Telgua S.A. – Telecomunicaciones de Guatemala

Teaching Note

Synopsis

Telgua is the dominant provider of local and long distance telephony services in Guatemala. As of June 30, 1998, Telgua had approximately 479,262 lines in service and estimated pent-up demand for basic telephony service of nearly one million lines. Telgua is also the biggest company in Central America. 

On October 1, 1998 Telgua was acquired by LUCA, a holding company created by Guatemalan and Central American investors, on a questionable privatization process on which LUCA was the sole bidder. LUCA paid $700 million for 95% of Telgua with an up-front payment of only $100 million payable at closing. The Government forgave $100M and provided LUCA with subordinated financing for the $500 million balance of the purchase price, $150 million due in 18 months and $350 million in 36 months from the closing date. 

The case is set in January 1999 as Telmex, the biggest Telco from Mexico who had offered $557 million in a failed privatization attempt in 1997, signed a contract with LUCA to manage the day to day operations of Telgua. Although no equity infusion was required of the selected operator, Telmex acquired the option to get 49% of Telgua's equity at the same price per share paid by LUCA. For case purposes the option expires on a month time and Telmex should decide whether to exercise it's option or not. To answer this question Telmex should value Telgua at January 1999 and determine weather LUCA overpaid or not.

Pedagogical Objectives

This case serves as an introduction to the topic of valuation in Emerging Markets. The case was written as a case study in Emerging Markets—an advanced finance course taught at Duke University by Professor Campbell Harvey. The case is intended for the student who has previously attended an advanced corporate finance course and, ideally, a course in Business Strategy.

The topic of business development in Emerging markets is becoming increasingly relevant as new ventures are carried out in emerging markets. The last Asian and Latin American crisis bring relevance to the importance of a good understanding of country risk. For student not familiar with country risk assessment we recommend reading an overview on the topic.  "Country Risk in Global Financial Management" by Erb-Harvey-Viskanta (1997 draft), and “Expected Returns and Volatility in 135 Countries” by Erb-Harvey-Viskanta (1996), will prepare the student for this case analysis.  Specifically, these readings will give the student analytical criteria for interpreting risk-to-return relationship in emerging countries.  More over it will help the student understand the pros and cons of using different discount rate calculation methods for countries where returns are usually not normally distributed and there is no perfect market integration—the case of most emerging markets.

The Case Objectives

1. Allow the student to reflect on the opportunities and threats that emerging markets inherently posses. Specifically, the "sole-bidder" privatization processes, the threat of presidential candidates expropriating the company if they reach office, the defiance of a recalcitrant but very influential economic elite, the negative response towards the privatization process from other socio-economic groups, and the risk of Luca’s highly leveraged position in $US.  Less specific risks are devaluation, currency exchange, and inflation risks.   These are business characteristics rarely seen on more developed countries.

2. Show the student the importance of a quantitative model to more accurately assess country risk. The case demonstrates that two very respectful institutions (Bain & Company and JP Morgan) have different perceptions of country risk, and therefore, have different discount rates for the same type of investment.  In addition, the student should realize that using a debt spread for calculating the country risk is inaccurate, since the spread would merely represent a debt factor and not an equity factor.  Moreover, the student should realize that Salomon Smith Barney avoided this discount rate discrepancy by using a multiple approach in their valuation.  This, as is presented below in point 4, is not the correct approach to resolving the discount rate inconsistency.  Hence, the case clearly shows that investors and advisors lack an objective methodology for measuring equity returns in emerging markets.  The lack of an appropriate methodology forces them to use the traditional CAPM plus a subjective country risk factor, or a simple multiples model using comparable companies which, in most cases, are not that comparable.  

3. Show the student a correct method for calculating the discount rate for a developing country with no equity markets.  Two discount rate calculations are presented in the case write up.  It is important that the student realize that there is an inconsistency in the calculation of country risk, and consequently in the calculation of a discount rate for Guatemala.  The student could use JP Morgan or Bain’s method for the calculation of the discount rate.  However, this will force the student to adjust his/her cash flow projections to account for devaluation and inflation risks, exchange rate volatility and controls, the nation’s economic viability, political and other expropriation risk, etc.  As it was mentioned above, debt spread is a debt factor, not an equity factor.  Hence, adjusting the CAPM by a debt spread will not accurately reflect the true risks of equity investment in an emerging market, and will force the student to adjust his/her cash flow projections.  However, adjusting the cash flows will only add additional subjectivity and error to the cash flow projections.  Hence, it is highly recommended that the student use Campbell R. Harvey’s International Cost of Capital and Risk Calculator (ICCRC). Hence, the student must be exposed in class to the ICCRC.  Specifically, student should understand how credit ratings translate into perceived risk and where country ratings come from.  In addition, the student should conclude that the credit rating used in the ICCRC may proxy for many of the fundamental risks that he/she came up with for question 1.

4. Show the student the complexities of a privatization transaction of this magnitude.  In particular, show the student accounting mechanisms that can be used to facilitate the transaction process.

5. Show the student that the use of market comparables can lead to different answers according to the ratios that are used. In particular some comparables indicate that LUCA underpaid for Telgua and others show that LUCA overpaid for it. This case will allow student to critically think which comparables they should use when trying to estimate the value of the company.  More importantly, the case should allow the student to conclude that in most cases comparable companies cannot be compared, since there are many country risk issues that make the comparability invalid.  

6. Finally, the case illustrates student how to apply financial analysis tools to perform valuation analysis. In particular, the student will be able to get familiar with sensitivity analysis and VaR tools. The case gives the student the opportunity to reflect on the importance of understanding the business (risks and opportunities) while doing the projection assumptions. These assumptions should reflect the outcome of a SWOT (Strengths, Weaknesses, Opportunities and Threats) analysis of the asset being valued. Hence, this case might trigger the need for the student to get more familiar with business strategy concepts.

From the Business to the Country Analysis

We suggest that this case be analyzed on two steps. First, the class can focus on projecting Telgua's cash flow. At this stage the student should focus on only analyzing the business-related characteristics of Telgua that will impact on it's cash flow. Student should consider all the potentials and risks particular to the company. 

Later, once the student arrived at a projected cash flow, the analysis will focus on the discount rate used to value Telgua. This discount rate should reflect the country risk premium on the cost of capital. 

We believe this structure is particularly useful because it allows the student to concentrate their efforts on different aspects of the case in a methodological way. First, they should analyze Telgua's business potential in Guatemala given the actual and expected conditions. Later, student should focus on Guatemala and it's risk premium on the global context. 

This methodology implies that all the business particular risks are contemplated on the projected cash flow and that the discounted rate should only reflect the risk-free rate plus the Guatemala's non diversifiable risk premium.

The transaction

As mentioned above, one of the purposes of this case is to let the student understand the intricacies of a privatization transaction.  When describing the transaction, the professor should focus on the real price paid by LUCA for 95% of the equity.  The $100 million exchange note and the later forgiveness by Telgua to LUCA should be the main point of discussion.  Students with experience in accounting will realize that the real price paid by LUCA was $600 million.  $700 million was the price announced by the buyer and seller.  

The following is a detailed analysis of the transaction process, detailing the difference of the actual price paid and the price announced to the public.

· Before the privatization Telgua issued a $120 million debt through Hamilton Bank.  This results in the recognition of a liability in Telgua's balance sheet.

· Telgua gave $100 million to its holding company, the Government of Guatemala.  This results in the recognition of a receivable in Telgua's balance sheet and the recognition of a liability in the Government’s balance sheet

· At the moment of the transaction, LUCA instead of paying $200 million cash, paid only $100 million cash, and gave the Guatemalan Government an exchange note to forgive the governments $100 million debt to Telgua.  This did not present any change in Telgua's balance sheet.  The only difference was that now, LUCA became responsible to cancel the $100 million credit receivable, and not the government.  The exchange note issue decreased the government debt in $100 million and increased LUCA's liabilities by the same amount.

· After the transaction Telgua (under the complete control of LUCA) forgave the $100 million debt to LUCA.  As a result, LUCA's debt remained at the same level before the exchange note was issued and Telgua's assets, as well as its equity, decreased in $100 million. 

· Because 5% of Telgua is owned by its workers, Telgua issued a $5 million stock dividends (5% of $100 million) at the moment of the forgiveness. 

The student must realize that the real price of the transaction was $600 million for 95% of Telgua's equity.  Hence, the students should understand that LUCA's return on investment has to be calculated assuming an investment of $100 million instead of $200 million

The second issue that  has to be discussed is the discrepancy between the price paid and the price announced. There is no one accurate answer to this question but the professor can link this issue with the political environment in Guatemala during the privatization.  As we mentioned before, there was a lot of opposition to the privatization process from the significant economic sectors and political parties. It was strongly argued that Telgua's price had to be higher than $700 million—they believed that $1 billion was a reasonable price for the largest company in Central America.  In this context, it is clear that both, the seller and the buyer preferred to announce a higher price to avoid more critique.  Moreover, presidential elections are to be held next October.  The current government did not want to become the target of the political opposition due to the “low price” of the transaction. LUCA, in fear of possible expropriation, also opted to announce a higher price to avoid the risk of expropriation. 

Another point that the professor can discuss with the students is the breakdown of LUCA's payment.  This was a highly leveraged acquisition with LUCA paying only $100 million cash at the moment of the deal.  LUCA’s debt servicing can have a significant impact on Telgua's cash flows.  The student should initially perform his DCF analysis considering only Telgua’s operating debt.  However, the student should consider LUCA’s cash flow requirements due to its highly leveraged situation.  LUCA is a holding company, its only assets are the shares of Telgua (the professor should recall that these shares are pledged until the $500 million debt is cancel).  At this point, it is clear that LUCA's cash requirement would probably affect Telgua's capital expenditures or expected growth.  The professor should raise the following question: How LUCA will get the funds to serve its $500 million debt?

There are many possible scenarios to address this question:

1. Telmex exercise its option to buy 49% of the shares

2. Initial public offer (IPO)

3. More debt (remember that LUCA is highly leveraged)

4. Dividends distribution from Telgua

5. Loan from Telgua

6. Sell of Telgua's assets

The objective of this case is not to discuss the different funding alternatives in detail, but the students should realize that alternatives 4, 5 & 6 would impact Telgua's future cash flows and expected growth projections.

Telgua's In Flows

A good place to start this valuation is trying to estimate the expected revenues from the company. Remember that we won't be considering "country specific" risks at this point so we won't try at this point to forecast "country specific" variables like inflation or any other such aspect. It is not that we are ignoring them, they will be considered at the time of evaluating the discount rate and will therefore end up having their impact on Telgua's value. 

To project the future revenues we need to look at two key factors: volume of sales and price per unit sold. On Telgua's case these two factors can be measured by the number of lines in service (LIS) and the revenues per line. For the projection of these two variables we recommend using a Value at Risk analysis. Student should estimate the distribution of the potential changes instead of finding a particular value for each year. With the distribution of the expected changes the student will be able to get familiar with the Value at Risk analysis and run a Monte Carlo simulation using a conventional tool like the CrystalBall(
 software. This simulation will estimate the distribution of the expected cash flows.

# of Lines in Service

Student should focus on finding the best approximation to the distribution that the growth in the number of LIS will have each year. They need to project a mean and standard deviation of the expected growth in the LIS for each period. The most indicative data that we have come from the Peru and Argentine privatization processes. Telefónica del Peru was privatized almost 5 years ago, while Telefónica de Argentina was privatized 9 years ago. The mean and standard deviation of the Peruvian experience can be a good proxy for the growth that Telgua will experience in the next five years. Both companies at the privatization moment have a big unmet demand and the teledencity levels are below of what is expected for their GDP per capita. For the last 5 years of projections we suggest using the distribution of the Argentine growth in the last 4 years. We expect the Guatemalan situation to be similar of the Argentine situation 4 years ago in terms of unmet demand and stabilization of the growth. Using the data from EXHIBIT 1 we can derive the following expected growth distribution:


Mean
STD

First 5 Years
23%
12%

Last 5 Years
12%
4%

Running a Monte Carlo simulation with these assumptions gives an estimation of the lines in service very similar to the number of lines estimated by J.P. Morgan. Both estimations end with a projected teledencity of 12 by the year 2009. 

Revenues per line

Having projected the number of LIS that Telgua can expect to have in the next 10 years the analysis should focus on estimating the amount of revenues that each line can generate. Again, what the student should be after when doing the analysis is the distribution of the potential variations per year. As we can see from EXHIBIT 2 tariffs in Guatemala are not in line with the regions tariffs. Past regional experience shows that a rebalancing of tariffs takes place before the deregulation of the monopolies. In this case the market is said to be deregulated. However, according to the Guatemalan regulation each international carrier should freely negotiate with Telgua. This regulation supports Telgua's monopoly and implies that no international carrier will be able to offer it's services in Guatemala without giving a good part of it's revenues to Telgua. JP Morgan based on this regulation assumes that there will be no decline in revenues per line. Based on the current political turmoil that Telgua is involved we believe that this situation is unsustainable. Therefore, we believe that a market deregulation will take place during the first 5 years of projections. 

But what kind of deregulation? Will it be sudden or gradual? We believe that because of the bargaining power that Telgua has with the Guatemalan government it will be able to negotiate a gradual process of deregulation. Peru's experience illustrates the effects of a sudden deregulation on the market, since we believe this will not be Telgua's case we opted to use the experience of Argentina. Argentina's Telco market during the past 5 years has been going through a deregulation process that gradually drives the market to a complete deregulated system. This situation we estimate best reflects Telgua’s projections for the first 5 years and so we suggest using Argentina's mean and standard deviation on revenues per line to project the changes that will occur in the first five years. 

For the second 5 years we used the mean and standard deviation projected by Salomon Smith Barney. These projections reflect a stable market with no big changes happening in any period. We believe this will be the case for the last 5 years of projections. After the deregulation takes place no big changes are expected. Based on the data from EXHIBIT 3 the suggested distribution on the changes in revenues per line is:

  
Mean
STD

First 5 Years
-5%
6%

Last 5 Years
-1%
4%

It is important at this stage of the analysis to let the student discover the importance that a good understanding of the market conditions and the companies positioning plays while doing the valuation. By now student should realize that to arrive to the companies value they have to make many assumptions. Most of these assumptions will derive from a SWOT analysis of the company. At this point student should recognize the importance of having a good business-strategy formation for doing a valuation.

Again, by running a Monte Carlo simulation, now based on both the LIS and revenues per LIS distributions, the student will be able to obtain the projected cash in flow for each period.

Final note on Revenues

In accordance to our expectations our projections for total revenues (# LIS x Revenues per LIS) are higher than the projections from Salomon (buyers advisers) and lower than JP Morgan revenue projections (sellers advisers). 
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This is the case on most valuation deals: sellers input their models with optimistic assumptions while buyers try to be as conservative as possible. Student should be aware of this situation and be able to critically assess the validity of the assumptions made by each of the parties involved.  By knowing the stakes that each party has at play when making their valuations the student might be able to know what tendency each party will try to project.

Up to this point only the basic telephony revenues have been analyzed. It is up to you to decide whether you want your student to apply the same methodology to project the revenues from the wireless services or not.  Since this business is not as relevant for the valuation of Telgua as the basic revenues we won't discuss on this teaching note the assumptions made to estimate it's revenues. EXHIBIT 4 shows a complete summary of this business.

Telgua's Out Flows

At this point of the DCF analysis the professor should focus the class attention to discuss which are the expenses that would affect Telgua's EBITDA the most.  Sensitivity analysis to analyze the impact of the different variables in the EBITDA can be very valuable.  The idea is to focus in the most relevant expenses in order to assess their growth assumptions accurately.  A Tornado® analysis can help the students identify the swing of the different variables after assessing an expected high, base and low values for each of them.  The following is a Tornado® analysis to see the impact of each variable in Telgua's total operating costs for the fiscal year 1999:  
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CAPEX

As we can see in the Tornado® analysis, depreciation and lines connections have a very important impact in Telgua's projected operating costs.  Both variables are related to the huge CAPEX committed by Telgua to supply the expected growth in the number of lines.  At this point of the analysis, the professor should analyze which is the expected cost in dollars per each new line install and the maintenance cost per each line in service.  Research about the CAPEX of other Latin American companies can be a very good proxy.  The professor should recall that economy of scales has to be taken into account in this analysis.  The following is a possible CAPEX schedule for the next 10 years:

CAPEX and expected depreciation































(In millions)
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009

















Initial Balance


457.8 
493.5 
524.6 
544.9 
548.2 
576.0 
610.8 
638.8 
671.8 
706.4 
731.4 
736.9 

















CAPEX
226.3
81.5 
78 
142 
153 
136 
124 
137 
134 
145 
152 
147 
128 
133 

















Depreciation 


42.5 
111.3 
132.6 
133.2 
96.0 
101.8 
106.5 
112.0 
117.7 
121.9 
122.8 
124.3 
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Final Balance


493.5 
524.6 
544.9 
548.2 
576.0 
610.8 
638.8 
671.8 
706.4 
731.4 
736.9 
745.9 

In our analysis we considered a CAPEX per new line of $800 and a CAPEX per maintenance of each line in service of $53.  We gathered information about other Latin American Telecom companies and the CAPEX range per new line was between $700 and $800, we decided to use $800 in order to be as conservative as possible in our DCF analysis.  We slightly decreased this amount per new line over the years to reflect the impact of economy of scales in the industry.  The financial advisors didn't breakdown the CAPEX in terms of new lines or lines in service.  They made the projections in terms of total CAPEX.  Taking into account the importance of this variable we decided to analyze the CAPEX in more detail. 

Allowance for doubtful accounts

Taking into account Telgua's aggressive line installation program during the first two years, we are expected an increase in the allowance for doubtful account of up to 5% of Telgua's sales during the years 1999 and 2000.  The reasoning for this assumption is that Telgua is going to reach lower income segments of the Guatemalan population with the associate risk of increasing payment defaults.  We estimated that the Allowance for doubtful accounts will be 4% of total sales in the year 2001 and then it will 3% for the rest of our projections.

Salaries

The reason why the salary line is not so important is because the huge lay off of 2,500 workers is included in another line for the Tornado® analysis.  As we mentioned in the case, Telgua's CEO was thinking in a big restructuring before the end of 1998.  The minimum real wage is not expected to increase in Guatemala in the short run, in 1998 the average yearly wage for Telgua was approximately $6,043.  We also assumed that Telgua will lay-off 10% of its workforce in the year 2000 and 5% in the year 2001. Afterwards, and because the increasing businesses, Telgua will increase its workforce by 2% per fiscal period.  In order to estimate the expected line per employee ratio, we used the Argentine experience as a benchmark.  Telefónica de Argentina was privatized 9 years ago and after firing 1,000 employees during 1999 is expected to reach 400 employees per line.  This is a very challenging benchmark but reasonably achievable after ten years of privatization.  So we are expected this ratio for Telgua for the year 2009.
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Other operating costs and Maintenance:

We are assuming an increase in both lines because of the impact of the lay off announced by the end of 1998.  Outsourcing activities will increase dramatically during the first following years.

Consulting, Financial and other Fees:

Fees in general are going to increase after the privatization.  Also, investment bankers fees due to debt issues or capital offering (IPO) will be considered in this line. 

Downsizing costs:

Guatemalan labor laws establish one salary month payment to each employee for each year at service in the company.  To estimate the probable impact of the restructuring process, we assumed an average annually wage of $6,043 and an average tenure of 15 years of service at the company.

Publicity and Promotion

Although the Guatemalan market is not yet completely open we estimated an increased in this type of expenses to reflect the increasing competition in a Telecom free market.

Management fee (Telmex)
This fee is related to the sales and EBITDA performance of Telgua.  The percentages to calculate them are mentioned in the case. 

Leverage

At this point of the analysis the professor should ask the students which is the best capital structure for Telgua for the next 10 years.  This isn't an easy question to answer because the students have to take into account not only the expected cash flow volatility but also LUCA's funding requirement to serve the Government debt.  Some students would try to fixed the leverage ratio over the ten years in order to apply a WACC as a discount rate.  This is a possible solution, but also a very simplistic one.  Assuming the same leverage ratio over a time frame period of ten years for a company with an incredible growth potential doesn't make much sense for us.  The professor can show the students other possible solution, for example, calculate a different WACC for each period or an APV method.  In order to assess the expected leverage over the next ten years we assumed a Debt/EBITDA ratio for each of the periods.  This is a very common leverage ratio used in the industry and the students can have the benchmarks of the other Latin American Telecom companies.  The tax income rate that we used was 25% and the interest rate was between the 10 to 12% range.  The professor should recommend the students performing sensitivity analysis to play with the expected outcomes of these two variables.  The following is the expected leverage and the interest payment we assumed for Telgua:

Target Leverage 















(In Millions) 
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009















Firm Value
858
863
881
926
1021
1132
1264
1427
1614
1822
2049
2288















Total Debt
257
304
399
502
566
577
655
610
678
742
737
770















Net Debt Incr/Dec
50
47
96
103
63
11
78
-45
68
63
-4
33















Total Debt/EBITDA
1.8
2
2
2
2
1.8
1.8
1.5
1.5
1.5
1.4
1.4















Leverage
29.9%
35.2%
45.3%
54.2%
55.4%
51.0%
51.8%
42.8%
42.0%
40.7%
36.0%
33.7%















Interest rate

10.0%
10.0%
10.0%
11.0%
11.0%
10.5%
10.2%
10.5%
10.5%
10.0%
10.0%















Interest Expenses
0.0
30.4
39.9
50.2
62.2
63.5
68.8
62.3
71.2
77.9
73.7
77.0















After tax Int. Exp.
0.0
20.0
26.4
33.2
41.1
41.9
45.4
41.1
47.0
51.4
48.7
50.8















Cost of Capital

As it was mentioned above (point 2 and 3, Case Objectives), the correct methodology for calculating the cost of capital in emerging markets is Campbell R. Harvey’s ICCRC.  The case uses this methodology and arrives at a cost of equity of 36.7% (See EXHIBIT 5 for discount rate calculation).  The projected cash flows to equity holders should be discounted at the discount rate generated by the ICCRC to arrive at an accurate valuation of the company’s equity. The student may react to this discount rate and claim that it is too high compared to the discount rates generated by JP Morgan’s and Bain’s methodology.  It must be made clear, however, that the ICCRC is a model providing good ex ante measures of risk which serve as an accurate proxy for the many risk factors that simultaneously affect Guatemala.  In addition, it should be made clear that all the country risk factors influencing investment returns in the country are all conveniently included in the discount rate generated by the ICCRC.  Hence, the student will not have to arbitrarily adjust the cash flow projections if he/she uses the ICCRC.   

Given that the ICCRC does not account for company specific or industry specific risk, minor adjustments to the discount rate could be made to account for companies that are more or less risky than the country.  Betas of comparable companies in other representative countries could be used to adjust the discount rate.  Beta adjustments, however, should remain within a 0.90 to 1.10 range.  

An additional concern may be the risk of the different cash flows within the company.  That is, different cash flows have different risks and should be discounted at different discount rates.  In our case, Telgua generates all of its revenues in the local currency, but its costs are both in the local currency and in $US.  Hence, revenue cash flows should be discounted at the local discount rate, and cost cash flows should be discounted using a blend of the local discount rate and a comparable US company discount rate.  Given that most companies in Guatemala have this cash flow characteristic, the ICCRC already reflects the blend of discount rates (i.e. the ICCRC reflects already reflects the cost of capital of the average firm in the country).

Conclusion

The valuation using the DCF method and a cost of equity capital from the ICCRC generates a total equity value of $560 million. The difference between this value and the actual price paid is mainly attributed to the difference in the cost of capital.  However, the difference in value is justifiable, since Telgua, being the largest company in Central America has a series of potential real options.  Specifically, Telgua has the muscle power to bid for other telephone companies in Central America as these get privatized.  This muscle power can also be used locally, since Telgua has not only the bargaining power, but also the cash to acquire other related companies in Guatemala.  Lastly, Ricardo Bueso’s plan to take the company public in the short term can significantly change the cash flow projections and the capital structure of the firm.

EXHIBIT 1
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EXHIBIT 2
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Relative prices between international calls and long distance calls will suffer a rebalancing to adjust to the region's standards.

EXHIBIT 3
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EXHIBIT 4
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EXHIBIT 5

Cost of Capital according to ICCRC

· Discount Rate = risk free + 0.944 – 0.177 Log(IICCR)

Institutional Investor’s Credit Rating
26.60

Risk free rate
5.22%

Risk premium
7.95%

Cost of Equity (ICCRC)
36.70%

· WACC calculation






Debt to Equity ratio
27.0%
40.0%
60.0%

Cost of Debt
10.5%
11.5%
12.5%

WACC
28.92%
25.47%
20.31%
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