (largely, one time upside from 
exclusivity) and FY08 by 3% to factor in simvastatin. We have assumed 65% 
price erosion and 20% market share for DRL during the exclusivity period – with 
these assumptions, we expect generic simvastatin to add around Rs12 to DRL's 
earnings in FY07E. Post exclusivity, we expect price erosion to escalate to 95% 
and the sustainable earnings upside for DRL to settle at Rs2.1/share. 

We raise our target price for DRL by 3% to Rs1,557, by assigning a multiple to 
the sustainable earnings per share of Rs2.1. 

Earnings revision 

31-Mar  Old   New   Change (%)  
Revenue    
2007E         43,738          51,329              17.4  
2008E          47,581         49,756               4.6  
EPS    
2007E              65.5              77.4              18.2  
2008E              68.9              70.9               3.0  

Source: Citigroup Investment Research 
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Valuation 
Valuing DRL is a challenge, as besides its base generics business, it also has a 
high exposure to patent challenges and NCE research, where costs are front 
ended and returns likely to come through in future. As such, a pure P/E based 
approach would be insufficient and we use sum-of-the-parts to value DRL. 

We use P/E to value the base business. DRL has brought its cost structure 
under control by sharing R&D costs and upside with partners and other cost 
control measures. Besides, rising revenues have seen benefits of operating 
leverage come through. We therefore believe that P/E is the best valuation 
method for DRL. We use a target multiple of 20x to value sector leaders, which 
is at a premium of about 40% to the broad market. The premium is justified, in 
our view, as the sector is IPR driven and has the potential to spring earnings 
triggers that could lead to significant growth in future.  

At 20x June 07E EPS, and using our revised estimates, we value DRL's base 
business at Rs1,369/ share (up from Rs1,327/share earlier). We use a 20x 
multiple to value DRL despite the fact that it has shared some of the upsides 
from its R&D efforts, primarily to factor in the positive earnings momentum over 
FY07E and potential news flows. We value DRL's Para IV pipeline and drug 
discovery efforts separately. For patent challenges we use a success probability 
of 15%, and a discounted cash flow (discount factor 15%) for the opportunities 
being targeted by the company over FY07E-08E. We also maintain our valuation 
of Rs135/share for DRL's new drug discovery efforts. The sum of these 
measures gives us a new target price of Rs1,557/share (up from Rs1,516/ share 
earlier).  

Alternatively, we use EV/EBIDTA to value DRL's base business. At our target 
multiple of 15x June '07E EBIDTA (in line with the multiple we use for its 
peers), we value DRL's base business at Rs1,378/ share (Rs1,300/ share 
earlier) and the overall business at Rs1,566/share (Rs1,488/ share earlier). 

Risks 
We rate the DRL Low Risk in recognition of the steady growth of the base 
business and the longer-term potential for cash flows from research-based 
opportunities. The downside risks to our target price include: (1) DRL's ramp-up 
in sales and distribution in the US market entails large investments; (2) Patent 
challenges are win-lose situations and often cause volatile stock price 
movements; and (3) R&D success rates are low. 

We value the base business at 20x 
12-month forward earnings 

We value the stock at Rs1,557/share 
(up 3% from Rs1,516/share earlier) 
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Glenmark Pharmaceuticals (GLEN.BO) 
High Risk = Higher Reward Potential 
 Good business, reasonable price — The recent fall in Glenmark's share price 

on the back of a market-wide correction has reinforced our Buy rating on the 
stock. In our opinion, with base business gaining traction in the US and Latin 
American markets and its lead NCE molecule – Oglemilast – entering Phase II 
trials, the risk-reward equation is now turning in favor of investors. 

 Oglemilast, key value driver — Our option value for Oglemilast is based on 
20% probability of launch. We estimate that the value built into the stock on 
this front has come down to 27% from around 50% in October 2005. In a 
blue sky scenario (FY11 launch), we estimate that Oglemilast alone could be 
worth Rs956/share (3.1x current market capitalization). 

 Encouraging base business — Glenmark's base business, especially in the 
US and Latin America, is gaining traction, in our view. Rapid scale up in 
filings (own and partner) would make its product pipeline one of the most 
impressive among its peers by end FY07. With revenues also expected to 
scale up from FY07, we expect robust 58% earnings CAGR in the base 
business over FY06-09E. 

 Favorable risk reward — While Glenmark remains a high-risk stock, we think 
good scale up in base business, robust NCE pipeline and recent 
underperformance make the risk-reward favorable to investors. In our view, 
Oglemilast has limited probability of failure in the near term; the likely 
increase in base-business value over this period would reduce the value at 
risk from a failure of the molecule over the longer term. 

Statistical Abstract 

YE Net Profit FD EPS EPS Growth P/E EV/Ebitda RoCE
31-Mar (Rs) (Rs) (%) (x) (x) (%)
2004 402 3.6 31.6          86.7           55.0 14.2
2005 1,063 8.2 126.6          38.3           25.8 20.6
2006 899 6.7 -18.1          46.7           29.2 11.1
2007E 2,645 19.7 191.6          15.9           11.4 24.1
2008E 3,146 23.4 18.9          13.4             9.5 22.5
2009E 3,931 29.2 25.0          10.7             7.3 22.4

Source: Company Reports and Citigroup Investment Research estimates. 

 

Buy/High Risk 1H
Price (18 Jul 06) Rs311.55
Target price Rs455.00
Expected share price return 46.0%
Expected dividend yield 0.3%
Expected total return 46.3%
Market Cap Rs36,987M

US$793M

Price Performance (RIC: GLEN.BO, BB: GNP IN) 
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Fiscal year end 31-Mar 2005 2006 2007E 2008E 2009E

Valuation Ratios
P/E adjusted (x) 38.2 46.6 15.9 13.3 10.7
EV/EBITDA adjusted (x) 25.1 29.0 11.5 9.7 7.5
P/BV (x) 12.0 9.3 5.7 3.9 2.8
Dividend yield (%) 0.2 0.2 0.3 0.3 0.3
Per Share Data (Rs)
EPS (adjusted) 8.16 6.68 19.65 23.37 29.21
EPS (reported) 8.16 6.68 19.65 23.37 29.21
BVPS 25.88 33.58 54.96 80.46 112.46
DPS 0.70 0.70 0.80 0.90 1.00

Profit & Loss (RsM)
Net sales 5,694 7,003 11,593 13,920 16,936
Operating expenses -4,300 -5,838 -8,334 -10,137 -12,266
EBIT 1,393 1,165 3,258 3,783 4,670
Net interest expense -173 -152 -240 -245 -250
Non-operating/exceptionals 52 121 103 172 214
Pre-tax profit 1,273 1,134 3,121 3,710 4,634
Tax -202 -227 -468 -557 -695
Extraord./Min.Int./Pref.div. -8 -8 -8 -8 -8
Reported net income 1,063 899 2,645 3,146 3,931
Adjusted earnings 1,063 899 2,645 3,146 3,931
Adjusted EBIT 1,393 1,165 3,258 3,783 4,670
Growth Rates (%)
EPS (adjusted) 133.3 -18.1 194.1 18.9 25.0
EBIT (adjusted) 140.2 -16.4 179.8 16.1 23.4
Sales 62.8 23.0 65.5 20.1 21.7

Cash Flow (RsM)
Operating cash flow -57 427 705 1,889 2,275
Depreciation/amortization 164 230 270 280 290
Net working capital -1,279 -744 -2,083 -1,344 -1,648
Investing cash flow -1,906 -1,000 -500 -200 -200
Capital expenditure -1,904 -1,000 -500 -200 -200
Acquisitions/disposals 0 0 0 0 0
Financing cash flow 2,966 1,240 -106 -275 -293
Borrowings 3,137 1,495 250 100 100
Dividends paid -96 -103 -116 -130 -143
Change in cash 1,003 668 99 1,414 1,782

Balance Sheet (RsM)
Total assets 9,076 11,847 15,466 19,336 24,024
Cash & cash equivalent 1,273 2,167 2,734 4,704 7,181
Net fixed assets 3,503 4,272 4,503 4,423 4,334
Total liabilities 5,806 7,664 8,746 9,592 10,484
Debt 4,375 5,870 6,120 6,220 6,320
Shareholders' funds 3,270 4,183 6,720 9,744 13,540

Profitability/Solvency Ratios (%)
EBITDA margin adjusted 27.4 19.9 30.4 29.2 29.3
ROE adjusted 40.3 25.5 50.4 39.2 34.4
ROIC adjusted 23.7 12.9 30.3 29.4 32.0
Net debt to equity 94.9 88.5 50.4 15.6 -6.4
Total debt to capital 57.2 58.4 47.7 39.0 31.8

For further data queries on Citigroup's full coverage 
universe please contact CIR Data Services Asia Pacific at 
+852-2501-2791.
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High Risk, High Reward Potential 
We maintain our Buy, High Risk (1H) rating on Glenmark Pharmaceuticals with 
a price target of Rs455. We value the option value of Glenmark's lead NCE 
(Oglemilast) at Rs229 per share on its entry into Phase II trials. Although 
Glenmark remains a High Risk stock, with the good traction in base business, 
more NCEs moving ahead on the clinical path and 24% relative 
underperformance over last year, we believe that the risk-reward equation is 
now turning in favor of investors. 

Company Description 
Glenmark Pharmaceuticals is a fully integrated research-based pharma 
company, with a business model spanning drug discovery research, APIs and 
formulations in the domestic and international markets. It operates in over 65 
countries, including the regulated markets of the US and Europe, with around 
50% of its revenues coming from overseas markets. The company came into the 
limelight in September 2004, after it licensed out the US market rights of its first 
new chemical entity (NCE), Oglemilast (GRC-3886), to Forest Laboratories. 

Investment Thesis 
R&D efforts create potential value drivers 
Glenmark has had an aggressive focus on drug discovery research over the last 
five years. It initiated NCE research in 2001, focusing on four key areas – 
asthma, diabetes/obesity, inflammatory conditions and CNS. Despite a much 
smaller R&D budget, Glenmark has surpassed its larger Indian peers in terms of 
delivery. In our opinion, the management's focused approach to this high-risk 
activity and its ability to extract maximum value from its intellectual assets set 
Glenmark apart from other Indian companies in the drug discovery space. 

Lead molecule – Oglemilast, the key driver 
Glenmark's lead molecule, Oglemilast (asthma, COPD), successfully completed 
Phase I clinical trials and has entered Phase II. We believe this enhances the 
probability of successful launch; as such we have built in a 20% probability of 
launch into our discounted cash flow model for valuing this opportunity. The 
problems faced by the first in class molecule, Roflumilast (Oglemilast is the 
second in line in this segment) also imply that the market opportunity for 
Oglemilast could be higher than the US$3.5bn-4bn that we anticipated earlier. 
Glenmark has licensed Oglemilast out to Forest Laboratories for the North 
American market and Teijin Pharma for the Japanese market and it is in the 
process of looking for a similar outlicensing deal in Europe. 

Option value of Rs229/share 
We use a probability adjusted DCF approach to calculate the option value from 
Oglemilast for Glenmark. We have used the licensing deal with Forest 
Laboratories for the US market as a benchmark for our valuation. The values of 
the Japanese (with Teijin Pharma) and European (yet to be finalized) legs have 
been arrived at on the basis of the Forest deal valuation and relative size of the 
respective markets. Based on our calculations, we arrive at a fair value of 
Rs229/share. 

Focused and aggressive approach to 
drug discovery research 

Oglemilast – Growing Value 

 $ m Mkt Size   Deal Size  Ratio   Stage of Deal 
 USA     2,000         190       9.50  Pre clinical  
 Japan        400          53      13.25  Ph I  
 EU      1,200  ???    Ph II  

Source: Company Reports and Citigroup Investment 
Research 

Option value for Oglemilast at 20% 
launch probability is at Rs229/- per 
share... 
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Blue Sky Scenario – What if Oglemilast is successfully launched? 
On the other hand, if we assume that Oglemilast is launched and successfully 
scaled up to targeted levels, the net present value of this product alone could 
work out to around Rs956/share. This is around 3.1x the current market price 
and could take Glenmark into a different orbit. 

High Risk – What if Oglemilast Fails? 
On the flip side, if Oglemilast were to fail today, we believe that the stock should 
decline by around Rs86/share (i.e., current price less our fair value for 
Glenmark's base business) – implying a 27% decline from current levels. While 
the actual decline may be sharper due to the swing in sentiment, any decline in 
excess of Rs87/share would be overdone, in our view, and represent a buying 
opportunity. 

R&D pipeline stronger with six molecules in the clinic  
Glenmark's R&D pipeline is now broader, with two molecules (including 
Oglemilast) in Phase II clinical trials and four more expected to enter Phase I 
trials during FY07. We believe this opens up multiple outlicensing options for 
the company, which would add to the R&D option value. Glenmark has already 
given a guidance of two licensing deals in FY07. We expect one to be Oglemilast 
for Europe while the other could most likely be for GRC 8200 for anti-diabetes 
(currently in Phase II trials). 

Glenmark – Drug Discovery Pipeline 

Compound Target Primary indications Status Target Launch
GRC 3886 PDE 4 Asthma, COPD Phase II 2009/10
GRC 8200 DPP IV Diabetes (Type II) Phase II 2010
GRC 10389 CB 1 Obesity Phase I in HI FY07 2011
GRC 6211 VR 1 Osteo Arthritis, Migraine, Incontinence, Asthma Phase I in Sept, 06  2011
GRC 10622 CB 1 Neuro pathic, and Inflammatory pain Phase I in Nov, 06 2012
GRC 4039 PDE 4 Rheumatic Arthritis, Inflammation Phase I in Feb, 07 2012

Source: Company Reports 

 

Base generics business – gaining traction 
Glenmark's base business has witnessed improving traction – especially in the 
USA and Latin American markets. The company has built in a high degree of 
value addition into this business and demonstrated the ability to execute well 
and leverage its assets to the utmost. Unlike most other small Indian 
companies, Glenmark intends to develop its own front end in the regulated 
markets, and has started doing so in the US market. It has been trying to 
optimize its investment by leveraging its own front end infrastructure to sell 
products licensed from partners. It recently entered into an agreement with 
Aspen for joint manufacturing and marketing of three controlled substance 
products. Prior to this deal, Glenmark has acquired two ANDAs from Clonmel, 
entered into strategic co-development tie-ups with Shasun and Invagen (for 20 
ANDAs) and in-licensed two liquid-controlled substance products from Lehigh 
Valley Technologies. 

It is also scaling up its own ANDA filings. It now has 17 own filings and intends 
to scale this up to 37-43 over FY07. It also intends to increase the number of 
partner/licensed filings to around 19-26 (vs. seven in FY06). This would make 
its US pipeline one of the most impressive among its peers, translating into US 

On successful launch, Oglemilast 
alone could be Rs956/ share - i.e. 
3.1x current market cap 

We estimate 27% downside in stock, 
if Oglemilast fails today 

Six molecules expected in the clinic 
by end FY07 – throwing up more 
outlicensing candidates 

Glenmark's US pipeline (US$ m) 

 Mar'06 Actual Mar'07 Target 
Total Filings 20 47-55 
Own Filings 17 37-43 
Partner Filings 3 10-12 
Marketed Products 6 18-24 
Approvals 2 9-10 
Licensed ANDAs 4 9-14 
Pending Approval 19 38-45 

Source: Company Reports 
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revenues of US$34m, US$51m and US$76m in FY07E, FY08E and FY09E, 
respectively, (up from US$14m in FY06). 

Rising share of base business in total profits 
We believe Glenmark's efforts in regulated markets have begun to bear fruit. 
Efforts to build up the regulated markets business picked up in FY06 and we 
expect a significant scale up in revenues to come through from FY07. 
Consequently, we expect Glenmark's non R&D business to contribute around 
52%, 59% and 64% to its bottom line in FY07E, FY08E and FY09E, 
respectively. Although the base business did contribute around 71% of earnings 
in FY06, this was on account of the postponement of expected milestone 
payment during the year into FY07. These numbers could change if the 
company is able to conclude a fresh licensing deal, which is not incorporated 
into our numbers. 

Valuation 
Glenmark cannot be appropriately valued on traditional valuation metrics due to 
the significant option value created by its efforts on the R&D front. We therefore 
use sum-of-parts valuations, valuing the Oglemilast deal and its base business 
separately.  

Probability based DCF to value Oglemilast 
We believe that a probability adjusted DCF is appropriate to calculate the option 
value from Oglemilast. We have used the licensing deal with Forest Laboratories 
for the US market as a benchmark for our valuation. We have used a 13% 
discount rate (in line with Glenmark's WACC), as we have already adjusted the 
higher risk income streams by probability of success. We arrive at a value of 
Rs229/share for Oglemilast.  

Base business at 20x one-year forward earnings 
We value Glenmark's base business (excluding R&D income) on P/E, in view of 
the healthy growth expected in earnings going forward. Our valuation is based 
on 20x June 07E earnings, which is at a premium to the range that we use for 
other mid-sized pharma companies. We believe Glenmark deserves the 
premium given the higher element of value addition in its business and the 
ability to execute well and leverage its assets. Based on 20x June 07E earnings, 
we arrive at a value of Rs226/share for Glenmark's base business. This takes the 
total valuation of the company to Rs455/share.  

Our target price is supported by an EV/EBIDTA of 14x, which yields a base 
business valuation of Rs232/share. Glenmark has witnessed a re-rating from the 
5-8x EBIDTA band to trade in the 10-14x range over the last 12 to 18 months, 
following the initial success on the R&D and US generics fronts. Our target price 
is based on the upper end of this range on account of the following reasons: 
higher value addition, demonstrated ability to execute well and leverage its 
assets to the utmost. This, in turn, yields a cumulative valuation of Rs461/share 
for Glenmark. 

Base business share of profits (%) 
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Source: Co Reports; Citigroup Investment Research 
estimates 

Sum-of-Parts Valuation 

Valuation method for base business P/E EV/EBIDTA 
Base business 226 232 
Oglemilast (DCF valuation) 229 229 
Total Value 455 461 

Source: Citigroup Investment Research 
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Risks 
We rate Glenmark High Risk based on our quantitative risk-rating system.  

The key downside risks to our target price and estimates include: (1) 
Glenmark's efforts to build its own front end in regulated markets could prove to 
be a drag on earnings if it is unable to effectively execute its plans; (2) growing 
competition, rapid price erosion and fragmented market shares are risks that 
are inherent to the generics business; and (3) failure of Oglemilast could lead to 
the milestone payments getting knocked off from our estimates.  

The main upside risks to our target price and estimates include: (1) success of 
Oglemilast in Phase II clinical trials would increase the probability of launch and 
escalate the option value built into the stock's valuations; (2) fresh licensing 
deals (for other R&D molecules); and (3) over the longer term, a successful 
launch of Oglemilast would change Glenmark's business and earnings profile 
dramatically and lead to a sharp scale-up in valuations. 
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Jubilant Organosys (JUBO.BO) 
Fully Integrated Outsourcing Play 
 Maintain Buy — Our target price for Jubilant is Rs299. Jubilant's aggressive 

efforts to build a robust presence and expand across the pharma value chain 
would, in our view, ensure sustained earnings growth over the long term 
despite a slight trade off in near term profitability. A potential large 
acquisition in regulated markets could also act as a sentiment driver for the 
stock. 

 Superior outsourcing play — Jubilant's businesses span pharma & life 
sciences, industrial and performance chemicals. Its strong presence in 
acetyls and pyridines makes it well integrated and allows it to offer services 
across the value chain. Besides the cost advantage, this allows it to leverage 
customer relationships in strong areas to scale up new businesses, providing 
an edge in a competitive space. 

 Global scale & reach — Jubilant's ability to pursue and achieve global scale 
in most of its key products has been the key to its success. It is among the 
largest producers of products such as pyridines, carbamazepine, and 
oxcarbazepine. This, along with the natural India based advantage, has 
enabled it to attain cost leadership at a global level – thus creating entry 
barriers for others. 

 Robust growth ahead — Despite building in higher upfront costs, we expect 
earnings momentum to be strong over the next 3-4 quarters. We expect lower 
input costs, higher pharma sales in regulated markets and improving 
profitability of subsidiaries to drive an FDEPS CAGR (FY06-09E) of 35%, with 
57% growth in FY07E 

Statistical Abstract 

Year to Net Profit FD EPS EPS Growth P/E EV/EBITDA DPS Yield
31-Mar (Rs) (Rs) (%) (x) (x) (Rs) (%)
2004             782        6.67       46.0  31.5   18.5    0.7     0.3 
2005          1,191        9.23 38.5  22.7   14.7    1.3     0.6 
2006          1,297        8.12 -12.1  25.9   16.3    1.3     0.6 
2007E          2,321       12.78 57.5  16.4   10.6    1.5     0.7 
2008E          3,137       17.27 35.2  12.2     7.8    1.7     0.8 
2009E          3,669       20.20 17.0  10.4     5.9    2.0     0.9 

Source: Company Reports and Citigroup Investment Research 

 

Buy/Low Risk 1L
Price (18 Jul 06) Rs210.00
Target price Rs299.00
Expected share price return 42.4%
Expected dividend yield 0.7%
Expected total return 43.1%
Market Cap Rs30,042M

US$644M

Price Performance (RIC: JUBO.BO, BB: JOL IN) 
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Fiscal year end 31-Mar 2005 2006 2007E 2008E 2009E

Valuation Ratios
P/E adjusted (x) 22.7 25.9 16.4 12.2 10.4
EV/EBITDA adjusted (x) 16.5 16.3 10.7 8.3 6.5
P/BV (x) 5.5 3.5 2.8 2.2 1.8
Dividend yield (%) 0.6 0.6 0.7 0.8 1.0
Per Share Data (Rs)
EPS (adjusted) 9.23 8.12 12.78 17.27 20.20
EPS (reported) 9.23 8.12 12.78 17.27 20.20
BVPS 38.50 59.49 74.07 94.14 117.61
DPS 1.25 1.25 1.50 1.70 2.00

Profit & Loss (RsM)
Net sales 11,703 15,054 19,141 22,426 24,920
Operating expenses -10,008 -13,397 -16,338 -18,764 -20,418
EBIT 1,694 1,657 2,803 3,662 4,502
Net interest expense -220 -173 -91 -12 -12
Non-operating/exceptionals 166 197 396 559 442
Pre-tax profit 1,640 1,681 3,107 4,209 4,931
Tax -432 -392 -777 -1,052 -1,233
Extraord./Min.Int./Pref.div. -18 8 -10 -20 -30
Reported net income 1,191 1,297 2,321 3,137 3,669
Adjusted earnings 1,191 1,297 2,321 3,137 3,669
Adjusted EBIT 1,694 1,657 2,803 3,662 4,502
Growth Rates (%)
EPS (adjusted) 38.5 -12.1 57.5 35.2 17.0
EBIT (adjusted) 38.4 -2.2 69.2 30.6 22.9
Sales 36.3 28.6 27.1 17.2 11.1

Cash Flow (RsM)
Operating cash flow 4,181 4,750 6,067 6,764 6,991
Depreciation/amortization 381 513 652 754 784
Net working capital 1,708 2,300 2,343 2,071 1,596
Investing cash flow -1,125 -4,866 -3,500 -1,500 -1,000
Capital expenditure -1,955 -4,866 -3,500 -1,500 -1,000
Acquisitions/disposals 0 0 0 0 0
Financing cash flow 1,481 5,829 6,127 -276 -324
Borrowings -472 3,636 6,370 0 0
Dividends paid -34 -203 -243 -276 -324
Change in cash 4,537 5,713 8,694 4,989 5,667

Balance Sheet (RsM)
Total assets 12,569 20,335 30,048 34,232 38,897
Cash & cash equivalent 376 1,895 7,175 9,172 12,526
Net fixed assets 7,269 11,622 14,470 15,216 15,432
Total liabilities 7,529 11,812 19,438 20,741 22,032
Debt 3,719 7,355 13,725 13,725 13,725
Shareholders' funds 5,040 8,523 10,610 13,491 16,865

Profitability/Solvency Ratios (%)
EBITDA margin adjusted 17.7 14.4 18.0 19.7 21.2
ROE adjusted 33.7 19.3 24.4 26.2 24.3
ROIC adjusted 14.8 9.7 11.3 12.7 14.9
Net debt to equity 66.3 64.1 61.7 33.8 7.1
Total debt to capital 42.5 46.3 56.4 50.4 44.9

For further data queries on Citigroup's full coverage 
universe please contact CIR Data Services Asia Pacific at 
+852-2501-2791.
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Fully Integrated Outsourcing Play 
We maintain our Buy (1L) rating on Jubilant, with a target price of Rs299. We 
believe that the company is one of the superior outsourcing plays among Indian 
pharma companies. A story of continuous forward integration, it has emerged as 
a composite player with offerings across the pharma / specialty chemicals value 
chain – with a business that spans pharma & life sciences (P&LS), industrial 
chemicals and performance chemicals.  

Company Description 
Jubilant Organosys is the largest specialty chemicals company in India, with a 
high degree of vertical integration, and global scale and reach in almost all its 
key products. The company has established itself as a serious player right from 
fine chemicals to advanced intermediates and APIs. More recently, it has 
forayed into formulations and regulatory services through acquisitions in 
Belgium (PSI n.v. and PSI supply) and the US (Trigyn Laboratories). It has set 
up wholly owned subsidiaries to tap into the high-potential areas of 
bioinformatics, medicinal chemistry services and clinical services. 

Investment Thesis 
Business Model getting stronger 
Jubilant continues to make very good progress in its effort to evolve as a 
composite and integrated player with offerings across the Pharma and specialty 
chemicals value chain. Over the last few years, it has built a highly integrated 
business model with greater focus on moving up the value chain. We expect 
these initiatives to translate into healthy growth going forward (35% FDEPS 
CAGR over FY06-09E). In the process, we believe that Jubilant has emerged as 
one of the superior outsourcing plays from India, with the ability to offer varied 
services and cost efficiencies arising from its high degree of integration. 

We highlight the various segments of this unique business model and the 
progress made by the company in each part in the table below. 

APIs and Formulations 

Segment (through) Current Status Background
APIs (Jubilant Organosys) - 15 products commercialized; 11 more ready; 19 in 

the R&D pipeline 
- Cumulative10 DMF and 10 EDMF filings 
- FY06 sales: Rs1.2bn; expect 33% CAGR (FY06-09E) 

Entry in 2002 through the acquired 
Max India Pharma business – 

supplies off patent bulk drugs to 
innovator and generic companies

Formulations (Trigyn 
Laboratories, USA) 

- 7 approved ANDAs;  2 awaiting approval 
- 39 ANDA filings over next 3-4 years 
- FY06 sales: Rs170m; expect 93% CAGR (FY06-09E) 

Acquired in 2005, this would be 
Jubilant's vehicle to get an early 

entry into the US market

Source: Company Reports and Citigroup Investment Research 

 

Efforts over the last two to three years 
to build an integrated business model 
and move up the value chain are 
expected to bear fruit over the next 
three years  
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CRAMS and Regulatory Services 

Segment (through) Current Status Background 
- CRAMS I (Jubilant 
Organosys) 

Process research & supply of fine 
chemicals and adv. intermediates 
for pre market molecules (in Phase 
I, II and III clinical trials) 

- CRAMS II (Jubilant 
Organosys) 

- Catering to over 130 global customers 
-150+ products used in 229 pharma APIs & 17 
agrochemical technicals 
- Contracts worth $40m & US$28m already booked 
for CY06 & CY07 
- FY06 sales: Rs4.2bn; expect 24% CAGR (FY06-
09E) 

Supply of advanced intermediates 
(pyridine and pyridine derivatives) 
for in market molecules 

Regulatory & Formulation 
Services (PSI, Belgium) 

- Going through a tough time due to postponement of 
certain contracts 
- Expect recovery from FY06, with return to 
profitability 
- FY06 sales: Rs250m; expect 15% CAGR (FY06-09E) 

Acquired in 2004, prepares, files 
and licenses out dossiers in Europe 

Sources APIs and formulations for 
its customers – looking to integrate 
this with its own API business 

Source: Company Reports and Citigroup Investment Research 

 

Research & Development Services 

Segment (through) Current Status Comment 
- Bio/Chemo Informatics 
(Jubilant Biosys) 

Provide Bio/Chemo informatics 
databases for lead generation 

- Chemistry Services 
(Jubilant Chemsys) 

- Curation services for 8 products to more than 50 
global innovators 
- 20 major global pharma & biotech companies are 
customers for varied chemistry and biology services 
- signed 5 year multi target agreement with Eli Lilly; 
discussions on with 2 pharma & 3 biotech 
companies 

Provide chemistry services for 
target identification 

- Clinical Research (Jubilant 
Clinsys, Target Research 
Associates (USA) 

- Integration of Target Research Associates complete 
- Around 20 customers for phase II-IV trials 

Provide BE/BA and pharmacokinetic 
studies, Phase I clinical studies 
Target (acquired in 2005) provides 
varied clinical services in the USA 

- Proprietary Drug Discovery 
& Development 

- 2 pre-clinical candidates for diabetes and CVS 
- 3 pre-clinical candidates for pain management & 
hypertension 
- FY06 sales (all services): Rs710m; expect 56% 
CAGR (FY06-09E) 

A recent initiative, with an aim to 
out license the molecules 

Source: Company Reports and Citigroup Investment Research 

 

Other Segments (Legacy Business) 

Segment (through) Current Status Comment 
Food Polymers (Jubilant 
Organosys) 

- 90% of sales is through long term contracts 
- FY07 capacity utilization to go up to 85% to 75% 
- FY06 sales of Rs300m; expect 12% CAGR (FY06-
09E) 

Solid PVA; Jubilant classifies it 
under Pharma & Life sciences 

Industrial Chemicals 
(Jubilant Organosys) 

- Demand picking up, higher than anticipated 
- Lower molasses prices (down around 30%) leading 
to improved profitability 
- entering into select long term contracts with large 
users to insulate against price fluctuations 
- FY06 sales of Rs6.2bn; expect 8% CAGR (FY06-
09E) 

Legacy business 
Products include acetic acid, ethyl 
acetate, vinyl acetate monomer & 
acetic anhydride 
Also acts as Inputs for CRAMS and 
Solid PVA businesses 

Performance Chemicals 
(Jubilant Organosys) 

- Focus on differentiating its products through 
product enhancements and cost reduction for 
customers 
- Open to looking at options to unlock value in this 
business 
- Lower input costs have shored up profitability 
- FY06 sales of Rs2bn; expect 5% CAGR (FY06-09E) 

Legacy Business 
Manufactures a range of polymeric 
binders & adhesives for the 
construction, tyre, textiles and 
packaging industries.  
Only manufacturer of V P Latex in 
India; 6th largest in the world 

Source: Company Reports and Citigroup Investment Research 
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Strong growth to continue 
On the back of the above initiatives, we expect earnings momentum to be strong 
over the next 3-4 quarters. We expect lower input costs in its legacy business, 
higher pharma sales in regulated markets and improving profitability of research 
subsidiaries to drive an FDEPS CAGR (FY06-09E) of 35%, with 57% growth in 
FY07E 

Valuation 
We prefer to use sum-of-the-parts to value Jubilant in view of the diversified 
nature of its business and earnings streams. We value both businesses using 
the EV/EBIDTA methodology but apply different target multiples to each 
business given the difference in their growth and operating parameters. We 
arrive at a one-year target price of Rs299. 

We value Jubilant's P&LS business at 15x June07E EBIDTA and the non-P&LS 
business at 7x June07E EBIDTA. Our target valuation for the P&LS business is 
benchmarked to the upper end of Jubilant's last four year EV/EBIDTA range. We 
are comfortable using a higher multiple vis-à-vis some of its mid-sized Pharma 
peers, owing to superior growth rates and the upside potential when idle FCCB 
proceeds are deployed in the core business. Industrial chemicals and 
performance chemicals are mature businesses, where Jubilant does not intend 
to make any significant incremental investment. However, the company's 
competitive edge in these areas would ensure that it is able to generate steady 
profits from these businesses. We have therefore valued these businesses at 7x 
June07E EBIDTA, which is in-line with the multiple that Jubilant used to trade 
at around four years ago when these businesses contributed almost entirely to 
the company's revenues and profits. 

Alternatively, we use the DCF methodology to arrive at a target price for Jubilant, 
as we believe that this method would capture the longer-term growth prospects 
for the company. Based on our calculations, we arrive at a one-year target price 
of Rs312 for Jubilant. 

Risks 
We rate Jubilant Low Risk based on our quantitative risk-rating system. The 
main downside risks to our target price and estimates include: (1) The generics 
business has become very competitive; (2) Any delay in filing / launch or a 
litigation loss would affect the timing and quantum of revenues and profits; (3) 
Inability to integrate and exploit the synergies with its acquired subsidiaries 
could hurt profitability; and (4) Increases in molasses prices. The main upside 
risks to our target price include: (1) A significant value accretive acquisition 
could lead to upside to our estimates; and (2) Pyridine prices could firm up in 
the medium term. 
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Matrix Labs (MAXL.BO) 
Set to Forge Ahead 
 Maintain Buy — We believe that Matrix has evolved from a single product, 

single segment company to one with multiple growth drivers in varied 
segments such as generic APIs, contract manufacturing, anti-retrovirals and 
finished dosages in regulated markets. With strong earnings momentum 
expected going forward and reasonable valuations, we re-iterate Matrix as our 
top pick in the sector. 

 Taking the right options – We believe that management has shown the ability 
and willingness to take the right options and adapt to changing industry 
dynamics. Cases in point include forward integration into branded 
formulations in EU and ANDAs in US and settlement of patent challenges. We 
also believe that Matrix is the most likely among Indian companies to sell out, 
if the opportunity arises. 

 All round improvement expected — We believe the following will drive growth 
going forward: a) robust revenue growth; 50% for ARVs, 20-25% for 
Docpharma; b) citalopram drag is behind (down to 3.5% of sales); c) growing 
focus on  formulations, with 30 ANDA filings planned in FY07; and d) 
Docpharma integration on track – management expects 800bp EBIDTA 
margin expansion over two years. 

 Key catalysts — We see the following share price catalysts: a) sale of 
Docpharma's medical devices division likely within 2-3 months; b) integration 
benefits from Docpharma, set to play out over FY07-08; and c) scale up in 
product launches in the US and EU markets. 

Statistical Abstract 

Year to Net Profit FD EPS EPS Growth P/E EV/EBITDA DPS
31-Mar (Rs) (Rs) (%) (x) (x) (Rs)
2004            1,246                  9.9                 34.3              25.2               24.1               1.1 
2005            1,302                  8.9 -10.4              28.2               22.0               1.2 
2006            1,992                  8.8 -1.1              28.5               23.5               1.2 
2007E            2,336                 15.2 73.9              16.4               13.1               1.5 
2008E            3,238                 21.1 38.6              11.8                9.4               1.8 
2009E            4,367                 28.5 34.9               8.8                6.8               2.0 

Source: Company Reports and Citigroup Investment Research estimates. 

 

Buy/Low Risk 1L
Price (18 Jul 06) Rs249.85
Target price Rs317.00
Expected share price return 26.9%
Expected dividend yield 0.6%
Expected total return 27.5%
Market Cap Rs38,391M

US$823M

Price Performance (RIC: MAXL.BO, BB: HDPH IN) 
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Fiscal year end 31-Mar 2005 2006 2007E 2008E 2009E

Valuation Ratios
P/E adjusted (x) 28.2 28.5 16.4 11.8 8.8
EV/EBITDA adjusted (x) 22.4 21.3 13.0 9.6 7.1
P/BV (x) 6.0 3.7 3.1 2.6 2.1
Dividend yield (%) 0.5 0.5 0.6 0.7 0.8
Per Share Data (Rs)
EPS (adjusted) 8.87 8.77 15.25 21.13 28.50
EPS (reported) 8.87 13.00 15.25 21.13 28.50
BVPS 41.67 68.21 80.63 97.79 121.13
DPS 1.20 1.20 1.50 1.75 2.00

Profit & Loss (RsM)
Net sales 6,406 12,183 19,551 23,696 28,742
Operating expenses -4,850 -10,548 -16,492 -19,491 -23,236
EBIT 1,555 1,635 3,059 4,205 5,505
Net interest expense -63 -269 -430 -437 -396
Non-operating/exceptionals 117 295 125 156 201
Pre-tax profit 1,609 1,661 2,754 3,924 5,311
Tax -307 -304 -399 -661 -913
Extraord./Min.Int./Pref.div. 0 634 -18 -25 -30
Reported net income 1,302 1,992 2,336 3,238 4,367
Adjusted earnings 1,302 1,344 2,336 3,238 4,367
Adjusted EBIT 1,555 1,635 3,059 4,205 5,505
Growth Rates (%)
EPS (adjusted) -10.5 -1.1 73.9 38.6 34.9
EBIT (adjusted) 0.0 5.1 87.0 37.5 30.9
Sales 21.0 90.2 60.5 21.2 21.3

Cash Flow (RsM)
Operating cash flow 901 1,353 1,730 3,136 4,077
Depreciation/amortization 205 335 494 517 567
Net working capital -985 -987 -1,120 -644 -887
Investing cash flow -2,751 -10,073 -1,360 -550 -550
Capital expenditure -1,248 -2,360 -1,375 -550 -550
Acquisitions/disposals 0 -8,231 15 0 0
Financing cash flow 1,593 10,218 182 -1,805 -2,830
Borrowings -1,614 9,689 346 -1,571 -2,491
Dividends paid -146 -258 -163 -234 -339
Change in cash -256 1,498 552 781 697

Balance Sheet (RsM)
Total assets 9,732 26,801 31,470 35,293 39,845
Cash & cash equivalent 88 2,102 2,998 4,344 5,799
Net fixed assets 3,711 7,070 8,019 8,092 8,136
Total liabilities 3,492 16,220 18,994 20,165 21,113
Debt 461 10,080 11,121 10,421 9,041
Shareholders' funds 6,240 10,581 12,476 15,128 18,732

Profitability/Solvency Ratios (%)
EBITDA margin adjusted 27.5 16.2 18.2 19.9 21.1
ROE adjusted 32.5 16.1 20.5 23.7 26.0
ROIC adjusted 24.1 10.9 13.6 16.9 20.8
Net debt to equity 6.0 75.4 65.1 40.2 17.3
Total debt to capital 6.9 48.8 47.1 40.8 32.6

For further data queries on Citigroup's full coverage 
universe please contact CIR Data Services Asia Pacific at 
+852-2501-2791.
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Set to forge ahead 
We maintain our Buy rating on Matrix with a price target of Rs317. Matrix has 
evolved from a single product, single segment company to one with multiple 
growth drivers in varied segments such as generic APIs, CRAMS, anti-retrovirals 
and finished dosages in regulated markets. Management has shown the ability 
to take the right options and adapt well to the changing business environment. 
Matrix remains our top pick in the sector. 

Company Description 
Matrix is an emerging Indian pharmaceutical company aiming to evolve into an 
innovative and integrated partner to the global pharmaceutical industry. The 
company has focused on APIs in the past; however, it has recently ventured into 
intermediates and formulations through a combination of organic and inorganic 
initiatives. Its most significant success so far has been in developing a non-
infringing process for citalopram and supplying to several generic companies in 
Europe and the US. It recently concluded the largest overseas acquisition by an 
Indian pharma company, by buying out Docpharma of Belgium for an enterprise 
value of US$238m. 

Investment Thesis 
Emerging as a knowledge based partner of choice 
We believe that Matrix has the necessary attributes to emerge as a “knowledge-
based partner of choice” for the global pharma companies. It has already 
demonstrated its strong chemistry and intellectual property (IP) capabilities 
through its success in Citalopram and successful out of court settlements with 
innovator companies for two key products (Modafinil and Perindopril). This, and 
its rapidly expanding API pipeline, has given it good visibility among global 
generics and innovator companies.  

Building multiple growth drivers 
In addition to growing its generics business, Matrix has taken several initiatives 
to broad base its business model and diversify its revenue profile. It looks well 
placed to leverage the exciting opportunities in the ARV (anti-retroviral) and 
contract manufacturing segments – both of which are businesses that it has 
successfully scaled up over the previous two years. In the process, it has been 
able to reduce the share of generic APIs to around 32% of FY06 revenues from 
87% in FY03. 

Aggressively seeking inorganic opportunities 
Matrix has also used the inorganic route to integrate backward (into 
intermediates via MCHEM), horizontally (into oncology, high potency APIs and 
fermentation based products via FCC and Concord), and forward (into finished 
dosages via Docpharma and the Sigma plant) – thereby expanding its presence 
across the value chain and enhancing its cost competitiveness. The company 
has shown the ability to adapt quickly to a dynamic industry environment, as 
reflected by its acquisition of Docpharma in Belgium.  

In the process, Matrix has evolved from being a single product (citalopram) API 
company around three years ago to one with multiple product offerings across 
diverse segments and different parts of the Pharma value chain. We believe that 
the pain of transition is now past and the company is well placed to deliver 
much more sustainable growth going forward, in turn leading to further upside 
potential in valuations. 

Gaining visibility in the global market 

ARVs and CRAMs add revenue 
streams and provide diversification 

Acquisitions have added to product 
capabilities, geographical reach and 
growth rates 

Looks well placed to deliver 
sustainable growth 
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We expect robust earnings growth 
Going forward, we expect strong growth to continue on the back of the following 
factors: a) strong growth in ARVs and CRAMS businesses; b) integration benefits 
from the Docphama acquisition, expected to start coming in from FY07; c) 
citalopram no longer being large enough (down to 3.5% of sales) to act as a 
drag on revenues and profits and d) step up in generic launches in the US and 
Europe. Overall, we forecast 33% and 48% CAGR (FY06-09E) in revenues and 
net income, respectively.  

Valuation 
We prefer to value Matrix on a P/E basis relative to earnings CAGR in view of the 
healthy growth expected in earnings. Our target price of Rs317 is based on 18x 
June 07E recurring earnings, which is at a 10% discount to our target multiple 
range for frontline pharma companies in order to factor in scale and execution 
issues. We also use EV/EBIDTA to value Matrix. Our target price is supported by 
a 10.5x June 07E EBIDTA, the higher end of the historical band (7-11x 
EBIDTA) that Matrix has traded in over the past two years. This is lower than our 
target multiple of the rest of its peers, which we believe is warranted for the 
same reason outlined above. 

Risks 
We rate Matrix Low Risk, given its diversified business profile that reduces the 
risk of any single product or segment materially impacting earnings. The main 
downside risks to our target price and estimates include: (1) The generics 
business, especially APIs, has become competitive; (2) Any delay in filing / 
launch by the company's partners or a litigation loss would affect the timing and 
quantum of Matrix's own revenues and profits; and (3) Inability to exploit the 
synergies with Docpharma. The main upside risks to our target price and 
estimates include: (1) Lower price erosion in key products could imply upside to 
our estimates; and (2) A win for its partner in any Para IV challenges would 
improve earnings and be viewed positively by the market. 

We forecast 33% and 48% CAGR 
(FY06-09E) in revenues and net 
income, respectively 
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Nicholas Piramal (NICH.BO) 
Improving Visibility in Outsourcing 
 Best global outsourcing play — We view NPIL as one of the best Indian plays 

on the global custom manufacturing (CMG) opportunity. Five contracts with 
different global majors along with the acquisitions of Avecia (UK) and Pfizer's 
Morpeth facility have placed NPIL among the top 10 CMOs in the world with 
annualized revenues of US$200m from outsourcing contracts. Maintain Buy. 

 Improving Visibility — Following the acquisition of Avecia and Pfizer's facility 
in Morpeth, NPIL now has contracts worth around US$200m in the CMG 
business. Besides, unlike the first few contracts bagged by NPIL, revenues 
from the acquisitions have already started reflecting in the top line without 
any lag effect. This strong CMG revenue book has improved the visibility on 
revenues and profits. 

 Domestic Business Stabilizing — The domestic business faced transient 
issues in FY05 and FY06 namely 1) VAT related destocking and subsequent 
decision to pare trade inventory levels 2) MRP based excise hit to margins 
and 3) Phensedyl litigation with Narcotics Control Board and consequent loss 
of sales. These have now been largely resolved and we expect steady 11% 
CAGR in domestic revenues.  

 Set for a turnaround — After two years (FY05 and FY06) hit by transient 
issues in domestic formulations and slower-than-expected take-off in global 
outsourcing revenues, we believe that NPIL is set to return to the growth path 
in FY07 with improved visibility. We forecast 53% CAGR in recurring earnings 
over FY06-09E. 

 Negatives are priced in — With the recent correction, we believe that all 
concerns are priced in, leaving good scope for upside as earnings momentum 
picks up in FY07 on the back of the growth in the CMG business. 

Statistical Abstract 

Year to Net Profit FD EPS EPS Growth P/E DPS Yield
31-Mar (Rs m) (Rs) (%) (x) (Rs) (%)
2004          1,978          10.4       71.6         19.6     2.9      1.6 
2005          1,608            8.5 -18.7        24.1     2.9      1.6 
2006          1,211            5.8 -31.6        35.2     3.0      1.7 
2007E          2,206          10.6 82.2        19.3     4.0      2.2 
2008E          3,120          14.9 41.4        13.7     4.5      2.5 
2009E          4,006          19.2 28.4        10.6     5.0      2.8 

Source: Company Reports and Citigroup Investment Research 

 

Buy/Medium Risk 1M
Price (18 Jul 06) Rs203.65
Target price Rs255.00
Expected share price return 25.2%
Expected dividend yield 2.0%
Expected total return 27.2%
Market Cap Rs42,566M

US$912M

Price Performance (RIC: NICH.BO, BB: NP IN) 
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Fiscal year end 31-Mar 2005 2006 2007E 2008E 2009E

Valuation Ratios
P/E adjusted (x) 24.1 35.2 19.3 13.6 10.6
EV/EBITDA adjusted (x) 24.2 22.3 13.8 10.4 8.3
P/BV (x) 7.7 4.4 3.9 3.3 2.7
Dividend yield (%) 1.4 1.5 2.0 2.2 2.5
Per Share Data (Rs)
EPS (adjusted) 8.46 5.79 10.56 14.93 19.17
EPS (reported) 8.46 5.79 10.56 14.93 19.17
BVPS 26.31 45.98 51.98 61.77 75.24
DPS 2.92 3.00 4.00 4.50 5.00

Profit & Loss (RsM)
Net sales 13,342 15,944 22,278 26,287 29,718
Operating expenses -11,912 -14,537 -19,765 -22,754 -25,333
EBIT 1,430 1,408 2,513 3,533 4,386
Net interest expense -192 -173 -210 -222 -164
Non-operating/exceptionals 9 98 154 166 240
Pre-tax profit 1,246 1,332 2,457 3,477 4,462
Tax -465 -238 -246 -348 -446
Extraord./Min.Int./Pref.div. 827 116 -5 -10 -10
Reported net income 1,608 1,211 2,206 3,120 4,006
Adjusted earnings 1,608 1,211 2,206 3,120 4,006
Adjusted EBIT 1,430 1,408 2,513 3,533 4,386
Growth Rates (%)
EPS (adjusted) -18.7 -31.6 82.2 41.4 28.4
EBIT (adjusted) -42.3 -1.5 78.5 40.6 24.1
Sales -5.5 19.5 39.7 18.0 13.1

Cash Flow (RsM)
Operating cash flow 2,754 1,757 2,221 3,410 4,587
Depreciation/amortization 524 688 879 996 1,022
Net working capital 215 -87 -930 -803 -562
Investing cash flow -2,383 -2,193 -2,688 -633 -573
Capital expenditure -2,027 -2,248 -938 -633 -573
Acquisitions/disposals 0 -60 -2,000 0 0
Financing cash flow -564 2,031 -151 -2,322 -1,942
Borrowings 107 -566 1,336 -1,250 -750
Dividends paid -671 -685 -953 -1,072 -1,192
Change in cash -194 1,595 -618 454 2,072

Balance Sheet (RsM)
Total assets 13,021 18,497 21,432 23,092 26,042
Cash & cash equivalent 155 953 335 789 2,862
Net fixed assets 7,278 10,418 12,477 12,115 11,666
Total liabilities 7,447 8,323 10,533 10,136 10,262
Debt 3,680 3,114 4,450 3,200 2,450
Shareholders' funds 5,574 10,174 10,899 12,956 15,780

Profitability/Solvency Ratios (%)
EBITDA margin adjusted 14.6 13.1 15.2 17.2 18.2
ROE adjusted 35.6 16.6 21.6 26.2 28.0
ROIC adjusted 9.9 9.6 14.6 18.4 22.3
Net debt to equity 63.2 21.2 37.8 18.6 -2.6
Total debt to capital 39.8 23.4 29.0 19.8 13.4

For further data queries on Citigroup's full coverage 
universe please contact CIR Data Services Asia Pacific at 
+852-2501-2791.
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Best Play on Global Outsourcing 
We view NPIL as the best Indian play on global outsourcing. Five contracts with 
different global majors along with the acquisitions of Avecia (UK) and Pfizer's 
Morpeth facility have placed NPIL among the top 10 CMOs in the world with 
annualized revenues of US$200m from outsourcing contracts. This, along with 
normalization of Indian operations, has improved earnings visibility. Buy for a 
12-month target of Rs255. 

Company Description 
Nicholas Piramal (NPIL), the fourth-largest company in the Indian formulations 
market, is targeting the regulated pharmaceutical markets through custom 
manufacturing (CMG). The company has scaled up in the domestic market 
through both organic and inorganic initiatives, and is looking at doing the same 
in the overseas markets. Some initial CMG successes have been achieved in the 
form of five diverse contracts with innovator companies and two acquisitions in 
overseas markets. 

Investment Thesis 
Custom manufacturing business witnessing traction 
NPIL's custom manufacturing business has started witnessing greater traction 
after initial hiccups in the first few contracts. Two overseas acquisitions – viz. 
Avecia and Pfizer's facility in Morpeth, UK – have provided the much needed 
scale to this business, taking NPIL's annualized revenues from CMG (all 
contracts) to US$200m. The acquisition of Pfizer's Morpeth facility is 
particularly significant, as it brings along a supply agreement with Pfizer with 
potential revenues of US$350m over 5.5 years – making NPIL the largest 
supplier in Pfizer's global contract manufacturing network and one of the top 
ten CMOs in the world. We believe that this acquisition not only opens doors to 
further business from Pfizer but also validates NPIL's capabilities in the 
outsourcing space and would help the company's efforts to emerge as a 'partner 
of choice' for innovator companies across the product life cycle and value chain.  
We expect the share of custom manufacturing sales in NPIL's overall revenues 
to increase from 7.6% in FY06 to 26.2%, 30.9% and 32.5% in FY07E, FY08E 
and FY09E, respectively. 

NPIL CMG Pipeline (excl. acquisitions) – Rapid Progress 

Stage Activity Sep'04 Oct'05 Mar'06
Universe of Customers 
Targeted 

Shortlist potential customers with specific game plans/offerings to 
target them 

55 85 90

Customers Met Definite intent on both sides to explore further; Initial discussions on 
areas to work on 

33 57 68

Customers Interested Specific products being discussed 26 40 46
Customer Visits/Audits Advanced stage post discussion; 4 rounds of audit - quality, SHE, 

technical& group review 
16 29 38

Customer Trials Dispatch of trial batches to potential customers; Legal/ pricing 
aspects being discussed 

11 23 29

Contracts (excl 
acquisitions) 

Conclusion of negotiation process; Contract awarded 3 3 6

Source: Company Reports and Citigroup Investment Research 

 

NPIL – CMG business roll out 

Contract Rev (US$ m) Commencement 
AMO 25 FY06 
Allergan 10-15 FY06 
Fortune 500 Co 15-20 FY07 
Astra Zeneca NA FY07-08 
Hospital Products Co 12-15 FY08 
Pfizer Animal Health NA FY07-08 
Avecia (acquisition) 65 FY07 
Pfizer (Morpeth) 64 FY07 
Total 200  

Source: Company Reports and Citigroup Investment 
Research 

Steady increase in number of 
contacts at each stage of the CMG 
funnel augurs well for future pipeline 
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Problems with the Indian business are now behind – viz. VAT related destocking 
and subsequent decision to pare trade inventory levels, MRP based excise hit to 
margins, Phensedyl litigation with Narcotics Control Board and consequent loss 
of sales. These were transient issues that affected financials in FY05 and FY06, 
and have now been largely resolved, in our view. We expect steady 11% and 
28% CAGR in revenues and profits respectively in NPIL's base business. 

Earnings momentum is thus likely to pick up once again, from FY07. We expect 
NPIL to report 96%, 41% and 28% YoY recurring earnings growth in FY07E, 
FY08E and FY09E, respectively, translating to a CAGR of 53% over FY06-09E. 
We expect this, along with news flows on fresh custom manufacturing deals to 
act as positive catalysts for the stock. 

Set for a Strong Turnaround 
We expect NPIL to stage a strong turnaround over the next two years, with 
earnings momentum expected to pick up from the current fiscal year. 

FY05 and FY06 – Tough Years 
FY05 and FY06 were tough years for NPIL due to multiple factors, largely one-
off in nature. While VAT related destocking took a heavy toll on revenues and 
profitability in 4QFY05, NPIL's FY06 numbers were hit by multiple factors. The 
decision to exit the Roche Biotech products and diagnostics businesses, 
withdrawal of Valdecoxib from the domestic market, Phensedyl litigation with the 
Narcotics Control Board and consequent loss of revenues and MRP based 
excise had a negative impact on revenues and profitability of the company's 
domestic business. At the same time, on the CMG business, NPIL indicated that 
the time between signing a contract and commencement of sales is around a 
year more than it earlier envisaged. This led to postponement of sales and 
delayed scale-up in CMG revenues. Consequently, NPIL's earnings declined by 
around 21% CAGR over FY04-06. 

Back on the growth track from FY07 
However, we believe that most of the factors affecting growth rates were 
transient and one-off in nature. The company has already overcome the 
problems in the domestic market, and we expect steady growth. Moreover, it has 
also been successful in bagging more contracts in the outsourcing space, which 
should add to growth rates, now that revenues have commenced. We forecast 
96% growth in recurring earnings in FY07, followed by 41% and 28% YoY 
growth in FY08 and FY09, respectively. 

Earnings visibility has improved 
Besides the recovery in growth rates, we believe that the visibility on earnings 
has also improved considerably. Following the acquisition of Avecia and Pfizer's 
facility in Morpeth, NPIL now has contracts worth around US$200m in the CMG 
business – as against CMG revenues of US$25-30m in FY06. Besides, unlike 
the first few contracts bagged by NPIL, the revenues from the acquired 
businesses have already started reflecting in the top line without any lag effect. 
This strong revenue book in the CMG business has, in our view, improved the 
visibility on NPIL's revenues and profits over the next few years 

Expect steady growth in base 
business, with transient issues being 
resolved 

We forecast 96% growth in recurring 
earnings in FY07 

Transient issues in domestic 
formulations and execution delays in 
contract manufacturing took a toll on 
FY05 and FY06 financials 

With problems being overcome and a 
scale-up in the CMG business, we 
expect a smart rebound in FY07 and 
beyond 

Acquired businesses have no lag 
time, leading to improved earnings 
visibility 
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Valuation 
We prefer to value NPIL's stock on a P/E basis given the company's earnings 
growth outlook. As pharmaceuticals is a growth sector, we use P/E ratio in 
relation to earnings growth as our principal valuation methodology for a 
company's base business, while applying a relative premium / discount for 
different companies based on the degree of value addition in the business 
model, expected growth rates, management caliber, past track record and other 
risk factors. We use a target P/E multiple of 20x to value sector leaders, which is 
at a premium of about 40% to the broad market. This is justified, in our view, as 
the sector is intellectual property driven and has the potential to spring earnings 
triggers that could lead to significant growth opportunities in future. We broadly 
value mid-sized Pharma stocks at a 10-20% discount range (16-18x) to sector 
leaders to account for the difference in scale, potential execution issues in their 
efforts to go global and relatively lower liquidity. 

Our target price of Rs255 for NPIL, is based on 20x June07E earnings, which is 
at a premium to our target multiple for mid-sized pharma companies and in line 
with our target multiple for sector leaders. We believe NPIL deserves a higher 
multiple given the nature of its CMG business and possible upside from 
inorganic initiatives. Revenue visibility and sustainability are high in the CMG 
business: these are long-term exclusive contracts with innovators with no risks 
of litigation-related delays and competitive pressures. However, given the 18-24 
month time lag between bagging a deal and commencement of revenues, the 
full upside is not captured in one year forward earnings (on which we base our 
target price). As such, we argue for a higher valuation multiple for the stock. 

NPIL could also be valued using DCF, which factors in the company's back-
ended growth potential. We use a three-stage FCFF model, with a base case 
discount rate of 12.8% (WACC) and a beta of 1. We make detailed projections 
up to FY08, after which we assume 15% growth in FCFF over the next five years 
and a 5% terminal growth rate. Based on these assumptions and our estimates 
for FY07-08, we arrive at a fair value of Rs281 for the stock. 

Risks 
We rate Nicholas Medium Risk in contrast with our quantitative risk-rating 
system's Low risk to account for the integration related issues of the recent 
Avecia and Morpeth acquisitions and the higher volatility on the bourses 
(especially in mid and small caps). 

The main downside risks to our target price include: (1) While custom 
manufacturing is expected to drive NPIL's revenues and profitability, any slip-up 
in execution of the contracts would be a big negative; (2) A break-up of any 
major association could have a short-term impact on revenues and earnings; 
and (3) Any unfavorable trend in growth or pricing could have an adverse 
impact on the company's financials.  

The main upside risks to our target price include: (1) If NPIL bags new 
contracts, which have a lower lead-time, it could have a positive impact on our 
estimates and target price; and (2) NPIL continues to scout for acquisitions, 
which could add further to its strengths in target businesses and our estimates. 
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Ranbaxy (RANB.BO) 
Worst Looks to Have Been Priced In; Upgrade to Buy 
 Upgrade to Buy (1M) – We believe the stock factors in most negatives such as 

difficult global market dynamics, plant issues with the FDA and lack of new 
launches. Meanwhile, restructuring benefits are visible on margins and 
revenues should scale up faster once the FDA issues are resolved. In the 
interim, strong earnings momentum driven by exclusivity sales of Simvastatin 
80mg should provide support to valuations and restrict downside. 

 Most worries are transient – Ranbaxy has declined c.30% and 
underperformed the Sensex by c.19% since May 06. In our view, most 
negative developments related to the company – i.e., plant issues with the 
FDA, global pricing worries and Merck's Zocor strategy – are either overdone 
or transient. We believe that pravastatin is the only opportunity lost that has a 
significant impact on sustainable earnings. 

 Several positives masked – We see these positives: restructuring benefits 
visible in 1QCY06 numbers; positive market share data on simvastatin; and 
an aggressive EU foray through four acquisitions. In our view, pricing 
pressures and tepid growth have forced management to focus on eliminating 
cost inefficiencies – this should hold Ranbaxy in good stead, as revenue 
growth recovers over the next two years. 

 Raising estimates and target price – We raise our earnings estimates for 
Ranbaxy by 12-16% over CY06-07 to factor in the Terapia acquisition and 
launch of simvastatin in the US market. We also introduce CY08 estimates 
and forecast 17% and 56% CAGRs in revenues and earnings over CY05-08. 

 Key catalysts – a) resolution of plant issues with the FDA; b) market share 
and pricing data on simvastatin; c) strong earnings momentum off a low base. 

Statistical Abstract 

Year to Net Profit EPS EPS Growth P/E RoAE
31-Dec (Rs Mils.) (Rs) (%) (x) (%)
2003          7,594          20.5 17.3              15.8 38.6
2004          6,986          18.8 -8.2 17.2 29.9
2005E          2,617            7.0 -62.6 46.1 10.6
2006E          6,094          15.3 117.0 21.2 23.0
2007E          8,033          20.1 31.8 16.1 25.9
2008E          9,854          24.7 22.7 13.1 26.6

Source: Company Reports and Citigroup Investment Research estimates. 

 

Buy/Medium Risk 1M
from Sell/Medium Risk

Price (18 Jul 06) Rs324.00
Target price Rs402.00

from Rs363.00
Expected share price return 24.1%
Expected dividend yield 0.9%
Expected total return 25.0%
Market Cap Rs120,740M

US$2,588M

Price Performance (RIC: RANB.BO, BB: RBXY IN) 
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Fiscal year end 31-Dec 2004 2005 2006E 2007E 2008E

Valuation Ratios
P/E adjusted (x) 17.2 46.1 21.2 16.1 13.1
EV/EBITDA adjusted (x) 12.6 42.8 13.9 10.9 9.3
P/BV (x) 4.8 4.9 4.5 3.9 3.2
Dividend yield (%) 2.6 1.9 1.5 2.2 2.2
Per Share Data (Rs)
EPS (adjusted) 18.79 7.03 15.25 20.10 24.66
EPS (reported) 18.79 7.03 15.25 20.10 24.66
BVPS 67.53 65.70 71.24 83.98 101.28
DPS 8.51 6.00 5.00 7.00 7.00

Profit & Loss (RsM)
Net sales 54,512 52,816 61,612 74,278 85,276
Operating expenses -45,722 -51,149 -53,548 -63,381 -72,286
EBIT 8,790 1,667 8,063 10,897 12,991
Net interest expense -335 -671 -1,247 -1,746 -1,650
Non-operating/exceptionals 437 762 647 679 713
Pre-tax profit 8,892 1,758 7,463 9,831 12,054
Tax -1,881 885 -1,343 -1,770 -2,170
Extraord./Min.Int./Pref.div. -26 -25 -26 -28 -30
Reported net income 6,986 2,617 6,094 8,033 9,854
Adjusted earnings 6,986 2,617 6,094 8,033 9,854
Adjusted EBIT 8,790 1,667 8,063 10,897 12,991
Growth Rates (%)
EPS (adjusted) -8.2 -62.6 117.0 31.8 22.7
EBIT (adjusted) -8.1 -81.0 383.8 35.1 19.2
Sales 13.0 -3.1 16.7 20.6 14.8

Cash Flow (RsM)
Operating cash flow 4,314 3,470 10,418 9,373 11,367
Depreciation/amortization 1,215 1,445 2,341 2,907 3,042
Net working capital -4,216 -934 1,957 -1,595 -1,559
Investing cash flow -8,373 -8,310 -24,380 -5,344 -6,075
Capital expenditure -5,285 -9,204 -19,910 -5,000 -5,000
Acquisitions/disposals -3,388 712 -4,066 699 -167
Financing cash flow -1,047 7,460 11,635 -5,423 -6,592
Borrowings 2,677 11,622 14,983 -736 -2,000
Dividends paid -3,571 -3,612 -2,101 -2,941 -2,941
Change in cash -5,106 2,620 -2,326 -1,395 -1,299

Balance Sheet (RsM)
Total assets 53,274 59,637 84,832 94,019 102,972
Cash & cash equivalent 1,339 2,430 1,000 1,000 1,000
Net fixed assets 18,170 26,187 44,107 46,552 48,861
Total liabilities 27,988 35,001 56,177 60,244 62,254
Debt 8,527 20,043 35,026 34,290 32,290
Shareholders' funds 25,286 24,636 28,655 33,775 40,718

Profitability/Solvency Ratios (%)
EBITDA margin adjusted 18.4 5.9 16.9 18.6 18.8
ROE adjusted 29.9 10.6 23.0 25.9 26.6
ROIC adjusted 22.7 6.5 12.7 14.3 15.8
Net debt to equity 28.4 71.5 118.7 98.6 76.8
Total debt to capital 25.2 44.9 55.0 50.4 44.2

For further data queries on Citigroup's full coverage 
universe please contact CIR Data Services Asia Pacific at 
+852-2501-2791.
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Worst Looks to Have Been Priced In; Upgrade to Buy 
We upgrade Ranbaxy to Buy (1M) from Sell (3M), with a price target of 
Rs402/share. We believe the stock price factors in most negatives – such as 
difficult global market dynamics, manufacturing issues with the FDA and 
slowdown in product approvals. Meanwhile, restructuring benefits are visible on 
operating profit margins and revenues should scale up faster once the FDA 
issues are resolved. In the interim, strong earnings momentum driven by 
exclusivity sales of Simvastatin 80mg should provide support to valuations and 
restrict downside. 

Company Description 
Ranbaxy is a leading Indian pharma company with a strong international 
business. It has a vision of becoming a leading generics pharma company in the 
world and, in the long term, a research-led pharma company. It already has a 
presence in several countries, and has developed a complex business model, 
perhaps the first of its kind from a developing country. Over several years, 
Ranbaxy has grown rapidly and established itself as a leading generics 
company. While the core pharma business is growing, it has also invested in 
R&D, although it has not been able to make significant progress on this front. 

Investment Thesis 
Recent stock correction appears to price in most negatives... 
We upgrade Ranbaxy to Buy, Medium Risk (1M) from Sell, Medium Risk (3M) 
with a revised price target of Rs402/share (up 11%). Our upgrade is following 
the sharp correction (down 30.2%; 19% underperformance vs. the Sensex) 
seen in the stock over the last three months.  

Ranbaxy – Stock Performance – Absolute & Relative to the BSE Sensex 
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We believe the stock price now 
factors in most negatives – i.e., 
difficult global market dynamics, 
manufacturing related issues with the 
FDA, slowdown in product approvals, 
and loss of the Pravastatin 80mg 
opportunity 
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... and masks some positives 
Moreover, we believe that these negatives and the declining stock price mask 
the positive steps that Ranbaxy has been taking since the beginning of CY06 to 
effect a turnaround in its fortunes. Benefits of its restructuring initiatives were 
visible in 1QCY06 operating profit margins, the EU foray has gained momentum 
with a series of acquisitions and revenues should scale up faster once the 
manufacturing issues are resolved. In the interim, we expect strong earnings 
momentum driven by exclusivity launch of Simvastatin 80mg to provide support 
to stock valuations and restrict downside.  

We have raised our estimates 
These positives are reflected in our revised earnings estimates – up 12.3% and 
16.3% for CY06E and CY07E, respectively – to factor in the acquisition of 
Terapia and upside from US sales of Simvastatin. 

We find valuations attractive 
Following the sharp correction in the stock and upward revision of our 
estimates, we find Ranbaxy's valuations attractive. We opine that most of the 
worries related to global generics now appear overdone and the consequent 
decline in the stock belies the positive developments in the company's 
business. 

Ranbaxy – Forward P/E bands (x)  Ranbaxy – P/E Relative to Sensex P/E (Forward PE) 
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Multiple factors drove recent underperformance 
We believe that the stock was affected by multiple factors over the last two 
months, leading to the sharp correction in stock price as well as valuations 

Global generics worries 
Worries on global generics have escalated in the recent past. Besides fears of 
continued pressure on pricing, fresh concerns have emerged in the recent past 
following Merck's aggressive pricing strategy in branded Zocor and well 
publicized moves by the FTC in the USA to clamp down on patent settlements 
between generic companies and Big Pharma (for instance, the Plavix and 
Provigil settlements). This has taken a toll on most generic pharma stocks; 
however, Ranbaxy being affected directly by both issues has borne the brunt. 
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Manufacturing issues with the US FDA 
Ranbaxy recently received a warning letter from the US FDA for its Paonta Sahib 
site, following some 483s (negative observations) that it received during a 
previous inspection in Feb 06. The letter cited issues related to data 
management, stability testing, inadequate staffing, and documentation related 
issues where Ranbaxy has not complied with the required norms. The same 
letter also contained an additional letter which cleared Ranbaxy's Dawas facility, 
and the company has received an approval from Dawas (cefprozil) since then. 
The issues related to Paonta Sahib however have been a drag on the company's 
performance in the current fiscal, with the company having received only three 
approvals (including two from their Ohm Labs site in the USA) year to date. 

Opportunity lost in pravastatin 
Ranbaxy had qualified for 180-day exclusivity in pravastatin 80mg tablets (a 
US$220m opportunity) in the US market. However, it was not able to capitalize 
on the same due the manufacturing related issues. The Pravastatin ANDA was 
filed from Paonta Sahib and Ranbaxy has not received approval to date, 
although the product went off patent in April 2006. Even if Ranbaxy receives 
approval now, we believe that a large part of the 80mg market would have 
shifted to 2x40mg (Teva has launched) dose which is available at generic 
prices. Pravastatin is thus an opportunity lost for Ranbaxy. 

Simvastatin worries 
Merck's aggressive strategy on branded Zocor post patent expiry also added to 
the negative sentiment for the stock. Ranbaxy has marketing exclusivity for the 
80mg version; however its prospects appeared to be dim after Merck decided to 
get aggressive on pricing. We, however, note that Ranbaxy has been able to get 
around 49% market share in simvastatin in the second week post patent expiry. 
While we do not have clarity on pricing, we believe that it is market share data 
that is more critical in determining what could be the sustainable upside for the 
company from any product post exclusivity – since we expect the price to fall by 
around 95% on the 181st day. 

We believe most worries are transient 
In most of the above cases, we believe the worries are transient.  

 We believe that fresh concerns related to global generics pricing and Merck's 
strategy related to simvastatin being a trend are largely exaggerated. 

 We also expect Ranbaxy to be able to resolve the manufacturing issues with 
the US FDA over the next few months – this would, in fact, act as a positive 
catalyst for the stock as well as growth rates. We note that Ranbaxy expected 
to get around 10-12 approvals in CY06 (excluding simvastatin). We expect a 
lot of these to now come through in a bunched up manner once they are able 
to get the issues resolved. Although the upside would be lower since the 
launches were delayed, we expect these to prop up earnings in CY07E. 

 Initial market-share data in generic simvastatin is positive (as mentioned 
earlier, Ranbaxy has got c.49% market share in the second week post patent 
expiry) and we believe that it is only pravastatin that is a real blow to the 
company's sustainable earnings prospects. 

483s and, subsequently, a warning 
letter for the Paonta Sahib site have 
put a lid on new launches in the US 
market 

Pravastatin 80mg is an exclusivity 
opportunity that Ranbaxy has lost, in 
our view, due to the manufacturing 
related issues 

Merck's aggressive pricing strategy in 
branded Zocor is unlikely to be a 
trend, in our view, and has not 
stopped Ranbaxy from gaining share 

We believe global generics worries are 
overdone and manufacturing issues 
being resolved is only a matter of time 

Initial data on simvastatin market 
share is positive for Ranbaxy; 
pravastatin appears to be the only lost 
opportunity 
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Several positives seem to be being ignored 
We believe that in the midst of all the negative sentiment, there are several 
factors that have improved for the company and appear to be getting ignored. 
We expect these to come to the fore in the form of improved and sustainable 
earnings growth going forward. 

 Restructuring efforts appear to be paying off: Ranbaxy undertook a major 
restructuring exercise at the beginning of CY06, with a focus on reducing its 
sub-optimal cost structure. In a bid to prevent volatility in earnings and 
setbacks similar to the one they faced in CY05, the company is making efforts 
to transform from a high fixed-cost structure to a higher variable cost 
structure. As a part of this, it outlined a series of measures that it expects to 
contribute to lower costs in CY06 and beyond. We believe that Ranbaxy has 
traditionally not been highly focused on being cost effective, since it was 
making very high profits, especially in its US business.  

However, with pricing coming under pressure, the company has started 
focusing on the cost side. We believe this is positive as Ranbaxy, with a 
leaner cost structure, should be able to benefit significantly once revenue 
growth kicks off again. To our mind, the company has already done the 
difficult part by creating a robust front end; cost reduction, like for most other 
Indian companies, should be low hanging fruit.  

 Positive indications in 1QCY06: We have already seen signs of the benefits 
from restructuring in the first quarter – despite no new product launches and 
lower gross margins, Ranbaxy was able to achieve an improvement in EBIDTA 
margins (36bp YoY and 708bp QoQ) on the back of lower SG&A and R&D 
costs. Besides, it also reported a 12.6% YoY growth in revenues; within this, 
the 10% growth in US revenues, despite no new product launches and 
significant pricing pressure, probably indicates that the worst is behind 
Ranbaxy in its key target market. 

 Acquisitions for market access: Ranbaxy has made four acquisitions in 
different EU markets in CY06 – Terapia (Romania), Allen Spa (Italy), Ethimed 
(Belgium) and Mundogen (Spain). In the process, it has gained market 
access in four critical EU markets. Terapia is the most significant one, as it is 
among the leaders in Romania with sales of US$80m and 157 products in 
CVS, CNS, and musculo-skeletal segments. It also has a pipeline of 60 
products to be launched over three years and manufacturing assets that can 
service Ranbaxy's EU business. The others are, however, small and unlikely 
to have any major impact in the near term on financials. However, we believe 
that these acquisitions provide a strategic boost to Ranbaxy's prospects in key 
markets that would add to the growth that it is able to achieve in more 
traditional markets such as the US. 

Earnings Revision 
We raise our earnings estimates for Ranbaxy by 12-16% over CY06-07, as we 
incorporate the potential upside from the Terapia acquisition (for six months in 
CY06E and 12 months in CY07E) and simvastatin launch in the US market. Our 
earlier estimates did not incorporate Pravastatin exclusivity and were below the 
management's guidance – as such, we do not have to take a major correction for 
the company's inability to launch new products. 

We also incorporate CY08E estimates and forecast 17% and 56% CAGR in 
revenues and earnings over CY05-08. 

EBIDTA Margin Drivers (CY06) 

Key Factors EBITDA Margin impact 
R&D - Lower Spend  + 1.3 
Cost Saving initiative  + 0.7 
Litigation - Lower spend  + 0.3 
US - Price Erosion  - 3.5 
US  - New Products  + 3.6 
US  - Branded  + 1.0 
RoW - New products/Mix  + 1.5 
COGS improvement  + 2.9 
Total   +7.8 
Total (Ex new products) + 4.2 

Source: Company Reports 

1QCY06 results – positive signs 

(Rs m) 1Q06 1Q05 Ch YoY (%) Ch QoQ (%) 
Sales 12,981 11,835 9.7 -10.3 
EBITDA 1,482 1,275 16.2 126.6 
% of sales 11.7 11.4 36 bps 708 bps 
Net profit 714 708 0.8 4.1 

Source: Company Reports 

Multiple acquisitions in Europe – 
gaining market access to potential 
high growth markets 

Earnings Revision 

Revenue Old New % Chng 
2006E       62,708          61,612             (1.7) 
2007E       73,272          74,278              1.4  
EPS Old New % Chng 
2006E          13.6             15.3            12.3  
2007E          17.3             20.1            16.3  

Source: Citigroup Investment Research estimates 
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Raising target price to Rs402/share 
We raise our target price on Ranbaxy to Rs402/share (up 11% from Rs363 
earlier) – based on 20x our revised CY07E earnings. We believe CY07E 
estimates is a fair reflection of Ranbaxy's profitability as the full benefits from 
restructuring benefits and the Terapia acquisition would be visible in that fiscal. 

We also highlight that using 3x EV/Sales (June 07E), which is at a discount to its 
peers in the sector, Ranbaxy's fair value works out to Rs469/share. 

Valuation 
We revise our target price for Ranbaxy to Rs402/ share from Rs363/share 
earlier. Our Rs363 target price for Ranbaxy was based on 20x 12-month forward 
earnings for the base business and about Rs117 for the Lipitor challenge 
assuming an optimistic scenario. We use a 20x multiple to value Ranbaxy's base 
business, which is at a 40-45% premium to the Sensex, but in line with the peer 
group for the base business. This is within the company's historical trading 
band (15-40x over the past six years), which has generally traded at a premium 
to the market. We have removed the option value on Lipitor that we had built 
into our target price, since Ranbaxy has lost the litigation with Pfizer. On rolling 
over to 20x CY07E earnings, we get a fair value of Rs402/share for the 
company's base business (as against Rs246/share earlier).  

Alternatively, we believe EV/Sales is an appropriate method to value Ranbaxy at 
the current juncture. We were using EV/EBIDTA earlier as our secondary 
methodology. However, given the sharp erosion in EBIDTA margins in CY05 and 
the fact that Ranbaxy is in the process of implementing a restructuring exercise 
to improve profitability, we believe that using EV/EBIDTA would not be 
appropriate at this juncture. We prefer to value Ranbaxy at 3x EV/Sales, which is 
at a discount to all its peers in the sector (Cipla, DRL and Sun Pharma). Since 
the company is still coming out of a period of poor sales growth and sub-optimal 
profitability, we prefer to wait for growth to come back before using a higher 
multiple. At 3x June 07E sales, we arrive at a target price of Rs469/share. 

Risks 
We rate Ranbaxy Medium Risk based on our quantitative risk-rating system. The 
key upside risks to our target price include: (1) New ANDA approvals above the 
expected three to four per quarter; (2) Upside from simvastatin 80mg being 
higher than we expected (3) News on the NCE development program; and (4) 
Any new paragraph IV challenges. The key downside risks include: (1) 
Intensifying pricing pressure in the US and European markets; (2) The company 
paying high multiples to acquire more businesses in Europe and US; and (3) 
Inability to resolve the manufacturing issues with the US FDA by the end of the 
current fiscal. 
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Sun Pharmaceuticals (SUN.BO) 
Good Business; Expensive Valuations 
 Maintain Sell — FY06 has been a good year for Sun Pharma with the US 

business gaining traction and R&D investment on the rise. We however 
remain concerned over valuations. At 18.7x FY08E earnings, we believe there 
is limited upside and margin of safety. Further re-rating is contingent on 
success in some of its R&D or Para IV initiatives, on which we have limited 
visibility as of now 

 Use of idle funds critical — We believe it is critical for Sun Pharma to utilize 
idle funds of c.US$450m – most of which was raised for acquisitions. Unless 
it is deployed profitably, this cash would continue to be a drag on capital 
efficiency. While the global sector is consolidating, Sun's value strategy for 
acquisitions makes it unlikely that it would be able to make any major 
acquisition in the near term 

 Robust exports growth — Sun Pharma has witnessed improved traction in its 
US operations (through its subsidiary, Caraco) over the last two years. 
However, unlike other Indian companies, its margins are lower in the US than 
in India. As such, Sun would have to sustain a very high growth in the US 
markets in order to prevent overall margins from slipping – not an easy task in 
our view. 

 Challenges abound in India — Sun has been a dominant player in the Indian 
market. However, with a new patent regime in force, more companies 
entering its focus areas and a new pricing policy on the cards, we believe the 
company is currently operating at peak growth rates and profitability. Any slip 
up on this front could have an adverse impact on overall profitability and 
premium valuations 

Statistical Abstract 

Year to Net Profit EPS EPS Growth P/E EV/EBITDA ROAE
31-Mar (Rs Mils.) (Rs) (%) (x) (Rs) (%)
2004 3,156.7 16.9 36.4 44.3 35.4 42.0
2005 3,970.3 20.4 21.1 36.6 29.4 22.5
2006 5,731.9 27.5 34.4 27.2 23.7 19.4
2007E 6,888.1 33.0 20.2 22.7 21.5 20.0
2008E 8,333.8 40.0 21.0 18.7 17.3 20.6
2009E 9,937.3 47.6 19.2 15.7 14.0 20.9

Source: Company Reports and Citigroup Investment Research 

 

Sell/Low Risk 3L
Price (18 Jul 06) Rs748.50
Target price Rs695.00
Expected share price return -7.1%
Expected dividend yield 0.9%
Expected total return -6.3%
Market Cap Rs139,272M

US$2,985M

Price Performance (RIC: SUN.BO, BB: SUNP IN) 
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Fiscal year end 31-Mar 2005 2006 2007E 2008E 2009E

Valuation Ratios
P/E adjusted (x) 36.6 27.2 22.7 18.7 15.7
EV/EBITDA adjusted (x) 31.5 23.9 19.1 15.3 12.4
P/BV (x) 5.3 4.9 4.2 3.6 3.0
Dividend yield (%) 0.4 0.7 0.9 1.2 1.4
Per Share Data (Rs)
EPS (adjusted) 20.44 27.48 33.02 39.95 47.64
EPS (reported) 20.44 27.48 33.02 39.95 47.64
BVPS 140.15 152.20 178.53 209.49 246.41
DPS 3.36 5.51 6.68 8.99 10.71

Profit & Loss (RsM)
Net sales 11,876 16,355 19,735 23,593 28,030
Operating expenses -8,092 -11,845 -14,155 -16,833 -19,983
EBIT 3,784 4,510 5,581 6,760 8,047
Net interest expense 115 869 991 1,234 1,521
Non-operating/exceptionals 318 489 600 684 780
Pre-tax profit 4,217 5,868 7,172 8,678 10,347
Tax -207 -239 -287 -347 -414
Extraord./Min.Int./Pref.div. -40 103 3 3 4
Reported net income 3,970 5,732 6,888 8,334 9,937
Adjusted earnings 3,970 5,732 6,888 8,334 9,937
Adjusted EBIT 3,784 4,510 5,581 6,760 8,047
Growth Rates (%)
EPS (adjusted) 21.1 34.4 20.2 21.0 19.2
EBIT (adjusted) 3.3 19.2 23.7 21.1 19.0
Sales 20.6 37.7 20.7 19.5 18.8

Cash Flow (RsM)
Operating cash flow 3,687 4,443 6,114 7,635 8,883
Depreciation/amortization 406 615 663 711 759
Net working capital -689 -1,903 -1,437 -1,410 -1,813
Investing cash flow -6,378 -10,622 -4,719 -5,759 -6,647
Capital expenditure -1,658 -800 -800 -800 -800
Acquisitions/disposals -4,720 -9,822 -3,919 -4,959 -5,847
Financing cash flow 17,153 1,315 -1,395 -1,875 -2,236
Borrowings 1,794 2,477 0 0 0
Dividends paid -730 -1,150 -1,395 -1,875 -2,236
Change in cash 14,462 -4,864 0 0 0

Balance Sheet (RsM)
Total assets 33,181 35,811 41,849 49,133 57,592
Cash & cash equivalent 12,113 2,304 2,304 2,304 2,304
Net fixed assets 6,213 6,398 6,536 6,625 6,667
Total liabilities 5,959 4,048 4,593 5,419 6,176
Debt 2,477 0 0 0 0
Shareholders' funds 27,231 31,763 37,256 43,715 51,416

Profitability/Solvency Ratios (%)
EBITDA margin adjusted 35.3 31.3 31.6 31.7 31.4
ROE adjusted 22.5 19.4 20.0 20.6 20.9
ROIC adjusted 31.5 32.0 35.0 38.5 41.6
Net debt to equity -35.4 -7.3 -6.2 -5.3 -4.5
Total debt to capital 8.3 0.0 0.0 0.0 0.0

For further data queries on Citigroup's full coverage 
universe please contact CIR Data Services Asia Pacific at 
+852-2501-2791.
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Good Business, Expensive Valuations 
Our Sell call on Sun Pharma (price target of Rs695) is primarily a valuations 
call. While fundamentals are sound and the company fares well on most of our 
preferred parameters for success, we believe it is currently operating at peak 
profitability levels. On the other hand, valuations appear to price in best 
execution and we believe the stock is unlikely to yield much in the near term. 

Company Description 
Sun Pharma is one of the fastest-growing companies in the domestic 
pharmaceutical market, growing at about 2x the industry rate. The company has 
followed a strategy of being the first to enter niche, high-growth segments (both 
organic and through acquisitions). The company has a presence in the CNS, 
pain management, ophthalmology, cardiovascular and respiratory segments. 
Sun is facing stiff competition in its traditional strongholds, but has managed to 
sustain growth and is focusing on new therapeutic areas. The company is 
looking to export its top formulation products to drive growth, and has set up 
marketing and distribution infrastructure in various markets. It is also filing for 
ANDA approvals through its US subsidiary Caraco. 

Investment Thesis 
US business – fast growth but margins under pressure 
Sun Pharma's US business, through its US subsidiary (Caraco) has been witnessing 
good traction over the last few quarters. Caraco reported 29% YoY growth in revenues 
in FY06, largely driven by new product introductions as well as volume growth in 
existing products. The main growth driver was the launch of tramadol with 
acetaminophen (generic version of Ultracet(R)). Caraco was able to get good market 
share in the product despite being the third entrant in the market.  

We however believe that the sustained launch of new products, especially Ultracet, has 
masked the significant price decline in older products. Going forward, we expect 
competition in generic Ultracet to intensify in July; however continued product 
launches would keep revenue growth healthy at around 20% in FY07. Sun has built a 
strong pipeline of ANDA filings – including Caraco, the company filed 24 ANDAs during 
FY06 and has 44 ANDAs pending approval with the US FDA. 

Domestic business – growth could taper off 
Sun is the dominant player in the Indian Pharma industry, and historically has 
grown more than twice as fast as the domestic average. Sun's management is 
confident of defending its dominant position, despite rising competition. 
However, with a new patent regime in force and increasing pricing pressures, 
we remain cautious from a longer-term perspective. More competitors are 
entering therapy segments once dominated by Sun, which could not only limit 
pricing power but in some cases is pressuring prices downwards. The product 
patent regime will limit future opportunities in reverse engineering, and as such 
limit the expansion of products that are mostly already in the market. 

FY07 Guidance – strong on revenues; muted on margins 
Sun Pharma gave a guidance of 18-20% revenue growth for the overall business 
in FY07, with higher share of international revenues. We believe this guidance is 
achievable, with growth expected to come through across most businesses. 
While growth of formulation sales in India would moderate to around 15-20% 
(still among the highest in the industry), we expect US sales and formulation 
exports to grow at 20% and 40% respectively. 

Caraco exceeds guidance ... expect 
growth rates to moderate but remain 
steady going forward 

Pricing pressure needs to be watched 

Sustenance of current high growth is 
a question mark 

Guidance of 18-20% revenue growth 
in FY07 
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The management however was muted on its expectations on profitability, with its 
guidance of stable margins despite the robust revenue growth. We believe this is 
on account of the pricing pressure in the US market, which has taken a toll on 
Caraco's gross margins in FY06. Costs related to scale up of the US business 
are also expected to increase significantly. This is reflected in the company's 
indication that revenue R&D expenditure would remain at around 10-11% of 
sales despite the demerger of NCE and NDDS R&D activities to a separate 
company. Sun Pharma is a unique case where domestic market margins are 
much healthier than the margins in overseas markets. As such, the growing 
share of international sales would also continue to weigh down on blended 
margins going forward. Overall, we believe that Sun Pharma has achieved peak 
EBIDTA margins (barring any one-off Para IV opportunity) and growth in 
earnings would largely mirror revenue growth going forward. 

R&D hive off on course 
Sun Pharma announced that its proposal to demerge its NCE and NDDS R&D 
into a separate company has been approved by shareholders and should be 
concluded over the next few months. This would protect the company's generics 
business from the high costs and risks involved in innovative research. It also 
allows the company to look for other fund raising possibilities for the R&D 
company by bringing in strategic investors. The management also announced 
that it is on course to file 2 INDs for NDDS products over the next few months – 
one likely in the June quarter and the other in the September quarter. They also 
re-iterated that they would share more details on their R&D pipeline closer to 
the NewCo being listed. However, R&D expenses in the generics company 
would remain at around 13-14% of sales (capex plus revenue) due to rising cost 
of filings in the US market. 

Steady growth; capital efficiency under pressure 
We forecast a 19.7% and 20.8% CAGR in revenues and net profit over FY06-
09E. Our higher earnings estimates are primarily driven by the excellent 
performance clocked by Caraco in the US market on the back of the Ultracet 
launch and higher than expected financial income. The demerger of the 
company's NCE and NDDS R&D into a separate company would also lead to 
control over R&D spend. Despite these positives, profit growth is modest due to 
the fact that the share of higher margin domestic sales is on the way down. 

At the same time, capital efficiency is under pressure, with the company's ROCE 
declining from 39.4% in FY04 to 16.3% in FY06E. Sun Pharma raised 
US$350m through a FCCB issuance and, including the cash on hand, currently 
has about US$450m+ on its books. The use of these proceeds will be critical for 
capital efficiency in the future. We believe Sun Pharma raised these resources 
to grow inorganically. However, valuations of global targets have been rising 
significantly and there could be a dearth of value deals in the market place. 
Historically, Sun Pharma has not been aggressive in its inorganic growth 
strategy and the focus has been to acquire cheap assets and strive towards 
making those investments work. This may be difficult in the current scenario 
and could continue to suppress capital efficiency ratios. 

Management expects margins to 
remain stable despite hiving off of 
NCE/NDDS R&D 

2 INDs for NDDS products to be filed 
in next few months 

 

Management expects 10-11% 
revenue spend on R&D in FY07 

We expect a steady 21% CAGR in net 
profit over FY06-09E 

Capital efficiency to remain under 
pressure unless the company is able 
to make a value accretive acquisition 
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Valuation 
Our target price of Rs695 is based on 20x June 07E earnings. With a steadily 
growing profit line, we believe P/E is the best method to value Sun Pharma. We 
value frontline pharma stocks at a premium of around 40% to the broad market, 
due to the intellectual property built into the business models, faster growth as 
well as the potential to deliver positive earnings surprises. In the past, we were 
valuing Sun Pharma at a 10% discount to other frontline pharma stocks due to 
the company's very low tax rate, which is unsustainable over the longer term, in 
our view. However, we believe that the company's proposal to demerge its R&D 
business into a separate company would help unlock value once it shares more 
details on its R&D pipeline. We are unable to currently value the R&D business 
explicitly due to a lack of adequate details. This along with the rapid scale up in 
regulated market revenues lead us to assign a higher multiple of 20x 12-month 
forward earnings to Sun Pharma. Any further re-rating would be contingent on 
success in research, and how the company's initiatives in the US market shape 
up going forward.  

Our target EV/EBITDA for Sun is 18x 12-month forward EV/EBITDA, a premium 
to the peer group multiple used for other pharma companies in India. The 
premium is likely sustainable given the intellectual property in the business, as 
well as the faster growth for Sun Pharma. The premium to the peer group is also 
justified by the relatively high EBITDA margin enjoyed by the company 
compared with its peers. At 18x forward EV/EBITDA, our fair value is also 
Rs695. 

Risks 
We rate Sun Pharma Low Risk because of its steady growth and visible earnings 
stream. This is also consistent with our quantitative risk rating system. The key 
risks to our target price are: (1) Price deterioration; (2) Success rates in 
research have on average been low; (3) Sun has free cash of around US$450m, 
the use of which will be critical for the health of the company; (4) Sun Pharma 
is growing fast, and managing businesses across geographic locations calls for 
enhanced management skills; (5) Sun Pharma's transactions with Caraco are 
complex and accounting is likely to be an issue as the size of transfers and 
related quanta increases; (6) If Sun Pharma can utilize the cash on its books to 
buy another pharmaceutical company at a good price, it could provide upside to 
the stock price; and (7) Sun Pharma could achieve some research 
breakthroughs that could be licensed to global majors for a significant amount 
of money and aid stock price performance. 
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Wockhardt (WCKH.BO) 
On the Mend 
 Maintain Buy — We believe most factors that have suppressed valuations 

have been resolved. Our optimism stems from the following: a) slow but 
steady progress in US generics; b) accounting issues related to chargebacks 
have been addressed; c) acquisitions remain a key plank of growth strategy; 
and d) biogenerics forms an exciting, albeit far out, niche opportunity in 
regulated markets. 

 Revising Estimates, Target — We reviewed our earnings model in the light of 
the inadequate chargeback provisions that overstated numbers in previous 
years.  While maintaining like-to-like growth rates, we reduce our recurring 
revenue by 14-18% and recurring net profit estimates by 16-17% for CY06E-
07E. We also revise our target price to Rs522, based on 18x June07E 
recurring earnings. 

 US efforts, some light at last — Approval for its Waluj plant, and subsequently 
for ceftriaxone, puts to rest some of the concerns over its ability in the 
injectables space. Wockhardt has found the US market a tough nut to crack 
in the past. However, filings have started scaling up and we expect approvals 
/ launches to follow in CY06 and drive a 50% CAGR in US formulation sales 
over CY05-08E.  

 Acquisitions — Wockhardt has not been short of ambition in its inorganic 
initiatives in regulated markets and, in our view, is the most likely among 
mid-sized Indian Pharma companies to strike a large overseas deal. It lost out 
narrowly in the race for Alpharma and Andrx, and continues to look for 
potential targets. We believe that a large acquisition can be a big boost for its 
nascent US operations. 

Statistical Abstract 

Year to 31 December Net Profit (Rsm) EPS (Rs) EPS Growth (%) P/E (x) ROAE (%) DPS (Rs)
2003        1,426          13.1          35.6  26.4          35.2          2.5 
2004        2,248          20.6          57.5  16.8          39.6          4.0 
2005        2,571          23.5          14.1  14.7          35.9          5.0 
2006E        2,927          26.8          13.9  12.9          26.5          6.0 
2007E        3,564          32.6          21.8  10.6          33.9          7.0 
2008E        3,974          36.4          11.5  9.5          30.8          8.0 

Source: Company Reports, Citigroup Investment Research 

 

Buy/Low Risk 1L
Price (18 Jul 06) Rs346.00
Target price Rs522.00

from Rs555.00
Expected share price return 50.9%
Expected dividend yield 1.7%
Expected total return 52.6%
Market Cap Rs37,859M

US$811M

Price Performance (RIC: WCKH.BO, BB: WPL IN) 
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Fiscal year end 31-Dec 2004 2005 2006E 2007E 2008E

Valuation Ratios
P/E adjusted (x) 16.8 14.7 12.9 10.6 9.5
EV/EBITDA adjusted (x) 14.1 12.1 11.5 9.6 8.1
P/BV (x) 6.1 4.6 4.0 3.2 2.7
Dividend yield (%) 1.2 1.4 1.7 2.0 2.3
Per Share Data (Rs)
EPS (adjusted) 20.56 23.52 26.78 32.61 36.36
EPS (reported) 19.53 23.52 21.26 32.61 36.36
BVPS 56.41 74.67 85.77 106.53 129.35
DPS 4.00 5.00 6.00 7.00 8.00

Profit & Loss (RsM)
Net sales 12,516 14,121 15,448 17,839 20,781
Operating expenses -10,072 -11,261 -12,393 -14,052 -16,261
EBIT 2,444 2,860 3,055 3,787 4,520
Net interest expense 16 -95 125 150 150
Non-operating/exceptionals 158 180 264 256 5
Pre-tax profit 2,618 2,945 3,444 4,193 4,675
Tax -370 -374 -517 -629 -701
Extraord./Min.Int./Pref.div. -113 0 -604 0 0
Reported net income 2,135 2,571 2,323 3,564 3,974
Adjusted earnings 2,248 2,571 2,927 3,564 3,974
Adjusted EBIT 2,444 2,860 3,055 3,787 4,520
Growth Rates (%)
EPS (adjusted) 56.9 14.4 13.9 21.8 11.5
EBIT (adjusted) 53.7 17.0 6.8 24.0 19.3
Sales 32.9 12.8 9.4 15.5 16.5

Cash Flow (RsM)
Operating cash flow -3,538 2,097 5,807 4,197 4,382
Depreciation/amortization 368 426 508 639 769
Net working capital -6,041 -900 2,975 -5 -361
Investing cash flow -1,330 -1,538 -2,903 -2,903 -2,903
Capital expenditure -1,327 -1,538 -2,903 -2,903 -2,903
Acquisitions/disposals -3 0 0 0 0
Financing cash flow 9,561 -473 -2,286 -1,295 -1,480
Borrowings 5,613 151 -1,177 0 0
Dividends paid -617 -624 -1,110 -1,295 -1,480
Change in cash 4,694 86 618 0 0

Balance Sheet (RsM)
Total assets 19,188 21,489 20,987 23,770 26,849
Cash & cash equivalent 7,355 7,139 3,393 3,282 2,929
Net fixed assets 6,618 7,881 10,275 12,539 14,673
Total liabilities 13,022 13,328 11,613 12,126 12,711
Debt 8,914 9,065 7,888 7,888 7,888
Shareholders' funds 6,166 8,161 9,375 11,644 14,138

Profitability/Solvency Ratios (%)
EBITDA margin adjusted 22.5 23.3 23.1 24.8 25.5
ROE adjusted 41.7 35.9 33.4 33.9 30.8
ROIC adjusted 27.3 26.1 20.7 21.0 21.6
Net debt to equity 25.3 23.6 48.0 39.6 35.1
Total debt to capital 59.1 52.6 45.7 40.4 35.8

For further data queries on Citigroup's full coverage 
universe please contact CIR Data Services Asia Pacific at 
+852-2501-2791.
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On the Mend 
We maintain our Buy (1L) rating on Wockhardt with a price target of Rs522. In 
our view, most factors that suppressed the stock in the recent past have been 
addressed and the strengths of the business should gradually reflect in 
valuations going forward. We reduce recurring earnings for CY06-07E by 16-
17% to adjust for inadequate provision for chargebacks that overstated 
financials in CY05. 

Company Description 
Wockhardt is a leading player in the Indian market which has carved a niche for 
itself in bio-generic products. In the domestic market, it largely follows a 
strategy of offering products at substantial discounts to competing products, 
allowing it to rake up large volumes. In its pharma portfolio, Wockhardt has 
placed emphasis on new products in the chronic-care segments. In overseas 
markets, Wockhardt has adopted the inorganic route to build a sizeable 
presence in Europe, with focus on the formulations segment. The company 
continues to focus on acquisitions as a means to grow in US and Europe. 

Investment Thesis 
We see Wockhardt as an emerging global bio-generics company, with strong 
earnings growth potential over the long term. The stock has been a major 
underperformer over the last year on account of several disappointments. 
However, with most of these being addressed, we expect improving 
fundamentals to once again drive good upside over the long term. 

Making up for past mistakes 
We believe that Wockhardt has made reasonable progress in resolving some of 
the issues that have been a drag on stock valuations in the recent past 

 US FDA approval for Waluj facility – One of the main factors pulling down the 
sentiment for the stock on the bourses has been the company's inability to 
get US FDA approval for its Waluj injectables facility. However, with the 
company having complied with the observations made by the US FDA, the 
plant has been cleared and approvals for products filed from this facility 
should follow in due course. We believe that the approval is positive and 
validates Wockhardt's injectables capability. The delay is an opportunity loss, 
since Wockhardt missed out being among the first wave of launches for 
ceftriaxone – a niche product that could have been a big driver, given the 
limited competition and price erosion. Although it has now received approval 
for the product, it has been able to get only marginal market share. We 
however remain positive on Wockhardt's prospects in the niche injectable 
cephalosporins segment going forward, and expect Wockhardt to be a key 
player in opportunities that come up from here on 

Waluj plant approval validates 
capabilities in injectables 
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 US business is gaining traction – Another factor that has been a drag on 
Wockhardt's valuations has been its inability to scale up in the US market. 
Wockhardt was one of the first Indian companies after Ranbaxy and Dr. 
Reddy's to target this market; but it has been unable to make much headway 
in the past. However, filings have now started scaling up and we expect 
approvals / launches to follow in CY06 and drive a 50% CAGR in US 
formulation sales over CY05-08E  

 Inadequate provisioning of chargebacks – In our view, this has been the 
biggest disappointment from the company. Wockhardt provided Rs370m in 
1QCY06 towards inadequate provisioning of chargebacks over the last two 
and a half years (Rs2bn sales in the US). While the company termed this as 
an oversight and something that they learnt along the way, we believe that it 
is a poor reflection on the company. Moreover, as past year's sales and profits 
were overstated, we have had to revise our estimates for CY06-07E 
downwards, despite maintaining similar growth rates. However, our recent 
discussion with the management indicates that this issue has now been 
corrected and numbers are fair going forward. 

Global consolidation – Wockhardt to be a key player 
Wockhardt has not been short of ambition in its inorganic initiatives in regulated 
markets and, in our view, is the most likely among mid-sized Indian Pharma 
companies to strike a large overseas deal. It lost out narrowly in the race for 
Alpharma and Andrx, and continues to look for potential targets. We believe that 
a large acquisition can be a big boost for its nascent US operations. 

Biogenerics – a significant growth area over the longer term 
Wockhardt is making steady progress in filing bio-generics for approval in 
several emerging and developing countries. It has already launched the 
products in some markets, and expects to extend them to other markets over the 
next 12 months. The bio-generics division looks set for rapid growth, and we 
believe that Wockhardt is on course to achieving its target of doubling biotech 
sales in CY06. 

In the developed markets, the regulatory framework is still being established. 
The EU is leading the way, and the US has still to come up with tangible 
guidelines. We expect Wockhardt to introduce its first bio-generic product in the 
EU in CY09. The company is currently working on erythropoietin and insulin for 
the EU market, and expects to file its first registration by end CY07. We believe 
this will be positively perceived in the market. However, we also caution that the 
trials would be expensive and could be a drain on profitability in the near term. 

Earnings and Target Price Revision 
We reviewed our earnings model in the light of the inadequate chargeback 
provisions that overstated numbers in previous years. As such, while 
maintaining like-to-like growth rates, we reduce our recurring revenue by 14-
18% and recurring net profit estimates by 16-17% for CY06E-07E. Our reported 
net profit estimate for CY06E would however be lower by c35% on account of 
one off items (to the tune of Rs604m) that the company incurred in 1QCY06.  

 

 

 

Wockhardt – US Business Rollout 

Cumulative Filings CY05 CY06E 
Cumulative filings (pending approval) 28 43-44 
Filed during the year 16 15-16 
Filings (>12 months old) 8-9  
Cumulative Approvals 8 13-14 
Partner (Aurobindo) filings 3 3 
Products in market 11 16-17 
US formulation sales (US$ m) 22 35 

Source: Company Reports 

Lost out narrowly in the race for 
Alpharma and Andrx 

Making good progress in India and 
less regulated markets 

Regulatory pathway getting clearer in 
EU markets; US should follow 

Earnings Revision 

 Old new Change 
Revenue    
2006E       18,036        15,448        (14.3) 
2007E       21,713        17,839        (17.8) 
Net Profit    
2006E        3,488         2,927        (16.1) 
2007E        4,285         3,564        (16.8) 

Source: Citigroup Investment Research 
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Consequently, we revise our target price down to Rs522 from Rs550 earlier, as 
we roll over to 18x June07E earnings. We now use a lower multiple (as against 
20x that we used earlier) for Wockhardt as we believe that following the several 
disappointments that have hurt investor sentiment, it would take significant 
positive developments before the stock can once again command a premium to 
other mid-sized Pharma stocks. 

Valuation 
We expect the company's earnings growth to remain steady, and therefore 
believe P/E is the best method to value the stock. As the company gains 
momentum in the export business, we expect its valuation discount to frontline 
pharma companies to narrow. Wockhardt is a mid-sized pharma company and, 
as such, could trade at a 20% discount to the frontline names in the sector over 
the long term. We have been valuing Wockhardt in line with sector leaders, on 
expectations of strong growth momentum and sustained earnings. However, with 
several issues dogging the company and hurting investor sentiment, we believe 
it could take some time before Wockhardt is able to once again command 
premium valuations. As such, we now value Wockhardt at 18x 12-month forward 
earnings (within its six year trading range of 7-40x), which is in line with the 
multiple that we use for other mid-cap Pharma stocks. At 18x June07E 
earnings, we arrive at a target price of Rs522 (Rs555 earlier) for the stock. 

We believe the stock should trade at 15-17x 12-month forward EBITDA, its 
historical trading range for the last 6 years. Our target price is based on the mid-
point of this range. If the company delivers on its bio-generics program, there 
would be significant rerating potential. At our target EV/EBITDA of 16x, we get a 
fair value of Rs532/share (Rs550/share earlier). 

Risks 
We rate Wockhardt Low Risk in recognition of its steady growth and visible 
earnings stream. It has sufficient cash flows to internally fund expansions. 
Factors that could impede the stock from reaching our target price include: (1) 
Inability to drive organic growth in Europe could hurt overall earnings growth, 
especially if the currency moves against it; (2) US exports are crucial to the 
company's overall export strategy. The generic market for biotechnology 
products is not well established and there could be roadblocks; and (3) While 
the domestic market appears to be recovering, growth has slowed to the mid-
single-digits. Competition is becoming keener, and hence margins could come 
under pressure. 

One year forward target price of 
Rs522 
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