Embratel Case: Professor’s Note

Objectives of the Case

The main objective in this case is to set the ground for a discussion on different issues surrounding a valuation exercise in EM.  Specifically, what red flags foreign investors must look for when doing a deal of this kind in EM?  What types of risk foreign investors face in these markets?  The case also examines the use of different valuation methodologies and their efficacy in a valuation exercise in EM firms.  

The case on Embratel's privatization has been written thinking in an advanced corporate finance course. The case is about valuation in emerging markets and brings in three major topics: risk assessments, including country risk; discounted cash flows analysis; and comparable analysis. Although all of these topics have been addressed in the case, some of them have a higher emphasis. This has been done intentionally in order to conduct the discussion to certain topics that are not so extensively covered in other cases. 

The objectives of this case are:


1. To have an insight into one of the most important topics in many emerging markets: privatization of state-owned companies. The case illustrates a real life business situation that happened in Brazil less than a year ago. The case deals with a situation where the Brazilian government is looking for modernizing its economic infrastructure. They need to create a privatization scheme attractive to foreign investors with telecom experience. Additionally they created a new regulatory framework that is supposed to boost competition and increased operating efficiency.


2. To perform a discounted cash flow analysis. In the case there is information so as students may discuss about some issues such as:

· To forecast cash flows using nominal versus real local currency or dollars.

· To discuss on relevant time horizon to forecast and to calculate a terminal value.

· To determine the key value drivers.

· To include in the cash flows other elements such as: taxes or investment credits, legal constraints, etc.


3. To perform comparable analysis and compare its results with the DCF analysis.

· To determine what are the relevant comparable companies.

· To understand country risk involved in every comparable ratio and the appropriateness of using comparable firm multiple (Comps) from other countries, even in the same region.

· To discuss which value ratios are suitable to use in each case (P/E ratios, Value/EBITDA, others).

· To discuss the relevance of current or trailing Comps and price horizons.
 

4. To discuss how to incorporate country risk, industry risk and company specific risk in the valuation.

· To discuss the different approach regarding country risk assessment.

· To understand the different existent models that incorporate country risk in the discount rate.

· To assess the elements composing a discount rate, such as the risk measure with the market (Beta), the market premium and the risk-free investing alternatives.


5.  To select the appropriate currency and time horizon for some key drivers, such as sovereign debt or market return.


The Case can be divided into Four major aspects:

I. Risk identification in Emerging Markets (EM) 

II. Recommended valuation methodologies (DCF and comparable firms) 

III. Building the DCF 

IV. Searching for comparable firms

Brief Description

The Privatization of Telebras is one of the largest Mergers & Acquisition (M&A) transactions in the history of Brazil and Latin America. Telebras was broke-up into 12 separate telephone service providers, including 3 fixed-line operators, 8 cellular operators and one long-distance carrier, Embratel. This case focuses on the Privatization of Embratel.  From all Telebras's subsidiaries we chose Embratel because it presents a good example of a company facing a huge transformation in the markets it competes.  Additionally, Embratel's deal sets a perfect ground for a discussion about risk identification on M&A transactions in Emerging Markets (EM).

This case is set in June 1998, when Deutsche Telekom's (DT) Board of Directors required the company's M&A team to do a valuation exercise on Embratel before the privatization starts.  The Board has ordered Hans Muller, Managing Director and leader of the M&A team, to accomplish this task for the next Board's meeting in two weeks.  The valuation is going to be used to have an estimate of the value of Embratel and decide whether DT wants to enter in the bidding process announced for July 1998.  Hans and his team have little time to do the valuation and must justify the value of Embratel in front of DT's Board.  Hans' major concern is how would the fact that Embratel operates in an EM affect the different valuation methodologies and the information he has on hand to do this exercise.  And whether methodologies used are really affected by distortions typical of EM and how to adjust them in order to get reasonable results.
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