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Research Update:

Philippine Long Distance Telephone Co. 'BBB+'
Rating Affirmed With Stable Outlook

Overview

• PLDT plans to become a strong digital and internet player in the
Philippines. We anticipate that the telecom service provider will sustain
investments to support this strategy; moreover PLDT has ongoing, sizeable
capital expenditure in its telecommunication network.

• We believe that PLDT's strong balance sheet can accommodate the company's
sizable capital spending over the next two years. We have revised our
assessment of the company's liquidity to "adequate" from "strong."

• We are affirming our 'BBB+' long-term corporate credit rating and our
'axA+' long-term ASEAN regional scale rating on PLDT.

• The stable outlook over the next 12 months reflects our view that PLDT
will continue to generate free operating cash flows over the next two
years despite heavy capital expenditures, and that the company's
acquisitions and returns to shareholders combined will not exceed PHP45
billion that we have factored in our base case.

Rating Action

On May 25, 2015, Standard & Poor's Ratings Services affirmed its 'BBB+'
long-term corporate credit rating on Philippine Long Distance Telephone Co.
(PLDT). The outlook is stable. At the same time, we affirmed our 'axA+'
long-term ASEAN regional scale rating on the Philippine-based telecom services
provider.

Rationale

We affirmed the ratings because we believe that PLDT's strong balance sheet
can accommodate the company's sizable capital spending over the next two
years.

PLDT plans to become an Internet and digital player, leveraging its technical
expertise as a telecommunication services provider and its vast customer base.
The company's leverage could increase as a consequence and exceed our
base-case assumption. We revised our assessment of PLDT's liquidity to
"adequate" from "strong" because we expect the company to have negative
discretionary cash flows over the next 12-24 months. We continue to assess the
company's business risk profile as "strong" and its financial risk profile as
"modest."

We expect PLDT's spending to remain elevated in 2015 and 2016 at least. The
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company has invested about Philippine peso (PHP) 30 billion annually over the
past 10 years to enhance its network. This includes investments in
high-bandwidth internet, fiber optic, 3G, burying aerial cables in the
Philippines, or for constructing international cable systems. In August 2014,
PLDT invested about PHP20 billion to acquire a 10% stake in Germany-based
Rocket Internet AG. The investment provides PLDT access to Rocket's e-commerce
businesses, which are outside the U.S. and China. A few weeks ago, PLDT
infused US$15 million into iflix, which aims to become Southeast Asia's
leading Internet TV service, and will offer TV shows and movies to 600 million
consumers in the region. PLDT is contemplating further investments as part of
its ongoing digital evolution and transformation. We forecast that the company
could spend up to PHP10 billion annually on mergers and acquisitions in 2015
and 2016.

The combination of PLDT's "strong" business risk profile and "modest"
financial risk profile maps to an anchor of 'a' or 'a+'. Our choice of the
lower score reflects the pressure on the company's margins and volumes in its
legacy businesses, and its lack of geographical diversification beyond the
Philippines.

Our negative comparable rating analysis for PLDT reflects our expectation that
the company's credit metrics will be at the lower end of the "modest"
financial risk profile category for the next 12-24 months.

Our base case assumes the following:
• The maturing cellular market in the Philippines still has some--yet
limited--growth potential; the country's cellular penetration was 114% as
of Dec. 31, 2014, (with 113.9 million subscribers) compared with about
130% for Indonesia and 140% for Malaysia.

• Data is the growth driver for PLDT. The company has 4.1 million broadband
subscribers and about 30% of Smart/Sun (PLDT's brands) subscribers own
smartphones.

• PLDT's revenues will grow at 1%-3% annually because of a combination of
robust data-related business and declining voice (including international
inbound long distance) and short message service (SMS) income.

• Structural changes in PLDT's revenue mix--from high margin legacy
activities to lower margin data and broadband businesses--and the change
in the company's client mix to include more postpaid subscribers will
progressively weaken the company's profitability.

• The company's operating margins should be broadly stable owing to past
investments to contain personnel expense. However, marketing and
promotion expenses could pressure profitability.

• PLDT's ongoing capital expenditure will be in excess of 20% of services
revenues, i.e. about PHP40 billion in 2015 as per company's guidance, and
about PHP39 billion in 2016. Investments will include: (1) roll-out of
the 3G/4G network footprint; (2) expansion of the fiber optic network to
more than 98,000 kilometer (at end 2014) and of fiber-to-the-home lines,
with increasing capacity; and (3) modernization and fortification of the
fixed-line network, including burying aerial cables to the underground
conduit system for more reliability and resiliency during typhoons.
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• PLDT will make some acquisitions, given its ambition to showcase its
technological capabilities (we understand the partnership with Rocket was
driven by the company's objective to showcase and accelerate the
development of online and mobile payment solutions in emerging markets)
and leverage its client base (76.1 million subscribers as of Dec. 31,
2014). We do not anticipate that PLDT will consolidate these investments
because we believe the company's preferred route is to take strategic
rather than controlling stakes. We have included PHP10 billion in
spending annually.

• PLDT will continue distributing at least 75% of its recurring net
earnings as dividends. Discretionary cash flow will therefore be negative
by about PHP10 billion annually.

Based on these assumptions, we arrive at the following credit metrics for 2015
and 2016:
• Ratio of debt to EBITDA of 1.8x-2.0x;
• Ratio of funds from operations (FFO) to debt of close to 45% in 2015,
deteriorating by about 5% in 2016; and

• Ratio of discretionary cash flow to debt of negative 0%-5% in 2015 and
2016.

Liquidity

We assess PLDT's liquidity as "adequate" because the company's sources of
liquidity are likely to exceed its uses by 20% in the 12 months to March 31,
2016, and cover uses if EBITDA falls 15%. Our assessment is based on our view
that the company could significantly scale down spending if fresh funding was
scarce or uneconomical.

Principal liquidity sources include:
• Cash and cash equivalents of PHP45 billion as of March 31, 2015.
• FFO that we estimate at about PHP60 billion annually.

Principal liquidity uses include:
• Short-term debt of PHP16 billion.
• Limited working capital needs.
• Minimum capital expenditure of about PHP20 billion.
• Equity infusions in digital and Internet companies that we estimate will
not exceed PHP10 billion annually.

• Continued, sizable returns to shareholders, including regular and special
dividend, together amounting to up to PHP35 billion annually.

Outlook

The stable outlook on PLDT for the next 12 months reflects our view that the
growth in the company's broadband and data businesses would continue to offset
gradually eroding revenue from traditional voice and SMS operations. The
outlook also factors in our expectation that PLDT will continue to generate
free operating cash flows over the next two years in spite of heavy capital
expenditures, and that the company's acquisitions appetite will moderate
compared to 2014.
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Downside scenario

We could lower the rating if PLDT's financial risk profile weakens toward the
lower end of our "intermediate" category. This could happen if PLDT's capital
spending is higher than we anticipated, or if the company's competitive
position or operating performance deteriorates materially due to aggressive
competition. In particular, a ratio of debt to EBITDA close to and above 2.5x
would create clear pressure on the ratings.

Upside scenario

The rating on PLDT is capped by the 'BBB+' transfer and convertibility (T&C)
assessment for the Philippines. A positive rating action on the sovereign is a
prerequisite for an upgrade of PLDT.

Ratings Score Snapshot

Corporate Credit Rating: BBB+/Stable/--

Business risk: Strong
• Country risk: Moderately high
• Industry risk: Intermediate
• Competitive position: Strong

Financial risk: Modest
• Cash flow/Leverage: Modest

Anchor: a

Modifiers
• Diversification/Portfolio effect: Neutral (no impact)
• Capital structure: Neutral (no impact)
• Liquidity: Adequate (no impact)
• Financial policy: Neutral (no impact)
• Management and governance: Satisfactory (no impact)
• Comparable rating analysis: Negative (-1 notch)

Stand-alone credit profile: a-
• Related government rating: BBB
• Rating above the sovereign: (-1 notch from SACP)

Related Criteria And Research

Related Criteria

• Methodology And Assumptions: Liquidity Descriptors For Global Corporate
Issuers, Dec. 16, 2014

• Standard & Poor's National And Regional Scale Mapping Tables, Sept. 30,
2014
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• National And Regional Scale Ratings, Sept. 22, 2014
• Key Credit Factors For The Telecommunications And Cable Industry, June
22, 2014

• Corporate Methodology, Nov. 19, 2013
• Corporate Methodology: Ratios and Adjustments, Nov. 19, 2013
• General Criteria: Country Risk Assessment Methodology And Assumptions,
Nov. 19, 2013

• General Criteria: Methodology: Industry Risk, Nov. 19, 2013
• Group Rating Methodology, Nov. 19, 2013
• Ratings Above The Sovereign--Corporate And Government Ratings:
Methodology And Assumptions, Nov. 19, 2013

• Methodology: Management And Governance Credit Factors For Corporate
Entities And Insurers, Nov. 13, 2012

• Stand-Alone Credit Profiles: One Component Of A Rating, Oct. 1, 2010
• 2008 Corporate Criteria: Rating Each Issue, April 15, 2008

Ratings List

Ratings Affirmed

Philippine Long Distance Telephone Co.
Corporate Credit Rating BBB+/Stable/--
ASEAN Regional Scale axA+/--/--

Philippine Long Distance Telephone Co.
Senior Unsecured BBB+

Complete ratings information is available to subscribers of RatingsDirect at
www.globalcreditportal.com and at www.spcapitaliq.com. All ratings affected by
this rating action can be found on Standard & Poor's public Web site at
www.standardandpoors.com. Use the Ratings search box located in the left
column.
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