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Capital Budgeting

Teletech Corporation, 2005

I Margaret Westen, Teletech Corpora-
Raider IMals Teletech tion’s CFO, leamned of Victor Yossarian’s
“Wake-Up Call Needed,” Says Investor letter late one evening in early Octo-
o ber 2005, Quickly, she organized a
Mew York——The reclusive bilfionaire Victor Yos- . - - o
. - R team of lawyers and finance staff to
sarian hag acquived a 1) percent stake in Teletech ‘
Corporation, a large regionul telecommumications assess the theeat. Maxwell Harper, the

firre, and has demanded two seats on the finn's
board of directors. The purchase was revealed
yesterday in a filing with the Sccurities and
Exchange Commission, amd separately in a letier
to Teletech's CBG. Maxwell Harper, "The firm is
misuging its resources and not eamning an ade-
quate return,” the letter said, “The company
should ahandon ts misguided entry into comput-
ers, and sell ity Products and Systems sepment.
Muanagement must focas on ereating value for
sharcholders ™ Teletech issued a brief statement
emphasizing the virtues of 4 link between com-

firm’s CEQ, scheduled a teleconfer-
ence meeting of the firm’s board of
directors for the following afternoon,
Harper and Weston agreed that before
the meeting they needed to fashion a
response to Yossarian's  asserlions
about the firm’s returns.

fronically, returns had been the
subject of debate within the firm’s cir-
cle of senior managers in  recent

months, A number of issues had been
raised about the hurdle rate used by the
Westh Siveer Daily News, October 152005 company when evaluating perferm-

ance and setting the firm’s annuval cap-

ital budget. As the company was expected o invest nearly 52 billion in capital prog-
ects in the coming year, gaining closure and consensus on those issues had become an
important priority for Weston. Now, Yossarian’s letter lent urgency to the discussion.
In the short run, Weston needed to respond to Yossarizn. In the long run, she
needed to assess the compeling viewpoints on Teletech’s returns, and she had o

puier lechnclogy and elecommunications.
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recommend new policies as necessary. What showld the hurdle rates be for Teletech’s
two business segments, telecommunications services and its newer products and sys-
temns unit? Was the products and systems segment really paying its way?

The Company

The Teletech Corporation, headguartered in Dallas, Texas, delined itsell as a “provider
of integrated information movenent and management.” The firm had two main busi-
ness segmenis: telecommunications services, which provided Jong-distance, local, and
cellnlar telephone service to business and residential customers, and the products and
systems segment, which engaged in the manufacture of computing and telecommuri-
cations equipment.

In 2004, telecommunications services had earned a return on capital (ROC)! of
9.10%:; products and systems had earned 11%. The firm’s current book value of net
assets was $16 biltion, consisting of $11.4 billion allocated to telecommunications serv-
jces, and $4.6 billion allocaed to products and systems. An internal analysis suggested
that telecommunications services accounted for 75% of the market vaiune (MV} of
Teletech, while products and systems accounted for 25%. Overall, it appeared that the
firm’s prospective ROC would be 9.58%. Top management applied a hurdle rate of
9.30% to all capital projects and in the evaluation of the performance of business units.

Over the past 12 months, Teletech’s shares bad not kept pace with the overall
stock market or with industry indexes for telephone, equipment. or computer stocks.
Securities analysts had remarked on the firm’s lackluster earnings growth, pointing
especially fo increasing competition in felecommunications, as well as disappointing
performance in the Products and Systems segment. A prominent commentator on TV
opined, “There’s no precedent for a hostile takeover in this sector, but, in the case of
Teletech. there is every reason to fry.”
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Telecommunications Services

The tetecommunications services segrent provided long-distance, local, and cellular
telephone service to more than 7 million customer lines throughout the Southwest and
Midwest. Revenues in this segment grew at an average rate of 3% during 2000-04.
In 2004, segment revenues, net operating profit after tax (NOPAT), and net assets were
$11 bitlion, $1.18 billion, and $11.4 billion, respectively.

Since the court-ordered breakup of the Bell System telephone monopoly in 1983,
Teleiech had coped with the gradual deregulation of its industry through aggressive:
expansion inte new services and geographical regions. Most recently, the firm had
been a leading bidder for cellular telephone operations and for licenses to offer per-
sonal commmunications services (PCSY. In addition, the firm had purchased a number
of telephone-operating companies through privatization auctions in Latin America.
Finally, the firm had invested aggressively in new technology~-primarily, digital
switches and optical-fiber cables—in an effort to enhance its service guality, All of
those strategic moves had been costly: the capital budget in this segment had varied
befween $1.5 billion and $2 hillion in each of the previous [0 years.

Unfortenately, profit margins in the telecommunications segment had been under
pressure Tor several years. Government regulators had been slow to provide rate relief
o Teletech for s capital investments. Other leading telecommunications providers
had expanded into Teletech’s geographical markets and invested in mew technology
and quality-enhancing assets, Teletech’s management noted that large cable-TV com-
panies had aggressively entered the telecommunications market and continued the
pressure on profit margins.

Nevertheless, Teletech was the dominant service provider in its geographical mar-
kets and product segments. Customer surveys revealted that the company was the
leader in product guality and customer satisfaction. Its management was confident that
the company coeuld command premium prices no matter how the industry might
evolve,

Products and Systems

Before 2000, telecommunications had been the company’s core business, supple-
mented by an equipment-manufacturing division that produced telecommunications
componenis. In 2000, the company acquired a leading computer-workstation mansa-
facturer with the goal of applying state-of-the-ari computing technology to the design
ol telecommunications equipment, The explosive growth in the microcomputer mar-
ket and the increased vsage of telephone lines to connect home- and office-based com-
puters with mainframes convinced Teletech’s management of the potential value of
marrying telecommunications equipment with computing iechnology, Using Teletech’s
capital base, borrowing ability, and distribution network to catapult growth, the prod-
ucts and systems segment mereased its sales by nearly 40% in 2004, This segment’s
2004 NOPAT and net assets were $480 million and $4.6 billion, respectively.

The products and systerns segment was acknowledged as a technology leader in
the industry, While this sccounted forits rapid growth and pricing power, maintenance
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of that leadership position required sizable investments in research and development
(R&D) and fixed assets. The rate of technological change was increasing, as witnessed
by sudden major write-offs by Teletech on products that. until recently, management
had thought were still competitive. Major computer manufacturers were entering the
telecommumications-equipment industry, Foreign manufacturers were proving 1o he
stiff competition for bidding on major supply contracts.

Focus on Value at Teletech

We will creare value by pursuing business activities that earm premium rates of rennm.

—-Teletech Carporation mission statement {excerpt)

Transiating Teletech’s mission statement into practice had been a chalienge for
Margaret Weston. First, it had been necessary to help managers of the segments and
business units understand what crearing value meant. Because the segments and
smaller business units did not issue securities in the capital markets, the only ohjective
measure of value was (he securities prices of the whole corporation—but the activi-
ties of any particular manager might not be significant enough to drive Teletech’s secu-
rities prices. Therefore, the company had adopted a measure of value creation for use
at the segment and business-unit level that would provide a proxy for the way investors
would view each unit’s performance. This measure, called economic profit, multiplied
the excess rate of refurn of the business unit by the capital it used:

Economic profit = (ROC — Hurdle rate} X Copital employed
Where:

NOPAT

ROC = Return on capital =
! Capital

NOPAT = Net operating profit after taxes

Each year, the segment and business-unit executives were evaluated based on eco-
nomic profit. This measure was an important consideration in strategic decisions about
capital allocation, manager promotion, and incentive compensation.

The second way in which the value-creation perspective influenced managers was
in the assessment of capital-investment proposals, For each investment, projected cash
flows were discounted to the present using the firny’s hurdle rate (o give a measure of
the net present value (NPV) of each project. A positive (or negative) NPV indicated
the amount by which the value of the firm would increase (or decrease) if the project
were undertaken. The following shows how the hurdie rate was used in the familiar
NPV equation:

0

i~ Initial investment
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Hurdle Rates

The hurdle rate used in the assessments of econcmic profit and NPV had been the
focus of considerable debate in recent months. This rate was based on an estimate of
Teletecl's weighted average cost of capital {(WACC). Management was completely
satisfied with the intellectual relevanee of a hurdie rate as an expression of the oppor-
tunity cost of money. The noticn that the WACC represented this opportunity cost had
been hotly debated within the company. and while its measurement had never been
considered wholly scientific, it was generally accepted.

Teletech was “split-rated” between A— and BBB+. An investment banker recently
suggested that, at those ratings, new debt funds might cost Teletech 5.88% (about 3.53%
after & 40% tax rate), With a beta of 1.15, the cost of equity might be about 10.95%.
At market-value weights of 22% for debt and 78% for equity, the resulting WACC would
be 9.30%. Exhibit 1 summarizes the calculation. The hurdle rate of 9.30% was applied
to all investment and performance-measurement analyses at the fir.

Arguments for Risk-Adjusted Hurdle Raies

How the rate should be used within the company in evaluating projects was another
point of debate. Given the differing natures of the two businesses and the risks each
one faced, differences of opinion arose at the segment level over the appropriateness
of measuring all projects against the cosporate hurdle rate of 9.30%. The chief advo-
cate for multiple rates was Rick Phillips, exccutive vice president of weleconmunica-
tions services, who presented his views as follows:

Each phase of our business is different. They swst compete differently and must draw on
capital differently. Given the historically stable nature of this industry, many telecommuni-
calions companies can false large quantities of capital from the debt markets, Tn operations
comparable to telecommunications services, 530% of the necessary capital is raised in the
debt markets af interest rates reflecting solid A quality, on average. This is better than
Teletech’s corporate bond rating of A—/BBRE+.

1 also have to believe that the cost of equity for telecommunications services is Jower
than it is for praducts and systems. Although the products and systems segment’s sales
egrowth and profitability have heen strong, its risks are high. Independent equipment manu-
facturers are financed with higher-vielding BB-rated debr and a greater proportion of equity.

In my book, the hurdle rate for products and systems should refiect those higher costs
of funds. Without the risk-adjusted system of hurdle rates. telecommunications services
will gradually starve for capital, while products and systems will be force-Ted—that’s be-
cause our returns are jess than the corporate hurdle rate, and theirs are greater. Telecommu-
nications services lowers the risk of the whole corporation, and should not be penalized.
Here’s a rough graph of what 1 think is going on {(Figare 11

Telecommunications services, which can earn 9.10% on capifal, is actuaily profitable
on & risk-adjusted busis, even though it is not profitable compared to the corporate hurdle
rate. The triangle shape on the drawing shows about where telecommunications services is
Tocated. My hunch is that the veverse is true for products and systems [P&S], which prom-
ises to earn 11.0% on capital. P&S is located on the graph near the little circle. In deciding
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FIGURE 1 | Rick Philiips's assessment of constant versus
risk-adjusted hurdie rates.
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how much to loan us, lenders will consider the composition of risks. If money flows into
safer mvestments, over tme the cost of their loans 1o us will decrease.

Our stockholders are equally as concerned with risk. 1T they perceive our husiness as
being more risky than other companies are, they will not pay as high a price for our earn-
ings. Perhaps this is why our price-to-earnings ratio 1s below the industry average most of
the time. It is not 2 guestion of whether we adjust for risk—we already do, informaliy. The
only question in my mind is whether we make those adjustments sysiematically or not.

While multiple hurdie rates may not reflect capital-structure changes on a day-to-day
basis, over time they will reflect progpects mrote realisticaliy. At the moment, as | under-
stand it, our real probiem is an inadequaie and very costly supply of equity funds. H we are
really rationing equity capital. then we should be striving for the best returns on equity for
the risk. Muliiple hurdle razes achieve that objective.

Implicit in Phillips’s argument, as Weston understood it, was the notion that if
each segment in the company had a different hurdle rate, the costs of the various Torms
of capital would remain the same. The mix of capital used. however, would change
in the cajculation. Low-risk operations would use leverage more extensively, while
the high-risk divisions would have htle to no debt funds. This lower-risk segment
would have a lower hordie rate.
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Opposition to Risk-Adjusted Hurdle Rates

While several others within Telelech supported Phillipss views, opposition was sirong
within the products and systems segment. Helen Buono, executive vice president of
products and systems, expressed her opinion as follows:

All money is green. Invesiors can’t know as much about our operations as we do. Fo them
the firm is a black box; they hire us to take care of what is inside the box, and judge as by
the dividends corming out of the box, We can’t say that one part of the box has & different
hurdle rate than another part of the box if our investors don’t think that way. Like 1 say, all
money is green: all investments at Teletech should be judged against one herdle rate.

Muliipie hurdle rates ure ilogical. Suppose that the hurdle rate for telecommunica-
tions services was much lower than the corporate-wide hurdie rate. If we undertook invest-
ments that met the segment hurdle rate, we would be destroying sharcholder value because
we weren't meeting the eorporate hurdle rate.

Qur job as managers should be to put our money where the returns aze best. A single
hurdle rate may deprive an under profitable division of investments in order to channel
more funds into a more profiteble division, but isa’t that the aim of the process? Our chal-
{enge wday is simple: we must earn the highest absolote rates of retwn that we can get.

In reality, we don’t finance each division separately. The corporation raises capital
based on its overall prospects and record, The diversification of the company probably
helps keep our capital costs down and enables us to borrow more in total than the sum of
the capabifitics of the divisions separasely. As a result, developing separate hurdle rates is
both varealistic and misleading. All our stockholders want is for us to invest our funds
wisely in order to increase the value of their stock. This bappens when we pick the most
promising projects, irespective of the source.

Margaret Weston's Concerns -

As Weston listened to these arguments, presented over the course of several months, she
became increasingly concerned about several related considerations. First, Teletech’s
corporate strategy had directed the company toward integrating the two segments. One
effect of using multiple hurdle rates would be to make justifying high-technology
rescarch and application proposals more difficult. as the required rate of return would
be increased. On the one hand, she thought, perhaps multiple hurdle rates were the eight
idea. but the notion that they should be based on capital costs rather than stiategic con-
siderations might be wrong. On the other hand, perhaps muitiple rates based on capita
costs should be used, but, in allocating funds, some gqualitative adjustment should be
made for unquantifiable strategic considerations. In Weston's mind, the theory was cer-
tainly not clear on how fo achiove strategic objectives when allocaling capital.

Second, using a single measure of the cost of money (the hurdle rate or discount
factor) made the NPV results consistent, at least in economic terms. If Teletech adopted
multiple rases for discounting cash flows, Weston was afraid that the NPV and eco-
nogmic-profit calculations would lose their meaning and comparability across business
segments. To her, a performance criterion had to be consistent and understandable, or
it would not be useful.
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In addition, Weston was concerned about the problem of atiributing capital strue-
tures to divisions. In the telecommunications services segment, a major new Switch-
ing station might be financed by mortgage bonds, In products and systems, however,
it was impossible for the division t borrow directly; indeed, any financing was only
feasible hecanse the corporation goaranteed the debt. Such projects were considered
highly risky——at best, perhaps, warranting only a minimal debt strocture. Also, Weston
considered the debt-capacity decision difficult enough for the corporation as a whole,
let alone for each division. Judgments could only be very crude.

In further discussions with others in the organization about the use of multiple
hurdie rates, Weston discovered two predominant themes, One argument held that
investment decisions should never be mixed with financing decisions. A firm should
first decide what its investments should be and then determine how to finance them
most efficiently, Adding leverage to a present-value caleulation would distort the
resulis. The use of multiple hurdie rates was simply a2 way of mixing financing with
investmernt analysis. This argument also held that & single rate made the risk decision
clear-cut. Management could simply adjust its standard (NPV or economic profit} as
the risks increased.

The contrasting line of reasaning noted that the WACC tended to represent an aver-
age market reaction to a mixture of risks. Lower-than-average-risk projects should
probably be accepted even when they did not meet the weighted-average criterion.
Higher-than-nommal-tisk projects should provide a return premium. While the multiple-
hurdie-rate system was a crude way to achieve this end, at least it was a step in the
right direction. Moreover, some argued that Teletech’s objective should be to maximize
return on equity funds, and because equity funds were and would remain a compara-
tively scarce resource, a multiple-rate system would tend o maxiniize returns to stock-
holders better than a single-rate system would.

To help resolve these issues, Weston asked her assistant, Berrard Ingles. 1o sum-
marize the scholarly thought regarding muitiple hardle rates. His memorandum is given
in Exhibit 2. She also requested that Ingles obtain samples of firms comparable with
the telecommumications services segment and the products and systems vnit that might
be used in deriving segment WACCs. A summary of the data is given in Exhibit 3.
Information on capital-market conditions in Qctober 2005 is given in Exhibit 4.

Conclusion

Weston could not realistically hope that all the issues before her would be resolved
in time to influence Victor Yossarian’s attack on management. But the attack did dic-
fate the need for an objective assessment of the performance of Teletech’s two
segments—the choice of hurdle rates would be very tmportant in the analysis. She
did want to institute a pragmatic system of appropriate hurdle rates (or one rate), how-
ever, that would facilitate judgments in the changing circumstances faced by Teletech.
What were the appropriate hurdle rates for the two segments? Was the products and
systems segment underperforming, as suggested by Yossarian? How should Teletech
respond to the raider?
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EXHIBIT 1 | Summary of the WACC Calculation for Teletech Corporation and Segment

Workshest
Telecommunications Products
Corporate . Services and Systems
MV asset waights 100% 75% 25%
Bond rating A—/BBB+ A BB
Pratax cost of debt 5.88% 5.74% T.47%
Tax rate 40% 40% 40%
After-tax cost of debt 3.53% 3.44% 4.48%
Equity beta 1.15
By 4.62%
B 10.12%
Bu—Ry 5.50%
Cost of equity 10.85%
Weight of debt 22.2%
Welght of equity 77.8%
WACC 9.30%

Data Source: Bloomberg LP, 8&P Research Insight, and case writer analysis,
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EXHIEIT 2 | Theoretical Ovarview of Muitiple Hurdie Rates

o Margaret Weston

From: Bermard Ingles

Subjest; Segment cost-of-capital theory
Date: October 2005

You requested an overview of the theories on muitiple hurdie rates. Without gatting into the minutiae, the theoe-
ties boll down to the following poinis:

1. The central idea is that required returns should be driven by risk, This is the dominar view in the field of
investment management, and is based on a mountain of theory and empirical research siretching over several
decades. The extension of this idea from investrent management to corporate decision making is, at teast in
theory, straightforward.

2. An underiying assumption is that the firm is transparent (i.e., that investors can see through the corporate
veil and evaluate the activities going on inside). No one believes firms are completely transparent, or that in-
vestors are perfecily informed. But financial accounting standards have evolved toward making the firm more-
transparent. And the invesiment community has grown tougher and sharper in #is analysis. Teletach now has
36 analysts publishing both reports and forecasts on the firm. The reality is that for big pubiicly held firms,
transparency is not a bad assumption.

3. Ancther undeslying assumption is that the value of the whole enterprise is simply the sum of its parts—this is
the concept of value additivity. We can define “parts” as either the business segments {on the left-hand side of
he balance sheet) or the layers of the capital struciure (on the right-hand side of the balance sheet}, Market
values have to balance.

MV ieteioon = (MY mecommanication services + M VPraducfe--l--Sysfams) w {MVgore + M Veauﬁy)

i those equalities did not hold, then a raider could come aleng and expicit the inequality by buying or seffing
the whoie and the parts. This is arbitrage. By buying and setling, the actions of the raider would drive the MVs
back into balance,

4. investment theory tells us that the only risk that matters is nondiversifiable risk, which is measured by beta.
Beta indicates the risk that an asset will add to a portfolio, Since we assume that an investor is diversified, we
also assuma she seeks a return for only the risk that she cannot shed, which is the nondiversifiable risk. The
important point hers is that the beta of a porifolio is equal 10 & weighted average of the betas of the portfolio
components. Extending this to the corporate environment, the asset beta for the firm will equal a weighted
average of the components of the firm—again, the components of the firm can be defined In terms of either
the right-hand side or the laft-hand side ¢f the balance shest.

ﬁ Telelech Assats ™ (WTeLSenc !@ Tt Sery T Wp w-SBP-i—-S) = (Wdebrﬁdsbr+ Wequity Beqw‘ry)

Where:
W = percentage weights based on market vaiues.

Bt servs Bre-g = Asset belas for business segmemnts.
Booe = 3 Tor the firm’s deb! securities.

Bequin = £ O firm’s common slock (given by Bloomberg, etc.)

-This is a very handy way to medet the risk of the firm, for it means that we can use the capital asset pricing
mode! to estimate the cost of capital for a segment {i.e., using segment asset betas), -

5. Given the foregoing, it follows that the weighted average of the various costs of capital (K) for the firm
{WACC, which is the theoretically correct hurdie rate, is simply a weighted average of segment WACCs:

WACCrpproen = { Wiy sere WACC py send) + { We, sSWACCH, g)
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EXHIBIT 2 | Theoretical Overview of Multiple Hurdie Rates {Continued)

Where:
w = percentage weights based on markel vaives.
WACC'H?!. Saru T (Wa‘ebt, Tal. Serv Ka‘ebf‘ Tei $ef'v.) s fWequiry Tél. Serv. Kaqw‘ry, Te!l. Scm)
WACCr, 5= (Wyer, pr s Kaoor, P+ 8} + {Wagoity Pr5 Koguing pe 5}

6. The notion in point number 5 may not hold exactly in practice. First, most of the components in the WACC for-
mulfa are estimated with some error. Second, because of taxes, information asymmetries, or other market im-
perfections, assets may not be priced strictly in line with the moedel—for 2 company like Teletech, it is reason-
able to assume that any mispricings are just temporary. Third, the simpie two-segment characterization
ignores a hidden third segment: the corporate treasusy dapariment that hedges and aims to finance the wholg
corporation optimally—ihis acts as a shock absorber for the financial policies of the segments. Modeling the
WACC of the corporate freasury department is quite difficult. Most companies assume that the impact of cor-
porate treasury is not very large, and simply assume it away. As a first cut, we could do this oo, although it is

an issue we should ravisit,
Conclusions
* In theory, the corporate WACC for Teletach is appropriate only for evaluating an asset having the same risk as
the whole company. It is not appropriate for assets having different risks than the whole company.
» Segment WACCs are computed similarly fo corporate WACCs.
+ In concept, the corporate WAGC is a weighted average of the segment WACCs. In practice, the weighted avar-
age concept may not hotd, due to imperiections in the market and/or estimafion errors.

« if we start computing segment WACCs, we must use the cost of debt, cost of equity, and the weights appropri-
ate fo that segment. We need a lot of information to do this correctly, or else we really need to stretch fo make

assumptions.




PRINTED BY: ben newberg <bnewberg@mercymavericks.edu>. Printing is for personal, private use onlty. No part of this book may be reproduced or transmitted without
publisher's prior permission. Vioiators will be prosecuted.

Teletech Corporation, 2005

254 Part Three  Estimating the Cost of Caphat

EXHIBIT 3 | Sampies of Comparable Firms

Book Val. MEkt. Val. Mid. Val.
2004 Equity Bond DebtTotal Price to Debt! ‘Debt  Price/

Company Name Revenues Beta HRating Capital Beok Capital :Equity Earnings
Teletech Corporation 16,000 @ 1.15 A-~/BBB+ 46% 3.0 22% 29% 12.9
Telacommunications Services industry
Alitsi Corp. 8,246  1.00 A 42.3% 2.4 23.2% 301% 15.4
AT&Y Corp. 30,537 110 BB+ 53.9% 20 36.6% 57.7% 2.4}
BellSouth Corp. 20,350 1.00 A 38.1% 2.1 22.9% 29.7% 16.7
Centurytel Corp. 2411 105 BBB+ 42.5% 1.3 57.0% 588% 13.3
Citizens Gommunications Co. 21983 1.00 BE-+ 78.1% 35 477% 91.1% €5.0
DT Corp. 2217 1.05 NA 2.5% 1.2 2.1% 2.1% {19.3)
SBC Communications Ing. 40,787 1.05 A 32.3% 19 200% 250% 18.6
Sptint Corp. 27428 1,15 A 50.8% 2.4 30.3% 43.4%  {43.1)
Verizon Communications Ine. 71,283 1.00 At 45.0% 28 241% 318% 12.5

Average 1.04 42.6% 215 27.1% 41.1% B8.65
Telecomimunications Equipment industry
Avaya Inc. 4057 135 BB 14.0% 35 4.4% 4.6% 18.3
Belden CDT Inc. 9668 145 MNA 19.6% 1.2 17.5% 21.3% 387
Commscope inc. 1,183 110 BB 36.9% 2.0 22.4% 28.9% 10.3
Coraing Inc. 3854 145 BBB- 41.8% 54 11.8% 134% {11.1)
Hairls Corp. 2518 105 BBB- 24.5% 2.7 10.7%  11.8% 21.9
Lucent Technologies inc. 8,046 175 B 108.8% (26.0) 30.1% 430% 6.0
Naortet Networks Corp. 9.828 1.75 NA 43.9% 3.0 20.7% 260% (51.8)
Ptantronics Ing, 560  1.20 NA 0.7% 4.2 0.2% 0.2% 17.0
Scientific-Atlanta ing, 1,708 145 NA 0.4% 2.6 0.1% 0.1% 20.7

Average 1.39 32.5% (015 13.1%  16.6% rires
Computer and Network Equipment Industry
EMC Corp. 8228 1.55 BBE 1.0% 2.9 0.4% 0.4% 34.3
Gateway Inc. 3650 1.35 NA 42 3% 55 11.8% 13.4% {4.2)
Hewlgtt-Packard Corp. 79,905 145 A— 12.7% 1.7 78% B85% 18.5
Int'l, Business Machines Corp. 96,293 110 At 27.1% 4.1 8.4%  9.1% 15.2
Lexmark Int'l. ing, 5314 115 NA 5.5% 4.2 1.4% 1.4% 18.5
NCR Corp. 5984 1.20 NA 13.7% 3.3 4.5% 4.8% 21.1
Seagate Technology 8,224 1.20 NA 33.0% 44 100% 1t1% 250
Storage Technology Corp. 2,224 115 NA 0.8% 24 0.3% 0.3% 18.2
Western Digital Corp. 3,647 1.80 NA 12.5% 4.8 289%  3.0% 18.7

Average 1.33 16.5% 370 53% 5.8% 17.81
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EXHIBIT 4 | Debt-Capitai-Market Conditions, October 2005
Cé)rpora:te Bond Yields U. 8. Treasury Securitiss
industrials
AAA 5.44% 3emonth 3.66%
AA 5.B51% 6-month 3.89%
A 5.74% 2-year 4.23%
3-year 4.23%
BBB §.23% 5-year 4.25%
BB 747% 10-year : 4.39%
B 8.00% 30-year 4.62%
Phones
A 8.17%
BBB 6.28%
Liilities
A 5.68%
BBB 5.09%

Data Source: Bloomberg LP.
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