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Tulip Telecom (TTSL IN)

N: Margins under pressure, balance sheet concerns remain

» 3Q FY2012 results below expectations
» Data centre business to exert pressure on margins near term

» Retain Neutral; cut estimates and target price to INR125
(from INR144)

3Q FY2012 results were disappointing with revenues c7% below our estimates and PAT
c10% below estimates. Consolidated revenues declined c2% qoq on slowing macros, which
lead to reduction/delay in IT spends by corporate. However margins remained stable and
management suggested that any kind of sales pressure should not result in any meaningful
increase in bandwidth costs. PAT declined 10% qoq to INR784m (our estimate was
INR868m) reflecting a 23% increase in interest costs and a higher tax rate of ¢25.3%.

Tulip continues to underperform the market (down 23% in the past three months) as its
stretched balance sheet is still a concern. Net debt levels continue to rise because of rising
working capital requirements (c18%) and investments in the Data Centre (DC). The move to
secure debt financing for the data centre suggests that obtaining a PE/equity partner for the DC
business is unlikely in the near to medium term. Furthermore mezzanine funding costs will be

higher than the present average costs and likely to result in higher interest rate expenses.

Factors that could lead to a further de-rating of the stock: A slowdown in the core business
(fibre bandwidth business) may lead to pressure on the stock price as we do not expect any
meaningful revenues from DC in the short term. A slowdown in sales could impact the ability
to buy bandwidth in bulk and may impact margins. We assume 15% revenue growth in FY13e
and model a margin decline of 170bps. We believe that the DC business for the first few

quarters will be margin dilutive and it will take a while before it acquires scale/critical mass.

Catalysts: An improvement in macro conditions (IT spending) and a reduction in domestic
interest rates will be positive for the stock price, in our view. We believe the ability to secure
an equity partner for the DC business and improved order visibility on the DC business as
upside catalysts for the stock. We note order wins in the data centre business and their
conversion into actual revenues will also be critical for the stock. The overall enhanced product
portfolio provides downside support, in our view.

Valuation and risks: We retain our Neutral rating but cut our target price to INR125
(INR146) given margin pressures and higher interest payments. We continue to value Tulip on
a mix of DCF and PE at 6x on FY13e earnings. We have cut our FY13 estimates by 24% to
reflect declining margins, and higher interest costs and tax payments. Upside risks include the
ability to gain market share via bundling data centre and core offerings. Downside risks
include pricing pressure at the core business and a sharp reduction in IT spending.
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Financials & valuation

Financial statements

Year to 03/2011a  03/2012e  03/2013e  03/2014e
Profit & loss summary (INRm)

Revenue 23,510 27,847 31,913 36,008
EBITDA 6,631 7,891 8,512 10,113
Depreciation & amortisation -1,714 -2,070 2,716 -3,233
Operating profit/EBIT 4,917 5,821 5,796 6,880
Net interest -853 -1,518 2,072 -2,691
PBT 4,065 4,277 3,723 4,189
HSBC PBT 4,065 4,277 3,724 4,189
Taxation -1,001 -1,075 -1,009 -1,257
Net profit 3,064 3,201 2,715 2,932
HSBC net profit 3,064 3,201 2,715 2,932
Cash flow summary (INRm)

Cash flow from operations 4,101 6,066 6,655 8,838
Capex -7,398 -8,531 -6,269 -6,444
Cash flow from investment -9,291 -10,220 -6,269 -6,444
Dividends 0 0 0 0
Change in net debt 6,033 5,988 1,686 298
FCF equity -4,150 -3,956 -1,687 -298
Balance sheet summary (INRm)

Intangible fixed assets 0 1,244 1,244 1,244
Tangible fixed assets 18,980 24,203 27,756 30,967
Current assets 14,547 17,390 18,832 18,876
Cash & others 5,000 5,000 5,000 5,000
Total assets 35,018 44,493 49,489 52,743
Operating liabilities 2,882 3,380 3,974 3,999
Gross debt 19,753 25,742 27,428 27,726
Net debt 14,753 20,742 22,428 22,726
Shareholders funds 12,345 15,337 18,052 20,985
Invested capital 25,645 34,457 38,858 42,088
Ratio, growth and per share analysis

Year to 03/2011a  03/2012e  03/2013e  03/2014e
Y-0-y % change

Revenue 19.6 18.4 14.6 12.8
EBITDA 26.3 19.0 7.9 18.8
Operating profit 26.2 18.4 -0.4 18.7
PBT 11.4 5.2 -12.9 12.5
HSBC EPS 11.5 4.5 -15.2 8.0
Ratios (%)

Revenue/IC (x) 1.1 0.9 0.9 0.9
ROIC 17.0 14.5 11.5 11.9
ROE 28.3 23.1 16.3 15.0
ROA 12.5 10.9 9.0 9.4
EBITDA margin 28.2 28.3 26.7 28.1
Operating profit margin 20.9 20.9 18.2 19.1
EBITDA/net interest (x) 7.8 5.2 4.1 3.8
Net debt/equity 119.5 135.2 124.2 108.3
Net debt/EBITDA (x) 2.2 2.6 2.6 2.2
CF from operations/net debt 27.8 29.2 29.7 38.9
Per share data(INR)

EPS reported (fully diluted) 21.13 22.08 18.72 20.22
HSBC EPS (fully diluted) 21.13 22.08 18.72 20.22
DPS 0.00 0.00 0.00 0.00
Book value 85.14 105.78 124.50 144.72
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Valuation data

Year to 03/2011a 03/2012e 03/2013e 03/2014e
EV/sales 1.3 1.3 1.2 1.1
EV/EBITDA 45 45 44 37
EV/IC 1.2 1.0 1.0 0.9
PE* 5.4 52 6.1 57
P/Book value 1.4 1.1 0.9 0.8
FCF yield (%) -27.3 -26.2 -11.2 2.0
Dividend yield (%) 0.0 0.0 0.0 0.0
Note: * = Based on HSBC EPS (fully diluted)
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Figure 1: Tulip Telecom 3QFY12

( Figs in INRm unless Actual HSBC  2QFY12  3QFY11 Actual vs QoQ YoY Consensus  Variance
specified) Estimates HSBC
Overall Business
Revenue 6,865 7,404 7,029 6,026 -7.3% 2.3% 13.9% 7,234 5.1%
EBITDA 1,992 2,069 2,032 1,715 -3.7% -2.0% 16.2% 2,117 -5.9%
EBITDA Margin (%) 29.0% 27.9% 28.9% 28.5% 3.8% 0.1% 0.6% 29.3% -0.2%
Net Profit 785 868 871 816 -9.6% -9.9% -3.8% 910 -13.8%
EPS (INR) 5.4 6.0 6.0 5.6 -9.6% -9.9% -3.8% 6.3 -13.8%
Source: Company data, Bloomberg, HSBC
Figure 2: New order input split between fibre and wireless Figure 3: Break up of Order Intake
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Figure 4: Debt Profile
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Figure 5: Financial Performance
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Figure 6: Key events for the Tulip stock and likely timelines
Event Expected time frame Key factor to be watched What is in the price?
PE induction at the data centre Uncertain Company now looking to debt financing, Not in the price as there has been
level suggesting that an equity/PE partner is unlikely considerable delay.
currently.
Ability to unlock investments in At least 9-12 months away  Any progress by the present LTE players Not in the price as low visibility on
Qualcomm venture towards launch of LTE services would be both the telecom policy and launch
positive. by LTE players.
FCCB repayment August 2012 Management suggested that it expects to have Timely repayment will address
refinancing approvals by FY12e investor concerns. Recent

management comments positive
but stock price not reflecting it.
Should provide downside support.
Replacement of CEO Anytime soon. With tough macro conditions, losing senior Stock has corrected 5% post the
management is a negative for the company. A weak 3Q results. Any delay could in
delay in replacement could lead to delays in  replacement could lead to a further
execution. correction or prevent upside.

Source: HSBC

Valuation and risks

We value Tulip Telecom’s business using the average of PE and discounted cash flow methodologies at
INR125 (from INR143), attaching equal weightings to each. For our DCF analysis, we assume a cost of
equity of 15% and a cost of debt of c11%; we assume a target debt-to-total capital ratio of 30% and
Weighted average cost of capital (WACC) at 13% to arrive at a fair value of INR132 per share
(previously INR139). Our DCF valuations have been cut as we cut our EBITDA by c6% for the next
three years given our assumptions that the DC business will take time to get scale and put pressure on
consolidated margins. For our PE methodology, we use a PE multiple of 6x (using the 12-month average
of one-year forward PER) on FY2013e earnings to arrive at a fair value of INR112 per share (from INR
147, now lower as we have cut our FY2013e estimates by 24%). Separately, we value Tulip’s investment
in the Qualcomm venture at c50% discount to book value or at INR3 (no change) reflecting the
uncertainty over the ability to monetize investments in the Qualcomm BWA venture in the near to

medium term. Using our blended approach, we arrive at a 12-month target price of INR125.
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Under our research model, for stocks without a volatility indicator, the Neutral band is Sppts above and
below the hurdle rate for Indian stocks of 11%. Our target price implies a potential return of 8.7%, which
is within the Neutral band; therefore, we are reiterating our Neutral rating. Potential return equals the
percentage difference between the current share price and the target price, including the forecast dividend

yield when indicated.

Key upside risks include the ability to gain market share via bundling data centre offerings with core
offerings. Key downside risks include pricing pressure at the core business given the poor macro

environment, a sharp reduction in IT spending and an inability to monetize the Qualcomm investment.

Figure 7: Change in estimates

(INRm) FY2012e FY2013e
Sales

New 27,847 31,913
Old 28,957 33,542
Change -4% 5%
EBITDA

New 7,891 8,512
Old 8,224 9,261
Change -4% -8%
Net profit

New 3,201 2,715
Old 3,458 3,550
Change 7% -24%

Source: HSBC estimates

Figure 8: Target price computation of core business

(INR) New Old
DCF value @13% WACC 132 139
PE at 6X FY13 EPS 112 147
Assigning 50% weight to each 122 143
BWA investment 3 3
Target price 125 146

Source: HSBC estimates
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Analyst Certification

The following analyst(s), economist(s), and/or strategist(s) who is(are) primarily responsible for this report, certifies(y) that the
opinion(s) on the subject security(ies) or issuer(s) and/or any other views or forecasts expressed herein accurately reflect their
personal view(s) and that no part of their compensation was, is or will be directly or indirectly related to the specific
recommendation(s) or views contained in this research report: Rajiv Sharma and Tucker Grinnan

Important disclosures

Stock ratings and basis for financial analysis

HSBC believes that investors utilise various disciplines and investment horizons when making investment decisions, which
depend largely on individual circumstances such as the investor's existing holdings, risk tolerance and other considerations.
Given these differences, HSBC has two principal aims in its equity research: 1) to identify long-term investment opportunities
based on particular themes or ideas that may affect the future earnings or cash flows of companies on a 12 month time horizon;
and 2) from time to time to identify short-term investment opportunities that are derived from fundamental, quantitative,
technical or event-driven techniques on a 0-3 month time horizon and which may differ from our long-term investment rating.
HSBC has assigned ratings for its long-term investment opportunities as described below.

This report addresses only the long-term investment opportunities of the companies referred to in the report. As and when
HSBC publishes a short-term trading idea the stocks to which these relate are identified on the website at
www.hsbenet.com/research. Details of these short-term investment opportunities can be found under the Reports section of this
website.

HSBC believes an investor's decision to buy or sell a stock should depend on individual circumstances such as the investor's
existing holdings and other considerations. Different securities firms use a variety of ratings terms as well as different rating
systems to describe their recommendations. Investors should carefully read the definitions of the ratings used in each research
report. In addition, because research reports contain more complete information concerning the analysts' views, investors
should carefully read the entire research report and should not infer its contents from the rating. In any case, ratings should not
be used or relied on in isolation as investment advice.

Rating definitions for long-term investment opportunities

Stock ratings
HSBC assigns ratings to its stocks in this sector on the following basis:

For each stock we set a required rate of return calculated from the cost of equity for that stock’s domestic or, as appropriate,
regional market established by our strategy team. The price target for a stock represents the value the analyst expects the stock
to reach over our performance horizon. The performance horizon is 12 months. For a stock to be classified as Overweight, the
potential return, which equals the percentage difference between the current share price and the target price, including the
forecast dividend yield when indicated, must exceed the required return by at least 5 percentage points over the next 12 months
(or 10 percentage points for a stock classified as Volatile*). For a stock to be classified as Underweight, the stock must be
expected to underperform its required return by at least 5 percentage points over the next 12 months (or 10 percentage points
for a stock classified as Volatile*). Stocks between these bands are classified as Neutral.

Our ratings are re-calibrated against these bands at the time of any 'material change' (initiation of coverage, change of volatility
status or change in price target). Notwithstanding this, and although ratings are subject to ongoing management review,
expected returns will be permitted to move outside the bands as a result of normal share price fluctuations without necessarily
triggering a rating change.
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*A stock will be classified as volatile if its historical volatility has exceeded 40%, if the stock has been listed for less than 12
months (unless it is in an industry or sector where volatility is low) or if the analyst expects significant volatility. However,
stocks which we do not consider volatile may in fact also behave in such a way. Historical volatility is defined as the past
month's average of the daily 365-day moving average volatilities. In order to avoid misleadingly frequent changes in rating,
however, volatility has to move 2.5 percentage points past the 40% benchmark in either direction for a stock's status to change.

Rating distribution for long-term investment opportunities

As of 10 February 2012, the distribution of all ratings published is as follows:

Overweight (Buy) 52% (26% of these provided with Investment Banking Services)
Neutral (Hold) 36% (21% of these provided with Investment Banking Services)
Underweight (Sell) 12% (13% of these provided with Investment Banking Services)

Share price and rating changes for long-term investment opportunities

Tulip Telecom (TULP.BO) Share Price performance INR Vs HSBC rating Recommendation & price target history
history From To Date
N/A Overweight 20 October 2010
Overweight Neutral 06 December 2011
236 - Target Price Value Date
186 | Price 1 235.00 20 October 2010
Price 2 146.00 06 December 2011
136 - Source: HSBC
86 -
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HSBC & Analyst disclosures

None of the below disclosures applies to any of the stocks featured in this report.

1 HSBC* has managed or co-managed a public offering of securities for this company within the past 12 months.
HSBC expects to receive or intends to seek compensation for investment banking services from this company in the next
3 months.

3 At the time of publication of this report, HSBC Securities (USA) Inc. is a Market Maker in securities issued by this

company.

As of 31 January 2012 HSBC beneficially owned 1% or more of a class of common equity securities of this company.

As of 31 December 2011, this company was a client of HSBC or had during the preceding 12 month period been a client

of and/or paid compensation to HSBC in respect of investment banking services.

6 As of 31 December 2011, this company was a client of HSBC or had during the preceding 12 month period been a client
of and/or paid compensation to HSBC in respect of non-investment banking-securities related services.

7  As of 31 December 2011, this company was a client of HSBC or had during the preceding 12 month period been a client

of and/or paid compensation to HSBC in respect of non-securities services.

A covering analyst/s has received compensation from this company in the past 12 months.

9 A covering analyst/s or a member of his/her household has a financial interest in the securities of this company, as
detailed below.

10 A covering analyst/s or a member of his/her household is an officer, director or supervisory board member of this
company, as detailed below.

11 At the time of publication of this report, HSBC is a non-US Market Maker in securities issued by this company and/or in
securities in respect of this company

W A~

e e}

Analysts, economists, and strategists are paid in part by reference to the profitability of HSBC which includes investment
banking revenues.

For disclosures in respect of any company mentioned in this report, please see the most recently published report on that
company available at www.hsbcnet.com/research.

* HSBC Legal Entities are listed in the Disclaimer below.

Additional disclosures

1 Thisreport is dated as at 10 February 2012.

2 All market data included in this report are dated as at close 09 February 2012, unless otherwise indicated in the report.

3 HSBC has procedures in place to identify and manage any potential conflicts of interest that arise in connection with its
Research business. HSBC's analysts and its other staff who are involved in the preparation and dissemination of Research
operate and have a management reporting line independent of HSBC's Investment Banking business. Information Barrier
procedures are in place between the Investment Banking and Research businesses to ensure that any confidential and/or
price sensitive information is handled in an appropriate manner.
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