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A potential merger between Sprint Corp. and T-Mobile US Inc. would create a company with as much as $75 billion in debt that could bleed cash until at least 2018, according to Moody's.
In a June 16 research note, Moody's said the combined leverage of Sprint and T-Mobile could come to 5x to 5.5x debt/EBITDA after closing and the merged company could post negative free cash flow for years. Moreover, the credit rating agency warned that the carriers would face a "complex and costly" integration.
Sprint is rumored to be interested in acquiring T-Mobile, despite steep regulatory odds of the transaction getting approval. The two reportedly set a break-up fee of $2 billion.
Moody's said the merger's risks would start as soon as the deal is announced. "The two companies could lose momentum and market share during what is likely to be a long and difficult regulatory approval process," analyst Mark Stodden said in the note. "A deal could lead to distracted managers and employees, similar to what happened when T-Mobile and AT&T announced and then abandoned their combination in 2011."
Stodden noted that AT&T Inc. and T-Mobile lost market position while Verizon Communications Inc. continued to execute well during that year.
While Sprint and T-Mobile combined would be comparable in scale to AT&T, the similarity ends there.
"For several years, [Sprint and T-Mobile] will have an inferior infrastructure, weak cost structure and (arguably) an unsustainable capital structure," the analyst wrote.
Moreover, the two carriers will have a tough time raising margins if Sprint Chairman Masayoshi Son makes good on his promise of a price war, among other regulatory concessions.
Sprint and T-Mobile's combined $75 billion debt could outweigh that of majority owner SoftBank Corp., limiting the level of potential credit support.
Stodden does see Sprint and T-Mobile potentially cutting $3 billion in costs from operations and increasing its EBITDA. However, to achieve those milestones in five years would take "nearly flawless" execution of the merger, he said.
Stodden assumed a deal value for T-Mobile of $32 billion, paid in equal parts stock and cash. Sprint and SoftBank would also issue $16 billion of debt in this assumption. The analyst further assumed that T-Mobile's $23 billion of debt would stay in place, adding to Sprint's current $33 billion of borrowings plus new debt.
If the Sprint-T-Mobile deal falls through, Sprint would likely suffer more than T-Mobile, Stodden said.
Sprint also would be aiding a fellow rival with the hefty break-up fee. AT&T paid T-Mobile billions of dollars in fees and also contributed spectrum, helping fuel T-Mobile's revival, he said.
