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Dr Reddy’s Labs

CMP: INR4,461 TP: INR5,180 (+16%) Buy

Russia recovers, while PSAI still a drag on earnings
g-Revlimid led strong boost to earnings for 2QFY23
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Bloomberg DRRDIN ® Dr. Reddy’s Lab (DRRD) delivered better-than-expected 2QFY23

Equity Shares (m) 166 performance, led by higher g-Revlimid sales. Considering the launch of g-
M.Cap.(INRb)/(USDb) 742.7/9 Revlimid in Sep’22, we had factored in USD30m sales for 2QFY23. However,
52-Week Range (INR) 4930/ 3655 DRRD delivered North America (NAM) sales of USD344m (from USD230m in
1, 6, 12 Rel. Per (%) -1/4/-2 1QFY23), implying USD110-115m sales from g-Revlimid. Excluding additional
12M Avg Val (INR M) 2027 sales from g-Revlimid, the sales would have been INR56b (our est:

INR55.5b). Likewise, assuming 90% EBITDA margin in the g-Revlimid business

Financials & Valuations (INR b) and excluding the profitability of additional g-Revlimid sales, EBITDA margin

Y/E MARCH EY22 FY23E FY24E would be 20.7% (our est: 21.9%) for the quarter.
Sales 212.2 2285 251.0 W We maintain our EPS estimate for FY23/FY24 to factor in a) incremental
EBITDA 449 552 597 sales of g-Revlimid, b) moderation in sales/profitability of Pharma service
Adj. PAT 293 37.3 392 . . . . .
EBITDA Margin (%) 512 242 238 and |_ngr_ed|ents (PSAI), !Europe and FIS business, a.nd ¢) ongoing price
Cons. Adj. EPS (INR)  175.9 224.0 235.4 erosion in the US generics base business. We continue to value DRRD at 24x
EPS Gr. (%) 225 274 51 12M forward PE multiple for its base business and add NPV of INR210 for g-
BV/Sh. (INR) 1,145 1,360 1,571 Revlimid to arrive at a price target of INR5,180. We remain positive on the
Eatt'gsE 7 o4 0% ANDA pipeline for NAM and expect healthy growth prospects in India. We

e : -0. -0. -0. . .
ROE (%) 60 179 161 reiterate our BUY rating on the stock.
RoCE (%) 123 144 135 product mix, better operating leverage drive profitability in 2QFY23
5:’3::"()2 169 98 107 g DRRD 2QFY23 revenues grew 9.4% YoY at INR63b.
P/E (x) 253 198 189 M NAM sales were up 48% YoY to INR28b (YUSD344m; 44% of sales). DF sales
EV/EBITDA (x) 160 124 11.1 grew 1% YoY to INR11.5b (18% of Sales). Adjusted for COVID-led high base,
Div. Yield (%) 05 05 05 DF sales grew in double digits. Europe sales were up 1.5% YoY to INR4.2b
FCF Yield (%) 3.0 3.4 3.5 (7% Of Sales)
EV/Sales (x) 34 30 26 '

Emerging markets sales was down 6% YoY to INR12.3b (20% of sales). Russia
sales grew 4% to INR5.9b. CIS and Romania sales declined 1% to INR2.2b.

Shareholding pattern (%
P (%) RoW sales declined 18% to INR4.1b.

As On Jun-22 Mar-22 Jun-21

Promoter 67 267 267 ™ PSAlsalesfell 23% YoY (10% of sales) on COVID-led high base of past year.
oIl 259 248 15.7 m  DRRD received a government grant of INR1.9b. Also, it had a one-time

Al 26.2 254 294 inventory provision of INR1b in 2QFY23. Adjusting for the same, gross
Others 220 231 282 margin (GM) expanded 420bp YoY to 57.6% on the superior product mix.

m EBITDA margin expanded 540bp YoY to 28.6% on account of reduced SGA
(down 120bp YoY). EBITDA grew 27.5% YoY to INR18b (v/s est. of INR12.2b).

m  Due to jurisdictional mix, tax rate was higher at 31%. Normalized tax rate is
25%. Accordingly, adjusted PAT grew 7% YoY to INR11.4b.

B In 1HFY23, Revenue/EBITDA/PAT grew 6%/27%/26%, respectively.

FIl Includes depository receipts

Highlights from management commentary

m  While the gross margin for the quarter was 57.6%, DRRD indicated 51%-54%
to be sustainable for the core business.

B Adjusting for inventory provision in the PSAl segment, the gross margin is a
high single digit for the quarter.

m DRRD filed one ANDA in 2QFY23 and expects the pace of filings to improve
in 2HFY23.
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Quarterly Performance - IFRS (INRb)
Y/E March FY22 FY23E FY22 FY23E Estimates
1Q 2Q 3Q 4Q 1Q 2Q 3QE 4QE 2QE % Var
Sales 49.2 57.6 53.2 52.2 49.9 63.1 57.4 58.2 212.2 228.5 55.6 134
YoY Change (%) 11.4 17.7 9.9 10.4 1.3 9.4 7.8 11.5 11.9 7.7 -3.6
Total Expenditure 40.2 44.3 41.2 41.7 39.5 45.0 44.1 44,7 167.3 1733 43.4
EBITDA 9.0 13.4 12.0 10.5 10.3 18.0 13.3 13.6 44.9 55.2 12.2 48.2
YoY Change (%) -18.9 9.3 15.9 4.4 14.5 35.0 10.3 28.8 0.5 22.8 -8.9
Margins (%) 18.3 23.2 22.6 20.2 20.7 28.6 23.1 23.3 21.2 24.2 21.9 670.1
Amortization 2.9 3.0 3.0 3.0 3.1 3.2 3.0 2.9 11.8 12.1 3.1
EBIT 6.1 10.4 9.0 7.6 7.3 14.9 10.3 10.6 33.1 43.1 9.1
YoY Change (%) -23.4 16.0 26.4 9.4 19.1 43.5 13.6 40.5 3.8 30.1 -12.1
Margins (%) 12.4 18.0 17.0 14.5 14.6 23.6 17.9 18.3 15.6 18.9 16.4 720.6
Other Income 1.3 2.3 0.7 1.3 2.8 0.3 0.3 0.5 5.6 3.9 1.6
PBT before EO expenses 7.4 12.7 9.8 8.8 10.1 15.2 10.5 11.1 38.7 47.0 10.7 42.1
One-off income/(expense) 0.0 0.0 0.0 -6.3 4.5 0.9 0.0 0.0 -6.4 5.4 0.0
Profit before Tax 7.4 12.7 9.7 2.5 14.7 16.1 10.5 11.1 32.3 52.4 10.7 50.6
PBT after EO Expenses 7.4 12.7 9.7 2.5 14.6 16.1 10.5 11.1 32.3 52.4 10.7
Tax 1.7 2.8 2.6 1.6 2.8 5.0 2.1 1.9 8.7 11.7 2.2
Rate (%) 23.1 21.8 27.2 64.8 19.0 30.9 20.0 16.9 27.0 22.4 21.0
Reported Profit 5.7 9.9 7.1 0.9 11.9 11.1 8.4 9.2 23.6 40.7 8.5 31.7
Adjusted PAT 5.7 9.9 7.1 6.5 8.2 114 8.4 9.2 29.3 37.3 8.5 34.9
YoY Change (%) -1.5 34.2 19.6 38.7 43.6 14.9 18.5 41.6 22.8 274 -14.8
Margins (%) 11.6 17.2 13.4 12.5 16.4 18.1 14.7 15.9 13.8 16.3 15.2

E: MOFSL Estimates

Key performance Indicators (Consolidated)

Y/E March FY22 FY23E FY22 FY23E FY23E
INRb 1Q 2Q 3Q 4Q 1Q 2Q 3QE 4QE 2QE
North America 17.4 18.9 18.6 20.0 17.8 28.0 23.1 21.8 74.9 90.7 20.8
YoY Change (%) 0.6 3.2 7.2 14.2 2.4 48.1 12.0 8.9 6.3 21.0 10.0
Europe 4.0 4.1 4.1 4.4 4.1 4.2 4.3 4.7 16.6 17.3 4.3
YoY Change (%) 12.5 10.1 -2.1 12.3 3.7 1.5 6.0 5.8 8.0 4.3 3.0
India 10.6 11.4 10.3 9.3 11.0 11.5 11.0 10.5 41.6 441 11.7
YoY Change (%) 69.3 25.0 7.0 10.1 4.2 0.9 7.0 13.2 24.4 6.0 3.0
Russia & Others CIS 4.9 7.9 7.1 7.4 5.1 8.1 6.7 7.3 27.4 27.2 5.9
YoY Change (%) 4.3 31.5 7.6 25.9 3.5 2.7 -5.1 -1.3 18.2 -0.7 -25.0
Others 4.2 5.1 4.4 2.8 4.0 4.1 4.2 4.6 16.5 16.9 4.6
YoY Change (%) 28.9 93.3 46.8 -4.5 -6.5 -18.6 -5.0 62.1 38.8 2.3 -10.0
PSAI 7.5 8.4 7.3 7.6 7.1 6.4 7.1 8.3 30.7 28.9 7.4
YoY Change (%) -11.8 -1.6 3.7 -4.5 -6.0 -23.1 -2.0 9.3 -3.9 -5.9 -12.0
Cost Break-up
COGS (% of Sales) 47.8 46.6 46.2 49.1 49.0 42.4 47.0 47.9 47.4 46.4 48.1
SG&A (% of Sales) 24.7 22.5 23.4 22.5 21.5 21.3 21.4 22.6 23.2 21.1 22.0
R&D Expenses(% of Sales) 9.2 7.7 7.8 8.3 8.7 7.7 8.5 9.6 8.2 8.4 8.0
Gross Margins(%) 52.2 53.4 53.8 50.9 51.0 57.6 53.0 52.1 52.6 53.6 51.9
EBITDA Margins(%) 18.3 23.2 22.6 20.2 20.7 28.6 23.1 23.3 21.2 24.2 21.9
EBIT Margins(%) 12.4 18.0 17.0 14.5 14.6 23.6 17.9 183 156 189 16.4

Management call highlights

B DRRD has cumulatively 81 generic filings pending for approval with the USFDA
(78 ANDAs and 3 NDAs under 505(b)(2) route). Out of these 81 pending filings,
42 are Para IVs. Within para IVs, 22 have 'First to File' status.

B In 2QFY23, DRRD launched seven new products, including g-Revlimid capsules in
the US market.

® DRRD filed three DMFs in the US during the quarter.

B India business grew double digits on a YoY basis, adjusting for COVID-led high
base of 2QFY23.

®  DRRD launched 10 new products across countries in the EU region in 2QFY23.
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®  DRRD had an overall inventory provision related to COVID to the tune of INR1b
for the quarter.

m  The government grant of about INR2b for the quarter includes benefit from PLI
scheme and Export incentives.

m  The working capital days reduced by 16 days over the past six months due to
factoring of receivables in Russia and other working capital optimization activities.

B In 2QFY23, capex was INR2.5b. DRRD indicated a capex of INR15b for FY23,
largely toward building a capacity for biologics and injectables.

Key exhibits
Exhibit 1: In CC terms, NA sales grew 35% YoY in 2QFY23 Exhibit 2: DF sales were flat YoY in 2QFY23
+ 0,
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Exhibit 3: Gross profit increased 18% YoY in 2QFY23 Exhibit 4: EBITDA grew 35% YoY in 2QFY23
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Exhibit 5: R&D expense as % of sales moderated to 7.7% in 2QFY23

R&D Cost (INRb) ~ —O=—R&D as a % of sales (%)
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Story in charts

Exhibit 6: Expect sales CAGR of ~9% over FY22-24 Exhibit 7: NA sales to see “13% CAGR over FY22-24

NA Sales (USDm)  =—O=—YoY Growth (%)
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Sources: Company reports, MOFSL Sources: Company reports, MOFSL

Exhibit 8: Expect DF sales to exhibit 7% CAGR over FY22-24 Exhibit 9: PSAI to see 1% sales CAGR over FY22-24

PSAI Sales (INRb)  =—O=YoY Growth (%)
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Sources: Company reports, MOFSL
Exhibit 11: Expect EBITDA CAGR of ~15% over FY22-24
EBITDA (INRb) —O—YoY Growth (%)

16.8 272 214 264 28

Exhibit 10: EBITDA margin to expand by 260bp over FY22-24
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Exhibit 12: R&D expense to settle at ~8% of sales by FY24 Exhibit 13: Expect EPS CAGR of ~16% over FY22-24
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Strong execution - key for growth across segments

Niche launches to be key drivers for medium-term growth

In 1HFY23, DRRD’s sales witnessed a robust YoY growth of 17% YoY to
USD574m, led by new launches and a favorable forex movement, partially offset
by price erosion in some of the key molecules.

While DRRD continues to build an injectable pipeline, it is also working on
biologics, drug-device combinations, peptide, and long-acting injectables.

DRRD has a robust pipeline of 78 ANDAs and 3 NDAs pending approval, which
would support its long-term aspirations in the US. While the ongoing price
erosion in the US may hinder growth slightly over the near term, potential
launches are expected to aid 16% sales CAGR over FY22-24 to reach ~INR100b.

DF business to grow on a high base

DRRD garnered INR22.5b India sales in 1HFY23 and stable YoY. However,
adjusting for COVID-led sales in 1HFY22, DRRD delivered a healthy YoY growth in
the India segment.

DRRD plans to be among the top five companies in India by continuing its focus
on select therapies and divesting non-core brands.

It also intends to build Nutraceuticals/OTC portfolio, enhance digital efforts, and
build an ecosystem for marketing/promotional activities

However, considering COVID-led high base in FY22, we expect sales CAGR of 6%
over FY22-24 to reach INR47b.

PSAIl segment to witness muted growth

The PSAIl segment revenues declined 13% YoY to INR13.5b, with gross margins
trending down to 8% in 1HFY23. The moderation in PSAI performance was due
to lower off-take of certain products and partly due to high base of the past
year.

We expect the PSAI business to post almost flat sales CAGR of 1% over FY22-24
on the back of gradual recovery in the business.

Russia business on recovery mode

In 1HFY23, DRRD’s Russia business was largely stable at INR9b. While the
political turmoil had adversely affected the business in 1QFY23, DRRD has
bounced back strongly in this segment in 2QFY23.

DRRD will also continue to build biosimilars portfolio as well in Russia as it
remains a very important market for DRRD.

We expect a 5% sales CAGR in Russia to reach INR21b over FY22-24.

Expect 16% earnings CAGR over FY22-24

We maintain our EPS estimate for FY23/FY24 to factor a) incremental sales of g-
Revlimid, b) moderation in sales/profitability of Pharma service and ingredients
(PSAI), Europe, and CIS business, and c) ongoing price erosion in the US generics
base business.

We continue to value DRRD at 24x 12M forward PE multiple for its base business
and add NPV of INR210 for g-Revlimid to arrive at a price target of INR5,180.

We remain positive on the ANDA pipeline for NAM and expect healthy growth
prospects in India. We reiterate our Buy rating on the stock.
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Exhibit 14: P/E chart Exhibit 15: EV/EBITDA chart
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Financials and valuations

Income Statement (INR m)
Y/E March FY17 FY18 FY19 FY20 FY21 FY22 FY23E FY24E
Net Sales 140,809 142,028 152,051 167,400 189,722 212,227 228,481 251,008
Change (%) -9.0 0.9 7.1 10.1 13.3 11.9 7.7 9.9
Total Expenditure 116,654 119,137 122,938 132,058 145,038 167,306 173,302 191,268
EBITDA 24,155 22,891 29,113 35,342 44,684 44,921 55,178 59,740
Change (%) -38.2 -5.2 27.2 21.4 26.4 0.5 22.8 8.3
Margin (%) 17.2 16.1 19.1 21.1 23.6 21.2 24.2 23.8
Depreciation & Amort. 11,722 11,762 11,980 12,472 12,798 11,825 12,109 12,550
Net Interest Exp 0 817 1,163 983 -1,653 -2,119 -2,303 -2,447
One-off (Gains)/Losses 0 0 -1,800 7,718 7,700 6,381 -5,445 0
PBT before EO Expense 14,653 14,341 22,443 25,749 35,001 38,679 46,971 51,537
Change (%) -46.0 -2.1 56.5 14.7 35.9 10.5 21.4 9.7
PBT after EO Expense 14,653 14,341 22,443 18,033 27,298 32,298 52,416 51,537
Tax 2,614 4,535 3,648 -1,466 9,175 8,730 11,743 12,369
Tax Rate (%) 17.8 31.6 16.3 -8.1 33.6 27.0 22.4 24.0
Reported PAT 12,039 9,806 18,795 19,499 18,123 23,568 40,673 39,168
Adjusted Net Profit 12,039 10,736 17,459 21,807 23,834 29,265 37,271 39,168
Change (%) -46.7 -10.8 62.6 24.9 9.3 22.8 27.4 5.1
Margin (%) 8.5 7.6 11.5 13.0 12.6 13.8 16.3 15.6

E: MOFSL Estimates

Balance Sheet (INR m)
Y/E March FY17 FY18 FY19 FY20 FY21 FY22 FY23E FY24E
Equity Share Capital 829 830 830 830 830 832 832 832
Reserves 121,792 124,886 139,406 155,158 175,587 189,695 224,228 259,417
Net Worth 122,621 125,716 140,236 155,988 176,417 190,527 225,060 260,249
Loans 49,075 50,651 34,125 17,836 29,444 33,845 32,845 31,845
Deferred Liabilities/Tax -5,164 -3,455 -3,844 -12,179 -10,397 -12,721 -12,721 -12,721
Capital Employed 166,532 172,912 170,517 161,645 195,464 211,651 245,184 279,373
Gross Block 92,605 99,286 115,385 126,148 143,664 160,797 157,300 164,663
Less: Accum. Deprn. 42,324 49,553 61,533 74,005 86,803 98,628 110,737 123,288
Net Fixed Assets 56,376 57,411 53,852 52,143 56,861 62,169 46,563 41,375
Investments 26,317 28,935 30,769 33,264 33,115 38,393 38,393 38,393
Goodwill/Intangibles 46,176 46,974 47,393 31,711 40,847 31,664 31,664 31,664
Curr. Assets 82,512 86,718 88,325 102,936 124,659 151,647 173,568 221,175
Inventory 28,528 29,089 33,579 35,067 45,412 50,884 51,417 60,882
Account Receivables 38,196 40,696 39,982 52,015 49,759 66,818 58,555 69,348
Cash and Bank Balance 3,865 2,638 2,228 2,053 14,829 14,852 45,318 68,355
Others 11,923 14,295 12,536 13,801 14,659 19,093 18,278 22,591
Curr. Liability & Prov. 44,849 47,126 49,822 58,409 60,018 72,222 45,004 53,234
Account Payables 10,569 13,345 13,671 15,248 18,109 25,572 16,008 18,670
Other Current Liabilities 34,280 33,781 36,151 43,161 41,909 46,650 28,995 34,564
Net Current Assets 37,663 39,592 38,503 44,527 64,641 79,425 128,565 167,941
Appl. of Funds 166,532 172,912 170,517 161,645 195,464 211,651 245,184 279,373
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Financials and valuations

Ratios

Y/E March FY17 FY18 FY19 FY20 FY21 FY22 FY23E FY24E
EPS 72.6 64.7 105.2 131.4 143.6 175.9 224.0 2354
Cash EPS 143.3 135.5 177.3 206.5 220.7 246.9 296.8 310.8
BV/Share 739.6 757.3 844.8 939.7 1,062.8 1,145.0 1,359.6 1,571.1
DPS 20.0 20.0 20.0 23.6 25.0 204 204 215
Payout (%) 33.1 40.7 21.3 23.5 26.8 16.9 9.8 10.7
Valuation (x)

P/E 61.2 68.7 42.3 33.8 31.0 25.3 19.8 18.9
PEG (x) NA -6 1 1 3 1.1 0.7 3.7
P/BV 6.0 5.9 53 4.7 4.2 3.9 3.3 2.8
EV/Sales 5.4 53 4.9 4.3 3.8 3.4 3.0 2.6
EV/EBITDA 31.3 33.1 25.4 20.4 16.1 16.0 12.4 11.1
Dividend Yield (%) 0.4 0.4 0.5 0.5 0.6 0.5 0.5 0.5
Return Ratios (%)

ROIC 8.9 5.8 10.8 219 17.0 18.0 21.9 22.8
RoE 9.7 8.6 13.1 14.7 14.3 16.0 17.9 16.1
RoCE 6.4 4.8 8.9 17.4 11.8 12.3 14.4 13.5
Working Capital Ratios

Fixed Asset Turnover (x) 1.6 1.5 1.4 1.4 1.4 1.4 1.4 1.6
Debtor (Days) 103 101 97 100 98 100 100 93
Inventory (Days) 70 74 75 75 77 83 82 82
Leverage Ratio

Net Debt/Equity (x) 0.1 0.1 0.0 -0.1 -0.2 0.2 -0.4 -0.5
Cash Flow Statement (INR m)
Y/E March FY17 FY18 FY19 FY20 FY21 FY22 FY23E FY24E
Op. Profit/(Loss) before Tax 14,653 14,341 22,443 25,749 35,001 38,679 46,971 51,537
Depreciation 11,722 11,762 11,980 12,472 12,798 11,825 12,109 12,550
Interest/Dividends Recd. -2,220 -4,029 -6,473 4,839 6,238 2,917 -7,045 -1,901
Direct Taxes Paid -2,614 -4,535 -3,648 1,466 -9,175 -8,730 -11,743 -12,369
(Inc)/Dec in WC -192 -3,156 679 -6,199 -7,338 -14,761 -18,674 -16,340
CF from Operations 21,444 18,030 28,704 38,542 43,629 34,489 21,619 33,478
(inc)/dec in FA -40,922 -13,595 -8,840 4,919 -26,652 -7,950 3,497 -7,363
Free Cash Flow -19,573 788 16,141 43,246 10,872 21,980 25,116 26,115
(Pur)/Sale of Investments 17,757 1,411 2,839 -2,495 149 -5,278 0 0
CF from Investments -18,404 -14,883 -7,727 -4,923 -26,503 -26,387 3,497 -7,363
Change in net worth -11,130 -2,719 -273 835 1,653 -5,479 -979 199
(Inc)/Dec in Debt 15,672 1,576 -16,526 -16,289 11,608 4,401 -1,000 -1,000
Dividend Paid -3,986 -3,992 -4,002 -4,582 -4,852 -3,979 -3,877 -4,076
CF from Fin. Activity -3,692 -4,440 -21,326 -25,159 -4,545 3,959 -4,758 -3,779
Inc/Dec of Cash -652 -1,293 -349 8,460 12,581 12,061 20,358 22,336
Add: Beginning Balance 4,921 3,865 2,638 2,228 2,053 14,829 14,852 45,318
Closing Balance 4,269 2,572 2,289 10,688 14,634 26,890 35,210 67,654
FX Impact -492 57 35 -25 195 0 0 0
Closing Balance 3,865 2,638 2,228 2,053 14,829 14,852 45,318 68,355

E: MOFSL Estimates
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