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Event: HCL Tech joins the race for Axon

HCL Tech announced a formal bid to acquire Axon Group PLC post market hours on
Friday, September 26’08 at £441.4 mn (~£ 6.50/share) which is at 8.3% premium to
Infosys’s offer for Axon. Post HCL Tech making its intention open, Infosys has 60 hours
to revise it's bid price for Axon (expected to get over by Monday morning IST). HCL
Tech intends to fund the acquisition through a higher component of debt (company has
tied up debt funding of GBP 400 mn) along with internal cash use of ~GBP 41 mn. We
estimate that although Axon could be a prized asset for Axon in many ways in the form
of both expanding it's European/ Enterprise Apps footprint, it could be both
margin/earnings dilutive over the next 2 years. Further HCL Tech could face a bigger
challenge as compared with Infosys in retaining key employees. Our negative inclination
could increase further if Infosys puts in a counter bid and raise the stakes for Axon
buyout given growth/margin pressures for Axon. (please refer to section below) and we
believe that probably Axon could be a winner’s curse for whosoever gets it finally

Axon could be a more prized asset for HCL Tech

We had highlighted earlier as well that Axon could be a more prized asset for HCL Tech
as compared to Infosys given that the company has lagged behind peers in the
Enterprise Applications space (HCL Tech’s revenues from EAS space at ~US$ 200 p.a
as compared with ~US$ 1bn for both Infosys and Satyam, revenues have grown at 26%
CAGR over FY06-08 lower than company average of ~38% over the same period) and
thus could close out the gap with Axon in it's fold. We add that SAP, Oracle
implementation continue to be strong growth areas (similar sentiment echoed by
recently released by Accenture’s FY08 results as well) despite street/investor
concerns/worries on a slack in overall demand for the segment.

Revenues, Package Impl.

(US$ mn) Mar'07 Jun'07 Sep'07 Dec'07 Mar'08 Jun'08
Infosys( in US$ mn) 195.9 216.2 241.2 260.2 275.2 273.7
Infosys QoQ growth, % 12.6% 10.4% 11.5% 7.9% 5.8% -0.5%
Satyam (in US$ mn) 159.0 184.9 210.6 233.6 255.3 257.9
Satyam QoQ growth, % 9.7% 16.3% 13.9% 10.9% 9.3% 1.0%
TCS (in US$ mn) 131 143 164 179 189 181
TCS QoQ growth, % 10.5% 9.1% 14.5% 9.4% 5.3% -4.1%
HCL Tech (in US$ mn) 47.8 47.5 50.6 51.2 51.9 54.4
HCL Tech QoQ growth, % 13.7% -0.7% 6.6% 1.1% 1.4% 4.9%

Source: Companies, Emkay Research

No. of SAP consultants

Co Name Pre acquisition Post acquisition
Satyam ~4,300 ~4,300
TCS ~3,800 ~3,800
Infosys ~2,100 ~2,100
HCL Tech n.a 2000+

Further the inorganic move could diversify HCL Tech’s exposure to more defensive
sectors like public sector and utilities besides expanding presence in Europe. We note
that HCL Tech has been witnessing trouble in it's Financial services vertical (HBOS'’s
takeover by Lloyds TSB could have aided to woes further, given that it happens to be a
key account and recent dissent in the UK against outsourcing) along with a loss of
client in BPO business and thus inorganic push might be needed to compensate for
slowing organic growth.
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Main challenges emanate from cultural integration, employee retention

Although the HCL Tech management underplayed the challenge citing it's track record
with acquisitions/take over of smaller captives from Deutsche Bank, British Telecom etc
during the investor/analyst call we note that the smaller acquisitions put together added
~2,000 resources to HCL Tech over time while Axon could come with ~2,000 people at
one go. Further we highlight that retention of key personnel could turn out to be a bigger
challenge for HCL Tech as compared with Infosys given lower brand perception amongst
the Indian IT vendors. We view the company management’s description of the move as a
‘merger’ and not an ‘acquisition’ as a possible step to assuage employee confidence

Axon’s growth could be tapering off, margins appear under pressure

We note that Axon’s growth could taper off (consensus estimates build in revenue growth
of only ~15% over CY07-CY09 V/s ~43% revenue CAGR over CY03-07) substantiated
further by Axon’s H1CYO08 results (Axon’s revenues from EMEA up by only ~12 % YoY
V/s company wide growth rate of ~28%, for a complete snapshot of Axon’s financials
please refer table below). The Axon management had also acknowledged that growth
could be slowing down in UK; it's traditional foothold where it enjoys ~15%+ market
share in the SAP implementation market

(in GBP mn except %) CY05 CY06 cYo7 1HO08
Revenues 91.8 139.8 204.5 123.9
Gross Profits 229 40 56.3 31.9
Margins, % 24.9 286 27.5 25.7
Operating profits 7.6 18.1 30.6 16.5
Margins, % 8.3 12.9 15.0 13.3
Profit After Tax 6.3 124 20.2 10.8
Margins, % 6.9 8.9 9.9 8.7

Source: Company, Emkay Research

Axon acquisition could hit FY09 and FY10 earnings by ~2% and ~5%

On a first cut basis, we estimate that Axon acquisition could hit our earnings estimates
for HCL Tech by ~2% and ~5% for FY09 and FY10 respectively. We have assumed that
the acquisition gets consummated in Q1CY09, with debt costs at 7.5% p.a and
GBP/USD at 1.85 for our calculations. Any counter bid by Infosys which raise the
acquisition costs further could accentuate the negative impact further.

FY08 FY09E FY10E
HCL Tech Organic revenues(in US$ mn) 1879 2278 2605
YoY growth, % 21.3% 14.4%
Axon Revenues(GBP) 204.5 241 269
(in US$ mn) 378.3 445.9 497.7
To HCL Tech 148.6 497.7
Combined revenues(US$ mn) 1879 2427 3103
YoY growth, % 29.2% 27.9%
Axon Group's PAT(GBP mn) 20.2 21.6 224
Axon Group's PAT contribution to HCL Tech(US$ mn) 13.3 414
Interest on Debt (HCLT borrows's 400 mn GBP
@LIBOR+400 bps) 18.5 55.5
Potential post tax other income loss on 76 mn$@ 7% 1.8 5.3
Net Impact(in US$ mn) -6.9 -19.4
Net impact on Estimated Earnings -2.0% -5.1%

Source: Emkay Research
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DISCLAIMER: This document is not for public distribution and has been furnished to you solely for your information and may not be reproduced or redistributed to any other person. The manner
of circulation and distribution of this document may be restricted by law or regulation in certain countries, including the United States. Persons into whose possession this document may come are
required to inform themselves of, and to observe, such restrictions. This material is for the personal information of the authorized recipient, and we are not soliciting any action based upon it. This
report is not to be construed as an offer to sell or the solicitation of an offer to buy any security in any jurisdiction where such an offer or solicitation would be illegal. No person associated with Emkay
Global Financial Services Ltd. is obligated to call or initiate contact with you for the purposes of elaborating or following up on the information contained in this document. The material is based upon
information that we consider reliable, but we do not represent that it is accurate or complete, and it should not be relied upon. Neither Emkay Global Financial Services Ltd., nor any person connected
with it, accepts any liability arising from the use of this document. The recipient of this material should rely on their own investigations and take their own professional advice. Opinions expressed are
our current opinions as of the date appearing on this material only. While we endeavor to update on a reasonable basis the information discussed in this material, there may be regulatory, compliance,
or other reasons that prevent us from doing so. Prospective investors and others are cautioned that any forward-looking statements are not predictions and may be subject to change without notice.
We and our affiliates, officers, directors, and employees world wide, including persons involved in the preparation or issuance of this material may; (a) from time to time, have long or short positions in,
and buy or sell the securities thereof, of company (ies) mentioned herein or (b) be engaged in any other transaction involving such securities and earn brokerage or other compensation or act as a
market maker in the financial instruments of the company (ies) discussed herein or may perform or seek to perform investment banking services for such company(ies)or act as advisor or lender /
borrower to such company(ies) or have other potential conflict of interest with respect to any recommendation and related information and opinions. The same persons may have acted upon the
information contained here. No part of this material may be duplicated in any form and/or redistributed without Emkay Global Financial Services Ltd.'s prior written consent. No part of this document
may be distributed in Canada or used by private customers in the United Kingdom. In so far as this report includes current or historical information, it is believed to be reliable, although its accuracy and
completeness cannot be guaranteed.
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