Phon-Tech Corporation

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

· The company’s objective is to create value by pursuing business activities that earn premium rates of return

· Two measures of value creation

· Economic profit defined as (ROC-Hurdle Rate) x Capital Employed and thus measuring how a project can outperform the shareholders’ expectations. Used more a posterior for annual budgeting and performance measurement

· NPV approach using the corporate WACC(10.41%). Used for project selection and investment

· To calculate whether the company is creating value, we can measure whether the company has generated economic profit (as defined above)
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The company is destroying value!

2) How was the present hurdle rate derived?

	Using the following equations, we calculated Phon-Tech's hurdle rate:

	WACC = wd * (1-T) * rd + we * re
	
	

	where re = rf + b equity * (rm - rf)
	
	

	
	
	

	Phon-Tech Corp
	
	

	Risk Free Rate , rf
	6.04%
	

	Risk Premium, rm - rf
	5.50%
	

	equity 
	1.041
	

	Return on equity, re
	11.8%
	

	
	
	

	Cost of debt (pre-tax), rd
	7.03%
	(Bond Ratig of AA-A+)

	
	
	

	Weight of Debt, wd
	18.00%
	

	Weight of Equity, we
	82.00%
	

	Tax Rate, T
	40%
	

	
	
	

	WACC
	10.41%
	

	
	
	


3) Determine required returns for the two divisions using the proxy companies in Exhibit 3. Do this under two scenarios: 

Method A

Sample-firm average betas, likely industry debt costs, and sample-firm average debt proportions; and 

Method B

Sample-firm average betas and Phon-Tech's debt cost and debt proportion. For the Products and Systems Division, use average of the Telecommunications equipment industry and the Computer and Network equipment industry. (No information exists as to the mix of business between the two). 
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Data: Exhibit 3 (unless otherwise stated)

Using mean beta

Telecom

P&S

Telecom

P&S

Notes

Comparable 

b

 

equity, levered

0.84

1.5

0.84

1.5

Comparable Debt/Equity

31.10%

3.80%

31.10%

3.80%

Tax Rate, T

c

40%

40%

40%

40%

Comparable 

b 

equity, unlevered

0.71

1.47

0.71

1.47

Debt/Equity for relevering 

31.10%

3.80%

22%

22%

b

 equity, adjusted

0.84

1.5

0.80

1.66

Risk Free Rate , r

f

6.04%

6.04%

6.04%

6.04%

Exhibit 4

Risk Premium, r

m

 - r

f

5.50%

5.50%

5.50%

5.50%

Exhibit 1

Return on equity, r

e

10.7%

14.3%

10.4%

15.2%

Cost of debt, rd

7%

7.78%

7.03%

7.03%

Debt/Capital, w

d

22.80%

3.45%

18%

18%

Equity/Capital, w

e

77.20%

96.55%

82.00%

82.00%

WACC

9.2%

14.0%

9.3%

13.2%

Method A

Method B


Does the use of the median change the results? 

Yes. See below:
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Using median beta
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b

 

equity, levered

0.80

1.55

0.80

1.55

Comparable Debt/Equity

31.10%

3.80%

31.10%

3.80%

Tax Rate, T

c

40%

40%

40%

40%

Comparable 

b 

equity, unlevered

0.67

1.52

0.67

1.52

Debt/Equity for relevering 

31.10%

3.80%

22%

22%

b

 equity, adjusted

0.8

1.55

0.76

1.72

Risk Free Rate , r

f

6.04%

6.04%

6.04%

6.04%

Exhibit 4

Risk Premium, r

m

 - r

f

5.50%

5.50%

5.50%

5.50%

Exhibit 1

Return on equity, r

e

10.4%

14.6%

10.2%

15.5%

Cost of debt, rd

7%

7.78%

7.03%

7.03%

Debt/Capital, w

d

22.80%

3.45%

18%

18%

Equity/Capital, w

e

77.20%

96.55%

82.00%

82.00%

WACC

9.0%

14.2%

9.2%

13.4%

Method A

Method B


Does the sum of the beta parts approximate the beta for Phon-Tech overall? 

Yes. The weighted sum of beta is very close to the beta (10.41) for Phon-Tech overall.

	Combined Beta
	 
	 
	 
	 

	WACC Corp = W telecom * WACC telecom + W P&S * WACC P&S
	 
	 

	 
	 
	 
	 
	 

	 
	Method 1
	Method 2

	 
	Mean 
	Median 
	Mean 
	Median 

	WACC telecom 
	9.2%
	9.0%
	9.3%
	9.2%

	WACC P&S
	14.0%
	14.2%
	13.2%
	13.4%

	W telecom
	75%
	75%
	75%
	75%

	W P&S
	25%
	25%
	25%
	25%

	WACC Corp 
	10.38%
	10.32%
	10.29%
	10.23%


4) Are the arguments of the two division heads rational?

Head of Telecom Unit has a pretty rational argument.

Head of Products & Systems reasoning has several flaws:

1. She argues that a single hurdle rate will lead to investment into more profitable divisions at the expense of “underprofitable” ones. This is faulty reasoning because it ignores the fact that the more profitable divisions may also be far more risky, so that the higher returns as still inadequate to compensate for the higher risk. Moreover the so-called “underprofitable” division may be almost risk free, making the lower returns very attractive on a risk-adjusted basis.

2. She argues that projects that meet segment hurdle rates but not the single corporate rate are destroying value. This is plain wrong: the value of the company is simply the sum of the parts or component divisions. If each division is adding value by investing in projects that exceed the required return rate for its level of risk, then the firm as a whole is gaining value.

3. She believes that investors see companies as ‘opaque boxes’. However, as Van Cleef points out, evolving accounting standards have made the firm increasingly more transparent. Furthermore, there are 36 analysts following Phon-Tech and publishing reports and forecasts. Given this level of scrutiny, it is unreasonable to assume that investors see the firm as an “opaque box”.

5) As Angela Estrada, what would you recommend as to the use of multiple hurdle rates?

Estrada would be well advised to heed Van Cleef’s advice on the choice of hurdle rates: he is right to recommend that since Phon-Tech’s component divisions have substantially different risks, they should be subject to different hurdle rates. Using a single rate will penalize certain projects in the services division, which would otherwise have contributed to value creation (since their returns exceed the appropriate risk-adjusted hurdle rate-which is lower than the single rate given the lower risk for the division). Similarly, a single rate will allow projects in the P&S division to be accepted which lead to value destruction (since their returns fall below the appropriate hurdle rate-which is higher than the single rate given the higher risk for the division).

In particular, it appears as though the proposed projects in the Telecom Services division should be accepted since they promise IRRs of 9.8%, exceeding the division hurdle rate (anywhere between 9% and 9.3%) and thus creating value.

Conversely, the projects in the P&S division offer an average return of 12%, below the division hurdle rate (somewhere between 13.2% and 14.2%). Since this would lead to value destruction, these should be rejected. 

