Phon-Tech Case

Class #3

Background:

· Phon-Tech: large independent telecommunications provider

· Two main business segments: 

· Telecommunications services (1995: $1.18BB NOPAT, $11.4BB net assets):  dominant service provider in its geographies, leader in quality/customer satisfaction, but industry deregulating and increasing competition pressuring margins

· Products and Systems (1995: $480MM NOPAT, $4.6BB net assets): manufacturing of computing and telecom equipment: acknowledged technology leader

· Problem faced: Phon-Tech faced with need to improve company performance or else be taken over by “reclusive billionaire” Victor Yossarian.  Angela Estrada, CFO, faced with decision as to what hurdle rate should be used by the company in evaluating performance of its divisions and making capital investments

1) What is the company’s objective, and does it appear to be creating value?

Objective(s)

· Maximize shareholder value

· Mission statement: “We will create value by pursuing business activities that earn premium rates of return”
· Company measure of value creation at business and segment level: “economic profit” = excess rate of return of business unit (return on capital minus hurdle rate) x capital employed

Does it appear to be creating value? (Note: VH’s definition of value creation: earning returns in excess of what the financial markets require)

· Poor performance relative to market: firm’s shares not keeping pace with market indices, industry indices for telephone, equipment or computer stocks

· Securities analysts criticize lackluster earnings growth, increasing competition on telecom segment, and disappointing performance in Products & Services

2) How was the present hurdle rate derived?

· Based on an estimate of Phon-Tech’s weighted average cost of capital (WACC)

· WACC = after-tax cost of debt * weight of debt + cost of equity * weight of equity

· Based on: investment banker estimate of cost of debt of 7.03% pre-tax, 4.22% post-tax

· Cost of equity = 11.77% based on beta of 1.041

· Given weight of debt = 18% and weight of equity = 82%

· WACC = 10.41 = .0422*.18 + .82*.1177

· See Exhibit 1, p. 10 of case

3) Determine required returns for the two divisions using proxy companies in Exhibit 3….

· Scenario a) and b): see spreadsheet

· Differences in the corporate WACC calculated in Question2) and scenarios a) and b), though small, are possibly explained by differences in leverage between the sample companies and Phon-Tech overall and by differences between the two divisions in allocation of debt and equity funds (and Wall Streets assumptions in setting Phon-Tech’s cost of debt and equity beta)

4) Are the arguments of the two division heads rational?
· The argument of the first division head is that the company should use multiple hurdle rates because the divisions are different; i.e., the telecommunications industry is able to raise capital at relatively low interest rates due to the recognized safety of the investment as compared to the higher rates found in the products and systems segment, which has high risks.  This appears to be an overall solid argument because the telecommunications division should be compared to the telecommunications industry as a whole rather than to other divisions within PhonTech.  

· If the telecom division were a stand-alone company, it would be valued in the market and be able to raise debt at similar rates to other telecom companies, and the hurdle rates imposed on products and systems companies would be irrelevant.  The company should look for returns in excess of rates required by the financial markets, and this analysis should be done on a division-by-division basis to properly reflect the risk-return relationship, rather than on a company-wide basis, which obscures the true return on a risk-adjusted basis for each division.

· The argument of the second division head is that one hurdle rate should be used for the entire company because the corporation raises capital based on its overall prospects, not on a division-by-division basis.  Investors judge the company by its dividends and its overall returns, not by division performance.  This is not a strong argument because this approach will channel money away from the divisions with less risk and overcapitalize divisions that have high risk and return prospects.  Investors are assuming that capital will be allocated to create value, ie, for excess returns, not for absolute returns. 
· Note: Text pages 220 – 221 are helpful in thinking about this question
5) As Angela Estrada, what would you recommend as to the use of multiple hurdle rates?
· The company should use multiple hurdle rates.  This is important to ensure that the company invests in appropriate projects to generate excess returns and therefore create value for its shareholders.  The company should also make this policy clear to its investors so that they understand which types of projects the company will consider and shed light on its investment decisions.

