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Divis Laboratories Ltd
Price correction provides a good opportunity

Pharmaceuticals Sharekhan code: DIVISLAB
Reco/View: Buy o CMP: Rs. 4233 Price Target: Rs. 5,620 &
N Upgrade € Maintain ' Downgrade
Summary

. Divis’ has charted out a strong growth path encompassing its 6 growth pillars, which would propel
the growth going ahead.

. The CSM business is expected to stage a double-digit CAGR over FY2022E to FY2024E, driven by a
expanded capacities going on stream and strong demand environment.

. Long standing customer relations, established capabilities, backward-integration, focus on quality,
and benefits of scale would be the key positives., while depreciating INR/USD also bodes well for
Divis

. The Stock price has corrected by “27% in over the past five months and provides a good opportunity
for investors. We re-iterate Buy recommendation on the stock with unchanged PT of Rs 5,620.

Divis Laboratories (Divis) has charted out a growth path which includes focus on growth
in existing molecules and market shares gains, pipeline of new molecules across therapy
areas which are expected to go off patent over the next 2 years. Recently, the company has
concluded a capacity expansion plan across API’s as well CSM (Custom Synthesis) segments,
thus offering ample visibility for growth. Efforts to geographically diversify the procurement
base and higher share of long-term customer contracts with a price escalations clause would
enable it mitigate cost pressures. In addition, a depreciating INR / USD (down “3% since Jan
2022) also bodes well for Divis. Further the stock price has corrected by “27% over the past
five months and provides a good entry point for investors.

On well charted growth trajectory: Over the years, Divis has developed strong growth
capabilities, stringent quality control norms and customer relations which has fuelled the
growth. Going ahead Divis has identified six pillars which would propel the growth. These
include growing existing molecules and market share gains from them, new areas of contrast
media, expanding the offerings in the sartans (APIs), growing the custom synthesis business,
and focus on products going off patent over the next two years. Overall Divi’s revenues are
expected to stage a 19% CAGR over the next 2 years

CSM business to sustain the strong growth momentum: Divi’s custom synthesis business is
a margin accretive one, but at times it is lumpy in nature. Divi’s is experiencing strong demand
traction from across its clients and expects the traction to improve further, which would be
supported by expanded capacities. Divis’ strict adherence to IPR norms, proven delivery
capability through the development cycle, commercial supply track record, and strong
relationship with pharma majors are key advantages that would drive growth of the custom
synthesis sales. We expect CSM sales to report a double-digit CAGR over FY2022E to FY2024E.

Well placed to combat cost pressures: In a recent concall, Divi’'s management mentioned of
increasing cost pressures attributable to high import costs due to energy crisis in China. While
the input costs pressures are expected to stay in the near term, Divi’s is a well-placed to combat
these pressures aided by managements strategy to geographically diversify the procurement
base. Also, a higher share longer term contracts with a price escalations would enable the
company to mitigate the cost pressures and bodes well.

Our Call

Valuation — Re-iterate Buy with unchanged PT of Rs. 5,620: Divis’ growth prospects across
businesses stay bright and will propel growth going ahead. Further, the tie-up for Molnupiravir
also offers sizeable growth opportunity for Divis. Given its established delivery capabilities,
strong customer relations, backward-integration, focus on quality and benefits of scale coupled
with commissioning of expanded capacities are the key growth drivers, which is complimented by
a depreciating INR/USD. At CMP, the stock trades at attractive valuations of 43.4x/35.4x/29.9x
its FY22E/FY23E/FY24E EPS, respectively and offers room for further expansion. Further
the stock price has corrected by around 27% in over the past 5 months pointing at a good
opportunity for investors to enter the stock and hence we re-iterate Buy recommendation on the
stock with unchanged PT of Rs. 5,620.

Key Risks
1) Adverse regulatory changes; 2) Unfavorable forex movements.

Valuation (Consolidated) Rs cr
Particulars | _FY2020 _FY2021 FY2022E| FY2023E| FY2024E]
Net sales 5394.4 6969.4 8495.9 10234.4 119611
Operating Profits 1822.2 2859.9 3602.3 4380.3 5143.3
OPM (%) 338 41.0 42.4 42.8 43.0
PAT 1294.5 1984.3 2586.2 3170.5 3756.5
EPS (Rs) 48.8 74.8 97.4 119.4 141.5
PER (x) 86.8 56.6 43.4 354 29.9
EV/Ebidta (x) 58.2 377 29.5 23.9 19.8
ROCE (%) 226 277 291 29.3 28.4
RONW (%) 177 21.3 23.0 23.0 22.2

Source: Company, Sharekhan estimates
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On well charted growth trajectory: Over the years, Divis has developed strong growth capabilities as well
as customer relations which has enabled the company to stage an impressive 21% revenue CAGR over
FY2018-FY2021. Better scale of operations, comparatively shorter delivery times and stringent quality control
norms have enabled divis to cater to its customer’s requirements, thus driving the growth. Going ahead, the
management now has charted out a strong growth path ahead. It has identified six growth pillars which
would propel the growth going ahead. Divis’ basket of established generics products in which the company
has a market share more than 60-70 % is expected to sustain the double-digit growth trajectory. Secondly,
the company is increasing the capacity for molecules in which it has around 30% market share (with a strong
growth potential) and through the capacity expansion, it plans to achieve a market share of 60-70% like
established generics. Thirdly, basis the technical advantage towards areas of impurities in the Sartans Divis
plans to enter areas of Sartans (for API). Moreover, Divis is looking at contrast media manufacturing as a
key growth driver and is eyeing for substantial contracts from big pharma players for the same. Moreover,
Divis is getting orders for APl as well as synthesis for the contrast media business. Lastly, the company has
shortlisted the drugs that are expected to go off patent over the next two years and is looking to launch
products post the patent expiry. Collectively, Divis plans to focus on these areas, which are expected to lead
to a 19% revenues CAGR over FY22E-FY24E.

Overall Sales — Growth trends

14000 - - 35.0%
12000 -+ - 30.0%
10000 -+ - 25.0%
8000 - - 20.0%
6000 - - 15.0%
4000 - - 10.0%
2000 A - 5.0%

0 - - 0.0%

FY2021 FY2022E FY2023E FY2024E

I Sales (Rs Cr -LHS)

Growth (% YoY - RHS)

Source: Company, Sharekhan Research

CSM business to sustain the strong growth momentum: Over the year, Divis has emerged as a preferred
partner for several of its key customers (which are big global pharma companies) for synthesis projects, with
expertise in scaling up high demand products. The custom synthesis business is a margin accretive one, but
at times it is lumpy in nature. Divis is experiencing strong demand traction from across its clients. Further,
recently it has concluded a capacity expansion plan for one of its clients, entailing an investment of Rs
400 cr. Therefore, as of quarter ending December 2021, the new facilities have commenced operations and
revenues from the same are reflected in the top line, which are likely to ramp up further and drive the CSM
segment growth. Divis’ strict adherence to IPR norms, proven delivery capability through the development
cycle, commercial supply track record, and strong relationship with pharma majors are key advantages that
would drive growth of the custom synthesis sales. We expect CSM sales to report a double-digit CAGR over
FY2022E to FY2024E.
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Custom Synthesis Segment Sales — Growth trends

6000 - - 45.0%
- 40.0%

5000 -+
- 35.0%
4000 - - 30.0%
- 25.0%

3000 -
- 20.0%
2000 - - 15.0%
- 10.0%

1000 H
- 5.0%
0 - - 0.0%

FY2021 FY2022E FY2023E FY2024E

mmmm Sales (Rs Cr -LHS) Growth (% YoY - RHS)

Source: Company, Sharekhan Research

Divis better placed to capitalize on new virus variants, if any: Divis is the authorized API manufacturer
for Molnupiravir. Consequently, Divis has set in place three different streams for making Molnupiravir API,
including one in new DCV SEZ. Of three streams, one would be catering to India, while the other two would be
for exports. Further, as per industry reports the innovator of Molnupiravir, aims to manufacture 20 mn doses of
Molnupiravir in in CY22 as against 10 million doses in Cy21. However, the demand for Covid drugs has been
highly volatile given the moderation in covid cases. While there exists a sizeable addressable opportunity for
Divis, but volatility in demand for the customers drugs lead to a possible deviation. Also, Divis has built-up
its capacities in a way that it can cater to the customers demand in a short span of time. Secondly Divis sees
the drug development for covid to continue as it sees a possibility of newer variants emerging. Hence, in the
event of emergence of any new virus variant or demand for other products increasing, Divis is well placed to
capitalized on the opportunity given flexible manufacturing facilities.

Levers intact to combat cost pressures: Divis’ operating margins for SMFY22 stood at “43.1% which translates
into an expansion of 170 bps y-o-y. However recently, the management mentioned of increasing cost pressures
attributable to high import costs due to energy crisis in China. While the input costs pressures are expected to
stay in the near term, Divis is well-placed to combat these pressures aided by the managements strategy to
geographically diversify the procurement base. Also, a higher share of long-term contracts entered in to with
its customers has a price escalation clause which can enable it to pass on the higher costs. Strong backward
integration measures, better operational efficiencies and benefits of leverage would enable the company to
partly offset the cost pressures and thus bodes well.

Capacity expansion plans to support growth: As of 9M FY22 the company has capitalized assets worth 765
cr and in Q3FY2022, has capitalized assets amounting to Rs. 196 crores. Going ahead, in to Q4 it plans to
spend another Rs. 100 crore. In the next 2-3 years, Divis plans to spend around Rs 1000 -2000 crore which
would be largely towards setting up greenfield capacities at Kakinada and Krishnapatnam port. However,
the capex towards Kakinada facility could commence post the handover of the land parcel as the state
government formalities are largely done. Divis expects the handover of the land to be during Q4FY22.
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Financials in charts
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Outlook and Valuation

B Sector outlook — Growth momentum to improve

Indian pharmaceutical companies are better placed to harness opportunities and report healthy growth going ahead. Indian
companies are among the most competitive ones globally and hold a sizeable market share in most developed as well as other
markets. Moreover, other factors such as easing of pricing pressures (especially in the US generics market), rise in product approvals,
and plant resolutions by the USFDA coupled with strong growth prospects in domestic markets and emerging opportunities in the
API space would be key growth drivers. This would be complemented by strong capabilities developed by Indian companies
(leading to a shift towards complex molecules and biosimilars) and commissioning of expanded capacities by select players over
the medium term. Collectively, this indicates a strong growth potential going ahead for pharmaceutical companies.

B Company outlook — Strong earnings growth

Divis’ long-term growth opportunities are robust, and the company is well-placed to capitalize on the same. Immense opportunities,
lie ahead in the custom synthesis business. Similarly, growth levers in the generic APl space are also promising. The hunt by global
companies for alternative procurement source for APl/intermediates drugs is expected to benefit API-centric players such as Divis.
New areas of contrast media manufacturing and the next set of 10 molecules would complement growth going ahead. Consequently,
the company has completed a substantial capacity expansion plan across its facilities for both the API as well as custom synthesis
business. With expanded capacities likely to go on stream, Divis would be best placed to cater to increased demand. Moreover, the
company has entered the contract media manufacturing space recently, which is growing annually by 10-15%. With a substantial
global addressable market size of $4 billion-6 billion, this space has the potential to provide considerable growth opportunities.
Moreover, the management has defined its six pillars or focus areas, which are expected to propel the company’s growth in the

times to come. The escalating costs could lead to margin pressures, though backward integration and expanded capacities would
enable Divis to partly offset the same.

H Valuation — Re-iterate Buy with unchanged PT of Rs. 5,620

Divis’ growth prospects across its business stay bright and will propel the growth going ahead. These include growing existing
molecules and market share gains from them, new areas of contrast media, expanding the offerings in the sartans (APIs), growing
the custom synthesis business, and focus on products going off patent over the next two years. Further, tie up for Molnupiravir is
also expected to open sizeable growth opportunity for Divis. Given its established capabilities, backward-integration, focus on
quality, and benefits of scale coupled with major capacity expansion plans going on stream, the company is best-placed to cater to
increasing demand from global big pharma companies. At CMP, the stock trades at rich valuations of 43.4x/35.4x/29.9x its FY22E/
FY23E/FY24E EPS, respectively. Further the stock price has corrected by around 27% in over the past 5 months thus offering good
opportunity for investors to enter the stock and hence we reiterate Buy recommendation on the stock with unchanged PT of Rs.
5,620.
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Particulars (Rs/ Shares

(Rs Cr) FY21‘ FY22E‘ FY23E‘ FY21 ‘ FY22E‘ FY23E‘ FY21 ‘ FY22E ‘ FY23E

Laurus Labs 555 53.2 29826 30.0 315 21.4 19.9 19.3 137 379 26.5 28.0
Divis Laboratories | 4,233.0 26.5 112,367 56.6 43.4 354 377 295 239 21.3 23.0 23.0

Source: Company, Sharekhan estimates
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About the company

Divis, basedin Hyderabad, India, has two manufacturing units and is among the top pharmaceutical companies
in India. Divis is the leading manufacturer of APIs, intermediates, and registered starting materials offering
high-quality products with the highest level of compliance and integrity to over 95 countries. Advanced
manufacturing facilities, both in Hyderabad and Vizag, have been inspected multiple times by USFDA, EU
GMP (U.K.,, Slovenia, German, and Irish authorities), HEALTH CANADA, TGA, ANVISA, COFEPRIS, PMDA, and
MFDS health authorities.

Investment theme

Divis’ long-term growth opportunities are intact and the company is well placed to capitalise on the same.
Immense opportunities lie ahead in the contract research and manufacturing space (CRAMS). Similarly, growth
levers in the generic APl space are promising. The hunt by global companies for alternative procurement
source for APIs/bulk drugs is expected to benefit API-centric players such as Divis. Measures taken by the
government to boost APl manufacturing in India and reduce dependence on imports are likely to substantially
benefit companies such as Divis. With expanded capacities going on stream in FY2022 and , Divis would be
best placed to cater to increased demand.

Key Risks

1) Adverse regulatory change
2) Regulatory compliance risk
3) Forex volatility

Additional Data

Key management personnel

Dr. Murali K. Divi Managing Director
Mr. Kishore Babu CFO
Dr. Kiran S. Divi Whole time Director and CEO

Source: Company Website

Top 10 shareholders

Sr. No. Holder Name Holding (%)
1 SBI Funds Management Pvt Ltd 47
2 Axis Asset Management Co Ltd/India 31
3 Norges Bank 17
4 GOVERNMENT PENSION FUND - GLOBAL 1.6
5 Reliance Capital Trustee Co 15
6 PineBridge Investments LP 11
7 Vangaurd Group Inc 11
8 BlackRock Inc 1.0
9 UTI Asset Management Company 0.9
10 HDFC Asset Management Company 0.9

Source: Bloomberg

Sharekhan Limited, its analyst or dependant(s) of the analyst might be holding or having a position in the companies mentioned in the article.
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Understanding the Sharekhan 3R Matrix

Right Sector
Positive

Neutral

Negative

Right Quality

Positive

Neutral

Negative

Right Valuation
Positive

Neutral

Negative

Source: Sharekhan Research

Strong industry fundamentals (favorable demand-supply scenario, consistent
industry growth), increasing investments, higher entry barrier, and favorable
government policies

Stagnancy in the industry growth due to macro factors and lower incremental
investments by Government/private companies

Unable to recover from low in the stable economic environment, adverse
government policies affecting the business fundamentals and global challenges
(currency headwinds and unfavorable policies implemented by global industrial
institutions) and any significantincrease in commodity prices affecting profitability.

Sector leader, Strong management bandwidth, Strong financial track-record,
Healthy Balance sheet/cash flows, differentiated product/service portfolio and
Good corporate governance.

Macro slowdown affecting near term growth profile, Untoward events such as
natural calamities resulting in near term uncertainty, Company specific events
such as factory shutdown, lack of positive triggers/events in near term, raw
material price movement turning unfavourable

Weakening growth trend led by led by external/internal factors, reshuffling of
key management personal, questionable corporate governance, high commodity
prices/weak realisation environment resulting in margin pressure and detoriating
balance sheet

Strong earnings growth expectation and improving return ratios but valuations
are trading at discount to industry leaders/historical average multiples, Expansion
in valuation multiple due to expected outperformance amongst its peers and
Industry up-cycle with conducive business environment.

Trading at par to historical valuations and having limited scope of expansion in
valuation multiples.

Trading at premium valuations but earnings outlook are weak; Emergence of
roadblocks such as corporate governance issue, adverse government policies
and bleak global macro environment etc warranting for lower than historical
valuation multiple.
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Disclaimer: This document has been prepared by Sharekhan Ltd. (SHAREKHAN) and is intended for use only by the person or entity
to which it is addressed to. This Document may contain confidential and/or privileged material and is not for any type of circulation
and any review, retransmission, or any other use is strictly prohibited. This Document is subject to changes without prior notice.
This document does not constitute an offer to sell or solicitation for the purchase or sale of any financial instrument or as an official
confirmation of any transaction. Though disseminated to all customers who are due to receive the same, not all customers may
receive this report at the same time. SHAREKHAN will not treat recipients as customers by virtue of their receiving this report.

The information contained herein is obtained from publicly available data or other sources believed to be reliable and SHAREKHAN
has not independently verified the accuracy and completeness of the said data and hence it should not be relied upon as such. While
we would endeavour to update the information herein on reasonable basis, SHAREKHAN, its subsidiaries and associated companies,
their directors and employees (“SHAREKHAN and affiliates”) are under no obligation to update or keep the information current. Also,
there may be regulatory, compliance, or other reasons that may prevent SHAREKHAN and affiliates from doing so. This document is
prepared for assistance only and is not intended to be and must not alone be taken as the basis for an investment decision. Recipients
of this report should also be aware that past performance is not necessarily a guide to future performance and value of investments
can go down as well. The user assumes the entire risk of any use made of this information. Each recipient of this document should
make such investigations as it deems necessary to arrive at an independent evaluation of an investment in the securities of companies
referred to in this document (including the merits and risks involved), and should consult its own advisors to determine the merits and
risks of such an investment. The investment discussed or views expressed may not be suitable for all investors. We do not undertake to
advise you as to any change of our views. Affiliates of Sharekhan may have issued other reports that are inconsistent with and reach
different conclusions from the information presented in this report.

This report is not directed or intended for distribution to, or use by, any person or entity who is a citizen or resident of or located in any
locality, state, country or other jurisdiction, where such distribution, publication, availability or use would be contrary to law, regulation
or which would subject SHAREKHAN and affiliates to any registration or licensing requirement within such jurisdiction. The securities
described herein may or may not be eligible for sale in all jurisdictions or to certain category of investors. Persons in whose possession
this document may come are required to inform themselves of and to observe such restriction.

The analyst certifies that the analyst has not dealt or traded directly or indirectly in securities of the company and that all of the
views expressed in this document accurately reflect his or her personal views about the subject company or companies and its or
their securities and do not necessarily reflect those of SHAREKHAN. The analyst and SHAREKHAN further certifies that neither he
or his relatives or Sharekhan associates has any direct or indirect financial interest nor have actual or beneficial ownership of 1% or
more in the securities of the company at the end of the month immediately preceding the date of publication of the research report
nor have any material conflict of interest nor has served as officer, director or employee or engaged in market making activity of the
company. Further, the analyst has also not been a part of the team which has managed or co-managed the public offerings of the
company and no part of the analyst’s compensation was, is or will be, directly or indirectly related to specific recommendations or
views expressed in this document. Sharekhan Limited or its associates or analysts have not received any compensation for investment
banking, merchant banking, brokerage services or any compensation or other benefits from the subject company or from third party
in the past twelve months in connection with the research report.

Either, SHAREKHAN or its affiliates or its directors or employees / representatives / clients or their relatives may have position(s), make
market, act as principal or engage in transactions of purchase or sell of securities, from time to time or may be materially interested
in any of the securities or related securities referred to in this report and they may have used the information set forth herein before
publication. SHAREKHAN may from time to time solicit from, or perform investment banking, or other services for, any company
mentioned herein. Without limiting any of the foregoing, in no event shall SHAREKHAN, any of its affiliates or any third party involved
in, or related to, computing or compiling the information have any liability for any damages of any kind.

Compliance Officer: Mr. Joby John Meledan; Tel: 022-61150000; email id: compliance@sharekhan.com;

For any queries or grievances kindly email igc@sharekhan.com or contact: myaccount@sharekhan.com

Registered Office: Sharekhan Limited, 10th Floor, Beta Building, Lodha iThink Techno Campus, Off. JVLR, Opp. Kanjurmarg
Railway Station, Kanjurmarg (East), Mumbai — 400042, Maharashtra. Tel: 022 - 61150000. Sharekhan Ltd.: SEBI Regn. Nos.: BSE
/ NSE / MSEI (CASH / F&O / CD) / MCX - Commodity: INZ000171337; DP: NSDL/CDSL-IN-DP-365-2018; PMS: INPOO0O005786;
Mutual Fund: ARN 20669; Research Analyst: INHOO0006183;

Disclaimer: Client should read the Risk Disclosure Document issued by SEBI & relevant exchanges and the T&C on www.sharekhan.com;
Investment in securities market are subject to market risks, read all the related documents carefully before investing.



