Event Update

fating Hold
Tangst 100
Targ=t Perind 12 monihs
Fotemial Upsid= : i

What's changed?

Tagei Chenged fram 2 106 0 # 100
EP3 FriBE Unchanged
EFs FrigE Unchanged
fzting Unchanged

¥ Croe FY16 F17E FY18E F8E
Het Salez 36,06 25821 Aq5E 37,603
EBTDA 13,030 100580 BS54 10,028
PAT 30 (591 [& 143 [1.E62]
EPS (in %| 86 1.8 (&0 (48]

Valuation summary

FY¥16 PMr1TE FY1EE F¥18E
FE ng M, HA HA
Tagei PE 11.7 MA HA HA
EV FEETOA W) B.B 13 B.I
F/EV 1.3 1.3 1.4 1.6
Al (% 12.0 -23 -0.3 1.7
Rel E[%| an Al 1.0 21
Particular Ameun
Wtarket Capializion |8 Cors| 334567
Total Debt [FY 181 (% Crone] q1,508.5
Cash (FY1E1 % Cromel TER.2
EW [® Cromel TA216.7
52wk HL 128 / E&
Equity cpital 35078
Fare walue 0.0
10,000 5 - 250
9,000 4
B.000 4 - 200
7.000 1
B.000 o = 150
5,000 4
4,000 4 - 00
3.000 4
2,000 4 - ED
1,000 4
1] —— 0
= il = o -
T c [
5 # 5§ 3§ %
= Pricw ALHE| Pty ILH.5|
Reasarch ﬂ.IIE|"'I-13
Bhupendma Traany
bhupen dra traame@licici =2 curities. com
Snzha Agareal
sneha = anval) icici o s oom

(Kesearch
FTCICY dire .:“?: COory

ft's Adwice, Nof dodvealfore

March 21, 2017

Idea Cellular (IDECEL) 793

Benefits to accrue only over long term...

Idea has announced merger of Yodafone India (excluding 42% stake in
Indus) with itsalf, resulting in a combined entity with squal rights. The
combined entity will be the largest Indian telecom operator with a
subscriber base of 400 million and subsecriber, revenue market share of
35.1%, 40.7%, respectively [as on Decemnmber, 2018]. The deal is expected
to ba completed by CY18 subject to certain regulatony approwvals.

Daal structuring

Vodafone will hold a 45.1% stake in the combined entity after transfarring
a stake of 4.9% to the promoters of ldea for a consideration of T 3874
crore,. The promoters of [dea will hold 26.0% of the combined entity and
the balance will be held by the public

The promoters of both companies intend to equalise their sharsholding.
Henice, the promoters of Idea (AB group) hawe the right to purchase up to
9.5% stake of the combined antity at an equity value of T 130/share within
the first three years of the transaction. In the event of failing to do so, the
AB group would have another 12 months to complete the purchase of the
aqualising stake at the prevailing market price. In the swent of the
shareholding not being equal at the beginning of the fifth yvear of the
completion of the transaction, Vodafone has to sell off such an extra stake
in the combined entity over the next five year period.

Transaction datails

Tha merger ratio of 1:1 (shares equal to equity base of Idea to be issued
to Vodafone) has been arrived based on Idea’s stock price of ¥ 726
(wolume weighted average 30 days prior to the deal discussion
announcemeant). The combined entity’s proforma net debt is at T 107.9
lakh crore, with Idea net debt at ¥ 652700 crore & Yodafone net debt of
T 65200 crore [ 2500 crora higher than ldea, as per agresmesnt], implying
4.4 TTM net debt to EBITDA. Baoth entities, however, intend to sell their
tower stake before the completion of the transaction to reduce the
lewarage of the combined entity.

Synargy banefits of T 14000 crore par annum from fourth yaar

Tha coming together of the duo would lead to substantial cost and capax
synergies with an estimated MNPV of -~T 67000 crore (post integration
costs and spactrum liberalisation payments]. The company estimates run
rate sawings of T 14000 crore (B0% opex synergy and 40% capex
synergyl on an annual basis by the fourth full year post completion of the
daal, mainly driven by the removal of network duplication/inefficienciss
and bensfits of larger scale of opemations.

Consolidation positive; maintain HOLD

We beliswe the deal structuring is a win-win for both Vedafone and |dea
promoters whergin the former is able to pocket money for its stake while
the latter is able to buy time in order to equalise stake in the combined
antity. The merger, per se, will be positive for the industry as it mowves
towards a thres to four player markst, which would bring in some
industry pricing discipline as the cument price war settles. The cost
synergies, brand synergies and extensive spectrum base would benefit
the combined entity as a whole, albeit owver a longer term horizen. With
the deal complstion expeacted only ower the next 13-24 months, full
banefits set to accrue after thres years and near time pricing pressures
due to Jio's atternpts to capture market share, we maintain ocur HOLD
recommendation on the stock with a target price of T 100,
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Company Analysis

Board approves marger with Vodafone, banefits that follow
How would combined antity shapa up post margar?

« The Vodafone- ldea combined entity post merger would be the
largest telecom services provider with a subscriber base of ~40.0
crorg (subscriber market share of ~35.1%), much ahead of Bharti
Airtel whose subscriber base as on Q3FY1Y was at 26,8 crore
(subscriber market share of ~24.2%) and 32.0 crore (subscriber
market share 28%) including Telenor subscribers

« Merged entity commands revenue market share (RMS] [computed for
QAFY1T AGR) of 40.7% wve., current leader Airtel's BMS of ~234% (as
on Q3FY1T including Telenor). Combined entity  would  have
lzadership RMS with Mo, 1, 2 ranking in 21, 22 circles, respectively

# The company would, however, breach the 50% RMS cap in six circles
viz. Gujarat, Maharashtra, Kerala, Haryana, MP and LIP (West).
Howeewver, some of the circles would see an auto reduction in market
share once the full year revenues from Jio are taken intoc account.
Given the areas, where the cap is still breached, the company is
axpectad to take a call on low ARPLU subscribers to achiewe the
parmissible limit

Exhibit 1: AMS of combined antity ((L3FY¥17) — breaches 505 cap in &6 circles
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The spectrurm coverage of the combined entity would be most efficient
with owerall spectrurmn holdings of 1090.9 MHz (after forgoing the excess
g pectrurm where it breaches the 50% share in a band)]. The spactrurm caps
will be breached in five circles wiz. Gujarat Haryana, Kerala, Maharashtra
and LP Weast in the 900 MHz band whils it would hawe 10 MHz (FDD)
excess spactrum in Maharashtra and Gujarat each in the 2500 MHz band.
The combined entity would have sxcess voice spectrum and would use
the excess woice spactrum towards broadband services. It is opan to
trading excess spectrumn. The potential benefits from sale are, howewver,
not included in the present value of synargies shown by the company.
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Exhibit 3: To breach spectrum cap in five circles in 900 MHz and two circles in 2500 MHz
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Though the company breachas the spactrurmn caps in five circlas in 800
MHz and two circles in 2500 MHz, the company intands to contast the
spectrum cap with tha govemmeant and does not intend to sall the excass
in the 900 MHz band to compatition by spectrum trading route.

Tha marged entity would have to incur cartain costs towards libaralising
the spactrum as per government norms. The presant value of the said
outflow is expacted at T 3000 crore.

Daal structuring

Vodafone will hold a 45.1% stake in the combined antity after transfarring
a stake of 4.9% to the promoters of ldea for a consideration of T 3874
crorg, The promotars of [dea will hold 28.0% of the combined ertity whils
the balance will be held by the public.

The promoters of both companies intend to equalise their shareholding.
Hence, promoters of Idea (AB group) possess the right to purchase up to
9.5% stake of the combined entity at an equity value of ¥ 130/share within
the first three years of the transaction. In the event of failing to do so, the
AR group would have another 12 months to complete the purchase of the
acualising stake at the prevailing market price.

Exhibit & Holding structure of merged enkity
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In the event of the shareholding not being equal at the beginning of the
fifth year of the complstion of the transaction, Vodafone has to sell off
such an extra stake in the combined ertity owver the next five year period.
KEurmnar Mangalarm Birda would be the chairman of the combined antity.
Both promoter groups are entitled to joint governance & managermeant.

Synargy benafits

As per the company’s press release, the merger would lead to substantial
cost and capex synergies of an estimated MPY of ~T 87000 crore (post
imntegration costs and spectrum liberalisation payments). There will be run
rate sawings of T 14000 crore on an annual basis by the fourth full year
post completion as per the company. The synergy from the combined
antity would be both opex and capex related. The opex related =avings
will be on five counts: network cost, customer acquisition and servicing,
IT, brand & adwertising, others. The combined entity aims to attain the
cost matrix of the current leader Airtel and achiswve higher margins than
Airtel in due course. The company intends to take the following measures
to achieve the guided synergy benefits.

« MNatwork rationalisation: The company has guided at rationalising
its GEM sites by 20.0% to 210000-220000 from the current total of
the combined entity of 273000, This will result in proportionate
savings in rental and energy costs for the sites so reduced

# Thea combined entity would have 189000 cumulative sites in the
broadband segment whersin it intends to reallocate the
overlapping sites for extended coverage

Exhibit 6: Network cost eavings potantial
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Sotrre: Cormpmmy, SORErect oo Heraash

+ Seling, general and administrative experses: The combined
antity intends to maintain both brands and leverage on the brand
value of the two names created owver time. The merged entity
would go for combined advertising and business promotions
lzading to cost savings

« [T, customer servicing and other expenses: The merger of
distribution channels and slimination of overlaps would result in
cost efficiencies. The company would also share the |IT
infrastructure, which would result in lower costs for the combined
antity

The company expacts opex savings of T 8400 crore {14.7% of TTM costs)
run rate from the fourth year of operations of the marged antity.

Capex rationalisation: Given the possible redundancy of network
presence, we balisve the combined entity’s capex would be lower than
the simpls addition of ldsa [ 8000 crore) and Vodafone (- 2000-10000
Crore).

# Higher spectrum awvailability & high capacity single radio access
network deployment would result in lower capex. Moreowver, re-
daployment of overapping broadband equipment & avoidance of
duplicate 4G network expansion and upgrades would restrain the
incremeantal capex, which would othersise have been incurred

#« The merged entity clarified lack of any meaningful interest in
additional spectrum in the near future, which would again contain
Capex

Page &
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« Tha implied capax savings run rate (40% of owverall synergy
banafit) is expacted at ~T 5600 crora from the fourth year of
oparation

Monetisation from tower assets & intent to reduce leverage

The lewverage of the combined entity was at T 107000 crore as of FY15,
which is 4.4x TTM EBITDA. The company has guided for a post merger
synergies leverage situation of 2.0« TTW EBITDA after considering the
standalone tower sale proceads, |dea's stake in Indus and estimated run
rate opex synergies. The merged company intends to sell its standalone
towers [B888 |dea towers with tenancies of 1818 and 10928 Vodafone
towwers with tenancies of 15846) and ldea’s 11.15% stake in Indus Towers
before the completion of the transaction.

Wa note that the effective synengy out of capax and opex would accrue
maaningfully only over thrae to four yeamns from the deal. The initial three
yaars, post the deal, would entail integration costs cumulating to ¥ 13,000
crore. Consequeantly, thare may not ba any meaningful debt reduction in
tha next coupla of yeam.

Daal subject to cartain approvals

The company will initiate the process of sesking approval by applying to
CCl whera the response is expected within a month. Post that there are
saveral other authorities whose approval is required. The company
axpects the deal to be completad in CY18.

The company clarified that the deal was free from any risk from the
pending Yodafone Tax arbitration case of ¥ 22,100 crore.

Howevaer, given tha lack of precedence in tarms of deals of such stature,
there exists a risk of elongated approval cycle.

Exhibit 7: Pro-forma financials (CY 2016
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Svwrce: Campany, KAGEract com Feseaoh

Othar highlights

#« Tha merger ratio has been arived at with an implied enterprise
valuation of Vodafone India T 82,2800 crore and that of ldea
Cellular a ¥ 72200 crore [EVEBITDA of &4x and 6.3
respactivaly), which implies ldea's equity valuation of ¥ 72.6/share
(last 30 day wolume weighted average price of ldea prior to
announcermnant of deal intent in January]. The Aditya Bida group is
gat to buy the incremertal 4.9% from Vodafone at
T 110/share, to bring its holding to 28%

# While |ldea promoters have the right to appoint Kumar Mangalam
Birla as Chairman, the right to appoint the CFO rests with
Vodafone, The appointment of CEDQ and COO will ba jointly
carried out by both entities together

#« The deal has a break fee of ¥ 3300 crore that would become
payable under certain circumstances

Pape f
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Valuation

We beliewe the merger will be positive for the industry as it would be a
three to four player market with visibly supericr network/spectrum
capacity and a huge balance sheet base, Crwar the long term, the industry
pricing discipline could gather pace while exit of marginal players would
benefit the top three players. We fathom that telecom players are poised
to gather higher wallet share at 2x from current levels of sub T 150 lewvels,
owar the next five to six years.

The deal structuring is a win-win for both Vodafone and ldea promoters
wherein the former is able to pocket money for its stake while the latber
was able to buy time in order to equalise stake in the combined entity.

The cost synergies, brand synergies and extensive spectrum base would
benefit the combined ertity as a whole, albeit over a longer termmn horizon,
While the deal completion is expected only owver the next 18-24 months,
an M&A of such stature has longer term approval cycle. Any delay in the
same could further elongate the accrual of synergy benefits. Furthermore,
near time pricing pressures from Jio's as it attempts to capture markst
share, would also remain an owerhang. Conseguently, wea maintain our
HOLD recommendation on the stock with a target price of ¥ 100, We have
not incorporated the merger imto our waluations given the extended
timeling {18+ months) owver the completion of the deal.

Exhibit 8: DLF assumptiona
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Profit and loss statemant
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HATING RA TIOMALE

ICICIdirect.com endeavours 1o provide objective opinions and recommendations. [CICIdirect.com assigns
ratings 1o its stocks according to their notional target price vs. current market price and then categorises them

as Strong Buy, Buy, Hold and 3ell. The performance horizon is two years unless specified and the notional
target price is defined as the analysts' valuation for a stock.

Strong Buy: =15%/20% for large caps/midcaps, respectively, with high conviction;
Buy: =10%:/15% for large caps/midcaps, respectively;

Hold: Up to +/-10%;

Sell: -10% or more;
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Pankaj Pandey Head - Ressarch pankaj.pandey@icicisecurities.com

ICICIdirect.com Ressarch Desk,
ICIC] Securities Limited,

1st Floor, Akruti Trade Certre,
Road Mo 7. MIDC,

Ancheri (East)

Murnbai —400 093

resgarch@icicidirect.com
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