Chile

Compania de Teléfonos de Chile

In April 1990, Claudio Garcia, the newly appointed senior executive vice president for
finance and administration for Compaiiia de Teléfonos de Chile (CTC), found the tele-
phone company in the middle of a challenging financial dilemma. CTC had embarked
upon an aggressive expansion program that required substantial capital resources. The
expansion program had been approved under Alan Bond, an Australian entrepreneur.
The plan included reducing substantially the time needed to install telephone service
and expanding capabilities to provide some of the latest high-tech capabilities that
telecommunications had to offer.

However, because of significant personal financial difficulties, Mr. Bond sold his
stake in the telephone company in April 1990. CTC was currently looking for new in-
vestors who could provide the necessary operating capital to continue its expansion. In
seeking these investors, CTC had several options, but all had their drawbacks.

CTC could try to raise money from the local stock market. However, there were
questions about whether there was sufficient capital in the market to finance fully
CTC’s needs. It could try to raise money from Chilean banks, but the small size of
these banks and the legal restrictions they faced in being exposed to any one credit risk
could prove problematic. Foreign commercial bankers had the necessary capital, but
they shied away from making investments in Latin America—a region in which they
faced massive loan write-offs from the debt crisis of the 1980s. Finally, CTC could also
try to raise equity overseas through the listing of American Depository Receipts
(ADRs), a step that likely would put its stock on the New York Stock Exchange. But
this alternative also presented some substantial hurdles.

These, and many other questions, preoccupied Sr. Garcia as he considered how
CTC’s management might relax the financial constraints retarding CTC’s growth.

The Country

In 1990, Chile was a country with a population of 12.9 million. Geographically, it was
a long, thin country bounded by the Pacific Ocean on its west and the Andes Moun-
tains along its east. These features made an extensive and reliable telephone network
essential to the promotion of commerce within the country.

Since 1973, Chile had been ruled by Augusto Pinochet, a military general who had
come to power in a coup over Salvador Allende, an elected Marxist leader who had ruled
since 1970. In 1989, Pinochet put his continued leadership to a vote in a plebiscite—a vote
that he lost. Though he promised an orderly transition of power, some observers questioned
his sincerity. His long years in power, his vast control of the government through civil ser-
vice appointments, and his complete dominance of the military forces made him a potent
political force. Many wondered whether, once officially out of power, Pinochet might not
continue to intervene in the governmental affairs of the country, or even stage another coup.

This case was prepared by Charles M. La Follette (MBA '92) under the supervision of Professors W. Carl
Kester of Harvard Business School (Boston, MA, USA) and Enrique Ostale of Universidad Adolfo Ibafiez
(Santiago, Chile).
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case 293-015.

211



212 Debt Policy and Long-Term Financing

The Chilean Economy

The Chilean economy was largely based upon raw materials. The country was the
world’s largest exporter of copper and its third-largest producer (see Exhibit 1). Unlike
its neighbors—Argentina, Bolivia, and Peru—Chile enjoyed a relatively stable econ-
omy. Inflation averaged 20.2% from 1984 to 1989.

Chile’s history of debt payment was good. Unlike most of the Latin American re-
gion, Chile had never accumulated interest arrears on its $18 billion debt. Neverthe-
less, its image suffered in the financial community from being associated with Latin
American economies in general. Throughout the 1980s, the total debt of Latin America
had increased 76.9%. Interest arrears of the region had boomed 22-fold since 1983 (see
Exhibit 2).

During the early 1980s, the debt-to-export ratio of the continent steadily increased
from approximately 2-to-1 to nearly 4-to-1 by 1986. To many in the world’s financial
centers, it seemed that the region would never be able to earn its way out of financial
distress. Exchange rates and other economic data for Chile are provided in Exhibit 3.
Economic data on selected other Latin American countries are provided in Exhibit 4.

Company Background

CTC'’s Privatization

By the late 1980s, Chile did not have a broad telecommunications network. In fact, the
country ranked only 12th out of 24 Latin American and Caribbean nations in the exten-
siveness of its telephone network (see Exhibit 5). Though it was a state-owned enter-
prise, CTC suffered from a mediocre record in servicing customer needs. Hundreds of
thousands of potential customers had been on the waiting list for service for several
years (see Exhibit 6).

In 1987 the government decided to address the country’s telecommunications prob-
lems by privatizing CTC. It put the firm up to bid on the stipulation that the winning
bidder would expand, modernize, and improve the telecommunications network, as
well as provide some initial financial security to employees who might be let go in a
reorganization.

Several firms made bids for the telephone network, including BellSouth, Bond
Company, Alcatel Althsom N.V,, Nippon Telegraph & Telephone Corp., Chase Manhat-
tan, and Communicaciones Chile. Several of the bidders offered distressed Chilean
debt securities as payment, seeking to perform a debt-for-equity swap for the company.
But in the end, Alan Bond’s firm won the day. Though lower in total value. Bond Com-
pany’s all-cash bid of $114.8 million for 151 million shares (approximately 35% of
total shares) of CTC was deemed more attractive than other, more creative financing
bid structures. Bond Company subsequently acquired more shares that raised its own-
ership of CTC’s stock to 49.5% by the end of 1988.

Bond Company immediately went to work on expanding the firm’s operations.
Soon after the acquisition, CTC embarked on an aggressive expansion mode to add
600,000 lines of service by the end of 1992. In addition, Bond Company’s manage-
ment began to implement a variety of other tactics that would further develop the
company and make it one of the most modern telephone networks in South America.
Among these goals were proposals to install a cellular service, implement new ser-
vices such as paging and mobile radiocommunications, develop a high-speed data
transmission network, advance towards full digitization of the network, improve the
network maintenance and replacement program, introduce new value-added services,
and operate a nationwide network of fiber optic and satellite transmission links.
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Initial Setbacks

Unfortunately, the expansion and modernization program soon hit substantial difficul-
ties. Many of these problems stemmed from the financial distress that began to afflict
the Bond empire soon after its acquisition of CTC. Investors spanning the spectrum
from American banks to local Chilean institutions began to shy away from CTC as an
investment vehicle. By the late 1980s, the Bond Company found itself increasingly
under pressure to sell substantial stakes in its holdings in order to meet debt obligations.

On April 11, 1990, Bond Company sold its stake of 365.5 million shares in CTC
(along with an option to buy an additional 9.1 million shares) to Telefonica de Espafia,
S.A., the Spanish telephone company, for $392 million. Nevertheless, even after Alan
Bond had sold his stake in CTC, investors continued for a while to associate the com-
pany with Bond’s difficult financial situation.

In addition, Claudio Garcia—who had joined the firm in September 1989—soon
learned that the development program might not meet its targets. In hiring an interna-
tional telephone operating company as an outside consultant in December 1989, CTC’s
administration acknowledged that substantial changes needed to be made in the man-
agement of the expansion plan.

Financial Concerns

In light of CTC’s pressing financial and operating problems, Telefénica chose to cut its
dividend. Both as a state-owned enterprise and under Bond’s ownership, CTC had paid
cash dividends in the amount of 100% of its net income. In 1990, CTC lowered its div-
idend to 80% of net income for the year. Within each fiscal year, CTC had historically
maintained a policy that required it to pay out 60% of each quarter’s earnings to the
shareholders through a dividend. (When paying out 100% of its earnings, the fraction
paid out each quarter was 75% of that quarter’s earnings.) This meant that it had a par-
ticularly large final dividend payout to make at the end of each year. Relevant financial
statements for CTC are provided in Exhibits 7 and 8. CTC’s dividend history is pro-
vided in Exhibit 9.

The lowered dividend did not solve all of CTC’s financial problems, however. The
company still faced an uphill struggle in sourcing capital externally to meet its substan-
tial capital expenditure budget. Following Telefonica’s takeover, this budget increased
as a consequence of the decision to extend CTC’s line expansion target to 1.7 million
by 1996 (see Exhibit 10 for capital expenditures projected through 1996). In particular,
there were well-voiced concerns at CTC about whether the company would be able to
raise substantial funds from its home country.

The Local Stock Market

The local Chilean stock market was thinly capitalized. At a market capitalization of
$11.6 billion as of March 31, 1990, the Chilean stock market was less than one third of
1% the size of the U.S. market, which had an estimated capitalization of $2.9 trillion.
Chile’s market was not even big by developing country standards. Its market ranked
only 11th among the world’s 32 developing country stock markets in market capitaliza-
tion (see Exhibit 11).

Chile’s stock market was open only between 10:30 am and 11:15 am, and again be-
tween 11:45 am and 12:30 pm each business day. Odd lots of stock were traded only
once a week by auction. Average daily trading in the market was only about $7-$8 mil-
lion. Analysts estimated that a large Chilean company could expect to raise only about
1% of the total market capitalization of the market in any new offering. Trading data
for CTC’s stock is provided in Exhibit 12.
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Chilean Banks

Commercial banks might also be constrained from providing CTC with the necessary
capital. Chile’s banking community was not particularly large. Only 3 of the world’s
1000 largest banks were based in Chile. Even by Latin American standards, Chile had a
small banking community—ranking fifth out of the nine largest bank centers in Latin
America in terms of total assets (see Exhibit 13).

Under Chilean law, commercial banks could lend up to 25% of their capital and re-
serves to a single company if the loans were adequately secured by tangible assets.
However, because covenants on CTC’s outstanding debentures prohibited it from pledg-
ing assets to secure new debt without the approval of a majority of the debenture hold-
ers, Chilean banks were constrained to lend no more than 5% of their total capital and
reserves to CTC. It was possible that CTC’s financial needs would quickly top this limit.

Chilean Pension Funds

One of the most rapidly growing domestic pools of capital in Chile was private pension
funds. However, regulations constrained the types of investments these funds could make.
Although CTC’s equity would normally have been an eligible investment for Chilean
pension funds, the funds were prevented from investing in any company in which a single
investor (other than the Chilean government) owned 45% of the stock or more. Thus, in
April 1990, CTC was not an eligible investment for private Chilean pension funds.

The Overseas Capital Markets

American depository receipts, or ADRs, represented a new potential option for raising
additional capital. ADRs are receipts traded in the United States that represent the
shares of foreign companies. They allow U.S. investors to invest in foreign markets
through securities denominated in dollars and traded on American exchanges. Though
the actual shares are deposited in a custodian bank located in the issuer’s home country,
the instruments have proven to be convenient and trustworthy.

ADRs grew in popularity throughout the 1980s as institutional investors sought to
diversify their portfolio risk across international boundaries. Their ADR holdings in-
creased substantially during this period. Since 1987, the annual ADR trading volume
on U.S. exchanges increased by an average of 23.8%, while trading of U.S. stocks grew
by only 4.2%. In 1989 foreign companies raised $2.5 billion in new equity through
ADRs. Exhibit 14 shows the growth of ADRs as a financial vehicle. Exhibit 15 shows
the major institutional purchasers of ADRs.

Several different ADR programs were available. They differed primarily in the degree
of financial reporting that a firm was willing to make to U.S. regulatory bodies. Level I
ADRs provided the simplest method of accessing the U.S. capital markets. Level 1
ADRs were unlisted and traded by dealers in the over-the-counter market; the foreign
company did not have to comply with U.S. generally accepted accounting principles
(GAAP) or full Securities and Exchange Commission (SEC) disclosure requirements. In
fact, Level I ADRs allowed non-U.S. companies to enjoy the benefits of a publicly
traded U.S. security without having to alter their current reporting procedures at all.!

To list securities on U.S. exchanges, foreign issuers had to use sponsored Level II or
Level III ADRs. Each level required different degrees of SEC registration and report-
ing, and adherence to U.S. GAAP? A brief summary of the different requirements by

'Private Placement 144a ADRs was another method for entering the U.S. equity markets. In private
placement ADRs, a private company could raise capital by placing ADRs with large institutional
investors, again without registering with the SEC. However, this rule was not expected to become
effective before June 1990.

2The Bank of New York, “American Depository Receipts and Privatizations,” 1991, p. 5.

EXHIBIT 1
Copper Production
and Export
(thousands of tons)

Source: Economist Pocket World
in Figures (London: Hutchinson
Business Books, 1990), p. 35.
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level is shown in Exhibit 16. Level III ADRs provided the most comprehensive (and
expensive) means of entering the U.S. equity markets. Level IIl ADRs required full re-
porting of corporate data on a quarterly basis according to U.S. GAAP. In effect, in
sponsoring a Level IIT ADR, foreign firms agreed to all of the reporting requirements
with which listed domestic U.S. firms must comply.

Raising funds by issuing ADRSs raised numerous problems for CTC. First, there was
the potential problem that significant quantities of CTC’s stock might flow back to the
home market during market downturns—thereby causing disruptions, even suspen-
sions, of trading in CTC stock on the Santiago Stock Exchange. Backflow could drive
the price of the stock down and could lead to lower valuations in future stock offerings
the company might pursue.

In addition, most ADRs came from companies domiciled in developed economies,
not from companies in Latin America (see Exhibit 17). The appetite of U.S. investors
for ADRs listed by a Latin American corporation had not been tested. Though there
had recently been stock offerings for foreign telecommunication companies like Tele-
fonica de Espafia; Hongkong Telecommunications, Ltd.; Cable & Wireless Public Ltd.,
Co. (a UK. company); and Telecom Corporation of New Zealand, Ltd., there might be
perceptions of differences between the political risk of those countries and a country
like Chile. In fact, there was no precedent to guide American institutional investors in
evaluating a Chilean company, for there were no Chilean companies listed on the New
York Stock Exchange.? In addition, given the recent questions about CTC’s develop-
ment program raised by an independent—and American—telephone company, there
were some concerns about whether CTC could withstand the scrutiny of skeptical ana-
lysts in road shows across the United States.

Finally, there were questions about whether CTC could satisfy the arduous reporting
requirements of a Level III ADR. Would it be worth paying for the increased adminis-
trative cost of fulfilling those reporting requirements? Where would it obtain the nec-
essary skills to satisfy these requirements?

There were no easy answers to any of these questions. Nevertheless, it was impera-
tive that Sr. Garcia devise a strategy to finance CTC’s ambitious program of investment
and growth, analyze the financing alternatives, and submit a plan soon to CTC’s board
of directors.

Top 5 Exporters, 1988

Top 5 Producers, 1988

3Also, there was no tax treaty in force between Chile and the United States. Chilean tax law provided
for a 35% withholding tax on dividends paid to foreign shareholders. The 10% corporate tax on
income from which dividends were paid was available to shareholders as a credit against the
withholding tax, but that credit increased the base on which the withholding tax was imposed

(thus, on CP 100 of dividends, foreign shareholders would pay a net withholding tax of
CP27.78=.35xCP111.11 -.10x CP 111.11).
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EXHIBIT 2

. Year Total Debt Interest Arrears
Total Latin American
Debt and Interest 110 8Osl M ErEENG b e e T M $242,535 $ 8
Arrears (millions 1983 ittt B R e S T 360,999 1,198
of dollars) 19 84 e IR R N e 377,531 3,108
, 1:9.8 Sertiuks it i Wl I L Mol T AR IR 389,974 2,463
Source: “External Debt of 11986 o e TR s 409,708 3,285
?,,Z ﬁ{]{og‘:[ﬁ ?g})’;‘e‘:lefgg(‘; 109 159 8y ek one i e dioiii il 445,122 8,393
(Washington, D.C.: The World 30 G T s e L LR 427,597 8,944
Bank, 1991), p. 142. 19890 anlc. OUREIGE AR L el 422,188 16,722
EXHIBIT 3
Chilean Peso Exchange Rates and Economic Indicators
Source: Central Bank of Chile.
Chilean Peso/U.S. $ Exchange Rate
Year Ended Year-End Average High Low
December 31 Rate Rate? Rate Rate
1985 iy smiminsiisasy nas 183.86 163.03 183.86 129.43
19865 Bl hnpme 204.73 194.15 204.73 185.70
1987w b o i 238.14 221.09 238.14 205.18
198 8ittsb i s el 247.20 245.48 248.24 240.90
11989 i s S e 297.37 297.34 297.37 245.84
1990 =L R iaetise 296.98b na na na
Note: na = Not available.
“The average rate is calculated on the basis of month-end exchange rates.
YEnd of March 1990.
Selected Macroeconomic Indicators
Item 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989
GDP growth? (%)............. 8.3 7.8 5.5 -14.1 -0.7 6.3 2.4 5.7 5.7 7.4 10.0
Increase in Consumer
Price Index (%) .....cceevveenns 38.9 31.2 9.5 20.7 23.1 23.0 26.4 17.4 21.5 12.7 21.40
Population (millions)®....... 10.9 11.1 11.3 11.3 11.7 11.9 12.1 12.3 12.5 12.7 12.90
Exports ($ millions) .......... 3,835 4,705 3,837 3,706 3,831 3.651 3,804 4,199 5,224 7,052 8,190.40
Imports ($ millions).......... 4,191 5,469 6,513 3,643 2,845 3,288 2,956 3,099 3,994 4,833
Current account surplus/
deficit ($ millions) ............ -1,189 -1,971 -4,733 -2,304 -1,117 -2,111 -1,329 -1,137 -808 -167 -740
Total external debt
($billions)iiinl 8.5 111 15.5 17.2 17.4 18.9 19.4 19.5 19.2 17.6 16.25
Debt service ratio
teiGRPS(V0) i i s i 7.41 7.78 7750 A2 0 e 10 S 230 2084 e 19203 8.95 6.82 5.75
Exchange rate
(pesos per $).....cccovvnnnan. 38.00 39.00 39.00 73.57 87.07 128.24 183.66 204.73 238.14 247.20  297.37
Unemployment rate (%) .. 13.6 10.4 11.3 19.6 14.8 13.9 12.0 8.8 7.9 8.3 5.30

*Adjusted for inflation.

bEstimated as of June of each year.

“Includes mandatory amortization and interest payments on medium- and long-term debt and interest on short-term debt.
dObserved exchange rate as of December 31 of each year.
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EXHIBIT 4 Comparison of Macroeconomic Indicators for Selected Latin American Countries

Source: International Financial Statistics (Washington D.C.: International Monetary Fund, April 1992).

Increase in Consumer Price Index
Argentinat:: il e S
Brazi[mide i rsine it ieui

Exports (§ millions)
Argentinarsmriias it v o
Braziliiiihs i it

Imports (§ millions)
Argentina. iz s e
Brazilies 0 vt i reni

Current Account Surplus/Deficit (3 millions)

Argentimay. i lnaiaiei s
Brazjlts i sl Be i

Total External Debt ($ millions)
Argentinaieaai STl e v
Brazilzie oo ot

GNP Growth (%)
Argentimaiiit it B el
Brazils o s i i e e

Population (millions)
Argentinarmis s s e e
Brazilf: cin i ol oo nhsro

1985

672.20%

226.90
24.00

163.40
11.40

25,639.0
3,551.6
2,978.5

$ 14,438.0

$ 49,148.7
106,472.8
14,237.4
14,136.9

$ 34,692.8

-4.50%
8.30
3.10
2.40
1.30

30.33
135.56
28.62
19.70
17.32

1986

90.00%

145.00
18.90
78.00
11.50

$ 6,852.2
22,349.0
5,101.6
2,530.6

$ 8,660.0

$  4,724.1
15,557.0
3,861.6
2,908.8

$ 8,504.0

$ (2,859)
(5,304)

383
(1,077)
$  (2,693)

$ 51.422.0
111,045.0
14,987.0
14,477.0

$ 33,839.0

5.60%
7.50
5.80
9.17
6.34

30.74
138.49
29.19
20.21
17.79

1987

131.58%

229.80
23.30
85.96
28.16

$ 6,360.2
26,224.0
4,642.6
2,660.8

$ 10,577.0

$ 5,817.8
16,581.0
4,321.9
3,562.3

$ 9,659.0

$ (4235)
(1,450)

336
(1,481)
$ @709

$ 58,324.0
121,174.0
15,663.0
15,373.0

$ 34,833.0

2.50%
3.60
5.40
8.26
4.51

31.14
141.45
29.73
20.73
18.27

1988 1989
342.73% 3,079.16%
670.42 1,309.19
26.10 25.65
666.16 3,398.50
29.46 84.27
$ 9,1348 $ 9,579.3
33,789.0 34,383.0
5,037.0 5,716.5
2,701.0 3,488.0
$ 10,239.0 $ 13,310.0
$ 53216 $ 4,203.2
16,055.0 20,016.0
5,001.8 5,004.1
3,348.0 2,749.2
$ 12,7260 $ 7,803.0
$ (1572 S @305
4,159 1,025
(216) (195)
(1,091) 324
$§ (4,302 na
$ 58,803.0 $ 63,314.0
113,469.0 115,096.0
16,434.0 16,013.0
16,493.0 16,827.0
$ 34,6840 $ 33,194.0
-2.50% -4.50%
0.00 3.31
4.10 3.40
-8.34 -11.65
6.11 -7.83
31.53 31.93
144.43 147.40
30.24 32.53
21.26 21.79
18.76 19.25

Note: na = Not available.
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EXHIB,IT 5 Argentimaric i ca it srs Sl 9.7 EXH“_BIT 7 1989 1988
Population per Bahamas .. ib el vt b 2.2 Cunsohidnrd Ealivice
Lelephuneitine Barbadostsemaniadi it tnn invis 343 Shicess (Adjusted for hact
i 1286 forLiatin BOlVvia o LR 41.4 general price-level Gt asct ;
American and e 113 changes and expressed Cash and cash eqt{lvalents ............................................. CP 29,782 CP 27,770
Caribbean Nations Eepl 155 in millions of constant Marketable securities...... e 7,829 5,377
(persons per line) B e 130 1990 Chilean pesos Account§ and notes receivable........cccccceeeiiiiiiiininiiienennn, 31,094 16,722
i 1 [CP], except number Inventoriesiman i i SR Gt nian fia s e i v 6,824 2,726
Source: Economist Pocket World @ostaiRicar s hurni a i Sl ) ; Ol R 743 1587
3 i ' ofshares)  OWNEIM .. ;)
'L;”uss'izzzé'go(;g"f:‘;‘;b‘::‘C?;SOH QUi 18.9 Totalicunrentiassets i sl i this st He i 76,272 54,182
b Rees By Ecliador-sfeiinfin s e o 27 .4 . , :
Source: Corporate documents. Property, plant, equipment, Net........cccccceeviieiiieiniiniiinennns 295,440 216,796
! SEREIEION covrcnmcobrteesmmmmmsancirs hh ‘ Otherascets M ol R SRl Sy 12,634 24,867
(U oo somnonanin st 40 Totaliassets -l o oi fin s ol sl i CP 384,346  CP 295,845
Gy anas e e et 23.0
Honduras:. @il b it 86.6 Liabilities and shareholder’s equity
Jamaical i s et et 205.0 Current liabilities
Mexico izt sttt sl e iany 10.4 Bankiborrowings s i s i il L e CP 11,232 CP 9,462
NethAntilles i e g 4.0 Current maturities of long-term debt.........c..ccccveeurnnnee. 10,570 78
Nicaragua s e sl st i i 63.4 Accounts payable and accrued .........cc.cocceievniiniieieniiennn. 46,012 28,029
Panamamisi st e s o 9.4 Biie tolENTEbsiiot e iiaun il Sl i i 3,546 —
Rafaguayr sx sl fais saiss or 41.1 OtherZaisndianiiinaaiot Dl i s 3,481 159
Peru s imuini e s 32.8 Total current liabilities..........ccoveiiiiiiniiiiiiiiiieensiiena, 74,841 37,728
Trinidad and Tobago....................... 11.0 Long-term liabilities
U gUayAts st s A s 7.6 Long:termidebiisriie e e A i e 80,710 50,526
Venezllelamsis it s ity 11.3 Accrued severance iNdem.....c..cveeecevreeeerieeeeeiinieeeineeeen 4,971 5,142
Deferrediineome taxes: . e i, — 156
Total long-term liabilities ......c..cccceeiiniiiniiiiiieniiiinnnnne 85,681 55,824
Shareholders’ equity
ComMOon:StockAr e Wil e et NI B B0n 01 Staa oS 200,560 195,694
Retainediearmings A is v Sude el o5 e et 23,264 6,599
Total shareholders’ equity ..........cccoccoiiiiinniiiinn 223,824 202,293
EXHIBIT 6 December 31 Total liabilities and shareholders’ equity ..........cccoceveninne. CP 384,346 CP 295,845
CTC’s Lines :
in Service 1986 1987 1988 1989 19907
and Waiting List Number of telephones ................. 749,110 770,199 820,260 894,824 1,096,056
St e Telephones per 100 inhabitants ... 6.6 6.7 7.0 7.4 8.9
Number of lines installed.............. 584,829 614,884 634,327 799,917 1,018,568
Lines in Service ......ccccveeeieeancennnne. 527,789 548,359 591,565 645,863 811,811
Applications pending .........c......... 219,265 230,452 236,349 283,919 307,843
Digitalization (%)° ........ccccccveeunne 36.8 36.0 37.9 51.1 64.0
Automation (%0)C......ccceverveverrannnen. 96.1 98.0 98.5 99.3 99.6
Local calls (millions)de................. 1,095 1,146 1,231 1,341 1,524
Local calls per line in servicesf ...... 2,667 2,686 2,778 2,610 2,587
“Estimated.

bPercentage of lines installed and connected to digital exchanges.

cPercentage of lines installed and connected to automatic exchanges.

dDoes not include calls made under CTC’s “flat fee” charge system, or calls made from public telephones.

¢Reflects information for the period ending the date indicated.

fLines in service do not include lines that provide service on the “flat fee” charge system or that provide service from public telephones.
Totals were calculated for each year on the basis of the monthly average of the number of lines in service during each year.
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EXHIBIT 8
Consolidated
Statements of Income
(adjusted for general
price-level changes Other. 10

Operating revenues
Tariffiregulatediservicesii i s B S i i

and expressed in Total operating reVenUes............eeeviieeetiasiieeniiinieeeins

millions of constant Operating costs and expense

1990 Chilean pesos Oper. salariesrandirelatediii i S A L L aannE

[CP], except number Depreciation and amort..........c.cccccveiiiiiinciiiinenieenne.
@ost of ENITEL senvicesi s & i sy it e Uty |

of shares)

Other operating costs .......

Source: Corporate documents.

Admin. and
Total ope

selling costs
rating costs and expenses ..........c.cccooveevennins

@peratinglincome i sl i s s

Other income

(expenses)

Interestiincomess sl e sonnamiia St il e

Net interest

Purchasing power gain®

expense?....

Total other iNCOME, NEL .....ccvviiviiiiiiiiieiiriiinienneirnsannennnes
Income before iNCOmMe tax......ccceeeieeeeeeeeiiiieiieee e,

Income tax¢

1988 1989
CP 68,498 CP 82,676
13,342 20,859
81,840 103,535
16,770 18,101
12,088 13,868
199 975
11,339 16,031
9,836 11,371
50,232 60,346
31,608 43,189
1,651 4,967
(3,961) (2,226)
5,517 7,098
(7,013) (10,042)
(3,806) (203)
27,802 42,986
1,479 (298)
1317 (3,322)

CP 25,006 CP 46,606

aCapitalized interest expense was CP 5,081 million in 1989 and CP 1,656 million in 1988, which gave rise to total (i,e., capitalized and
noncapitalized) interest expense of CP 7,307 million and CP 5,617 million in 1989 and 1988, respectively.
bPurchasing power gains are noncash sources of earnings that reflect the effect of Chilean inflation on the monetary liabilities owed by
CTC during each year, net of the loss resulting from the effect of inflation on monetary assets held.

°On January 14, 1989, the Chilean income tax was substantially changed. Among other changes, corporations were not subject to income

tax beginning on January 1, 1989. Income taxes were payable by the shareholders on dividends received. In light of this change, the net

liability for deferred taxes shown on the balance sheet as of December 31, 1988, was credited to income in 1989.

Subsequent Chilean legislation passed in the first half of 1990 introduced a corporate tax rate of 10% on income earned after January 1,
1990, with an increase in the rate to 15% for 1991, 1992, and 1993, and a decrease to 10% for the years 1994 and beyond.

EXHIBIT 9

CTC’s Cash Dividend
History? (Chilean
pesos per share)

Source: Public documents.

Interim

Finalb

25.56
16.75
9.06

Total

3593
42.70
54.92
55.08

aChilean pesos are reflected at historical values, not at constant 1990 purchasing power values.
bThe final dividend for each year is declared (and hence accrued) in April of each subsequent year.

EXHIBIT 10

CTC’s Actual and
Projected Capital
Expenditures (millions
of Chilean pesos)

Source: Corporate documents.

EXHIBIT 11
World Stock
Exchanges: Market
Capitalization of
Emerging Markets
(millions of dollars)

Source: Economist Book
of Vital World Statistics
(London: Random Century
House, 1991), p. 146.
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Actual
1988 1989

For tariff-requlated services.......... i i CP 41,719 CP 79,325
For services not currently subject to tariff regulation............. 4,377 11,520
For new services requiring new CONCESSIONS........c.ceeeuereunienn. 6,422

Total:fiiriivaniaisin G e e CP 46,096 CP 97,267

Projected
1990 1991 1992 1993-1996

For tariff-regulated services.......... CP 100,602 CP 95,042 CP 77,458 CP 243,735
For services not currently
subject to tariff regulation ........... 4,963 4,380 3,413 10,880
For new services requiring
new concessions 15,187 15,441 8,468 14,658

ifotalyis et bi s CP 120,752 CP 114,863 CP 89,339 CP 269,273

1989

Argentina t SnE e $ 4225
Bangladesh i atls St om0 476
Brazil s Xzt aidiini e o il 44,368
Chile 2 9,587
Cote D’lvaire.... 437
Colombia.........
Egyptasdiiniianaiiloiig,
Greece
Indiat tigue
Indonesia
Jamaica

Jordansivir e A e
Kenya-=uireniisnesmie e i
South Korea..
Kuwail sasiisim el
Malaysiatii s el L
MeXiGo rini s b
Moroecor = o=t uits sttt o
Nigeria
Pakistane =i - i emian s s
Philippines:aic Al e oo
Portugal
Sri Lanka

Uruguay........
Venezuela
Zimbabwe i i
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EXH_IBIT 12 Per Share (CP)P Average Daily Number
Tradinadata High Low of Shares Traded (000s)<
for CTC’s Stock®
1989
Source: Public documents. Firstiquarteniii. ... iiaiin. ... 188 149.5 135
Second quarter .. ... 207 172.5 342
Tihifd iquanten it e ine 206 173.75 202
Fourthiguianter: i toii il b 200 169 383
1990
EirstqUiartepaelissiatiiianiniy o 255 190 467

EXHIBIT 13
Banking in Latin
America

“Reported figures are for Series A shares only. CTC’s capital is represented by no-par-value shares divided into two series (Series A
and B). The rights of both series of shares are identical, except that the Series A shareholders as a class appoint six directors and the
Series B shareholders as a class appoint one director. On December 31, 1989, there were 634,527,896 Series A shares issued and
outstanding, and 67,552,376 Series B shares issued and outstanding.

bChilean pesos are reflected at historical values; not at constant 1990 purchasing power values.

¢Series A shares are traded principally on the Bolsa de Comercio de Santiago (the Santiago Stock Exchange). The shares are also listed

on the Bolsa de Comercia do Valparaiso (the Valparaiso Stock Exchange) and are tradeable in a nascent electronic over-the-counter

trading system. However, the Santiago Stock Exchange accounts for approximately 95% of the trading volume of CTC’s shares in Chile.

Number of Banks
in Top 1,000

Total Capital
($ millions)

"Ili"f)(p'-l:gtli-[u;lifnal Arpount
Holders of ADRs (Hmillins)
(July 1989) CIGNA s e in s Fa e iy $980
Delaware Management ...........c.cceeouveenn 738
Source: nvestment Dealers’ FMR............ Tk : 522
B R0 108 Manufacturers International................... 501
Capital Guardian ...........cccceeeecieniiieiene 413
Wellingtont i dan g ot e 386
California Public Management............... 369
INVESEO ot st piiia o de e 239
Alliance Capital.. 232
IDS Financial............... 227
American Capital ....... ek i O e 206
LazardEreresi  sseadimm i tin (s 198
JPEMoerganiet s el s 198
Scudder, Stevens............. erey EE 5 197
Dreman Vallte s i fosni it e iibans, 182
Merrill Lynch Asset Management : 181
Templeton: i i i i 169
Pioneering Management ....................... 167
Newbold’s Asset Management .......... 143
Rosenberg Institute......c...ccovceveeieeiennee. 143

EXHIBIT 16 Comparison of ADR Facilities
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Sources: The Bank of New York, “American Depository Receipts and Privatizations,” 1991; and J. P. Morgan, “American Depository Receipts for Chilean Companies:

Benefitting from the U.S. Capital Markets,” unpublished presentation materials.

Type of Program Registration Disclosure
Requirements? Requirements
Unsponsorede .......... Form F-6 None

................................ Rule 12g3-2(b) None
Private placement .... Rule 12g3-2(b)  Eurostyle

Sponsored
lrevelile o faanniis Form F-6 None
Rule 12g3-2 (b) None
Levelill..oviiiiii. Form F-6 None
20-F Detailed
Level Il F-1 Rigorous
20-F Detailed

Type of U.S.
Equity Offering®

Rule 144A private
placement
Rule 144A private
placement

Rule 144A private
placement

Rule 144A private
placement

Public offering

Listing
Possibilities
OTC/pinks
Bulletin board
Various

OTC/pinks
Bulletin board

NYSE
AMEX
NASDAQ
NYSE
AMEX
NASDAQ

Typical Cost
to Company

None

None
$100,000 to
$300,000

$5,000 to
$20,000

$200,000 to
$400,000

$400,000 to
$800,000

#The Securities Act of 1933 requires public securities to be registered with the Securities and Exchange Commission (SEC). Filing a Form F-6 registration statement complies

Argentinajiss s GRS S e el B 7 $ 3,159
S;?ll{ljccli 500'[“;';”‘5" Book Brazil invas s i A USRS baisava et B B aon 17 10,914
of Vital World Statistics
(.Londont Random Century 3 878
House, 1991), p. 148. 1 94
5 2,226
1 89
1 170
Uruguay.......oeeeii il s e e 1 822
Venezuela 5 934
EXHIBIT 14 Selected Data on ADR Programs
Source: Philip Maher, “ADR Market Continued Growth in 1990, Riding Global Trend,” Investment Dealers’ Digest, February 1991, p. 12.
1983 1984 1985 1986 1987 1988 1989
Total number of ADR programs..........cccceeeueeneee. 585 625 683 700 754 782 804
Number of ADR offerings .............. 0 9 2 8 19 8 20
Total capital raised with ADRs ($ millions) ......... 617 608 28 696 4,586 1,275 2,614

with this requirement without substantial disclosure of information. Form F-1 requires financial information that is less than six months old and conforms to U.S. GAAP.

The Securities Exchange Act of 1934 requires companies listed on a major exchange to make regular filings of interim and annual reports to the SEC. A 20-F report requires
detailed disclosure by foreign companies equivalent to a 10K report by domestic U.S. companies. Rule 12g3-2(b) of the 1934 Act permits exemption from such detailed

disclosure by allowing foreign companies to file, on an ongoing basis, only that information that it is required to disclose in its country of domicile or that it distributes to any
security holders outside the United States.
bRule 144A permits restricted or nonpublic securities issued by foreign investors to be placed and traded privately among large, sophisticated institutional investors.
“No unsponsored programs have been initiated since 1983.
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EXHIBIT 17

ADR Programs

by Country of Origin
(July 1989)

Source: Investment Dealers’
Digest, October 16, 1989.

Percentage of Total ADR Programs by Country

Dividend Policy at FPL Group, Inc. (A)

Number Percentage
XS;tt«:;igln?dom 1% ;3'8% In tl}e late afternoon of Thursday, May 5, 1994, Kate Stark, the electric utilities analyst
Japan. et SRR L Y 144 16.8 at First Bty Sechrities Corparation; recelyed, afl investmentiglert on one of the com-
SouthiAfmicaz fisii in il o it 91 10.6 Datiles Sh? followed. According t‘? the report, Mer?lll ?}’n‘:h’s utilities analyst was
Hong Kong 30 35 downgrading FPL Group, Inc., Florida’s largest electric utility. The report began:
France ..........coeeen. 24 2.8 We are [lowering] the investment rating for FPL Group . . . due to our expectation that the
Germany ....ooceeenennnes 24 2.8 Directors will choose not to raise the annual dividend from $2.48 at [the annual meeting on]
Netherlandsisisa s il o s su Gl sl siiadios 21 2.5 Monday, May 9’ FPL’s shareholders face the pOSSlbllll’y that the dividend is not entirely
20 2.3 secure, as we believe FPL may seriously review its dividend policy at this time. . . .
%; %%0/ Management has suggested that it feels that its dividend payout is inappropriately high (in
il excess of 90% in 1993) given the increasing risks facing the industry. . . . When asked
specifically what might be done about the high dividend payout levels, management
suggested that there are two ways to address high payout levels: 1) a company can grow out
of a high payout; 2) a company can cut its dividend . . . we expect the company to keep the
Number Percentage dividend at the $2.48/share level through 1997.!
United Kingdom.........cooocvveniniiiiiiiinn 148 38.3% Although this analyst was predicting the dividend would not change, this was the first
Australia 80 20.7 time Stark had seen one of her peers suggest the possibility of a dividend cut. Only three
JAPAN oo 19 4.9 weeks earlier, Stark herself had issued a report on FPL Group with a “hold” recommen-
'F\lrztnhczr lands """""""""""""""""""""" 12 ;’:Z Flation ba.sed. on the assumption that FPL would keep its dividend at $2.48 per share or
Ss dEI:l """"""""" 13 3: i increase it slightly. What concerned her, however, was the fact that FPLs stock price had
12 31 fallen by more than 6% that day. While she could not be sure the drop was related to the
11 29 report, she wondered what, if anything, she should say to her clients regarding FPLs
8 2.1 stock and whether she should issue an updated report.
63 163
aee s Electric Utility Industry

One can trace the history of the U.S. electric utility industry back to Thomas Edison’s
invention of the incandescent lamp in 1878. Electricity quickly became an important
part of everyday life because of the ease with which it could be transported from one
place to another and converted into other useful forms (mechanical power, light, etc.).
Electricity—the flow of electrons—is created by forcing steam or water through a tur-
bine lined with electromagnets, which induces electron movement. Once produced,
electricity is transmitted through power lines and distributed to end users.

The concept of a public utility developed in the late nineteenth century to refer to a mo-
nopoly supplier of a “vital public service.” The vital public service in this case was the
generation, transmission, and distribution of electricity. In exchange for the monopoly
right to supply electricity, power companies agreed to let government agencies regulate
their prices and returns. By 1930, virtually every state had established a regulatory agency.
In Florida, the Florida Public Service Commission not only regulated rates, returns, and
capacity planning but also determined what nonutility businesses a utility could enter.

1Sanford Cohen and Daniel Ford, “FPL Group: Dividend Policy Review; Lowered Opinion,” Merrill
Lynch & Co., May 5, 1994, pp.1, 3.

This case was prepared by Research Associate Craig F. Schreiber under the supervision of Professor
Benjamin C. Esty. This case was prepared solely on the basis of public information without the
participation of FPL Group, Inc. .
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