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T allconsolidated and unconsolidated subsidiaries that maximizes sk
We can employ Equation 14.11 to compute the dollar cost of Alpha's euro loan
as follows:

14.5 ESTABLISHING A WORLDWIDE CAPITAL STR!

EXHIBIT 14.1 + SOVEREIGN RISK SPREADS AND THE DOLLAR
SELECTED DEVELOPING COUNTRIES
0.07(1-0.0230)~0.0230 = 4.54% P
Taxes complicat the calculation of various loan costs, Suppose Alphas eflectve ax e Gonnitry T
Uhe {5 40 percent. Then the afier-tax cost of paying the €700,000 in interest is €700,000 X ( ‘— i e - =
lanolBor= 0.40), or €420,000. This figure translates into an afier-tax interest expense of 4.2 percent. In o = s
0888 diE 1o terms, the costs even lower. Specificall; the net dollar cost of the loan equals the dol- 1 e = !
S Jar cost of repaying the loan minus the dollar-equivalent value of the borrowed funds. Given Fithen 2 i
that Alpha borrowed €10 million, the after-tax cost of repaying the principal plus interest is ;
€10,420,000.11 At the end-of-year exchange rate, this amount translates into $8,857,000. The 514 5.00%
‘met after-tax dollar cost of Alphas loan then is $157,000 based on the difference between the 1 Mexico 507 5.90%
$8.7 million value ofits loan initially and the dollar cost of repaying the loan. This after-iax 1] Brazil 610 5.90%
cost translates into an effective dollar interest rate of 1.80 percent ($157,000/58,700,000). B Moroceo 700 5.90%
In general, the alter-tax dollar cost of borrowing in the local currency for a foreign T S Corn
affliate equals the after-tax interest expense plus the change in the exchange rate, or

765 5.90%
Venezuela 811 5.90%.

Nigeria 1,087 5.90%
: : Ecuador 113 5.90%
wheret, s the affliate’s marginal tax rate. The first term in Equation 14.12 s the after-tax

Bl
dollar interest cost paid at year end after an LC currency change of c; the second is the S Ll 590%

Treasury
Bond Rate

5.90%

Panama

Russia
After-tax dollar cost of LC loan = Interest cost + Exchange rate change

=n1+90-t)+c 14.12)

Source: Donald R. Lessard, “Incorporating Country Risk in the

Tl borowed €10 millen s must repy €107 milion. Givethe o deducabily o the erst expense, the s o - Projects,” Journal of Applied C Fi

L e | sl o i
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of the local market will be less when measured against the global portfolio than when
measured against the domestic portfolio. Other things being equal, the use of a global
GAPM means a lower cost of capital [or this company.

Another benefit of globally integrated markets is that investors are able o reduce
some of the risk that they would otherwise have to bear in a segmented market. In par-.
ticular, by diversifying across nations whose economic cycles are not perfectly in phase,
4 globally diversified portfolio will be less isky than a purely domestic portfolio. The rea.
son s thatrisk which is systematic in the context of the U.S. economy may be unsystem.
#tc in the context of the global economy. For example, an oil price shock that hurts the
US, economy helps the cconomies of oilexporting nations, and vice versa. Thus,just as
movements in dierent stocks pardally offset one another in an all-US. portfolio, 50 also
do movements in U.S. and non-U.S. stock portiolios cancel each other out somewhat

The lower risk of a globally diversifed porfolo translates into a lower isk premiom
ifmarkets ar globally integrated. To understand this resul, consider  segmented national
i e | ikt in which domestic cecuriies con ‘only be held by local investors and local investors
o cannotbuy forign ssts. Thes investors il ber mor ik hap i hey wer e inves
e internationally Hence, they wil demand a higher rae of return for holding domestic secu-

ritlesthan would  globally diversified nvestor who ca divrsily sway the county-specii
ek Once the domestic marketsintegrate nto s glbal market, he purly dometic il
on local stocks will be diversified away in the global portolio, With investors holding
omestic stocks now bearing les risk, they will demand a lawer risk premium.

The lower risk premium can be seen by recognizing that if the global CAPM
ihe market s preniom for the dometic market porfolo will qua he domestic
ketbew relative to the global market portfolio, B, multiplicd by the globa! =
it Given that By ill usally be e thas 1 ind hat the lobal marke sk premis
will be less than the domestic risk premium, the product of the two will also be smaller

@. USTRATION How Globalizaiion Affected Nesilét Cost of Capital
L

Giobally iegraied

olds,

A striking example of the impact o ion on the cost of capital is provided by the
November 1988 decision of Nestlé, the giant Swiss foods conglomerate, to climinate
restrictions on [oreign ownership of ts shares.3 Unil that point, Nestlé had two classes of
shares that differed only in who could own them. Bearer shares were available to bo
and foreign investors, whereas registered shares could be owned only by Swiss invest
Despite the fact that these shares had identical voting
were worth only about half as much as bearer shares. Once the restrictions on foreig
€rship of registered shares were lited,the price o registered shars rose by over 36 percent
while the price of bearer shares fell by about 25 percent. Overall, the market value of
Nestles equity rose by 10 percent. The explanations for these changes ar strai
Once the restrictions on registered sha
these shares to foreigners. As the ify their port
lower risk premium for holding the remaining registered shares, The
will rise as their future cash flows are less heavily discounted
‘With respect t0 bearer shares, the lifting of r
the supply of Nestlé shares available to foreign investors rose. With the
exceeding the demand for these shares at the then existing price, the

o

nd dividend rights, egistered shares

were lifted, the Swiss could

tered shares meant that

pply o
rice of bearer shares fell.
Finally, the jump in the total value of Nestlés equity is consistent with a dec
cost of equity capital. We can illustrate this using some numbers provided by René Stulz

ne in its

is cxainple and the dtscome
1 of Gapl The Case e
*Secibid

iz of Capal Mo
11695.pp.30.3)

CHAPTER 14 o The Costof Caplalfo Foreign Iy
The estimated Swiss beta for Nestlé was 0.90. The fact that Nestlés ho
1.01is ot surprising given that it comprises  large portion of the Swiss
The Swis market risk premium s esimated st 5.2 percens based on the
between the Swiss stock markets historical average requrm of .8 percent and the 4.6
historical return to Swiss goverment bonds. With 8 4.5 percent risk-free rate, the oy
sion of the CAPM yields an estimated cost of capial for Nestlé equal to 9.2 pescent:
ke (Nestle) = 1+ By (r, = ) = 4.5% £ 0.90 X 5.2% = 0.2%
Where By 15 Nestlés beta relative 1o the Swiss market and r, 15 the expested s
on the Swiss market, .
Once Swiss shares are readily available (o foreign Investors, we raight expeet|
global version of the CAPM to more accurately deseribe the pricing of risk for a
Rence ts costof equity capial. The b for Nestle relative o a global fndex: of stoelis s
about 0.60. With an estimated world market risk premium of about 6 percent, Mestise'
estimated cost of capital using the global CAPM will be 8.1 percent, 110 basis paints
below ts previously estimated cost of capital

TNestle) = 17+ By (=17 = 5% + 0,60 % 6.0% = 8.1%

where By, is Nestlés beta relative to the global market and r. 15 the
return on the global market portfolio. 1f we accept that an updated werld risk presmiiin
vould be on the order of 4 percent and that closer integration of the werld stock mar
kets would inerease Nestlés global beta to 0,70, then the global CAPM would yieldan
brimaved costof capltal for Nestlé of 7.3 percent (4.5 percent+ 0.70 %4 percent; 160N
basis points below the estimate using the local CAPM. |
e impact of the lower cost of capital on the value of NestléS shares can Belstent
“jih the sid of the dividend growth model. According to this model, i & CompanyS iV

dend s expected to W ata constant rate g per annum, the price of that companys siodk
is determined as follows:

W,
= (1420)

(]

where k,is ¢

Yo, Sumone cost of equity capital and DIV, is the expected dividend for the o

dend is set equal 1o SFr 1 and g is equal to 3 percent. According to
Nestlés stock based on the home version of the CAPM will
6:13. Using the global version of the CAPM and an§(}ert
ids a value for Nestlé shares of SFr 19.61 (1/0.081 =0.03)},ar 22
than the previously calculated estimate (19.61/16. 13 = 1.22). Witha 73
031 . capial, Nestles price will fump by 44: percents 10/SEe Has

073 - 0.03]. Thus, seemin igly small chan;
» seemingly small changes in the cost of capital brought about
increased ization can have large impacts on value. 5 3

Empirical Evidence
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