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17: Multinational Cost of Capital 
and Capital Structure

An MNC fi nances its operations by using a capital 

structure (proportion of debt versus equity fi nancing) that 

can minimize its cost of capital. By minimizing the cost of 

capital used to fi nance a given level of operations, fi nan-

cial managers minimize the required rate of return neces-

sary to make the foreign operations feasible and there-

fore maximize the value of those operations.

The specific objectives of this chapter are to:

� explain how corporate and country characteristics 
influence an MNC’s cost of capital,

� explain why there are differences in the costs of 
capital among countries, and

� explain how corporate and country characteristics are 
considered by an MNC when it establishes its capital 
structure.

Background on Cost of Capital

A fi rm’s capital consists of equity (retained earnings and funds obtained by issuing 
stock) and debt (borrowed funds). The fi rm’s cost of retained earnings refl ects an op-
portunity cost: what the existing shareholders could have earned if they had received 
the earnings as dividends and invested the funds themselves. The fi rm’s cost of new 
common equity (issuing new stock) also refl ects an opportunity cost: what the new 
shareholders could have earned if they had invested their funds elsewhere instead of in 
the stock. This cost exceeds that of retained earnings because it also includes the ex-
penses associated with selling the new stock (fl otation costs).

The fi rm’s cost of debt is easier to measure because the fi rm incurs interest ex-
penses as a result of borrowing funds. Firms attempt to use a specifi c capital struc-
ture, or mix of capital components, that will minimize their cost of capital. The lower 
a fi rm’s cost of capital, the lower is its required rate of return on a given proposed 
project. Firms estimate their cost of capital before they conduct capital budgeting be-
cause the net present value of any project is partially dependent on the cost of capital.

Comparing the Costs of Equity and Debt
A fi rm’s weighted average cost of capital (referred to as kc) can be measured as

kc 5 a D

D 1 E
bkd 11 2 t 2 1 a E

D 1 E
bke

where

 D � amount of the fi rm’s debt
 kd � before-tax cost of its debt
  t � corporate tax rate
  E � fi rm’s equity
  ke � cost of fi nancing with equity



Chapter 17: Multinational Cost of Capital and Capital Structure   473

These ratios refl ect the percentage of capital represented by debt and equity, 
respectively.

There is an advantage to using debt rather than equity as capital because the in-
terest payments on debt are tax deductible. The greater the use of debt, however, the 
greater the interest expense and the higher the probability that the fi rm will be un-
able to meet its expenses. Consequently, the rate of return required by potential new 
shareholders or creditors will increase to refl ect the higher probability of bankruptcy.

The tradeoff between debt’s advantage (tax deductibility of interest payments) and 
its disadvantage (increased probability of bankruptcy) is illustrated in Exhibit 17.1. 
As the exhibit shows, the fi rm’s cost of capital initially decreases as the ratio of debt to 
total capital increases. However, after some point (labeled X in Exhibit 17.1), the cost 
of capital rises as the ratio of debt to total capital increases. This suggests that the fi rm 
should increase its use of debt fi nancing until the point at which the bankruptcy prob-
ability becomes large enough to offset the tax advantage of using debt. To go beyond 
that point would increase the fi rm’s overall cost of capital.

Cost of Capital for MNCs

The cost of capital for MNCs may differ from that for domestic fi rms because of the 
following characteristics that differentiate MNCs from domestic fi rms:

 • Size of fi rm. An MNC that often borrows substantial amounts may receive prefer-
ential treatment from creditors, thereby reducing its cost of capital. Furthermore, 
its relatively large issues of stocks or bonds allow for reduced fl otation costs (as 
a percentage of the amount of fi nancing). Note, however, that these advantages 
are due to the MNC’s size and not to its internationalized business. A domestic 
corporation may receive the same treatment if it is large enough. Nevertheless, a 
fi rm’s growth is more restricted if it is not willing to operate internationally. Be-
cause MNCs may more easily achieve growth, they may be more able than purely 
domestic fi rms to reach the necessary size to receive preferential treatment from 
creditors.

 • Access to international capital markets. MNCs are normally able to obtain funds 
through the international capital markets. Since the cost of funds can vary among 
markets, the MNC’s access to the international capital markets may allow it 
to obtain funds at a lower cost than that paid by domestic fi rms. In addition, 
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Exhibit 17.1 Searching for the Appropriate Capital Structure
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subsidiaries may be able to obtain funds locally at a lower cost than that available to 
the parent if the prevailing interest rates in the host country are relatively low.

The Coca-Cola Co.’s recent annual report stated: “Our global presence and strong capi-

tal position afford us easy access to key financial markets around the world, enabling us 

to raise funds with a low effective cost. This posture, coupled with the aggressive management 

of our mix of short-term and long-term debt, results in a lower overall cost of borrowing.” �

   The use of foreign funds will not necessarily increase the MNC’s exposure to 
exchange rate risk since the revenues generated by the subsidiary will most likely 
be denominated in the same currency. In this case, the subsidiary is not relying 
on the parent for fi nancing, although some centralized managerial support from 
the parent will most likely still exist.

 • International diversifi cation. As explained earlier, a fi rm’s cost of capital is af-
fected by the probability that it will go bankrupt. If a fi rm’s cash infl ows come 
from sources all over the world, those cash infl ows may be more stable because 
the fi rm’s total sales will not be highly infl uenced by a single economy. To the 
extent that individual economies are independent of each other, net cash fl ows 
from a portfolio of subsidiaries should exhibit less variability, which may reduce 
the probability of bankruptcy and therefore reduce the cost of capital.

 • Exposure to exchange rate risk. An MNC’s cash fl ows could be more volatile than 
those of a domestic fi rm in the same industry if it is highly exposed to exchange 
rate risk. If foreign earnings are remitted to the U.S. parent of an MNC, they will 
not be worth as much when the U.S. dollar is strong against major currencies. 
Thus, the capability of making interest payments on outstanding debt is reduced, 
and the probability of bankruptcy is higher. This could force creditors and share-
holders to require a higher return, which increases the MNC’s cost of capital.

   Overall, a fi rm more exposed to exchange rate fl uctuations will usually have a 
wider (more dispersed) distribution of possible cash fl ows in future periods. Since 
the cost of capital should refl ect that possibility, and since the possibility of bank-
ruptcy will be higher if the cash fl ow expectations are more uncertain, exposure 
to exchange rate fl uctuations could lead to a higher cost of capital.

 • Exposure to country risk. An MNC that establishes foreign subsidiaries is subject 
to the possibility that a host country government may seize a subsidiary’s assets. 
The probability of such an occurrence is infl uenced by many factors, including 
the attitude of the host country government and the industry of concern. If assets 
are seized and fair compensation is not provided, the probability of the MNC’s 
going bankrupt increases. The higher the percentage of an MNC’s assets invested 
in foreign countries and the higher the overall country risk of operating in these 
countries, the higher will be the MNC’s probability of bankruptcy (and therefore 
its cost of capital), other things being equal.

   Other forms of country risk, such as changes in a host government’s tax laws, 
could also affect an MNC’s subsidiary’s cash fl ows. These risks are not necessarily 
incorporated into the cash fl ow projections because there is no reason to believe 
that they will arise. Nevertheless, there is a possibility that these events will oc-
cur, so the capital budgeting process should incorporate such risk.

ExxonMobil has much experience in assessing the feasibility of potential projects in for-

eign countries. If it detects a radical change in government or tax policy, it adds a pre-

mium to the required return of related projects. The adjustment also reflects a possible in-

crease in its cost of capital. �

E X A M P L EE X A M P L E

E X A M P L EE X A M P L E



Chapter 17: Multinational Cost of Capital and Capital Structure   475

The fi ve factors that distinguish the cost of capital for an MNC and the cost for a 
domestic fi rm in a particular industry are summarized in Exhibit 17.2. In general, the 
fi rst three factors listed (size, access to international capital markets, and international 
diversifi cation) have a favorable effect on an MNC’s cost of capital, while exchange 
rate risk and country risk have an unfavorable effect. It is impossible to generalize as 
to whether MNCs have an overall cost-of-capital advantage over domestic fi rms. Each 
MNC should be assessed separately to determine whether the net effects of its inter-
national operations on the cost of capital are favorable.

Cost-of-Equity Comparison Using the CAPM
To assess how required rates of return of MNCs differ from those of purely domestic 
fi rms, the capital asset pricing model (CAPM) can be applied. It defi nes the required 
return (ke) on a stock as

ke 5 Rf 1 B 1Rm 2 Rf 2
where

 Rf � risk-free rate of return
 Rm � market return

B � beta of stock

The CAPM suggests that the required return on a fi rm’s stock is a positive func-
tion of (1) the risk-free rate of interest, (2) the market rate of return, and (3) the 
stock’s beta. The beta represents the sensitivity of the stock’s returns to market re-
turns (a stock index is normally used as a proxy for the market). Advocates of the 
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CAPM may suggest that a project’s beta can be used to determine the required rate of 
return for that project. A project’s beta represents the sensitivity of the project’s cash 
fl ow to market conditions. A project whose cash fl ow is insulated from market condi-
tions will exhibit a low beta.

For a well-diversifi ed fi rm with cash fl ows generated by several projects, each 
project contains two types of risk: (1) unsystematic variability in cash fl ows unique to 
the fi rm and (2) systematic risk. Capital asset pricing theory suggests that the unsys-
tematic risk of projects can be ignored because it will be diversifi ed away. However, 
systematic risk is not diversifi ed away because all projects are similarly affected. The 
lower a project’s beta, the lower is the project’s systematic risk and the lower its re-
quired rate of return.

Implications of the CAPM for an MNC’s Risk
An MNC that increases the amount of its foreign sales may be able to reduce its stock’s 
beta and therefore reduce the return required by investors. In this way, it will reduce 
its cost of capital. If projects of MNCs exhibit lower betas than projects of purely 
domestic fi rms, then the required rates of return on the MNCs’ projects should be 
lower. This translates into a lower overall cost of capital.

Capital asset pricing theory would most likely suggest that the cost of capital is 
generally lower for MNCs than for domestic fi rms for the reasons just presented. It 
should be emphasized, though, that some MNCs consider unsystematic project risk 
to be relevant. And if it is also considered within the assessment of a project’s risk, the 
required rate of return will not necessarily be lower for MNCs’ projects than for proj-
ects of domestic fi rms. In fact, many MNCs would perceive a large project in a less 
developed country with very volatile economic conditions and a high degree of coun-
try risk as being very risky, even if the project’s expected cash fl ows are uncorrelated 
with the U.S. market. This indicates that MNCs may consider unsystematic risk to be 
an important factor when determining a foreign project’s required rate of return.

When assuming that fi nancial markets are segmented, it is acceptable to use the 
U.S. market when measuring a U.S.-based MNC’s project beta. If U.S. investors in-
vest mostly in the United States, their investments are systematically affected by the 
U.S. market. MNCs that adopt projects with low betas may be able to reduce their 
own betas (the sensitivity of their stock returns to market returns). U.S. investors con-
sider such fi rms desirable because they offer more diversifi cation benefi ts due to their 
low betas.

Since markets are becoming more integrated over time, one could argue that a 
world market is more appropriate than a U.S. market for determining the betas of 
U.S.-based MNCs. That is, if investors purchase stocks across many countries, their 
stocks will be substantially affected by world market conditions, not just U.S. mar-
ket conditions. Consequently, to achieve more diversifi cation benefi ts, they will prefer 
to invest in fi rms that have low sensitivity to world market conditions. When MNCs 
adopt projects that are isolated from world market conditions, they may be able to re-
duce their overall sensitivity to these conditions and therefore could be viewed as de-
sirable investments by investors.

Though markets are becoming more integrated, U.S. investors still tend to focus 
on U.S. stocks and to capitalize on lower transaction and information costs. Thus, 
their investments are systematically affected by U.S. market conditions; this causes 
them to be most concerned about the sensitivity of investments to the U.S. market.

In summary, we cannot say with certainty whether an MNC will have a lower 
cost of capital than a purely domestic fi rm in the same industry. However, we can use 
this discussion to understand how an MNC can take full advantage of the favorable 
aspects that reduce its cost of capital, while minimizing exposure to the unfavor-
able aspects that increase its cost of capital.
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Costs of Capital across Countries

An understanding of why the cost of capital can vary among countries is relevant 
for three reasons. First, it can explain why MNCs based in some countries may have 
a competitive advantage over others. Just as technology and resources differ across 
countries, so does the cost of capital. MNCs based in some countries will have a 
larger set of feasible (positive net present value) projects because their cost of capital 
is lower; thus, these MNCs can more easily increase their world market share. MNCs 
operating in countries with a high cost of capital will be forced to decline projects 
that might be feasible for MNCs operating in countries with a low cost of capital.

Second, MNCs may be able to adjust their international operations and sources 
of funds to capitalize on differences in the cost of capital among countries. Third, dif-
ferences in the costs of each capital component (debt and equity) can help explain why 
MNCs based in some countries tend to use a more debt-intensive capital structure 
than MNCs based elsewhere. Country differences in the cost of debt are discussed 
next, followed by country differences in the cost of equity.

Country Differences in the Cost of Debt
The cost of debt to a fi rm is primarily determined by the prevailing risk-free interest 
rate in the currency borrowed and the risk premium required by creditors. The cost 
of debt for fi rms is higher in some countries than in others because the correspond-
ing risk-free rate is higher at a specifi c point in time or because the risk premium is 
higher. Explanations for country differences in the risk-free rate and in the risk pre-
mium follow.

Differences in the Risk-Free Rate. The risk-free rate is determined 
by the interaction of the supply of and demand for funds. Any factors that infl uence 
the supply and/or demand will affect the risk-free rate. These factors include tax laws, 
demographics, monetary policies, and economic conditions, all of which differ among 
countries.

Tax laws in some countries offer more incentives to save than those in others, 
which can infl uence the supply of savings and, therefore, interest rates. A country’s 
corporate tax laws related to depreciation and investment tax credits can also affect in-
terest rates through their infl uence on the corporate demand for funds.

A country’s demographics infl uence the supply of savings available and the amount 
of loanable funds demanded. Since demographics differ among countries, so will supply 
and demand conditions and, therefore, nominal interest rates. Countries with younger 
populations are likely to experience higher interest rates because younger households 
tend to save less and borrow more.

The monetary policy implemented by a country’s central bank infl uences the sup-
ply of loanable funds and therefore infl uences interest rates. Each central bank im-
plements its own monetary policy, and this can cause interest rates to differ among 
countries. One exception is the set of European countries that rely on the European 
Central Bank to control the supply of euros. All of these countries now have the same 
risk-free rate because they use the same currrency.

Since economic conditions infl uence interest rates, they can cause interest rates 
to vary across countries. The cost of debt is much higher in many less developed 
countries than in industrialized countries, primarily because of economic conditions. 
Countries such as Brazil and Russia commonly have a high risk-free interest rate, 
which is partially attributed to high infl ation. Investors in these countries will invest 
in a fi rm’s debt securities only if they are compensated beyond the degree to which 
prices of products are expected to increase.
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Differences in the Risk Premium. The risk premium on debt must 
be large enough to compensate creditors for the risk that the borrower may be unable 
to meet its payment obligations. This risk can vary among countries because of differ-
ences in economic conditions, relationships between corporations and creditors, gov-
ernment intervention, and degree of fi nancial leverage.

When a country’s economic conditions tend to be stable, the risk of a recession in 
that country is relatively low. Thus, the probability that a fi rm might not meet its ob-
ligations is lower, allowing for a lower risk premium.

Corporations and creditors have closer relationships in some countries than in 
others. In Japan, creditors stand ready to extend credit in the event of a corporation’s 
fi nancial distress, which reduces the risk of illiquidity. The cost of a Japanese fi rm’s 
fi nancial problems may be shared in various ways by the fi rm’s management, busi-
ness customers, and consumers. Since the fi nancial problems are not borne entirely 
by creditors, all parties involved have more incentive to see that the problems are re-
solved. Thus, there is less likelihood (for a given level of debt) that Japanese fi rms will 
go bankrupt, allowing for a lower risk premium on the debt of Japanese fi rms.

Governments in some countries are more willing to intervene and rescue failing 
fi rms. For example, in the United Kingdom many fi rms are partially owned by the 
government. It may be in the government’s best interest to rescue fi rms that it par-
tially owns. Even if the government is not a partial owner, it may provide direct sub-
sidies or extend loans to failing fi rms. In the United States, government rescues are 
less likely because taxpayers prefer not to bear the cost of corporate mismanagement. 
Although the government has intervened occasionally in the United States to protect 
particular industries, the probability that a failing fi rm will be rescued by the govern-
ment is lower there than in other countries. Therefore, the risk premium on a given 
level of debt may be higher for U.S. fi rms than for fi rms of other countries.

Firms in some countries have greater borrowing capacity because their creditors 
are willing to tolerate a higher degree of fi nancial leverage. For example, fi rms in Ja-
pan and Germany have a higher degree of fi nancial leverage than fi rms in the United 
States. If all other factors were equal, these high-leverage fi rms would have to pay a 
higher risk premium. However, all other factors are not equal. In fact, these fi rms are 
allowed to use a higher degree of fi nancial leverage because of their unique relation-
ships with the creditors and governments.

Comparative Costs of Debt across Countries. The before-tax 
cost of debt (as measured by high-rated corporate bond yields) for various  countries is 
displayed in Exhibit 17.3. There is some positive correlation between country cost-of-
debt levels over time. Notice how interest rates in various countries tend to move in 
the same direction. However, some rates change to a greater degree than others. The 
disparity in the cost of debt among the countries is due primarily to the disparity in 
their risk-free interest rates.

Country Differences in the Cost of Equity
A fi rm’s cost of equity represents an opportunity cost: what shareholders could earn 
on investments with similar risk if the equity funds were distributed to them. This re-
turn on equity can be measured as a risk-free interest rate that could have been earned 
by shareholders, plus a premium to refl ect the risk of the fi rm. As risk-free interest 
rates vary among countries, so does the cost of equity.

The cost of equity is also based on investment opportunities in the country of 
concern. In a country with many investment opportunities, potential returns may be 
relatively high, resulting in a high opportunity cost of funds and, therefore, a high 
cost of equity. According to McCauley and Zimmer, a fi rm’s cost of equity in a partic-
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ular country can be estimated by fi rst applying the price-earnings multiple to a given 
stream of earnings.1

The price-earnings multiple is related to the cost of capital because it refl ects the 
share price of the fi rm in proportion to the fi rm’s performance (as measured by earn-
ings). A high price-earnings multiple implies that the fi rm receives a high price when 
selling new stock for a given level of earnings, which means that the cost of equity fi -
nancing is low. The price-earnings multiple must be adjusted for the effects of a coun-
try’s infl ation, earnings growth, and other factors, however.

Impact of the Euro. The adoption of the euro has facilitated the integration 
of European stock markets because investors from each country are more willing to 
invest in other countries where the euro is used as the currency. As demand for shares 
by investors has increased, trading volume has increased, making the European stock 
markets more liquid. Investors in one euro zone country no longer need to be con-
cerned about exchange rate risk when they buy stock of a fi rm based in another euro 
zone country. In addition, the euro allows the valuations of fi rms to be more trans-
parent because fi rms throughout the euro zone can be more easily compared since 
their values are all denominated in the same currency. Given the increased willingness 
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Exhibit 17.3 Costs of Debt across Countries

1 Robert N. McCauley and Steven A. Zimmer, “Explaining International Differences in the Cost of Capital,” FRBNY 

Quarterly Review (Summer 1989): 7–28.

Source: Federal Reserve.
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of European investors to invest in stocks, MNCs based in Europe may obtain equity 
fi nancing at a lower cost.

Combining the Costs of Debt and Equity
The costs of debt and equity can be combined to derive an overall cost of capital. The 
relative proportions of debt and equity used by fi rms in each country must be applied 
as weights to reasonably estimate this cost of capital. Given the differences in the costs 
of debt and equity across countries, it is understandable that the cost of capital may be 
lower for fi rms based in specifi c countries. Japan, for example, commonly has a rela-
tively low cost of capital. It usually has a relatively low risk-free interest rate, which not 
only affects the cost of debt but also indirectly affects the cost of equity. In addition, 
the price-earnings multiples of Japanese fi rms are usually high, allowing these fi rms 
to obtain equity funding at a relatively low cost. MNCs can attempt to access capital 
from countries where capital costs are low, but when the capital is used to support op-
erations in other countries, the cost of using that capital is exposed to exchange rate 
risk. Thus, the cost of capital may ultimately turn out to be higher than expected.

Estimating the Cost of Debt and Equity
When fi nancing new projects, MNCs estimate their cost of debt and equity from vari-
ous sources. They consider these estimates when they decide on the capital structure 
to use for fi nancing the projects.

The after-tax cost of debt can be estimated with reasonable accuracy using pub-
lic information on the present costs of debt (bond yields) incurred by other fi rms 
whose risk level is similar to that of the project. The cost of equity is an opportunity 
cost: what investors could earn on alternative equity investments with similar risk. 
The MNC can attempt to measure the expected return on a set of stocks that exhibit 
the same risk as its project. This expected return can serve as the cost of equity. The 
required rate of return on the project will be the project’s weighted cost of capital, 
based on the estimates as explained here.

Lexon Co., a successful U.S.-based MNC, is considering how to obtain funding for a 

project in Argentina during the next year. It considers the following information:

 • U.S. risk-free rate � 6%.

 • Argentine risk-free rate � 10%.

 • Risk premium on dollar-denominated debt provided by U.S. creditors � 3%.

 • Risk premium on Argentine peso–denominated debt provided by Argentine credi-

tors � 5%.

 • Beta of project (expected sensitivity of project returns to U.S. investors in response to the 

U.S. market) � 1.5.

 • Expected U.S. market return � 14%.

 • U.S. corporate tax rate � 30%.

 • Argentine corporate tax rate � 30%.

 • Creditors will likely allow no more than 50 percent of the financing to be in the form of 

debt, which implies that equity must provide at least half of the financing.

Lexon’s Cost of Each Component of Capital

Cost of dollar-denominated debt � (6% � 3%) � (1 � .3) � 6.3%

Cost of Argentine peso–denominated debt � (10% � 5%) � (1 � .3) � 10.5%

Cost of dollar-denominated equity � 6% � 1.5(14% � 6%) � 18%
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Notice that Lexon’s cheapest source of funds is dollar-denominated debt. However, creditors 

have imposed restrictions on the total amount of debt funding that Lexon can obtain.

Lexon considers four different capital structures for this new project, as shown in 

Exhibit 17.4. Its weighted average cost of capital (WACC) for this project can be derived by 

summing the products of the weight times the cost for each component of capital. The weight 

assigned to each component is the proportion of total funds obtained from that component.

The exhibit shows that lowest estimate of the WACC results from a capital structure of 

50 percent U.S. debt and 50 percent equity. Although it is useful to estimate the costs of pos-

sible capital structures as shown here, the estimated WACC does not account for the expo-

sure to exchange rate risk. Thus, Lexon will not necessarily choose the capital structure with 

the lowest estimated WACC. Lexon can attempt to incorporate the exchange rate effects in 

various ways, as explained in the following section. �

Using the Cost of Capital 
for Assessing Foreign Projects

When an MNC’s parent proposes an investment in a foreign project that has the same 
risk as the MNC itself, it can use its weighted average cost of capital as the required 
rate of return for the project. However, many foreign projects exhibit different risk 
levels than the risk of the MNC. There are various ways for an MNC to account for 
the risk differential in its capital budgeting process.

Derive Net Present Values Based 
on the Weighted Average Cost of Capital

Recall that Lexon estimated that its WACC will be 12.15 percent if it uses 50 percent 

dollar-denominated debt and 50 percent equity. It considers assessing the project in 

Argentina based on a required rate of return of 12.15 percent. Yet, by financing the Argentine 

project completely with dollars, Lexon will likely be highly exposed to exchange rate move-

ments. It can attempt to account for how expected exchange rate movements will affect its 

cash flows when it conducts its capital budgeting analysis. �

Furthermore, Lexon could account for the risk within its cash fl ow estimates. 
Many possible values for each input variable (such as demand, price, labor cost, etc.) 
can be incorporated to estimate net present values (NPVs) under alternative scenarios 
and then derive a probability distribution of the NPVs. When the WACC is used as 
the required rate of return, the probability distribution of NPVs can be assessed to 
determine the probability that the foreign project will generate a return that is at least 

Exhibit 17.4 Lexon’s Estimated Weighted Average Cost of Capital (WACC) for Financing a Project

Possible Capital  U.S. Debt  Argentine Debt  Equity 
Structure (Cost � 6.3%) (Cost � 10.5%) (Cost � 18%) Estimated WACC

30% U.S. debt, 

70% U.S. equity 30% � 6.3% � 1.89% 70% � 18% � 12.6% 14.49%

50% U.S. debt, 

50% U.S. equity 50% � 6.3% � 3.15% 50% � 18% � 9% 12.15%

20% U.S. debt, 

30% Argentine debt, 

50% U.S. equity 20% � 6.3% � 1.26% 30% � 10.5% � 3.15% 50% � 18% � 9% 13.41%

50% Argentine debt, 

50% U.S. equity 50% � 10.5% � 5.25% 50% � 18% � 9% 14.25%
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equal to the fi rm’s WACC. If the probability distribution contains some possible neg-
ative NPVs, this suggests that the project could backfi re.

This method is useful in accounting for risk because it explicitly incorporates the 
various possible scenarios in the NPV estimation and therefore can measure the prob-
ability that a project may backfi re. Computer software programs that perform sensi-
tivity analysis and simulation can be used to facilitate the process.

Adjust the Weighted Average Cost 
of Capital for the Risk Differential
An alternative method of accounting for a foreign project’s risk is to adjust the fi rm’s 
weighted average cost of capital for the risk differential. For example, if the foreign 
project is thought to exhibit more risk than the MNC exhibits, a premium can be 
added to the WACC to derive the required rate of return on the project. Then, the 
capital budgeting process will incorporate this required rate of return as the discount 
rate. If the foreign project exhibits lower risk, the MNC will use a required rate of re-
turn on the project that is less than its WACC.

Lexon estimated that its WACC will be 12.15 percent if it uses the capital structure of 

50 percent dollar-denominated debt and 50 percent equity. But it recognizes that its Ar-

gentine project will be exposed to exchange rate risk and that this project is exposed to more 

risk than its normal operations. Lexon considers adding a risk premium of 6 percentage points 

to the estimated WACC to derive the required rate of return. In this case, the required rate of 

return would be 12.15% � 6% � 18.15%. �

The usefulness of this method is limited because the risk premium is arbitrarily de-
termined and is subject to error. The risk premium is dependent on the manager who 
conducts the analysis. Thus, the decision to accept or reject the foreign project, which 
is based on the estimated NPV of the project, could be dependent on the manager’s ar-
bitrary decision about the risk premium to use within the required rate of return.

Derive the Net Present Value 
of the Equity Investment
The two methods described up to this point discount cash fl ows based on the total 
cost of the project’s capital. That is, they compare the NPV of the project’s cash fl ows 
to the initial capital outlay. They ignore debt payments because the cost of debt is 
captured within the required rate of return on the capital to be invested in the proj-
ect. When an MNC is considering fi nancing a portion of the foreign project within 
that country, these methods are less effective because they do not measure how the 
debt payments could affect dollar cash fl ows. Some of the MNC’s debt payments in 
the foreign country may reduce its exposure to exchange rate risk, which affects the 
cash fl ows that will ultimately be received by the parent.

To explicitly account for the exchange rate effects, an MNC can assess the project 
by measuring the NPV of the equity investment in the project. All debt payments are 
explicitly accounted for when using this method, so the analysis fully accounts for the 
effects of expected exchange rate movements. Then, the present value of all cash fl ows 
received by the parent can be compared to the parent’s initial equity investment in the 
project. The MNC can conduct this same analysis for various fi nancing alternatives to 
determine the one that yields the most favorable NPV for the project.

Reconsider Lexon Co., which might finance the Argentine project with partial financ-

ing from Argentina. More details are needed to illustrate this point. Assume that Lexon 

would need to invest 80 million Argentine pesos (AP) in the project. Since the peso is currently 
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worth $.50, Lexon needs the equivalent of $40 million. It will use equity for 50 percent of the 

funds needed, or $20 million. It will use debt to obtain the remaining capital. For its debt fi-

nancing, Lexon decides that it will either borrow dollars and convert the funds into pesos or 

borrow pesos. The project will be terminated in one year; at that time, the debt will be repaid, 

and any earnings generated by the project will be remitted to Lexon’s parent in the United 

States. The project is expected to result in revenue of AP200 million, and operating expenses 

in Argentina will be AP10 million. Lexon expects that the Argentine peso will be valued at $.40 

in one year.

This project will not generate any revenue in the United States, but Lexon does expect 

to incur operating expenses of $10 million in the United States. It will also incur dollar-

denominated interest expenses if it finances the project with dollar-denominated debt. Any 

dollar-denominated expenses provide tax benefits, as the expenses will reduce U.S. taxable 

income from other operations. The amount of debt used in each country affects the interest 

payments incurred and the taxes paid in that country.

The analysis needs to incorporate the debt payments directly into the cash flow esti-

mates. Consequently, the focus is on comparing the present value of dollar cash flows earned 

on the equity investment to the initial equity outlay. If neither alternative has a positive NPV, the 

proposed project will not be undertaken. If both alternatives have positive NPVs, the project 

will be financed with the capital structure that is expected to generate a higher NPV.

Cash flows to the parent are discounted at the parent’s cost of equity, which represents 

the required rate of return on the project by the parent’s shareholders. Since the debt pay-

ments are explicitly accounted for, the analysis compares the present value of the project’s 

cash flows to the initial equity investment that would be invested in the project.

The analysis of the two financing alternatives is provided in Exhibit 17.5. If Lexon uses 

dollar-denominated debt, a larger amount of funds will be remitted and thus will be subject to 

the exchange rate effect. Conversely, if Lexon uses peso-denominated debt, the amount of re-

mitted funds is smaller. The analysis shows that the project generates an NPV of $1.135 million 

if the project is partially financed with dollar-denominated debt versus an NPV of $4.17 million 

if it is partially financed with peso-denominated debt. Since the peso is expected to  depreciate 

significantly over the year, Lexon will be better off using the more expensive peso-denominated 

debt than the dollar-denominated debt. That is, the higher cost of the debt is more than offset 

by the reduced exposure to adverse exchange rate effects. Consequently, Lexon should finance 

this project with a capital structure that includes the peso-denominated debt, even though the 

interest rate on this debt is high. �

Relationship between Project’s Net Present Value and 
Capital Structure. The NPV of the foreign project is dependent on the proj-
ect’s capital structure for two reasons. First, the capital structure can affect the cost of 
capital. Second, the capital structure infl uences the amount of cash fl ows that are dis-
tributed to creditors in the local country before taxes are imposed and funds are re-
mitted to the parent. Since the capital structure infl uences the tax and exchange rate 
effects, it affects the cash fl ows that are ultimately received by the parent.

Tradeoff When Financing in Developing Countries. The re-
sults here do not imply that foreign debt should always be used to fi nance a foreign 
project. The advantage of using foreign debt to offset foreign revenue (reduce ex-
change rate risk) must be weighed against the cost of that debt. Many developing 
countries commonly have high interest rates on debt, but their local currencies tend 
to weaken against the dollar. Thus, U.S.-based MNCs must either tolerate a high cost 
of local debt fi nancing or borrow in dollars but be exposed to signifi cant exchange 
rate risk. The tradeoff can best be assessed by estimating the NPV of the MNC’s 
equity investment under each fi nancing alternative, as illustrated in the previous 
example.
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Accounting for Multiple Periods. The preceding example focused on 
just one period to illustrate how the analysis is conducted. The analysis can easily be 
adapted to assess multiple periods, however. The same analysis shown for a single year 
in Exhibit 17.5 could be applied to multiple years. For each year, the revenue and ex-
penses would be recorded, with the debt payments explicitly accounted for. The tax and 
exchange rate effects would be measured to derive the amount of cash fl ows received in 
each year. A discount rate that refl ects the required rate of return on equity would be 
applied to measure the present value of the cash fl ows to be received by the parent.

Comparing Alternative Debt Compositions. In this example, 
the focus was on whether the debt should be in pesos or in dollars. Other debt compo-
sitions could also have been considered, such as the following:

 • 75 percent of the debt denominated in Argentine pesos, and the remaining debt 
denominated in dollars

 • 50 percent of the debt denominated in Argentine pesos, and the remaining debt 
denominated in dollars

Exhibit 17.5 Analysis of Lexon’s Project Based on Two Financing Alternatives (Numbers are in millions.)

Rely on U.S. Debt  Rely on Argentine Debt 
($20 Million Borrowed) and (40 Million Pesos Borrowed) and

Equity of $20 Million Equity of $20 Million

  Argentine revenue AP200 AP200

� Argentine operating expenses �AP10 �AP10

� Argentine interest expenses (15% rate) �AP0  �AP6

� Argentine earnings before taxes � AP190 � AP184

� Taxes (30% tax rate) �AP57 �AP55.2

� Argentine earnings after taxes � AP133 � AP128.8

� Principal payments on Argentine debt �AP0  �AP40

� Amount of pesos to be remitted � AP133 � AP88.8

� Expected exchange rate of AP �$.40  �$.40

� Amount of dollars received from converting pesos � $53.2 � $35.52

� U.S. operating expenses �$10 �$10

� U.S. interest expenses (9% rate) �$1.8 �$0

� U.S. tax benefits on U.S. expenses 

 (based on 30% tax rate) �$3.54 �$3

� Principal payments on U.S. debt �$20  �$0

� Dollar cash flows � $24.94 � $28.52

Present value of dollar cash flows, discounted 

at the cost of equity (assumed to be 18%) $21.135 $24.17

� Initial equity outlay   �$20  �$20

� NPV � $1.135 � $4.17
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 • 25 percent of the debt denominated in Argentine pesos, and the remaining debt 
denominated in dollars

The analysis can also account for different debt maturity structures. For example, 
if an MNC is considering a short-term Argentine loan that would be paid off in one 
year, it can estimate the cash outfl ow payments associated with the debt repayment. 
If it is considering a medium-term or long-term loan denominated in pesos, the pay-
ments will be spread out more and incorporated within the cash outfl ows over time. 
The analysis can easily account for a combination of short-term loans in Argentina 
and long-term loans in the United States or vice versa. It can account for fl oating-rate 
loans that adjust to market interest rates by developing one or more scenarios for how 
market interest rates will change in the future. The key is that all interest and prin-
cipal payments on the debt are accounted for, along with any other cash fl ows. Then 
the present value of the cash fl ows can be compared to the initial outlay to determine 
whether the equity investment is feasible.

Comparing Alternative Capital Structures. In the example of 
Lexon Co., the proportion of debt versus equity was held constant for both alterna-
tives that were analyzed. In reality, the capital structure decision will consider not 
only the composition of the debt, but also the proportion of equity versus debt that 
should be obtained. The same type of analysis could have been used to compare dif-
ferent capital structures, such as the following:

 • 50 percent equity and 50 percent debt

 • 60 percent equity and 40 percent debt

 • 70 percent equity and 30 percent debt

If Lexon in the previous example used more U.S. equity, there would be two obvious 
effects:

 1. A higher initial equity investment would be needed.

 2. With the lower debt level, the cash outfl ows needed to make debt payments would 
be reduced, so the present value of cash fl ows would increase.

The fi rst effect would reduce the NPV of the equity investment in the project, whereas 
the second effect would increase it. As in the previous example, an analysis would have 
to be conducted to determine whether using more equity would result in a higher 
NPV generated by the equity investment.

Assessing Alternative Exchange Rate Scenarios. The exam-
ple used only one exchange rate scenario, which may not be realistic. A spreadsheet can 
easily compare the NPVs of the two alternatives based on other exchange rate projec-
tions. This type of analysis would show that because of the greater exposure, the NPV

of the project will be more sensitive to exchange rate scenarios if the project is fi nanced 
with dollar-denominated debt than if it is fi nanced with peso-denominated debt. The 
values of other variables such as the assumed level of revenue or operating expenses 
could also be changed to allow for alternative scenarios.

Considering Foreign Stock Ownership. Some capital structure 
decisions also include foreign shareholders, but the analysis can still be conducted in 
the same manner. The analysis becomes complicated only if the foreign ownership 
changes the corporate governance in some way that affects the fi rm’s cash fl ows. Many 
U.S-based MNCs have issued stock in foreign countries where they do business. They 
will consider issuing stock only in countries where there is a suffi cient demand for it. 
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When there is not suffi cient foreign demand, an MNC can more easily place its stock 
in the U.S. market. Research has found that U.S.-based MNCs that issue stock on a 
global  basis (in more than one country) are more capable of issuing new stock at the 
stock’s prevailing market price than MNCs that issue stock only in their home coun-
try. However, the results can vary for a particular MNC. Those MNCs that have estab-
lished global name recognition may be better able to place shares in foreign countries.

Normally, an MNC will focus its stock offerings in a few countries where it does 
most of its business. The stock will be listed on the local stock exchange in the coun-
tries where the shares are issued and will be denominated in the local currency. The 
listing is necessary to create a secondary market for the stock in the foreign country. 
Many investors will consider purchasing a stock only if there is a local secondary mar-
ket where they can easily sell their shares.

The MNC’s Capital Structure Decision

An MNC’s capital structure decision involves the choice of debt versus equity fi nanc-
ing within all of its subsidiaries. Thus, its overall capital structure is essentially a com-
bination of all of its subsidiaries’ capital structures. MNCs recognize the tradeoff be-
tween using debt and using equity for fi nancing their operations. The advantages of 
using debt as opposed to equity vary with corporate characteristics specifi c to each 
MNC and specifi c to the countries where the MNC has established subsidiaries. Some 
of the more relevant corporate characteristics specifi c to an MNC that can affect its 
capital structure are identifi ed fi rst, followed by country characteristics.

Influence of Corporate Characteristics
Characteristics unique to each MNC can infl uence its capital structure. Some of the 
more common fi rm-specifi c characteristics that affect the MNC’s capital structure are 
identifi ed here.

Stability of MNC’s Cash Flows. MNCs with more stable cash fl ows 
can handle more debt because there is a constant stream of cash infl ows to cover peri-
odic interest payments. Conversely, MNCs with erratic cash fl ows may prefer less debt 
because they are not assured of generating enough cash in each period to make larger 
interest payments on debt. MNCs that are diversifi ed across several countries may 
have more stable cash fl ows since the conditions in any single country should not have 
a major impact on their cash fl ows. Consequently, these MNCs may be able to handle 
a more debt-intensive capital structure.

MNC’s Credit Risk. MNCs that have lower credit risk (risk of default on 
loans provided by creditors) have more access to credit. Any factors that infl uence 
credit risk can affect an MNC’s choice of using debt versus equity. For example, if an 
MNC’s management is thought to be strong and competent, the MNC’s credit risk 
may be low, allowing for easier access to debt. MNCs with assets that serve as accept-
able collateral (such as buildings, trucks, and adaptable machinery) are more able to 
obtain loans and may prefer to emphasize debt fi nancing. Conversely, MNCs with 
assets that are not marketable have less acceptable collateral and may need to use a 
higher proportion of equity fi nancing.

MNC’s Access to Retained Earnings. Highly profi table MNCs 
may be able to fi nance most of their investment with retained earnings and therefore 
use an equity-intensive capital structure. Conversely, MNCs that have small levels of 
retained earnings may rely on debt fi nancing. Growth-oriented MNCs are less able 
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to fi nance their expansion with retained earnings and tend to rely on debt fi nancing. 
MNCs with less growth need less new fi nancing and may rely on retained earnings 
(equity) rather than debt.

MNC’s Guarantees on Debt. If the parent backs the debt of its sub-
sidiary, the subsidiary’s borrowing capacity might be increased. Therefore, the sub-
sidiary might need less equity fi nancing. At the same time, however, the parent’s bor-
rowing capacity might be reduced, as creditors will be less willing to provide funds to 
the parent if those funds might be needed to rescue the subsidiary.

MNC’s Agency Problems. If a subsidiary in a foreign country cannot 
easily be monitored by investors from the parent’s country, agency costs are higher. 
To maximize the fi rm’s stock price, the parent may induce the subsidiary to issue 
stock rather than debt in the local market so that its managers there will be moni-
tored. In this case, the foreign subsidiary is referred to as “partially owned” rather 
than “wholly owned” by the MNC’s parent. This strategy can affect the MNC’s capi-
tal structure. It may be feasible when the MNC’s parent can enhance the subsidiary’s 
image and presence in the host country or can motivate the subsidiary’s managers by 
allowing them partial ownership.

One concern about a partially owned foreign subsidiary is a potential confl ict of 
interest, especially when its managers are minority shareholders. These managers may 
make decisions that can benefi t the subsidiary at the expense of the MNC overall. For 
example, they may use funds for projects that are feasible from their perspective but 
not from the parent’s perspective.

Influence of Country Characteristics
In addition to characteristics unique to each MNC, the characteristics unique to each 
host country can infl uence the MNC’s choice of debt versus equity fi nancing and 
therefore infl uence the MNC’s capital structure. Specifi c country characteristics that 
can infl uence an MNC’s choice of equity versus debt fi nancing are described here.

Stock Restrictions in Host Countries. In some countries, govern-
ments allow investors to invest only in local stocks. Even when investors are allowed 
to invest in other countries, they may not have complete information about stocks of 
companies outside their home countries. This represents an implicit barrier to cross-
border investing. Furthermore, potential adverse exchange rate effects and tax effects 
can discourage investors from investing outside their home countries. Such impedi-
ments to worldwide investing can cause some investors to have fewer stock investment 
opportunities than others. Consequently, an MNC operating in countries where in-
vestors have fewer investment opportunities may be able to raise equity in those coun-
tries at a relatively low cost. This could entice the MNC to use more equity by issuing 
stock in these countries to fi nance its operations.

Interest Rates in Host Countries. Because of government-imposed 
barriers on capital fl ows along with potential adverse exchange rate, tax, and country 
risk effects, loanable funds do not always fl ow to where they are needed most. Thus, 
the price of loanable funds (the interest rate) can vary across countries. MNCs may be 
able to obtain loanable funds (debt) at a relatively low cost in specifi c countries, while 
the cost of debt in other countries may be very high. Consequently, an MNC’s pref-
erence for debt may depend on the costs of debt in the countries where it operates. 
If markets are somewhat segmented and the cost of funds in the subsidiary’s country 
appears excessive, the parent may use its own equity to support projects implemented 
by the subsidiary.
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Strength of Host Country Currencies. If an MNC is concerned 
about the potential weakness of the currencies in its subsidiaries’ host countries, it 
may attempt to fi nance a large proportion of its foreign operations by borrowing 
those currencies instead of relying on parent funds. In this way, the subsidiaries will 
remit a smaller amount in earnings because they will be making interest payments on 
local debt. This strategy reduces the MNC’s exposure to exchange rate risk.

If the parent believes that a subsidiary’s local currency will appreciate against the 
parent’s currency, it may have the subsidiary retain and reinvest more of its earnings. 
The parent may also provide an immediate cash infusion to fi nance growth in the 
subsidiary. As a result, there will be a transfer of internal funds from the parent to the 
subsidiary, possibly resulting in more external fi nancing by the parent and less debt fi -
nancing by the subsidiary.

Country Risk in Host Countries. A relatively mild form of country 
risk is the possibility that the host government will temporarily block funds to be re-
mitted by the subsidiary to the parent. Subsidiaries that are prevented from remitting 
earnings over a period may prefer to use local debt fi nancing. This strategy reduces 
the amount of funds that are blocked because the subsidiary can use some of the 
funds to pay interest on local debt.

If an MNC’s subsidiary is exposed to risk that a host government might confi s-
cate its assets, the subsidiary may use much debt fi nancing in that host country. Then 
local creditors that have lent funds will have a genuine interest in ensuring that the 
subsidiary is treated fairly by the host government. In addition, if the MNC’s opera-
tions in a foreign country are terminated by the host government, it will not lose as 
much if its operations are fi nanced by local creditors. Under these circumstances, the 
local creditors will have to negotiate with the host government to obtain all or part of 
the funds they have lent after the host government liquidates the assets it confi scates 
from the MNC.

A less likely way to reduce exposure to a high degree of country risk is for the sub-
sidiary to issue stock in the host country. Minority shareholders benefi t directly from a 
profi table subsidiary. Therefore, they could pressure their government to refrain from 
imposing excessive taxes, environmental constraints, or any other provisions that would 
reduce the profi ts of the subsidiary. Having local investors own a minority interest in a 
subsidiary may also offer some protection against threats of adverse actions by the host 
government. Another advantage of a partially owned subsidiary is that it may open up 
additional opportunities in the host country. The subsidiary’s name will become better 
known when its shares are acquired by minority shareholders in that country.

Tax Laws in Host Countries. Foreign subsidiaries of an MNC may be 
subject to a withholding tax when they remit earnings. By using local debt fi nanc-
ing instead of relying on parent fi nancing, they will have to make interest payments 
on the local debt and thus may be able to reduce the amount to be remitted periodi-
cally. Thus, they may reduce the withholding taxes by using more local debt fi nanc-
ing. Foreign subsidiaries may also consider using local debt if the host governments 
impose high corporate tax rates on foreign earnings; in this way, the subsidiaries can 
benefi t from the tax advantage of using debt where taxes are high (unless the higher 
taxes paid would be fully offset by tax credits received by the parent).

Revising the Capital Structure in 
Response to Changing Conditions
As economic and political conditions in a country change or an MNC’s business 
changes, the costs or benefi ts of each component cost of capital can change as well. 
An MNC may revise its capital structure in response to the changing conditions.
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1.  A firm discontinues its business in Argentina and decides to reduce its Argentine debt. 

It no longer has Argentine peso revenue that it used to offset exchange rate risk.

 2. The U.S. government reduces taxes on dividends, which makes stocks more attractive to 

investors than investing in debt securities. Thus, the cost of equity has decreased, caus-

ing some MNCs to shift their capital structure.

 3. Interest rates in Europe increase, causing some U.S.-based MNCs to support their Euro-

pean operations with dollar-denominated debt.

 4. Interest rates in Singapore decrease, causing some U.S.-based MNCs with operations in 

Singapore to increase their use of debt denominated in Singapore dollars.

 5. Political risk in Peru increases, causing some U.S.-based MNCs to finance more of their 

business there with local debt so that they have some support from local institutions with 

political connections. �

In recent years, MNCs have revised their capital structures to reduce their with-
holding taxes on remitted earnings by subsidiaries.

Clayton, Inc., is a U.S.-based MNC whose parent plans to raise $50 million of capital 

in the United States by issuing stock in the United States. The parent plans to convert 

the $50 million into 70 million Australian dollars (A$) and use the funds to build a subsidiary in 

Australia. Since the parent may need some return on this capital to pay its shareholders’ divi-

dends, it will require that its Australian subsidiary remit A$2 million per year. Assume that the 

Australian government will impose a withholding tax of 10 percent on the remitted earnings, 

which will amount to A$200,000 per year. Clayton, Inc., can revise its capital structure in sev-

eral different ways to reduce or avoid this tax. Most solutions involve reducing the reliance of 

the subsidiary on the parent’s capital.

First, Clayton’s Australian subsidiary could borrow funds in Australia as its main source of 

capital instead of relying on the U.S. parent. Thus, it would use some of its earnings to pay its 

local creditors interest instead of remitting a large amount of earnings to the U.S. parent. This 

financing strategy minimizes the amount of funds that would be remitted and can therefore 

minimize the withholding taxes that would be paid to the Australian government. In addition, 

the subsidiary would not need as much equity investment from the parent. One limitation of 

this strategy is that the subsidiary may increase its debt to an excessive level.

If Clayton prefers not to increase the subsidiary’s debt, the subsidiary could raise funds 

by issuing stock in the host country. In this case, the subsidiary would use a portion of its 

funds to pay dividends to local shareholders rather than remit those funds to the parent. Once 

again, withholding taxes are minimized because the subsidiary would not remit much money 

to the parent. The issuance of stock would create a minority ownership in Australia, which re-

duces the parent’s control over the subsidiary. The parent could retain control, however, by in-

structing the subsidiary to issue nonvoting stock.

Both strategies minimize Clayton’s withholding tax, but the first strategy reflects a more 

debt-intensive capital structure while the second strategy reflects a more equity-intensive cap-

ital structure. The two strategies are illustrated in Exhibit 17.6. These strategies could also have 

been used to reduce Clayton’s exposure to exchange rate risk because they minimize the 

amount of Australian dollars that will be converted into U.S. dollars. �

Interaction between Subsidiary 
and Parent Financing Decisions

The decision by a subsidiary to use internal equity fi nancing (retaining and reinvest-
ing its earnings) or obtain debt fi nancing can affect its degree of reliance on parent 
fi nancing and the amount of funds that it can remit to the parent. Thus, its fi nanc-
ing decisions should be made in consultation with the parent. The potential impact of 
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two common subsidiary fi nancing situations on the parent’s capital structure are ex-
plained next.

Impact of Increased Debt Financing 
by the Subsidiary
When global conditions increase a subsidiary’s debt fi nancing, the amount of internal 
equity fi nancing needed by the subsidiary is reduced. As these extra internal funds are 
remitted to the parent, the parent will have a larger amount of internal funds to use 
for fi nancing before resorting to external fi nancing. Assuming that the parent’s op-
erations absorb all internal funds and require some debt fi nancing, there are offset-
ting effects on the capital structures of the subsidiary and the parent. The increased 
use of debt fi nancing by the subsidiary is offset by the reduced debt fi nancing of the 
parent. Nevertheless, the cost of capital for the MNC overall could have changed for 
two reasons. First, the revised composition of debt fi nancing (more by the subsidiary, 

Parent Foreign Subsidiary

Large Equity Investment

Initial Situation

Large Amount of Remitted Funds

Parent Foreign Subsidiary

Local Bank in
Host Country

Interest
PaymentsLoans

Shareholders of
Host Country Who
Invest in Foreign

Subsidiary
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Payments

Stock Issued
by Foreign Subsidiary

Small Equity Investment

Strategy of Increased Debt Financing by Subsidiary

Small Amount of Remitted Funds

Parent Foreign Subsidiary

Small Equity Investment

Strategy of Increased Equity Financing by Subsidiary

Small Amount of Remitted Funds

Exhibit 17.6 Adjusting the Multinational Capital Structure to Reduce Withholding Taxes
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less by the parent) could affect the interest charged on the debt. Second, it could af-
fect the MNC’s overall exposure to exchange rate risk and therefore infl uence the risk 
premium on capital.

In some situations, the subsidiary’s increased use of debt fi nancing will not be 
offset by the parent’s reduced debt fi nancing. For example, if there are any restrictions 
or excessive taxes on remitted funds, the parent may not be able to rely on the subsid-
iary and may need some debt fi nancing as well. In this case, international conditions 
that encourage increased use of debt fi nancing by the subsidiary will result in a more 
debt-intensive capital structure for the MNC. Again, for reasons already mentioned, 
the cost of capital to the MNC could be affected by the subsidiary’s increased debt fi -
nancing. In addition, the use of a higher proportion of debt fi nancing for the MNC 
overall would also affect the cost of capital.

Impact of Reduced Debt Financing 
by the Subsidiary
When global conditions encourage the subsidiary to use less debt fi nancing, the sub-
sidiary will need to use more internal fi nancing. Consequently, it will remit fewer 
funds to the parent, reducing the amount of internal funds available to the parent. 
If the parent’s operations absorb all internal funds and require some debt fi nancing, 
there are offsetting effects on the capital structures of the subsidiary and parent. The 
subsidiary’s reduced use of debt fi nancing is offset by the parent’s increased use. For 
reasons expressed earlier, the cost of capital may change even if the MNC’s overall 
capital structure does not.

If the parent’s operations can be fully fi nanced with internal funds, the parent 
will not use debt fi nancing. Thus, the subsidiary’s reduced debt fi nancing is not offset 
by the parent’s increased debt fi nancing, and the MNC’s overall capital structure be-
comes more equity intensive.

Summary of Interaction between Subsidiary 
and Parent Financing Decisions
Exhibit 17.7 provides a summary of some of the more relevant characteristics of the 
host country that can affect a subsidiary’s preference for debt or equity fi nancing. The 
decision by a subsidiary to fi nance with local debt affects the amount of funds re-
mitted to the parent and therefore affects the amount of internal fi nancing available 
to the parent. Since the subsidiary’s local debt fi nancing decisions are infl uenced by 

Exhibit 17.7 Effect of Global Conditions on Financing

Amount of Amount of Amount of
Local Debt Internal Funds Debt Financing

Financing by Available Provided by
Host Country Conditions Subsidiary to Parent Parent

Higher country risk Higher Higher Lower

Higher interest rates Lower Lower Higher

Lower interest rates Higher Higher Lower

Expected weakness of local currency Higher Higher Lower

Expected strength of local currency Lower Lower Higher

Blocked funds Higher Higher Lower

High withholding taxes Higher Higher Lower

Higher corporate taxes Higher Higher Lower



492   Part 4: Long-Term Asset and Liability Management

country-specifi c characteristics like those shown in Exhibit 17.7, the MNC’s overall 
capital structure is partially infl uenced by the locations of the foreign subsidiaries.

Local versus Global Target 
Capital Structure

An MNC may deviate from its “local” target capital structure in each country where 
fi nancing is obtained, yet still achieve its “global” target capital structure (based on 
consolidating the capital structures of all its subsidiaries). The following examples of 
particular foreign country conditions illustrate the motive behind deviating from a 
local target capital structure while still satisfying a global target capital structure.

Offsetting a Subsidiary’s High Degree 
of Financial Leverage
First, consider that Country A does not allow MNCs with headquarters elsewhere to 
list their stocks on its local stock exchange. Under these conditions, an MNC’s sub-
sidiary that desires to expand its operations will likely decide to borrow funds by is-
suing bonds or obtaining bank loans rather than by issuing stock in this country. By 
being forced to use debt fi nancing here, the MNC may deviate from its target capi-
tal structure, which could raise its overall cost of capital. The parent might offset this 
concentration in debt by using more equity fi nancing for its own operations.

Alternatively, consider an MNC that desires fi nancing in Country B, which is ex-
periencing political turmoil. The use of local bank loans would be most appropriate 
since local banks may be able to prevent the subsidiary’s operations from being af-
fected by political conditions in that country. If the local banks serve as creditors to 
the MNC’s subsidiary, it is in their interest to ensure that the subsidiary’s operations 
are suffi ciently profi table to repay its loans. Since the subsidiary may have more fi nan-
cial leverage than is desired for the MNC overall, the parent may use less fi nancial le-
verage to fi nance its own operations in order to achieve its overall (“global”) target 
capital structure.

Offsetting a Subsidiary’s Low Degree 
of Financial Leverage
Suppose that Country C allows the MNC’s subsidiary to issue stock there and list its 
stock on its local exchange. Also assume that the project to be implemented in that 
country will not generate net cash fl ows for 5 years, thereby limiting the subsidiary’s 
ability to generate internal fi nancing. In this case, equity fi nancing by the subsidiary 
may be more appropriate. The subsidiary could issue stock, and, by paying low or 
zero dividends, it could avoid any major cash outfl ows for the next 5 years. The parent 
might offset the subsidiary’s concentration in equity by instructing one of its other 
foreign subsidiaries in some other host country to use mostly debt fi nancing. Alter-
natively, the parent could use more debt fi nancing to support its own operations.

Limitations in Offsetting a Subsidiary’s 
Abnormal Degree of Financial Leverage
The examples provided up to this point suggest that the parent can offset the imbal-
ance created by a foreign subsidiary by adjusting the way it fi nances its own opera-
tions. However, the revision of the parent’s capital structure may result in a higher 
cost of capital for the parent. Given that the subsidiary’s fi nancing decision could af-
fect the parent’s capital structure and therefore affect the parent’s cost of capital, the 
subsidiary must consider the impact of its decision on the parent. The subsidiary’s de-
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cision to use an unusually high or low degree of fi nancial leverage should be made 
only if the benefi ts outweigh any costs for the MNC overall.

The strategy of ignoring a “local” target capital structure in favor of a “global” 
target capital structure is rational as long as it is acceptable to foreign creditors and 
investors. However, if foreign creditors and investors monitor each subsidiary’s local 
capital structure, they may require a higher rate of return on funds provided to the 
MNC. For example, the “local” target capital structures for the subsidiaries based 
in Country A (from the earlier example) and in Country B are debt intensive. Credi-
tors in these two countries may penalize the subsidiary for its highly leveraged local 
capital structure, even though the MNC’s global capital structure is more balanced 
because they believe that the subsidiary may be unable to meet its high debt repay-
ments. If the parent plans to back the subsidiaries, however, it could guarantee debt 
repayment to the creditors in the foreign countries, which might reduce their risk per-
ception and lower the cost of the debt. Many MNC parents stand ready to fi nancially 
back their subsidiaries because, if they did not, their subsidiaries would be unable to 
obtain adequate fi nancing.

S U M M A R Y

� The cost of capital may be lower for an MNC than 
for a domestic fi rm because of characteristics pe-
culiar to the MNC, including its size, its access to 
inter national capital markets, and its degree of inter-
national diversifi cation. Yet, some characteristics pe-
culiar to an MNC can increase the MNC’s cost of 
capital, such as exposure to exchange rate risk and to 
country risk.

� Costs of capital vary across countries because of 
country differences in the components that comprise 
the cost of capital. Specifi cally, there are differences 
in the risk-free rate, the risk premium on debt, and 
the cost of equity among countries. Countries with 
a higher risk-free rate tend to exhibit a higher cost of 
capital.

� An MNC’s capital structure decision is infl uenced 
by corporate characteristics such as the stability of 

the MNC’s cash fl ows, its credit risk, and its access 
to earnings. The capital structure is also infl uenced 
by characteristics of the countries where the MNC 
conducts business, such as stock restrictions, inter-
est rates, strength of local currencies, country risk, 
and tax laws. Some characteristics favor an equity-
intensive capital structure because they discourage 
the use of debt. Other characteristics favor a debt-
intensive structure because of the desire to protect 
against risks by creating foreign debt. Given that 
the relative costs of capital components vary among 
countries, the MNC’s capital structure may be de-
pendent on the specifi c mix of countries in which it 
conducts operations.

Point No. The change in the tax law reduces the 
taxes that investors pay on dividends. It does not 
change the taxes paid by the MNC. Thus, it should 
not affect the capital structure of the MNC.

Counter-Point A dividend income tax reduction 
may encourage a U.S.-based MNC to offer dividends 
to its shareholders or to increase the dividend payment. 
This strategy refl ects an increase in the cash outfl ows 

P O I N T  C O U N T E R - P O I N T

Should the Reduced Tax Rate on Dividends Affect 

an MNC’s Capital Structure?
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of the MNC. To offset these outfl ows, the MNC may 
have to adjust its capital structure. For example, the 
next time that it raises funds, it may prefer to use eq-
uity rather than debt so that it could free up some cash 
outfl ows (the outfl ows to cover dividends would be less 
than outfl ows associated with debt).

Who Is Correct? Use the Internet to learn 
more about this issue. Which argument do you sup-
port? Offer your own opinion on this issue.

S E L F  T E S T

Answers are provided in Appendix A at the back of the 
text.

 1. When Goshen, Inc., focused only on domestic 
business in the United States, it had a low debt 
level. As it expanded into other countries, it in-
creased its degree of fi nancial leverage (on a con-
solidated basis). What factors would have caused 
Go shen to increase its fi nancial leverage (assuming 
that country risk was not a concern)?

 2. Lynde Co. is a U.S.-based MNC with a large sub-
sidiary in the Philippines fi nanced with equity from 
the parent. In response to news about a possible 
change in the Philippine government, the subsid-
iary revised its capital structure by borrowing from 
local banks and transferring the equity investment 
back to the U.S. parent. Explain the likely motive 
behind these actions.

 3. Duever Co. (a U.S. fi rm) noticed that its fi nancial 
leverage was substantially lower than that of most 
successful fi rms in Germany and Japan in the same 

industry. Is Duever’s capital structure less than 
optimal?

 4. Atlanta, Inc., has a large subsidiary in Venezuela, 
where interest rates are very high and the currency 
is expected to weaken. Assume that Atlanta per-
ceives the country risk to be high. Explain the 
tradeoff involved in fi nancing the subsidiary with 
local debt versus an equity investment from the 
parent.

 5. Reno, Inc., is considering a project to establish a 
plant for producing and selling consumer goods 
in an undeveloped country. Assume that the host 
country’s economy is very dependent on oil prices, 
the local currency of the country is very volatile, 
and the country risk is very high. Also assume that 
the country’s economic conditions are unrelated to 
U.S. conditions. Should the required rate of return 
(and therefore the risk premium) on the project be 
higher or lower than that of other alternative proj-
ects in the United States?

 1. Capital Structure of MNCs. Present an argument 
in support of an MNC’s favoring a debt-intensive 
capital structure. Present an argument in support 
of an MNC’s favoring an equity-intensive capital 
structure.

 2. Optimal Financing. Wizard, Inc., has a subsidiary 
in a country where the government allows only 
a small amount of earnings to be remitted to the 
United States each year. Should Wizard fi nance the 
subsidiary with debt fi nancing by the parent, equity 
fi nancing by the parent, or fi nancing by local banks 
in the foreign country?

 3. Country Differences. Describe general differences 
between the capital structures of fi rms based in the 
United States and those of fi rms based in Japan. 
Offer an explanation for these differences.

 4. Local versus Global Capital Structure. Why might 
a fi rm use a “local” capital structure at a particu-
lar subsidiary that differs substantially from its 
“global” capital structure?

 5. Cost of Capital. Explain how characteristics of 
MNCs can affect the cost of capital.

 6. Capital Structure and Agency Issues. Explain why 
managers of a wholly owned subsidiary may be 
more likely to satisfy the shareholders of the MNC.

 7. Target Capital Structure. LaSalle Corp. is a U.S.-
based MNC with subsidiaries in various less devel-
oped countries where stock markets are not well es-
tablished. How can LaSalle still achieve its “global” 
target capital structure of 50 percent debt and 
50 percent equity, if it plans to use only debt fi -
nancing for the subsidiaries in these countries?

Q U E S T I O N S  A N D  A P P L I C A T I O N S
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 8. Financing Decision. Drexel Co. is a U.S.-based 
company that is establishing a project in a politi-
cally unstable country. It is considering two pos-
sible sources of fi nancing. Either the parent could 
provide most of the fi nancing, or the subsidiary 
could be supported by local loans from banks in 
that country. Which fi nancing alternative is more 
appropriate to protect the subsidiary?

 9. Financing Decision. Veer Co. is a U.S.-based MNC 
that has most of its operations in Japan. Since the 
Japanese companies with which it competes use 
more fi nancial leverage, it has decided to adjust its 
fi nancial leverage to be in line with theirs. With 
this heavy emphasis on debt, Veer should reap more 
tax advantages. It believes that the market’s per-
ception of its risk will remain unchanged, since 
its fi nancial leverage will still be no higher than 
that of its Japanese competitors. Comment on this 
strategy.

10. Financing Tradeoffs. Pullman, Inc., a U.S. fi rm, 
has been highly profi table, but prefers not to pay 
out higher dividends because its shareholders want 
the funds to be reinvested. It plans for large growth 
in several less developed countries. Pullman would 
like to fi nance the growth with local debt in the 
host countries of concern to reduce its exposure to 
country risk. Explain the dilemma faced by Pull-
man, and offer possible solutions.

11. Costs of Capital across Countries. Explain why the 
cost of capital for a U.S.-based MNC with a large 
subsidiary in Brazil is higher than for a U.S.-based 
MNC in the same industry with a large subsidiary 
in Japan. Assume that the subsidiary operations for 
each MNC are fi nanced with local debt in the host 
country.

12. WACC. An MNC has total assets of $100 million 
and debt of $20 million. The fi rm’s before-tax cost 
of debt is 12 percent, and its cost of fi nancing with 
equity is 15 percent. The MNC has a corporate tax 
rate of 40 percent. What is this fi rm’s weighted 
average cost of capital?

13. Cost of Equity. Wiley, Inc., an MNC, has a beta of 
1.3. The U.S. stock market is expected to generate 
an annual return of 11 percent. Currently, Treasury 
bonds yield 2 percent. Based on this information, 
what is Wiley’s estimated cost of equity?

14. WACC. Blues, Inc., is an MNC located in the 
United States. Blues would like to estimate its 
weighted average cost of capital. On average, bonds 
issued by Blues yield 9 percent. Currently, T-bill 
rates are 3 percent. Furthermore, Blues’ stock has 
a beta of 1.5, and the return on the Wilshire 5000 
stock index is expected to be 10 percent. Blues’ tar-
get capital structure is 30 percent debt and 

70 percent equity. If Blues is in the 35 percent tax 
bracket, what is its weighted average cost of capital?

15. Effects of September 11. Rose, Inc., of Dallas, 
Texas, needed to infuse capital into its foreign sub-
sidiaries to support their expansion. As of August 
2001, it planned to issue stock in the United States. 
However, after the September 11, 2001, terrorist 
attack, it decided that long-term debt was a cheaper 
source of capital. Explain how the terrorist attack 
could have altered the two forms of capital.

16. Nike’s Cost of Capital. If Nike decides to expand 
further in South America, why might its capital 
structure be affected? Why will its overall cost of 
capital be affected?

Advanced Questions

17. Interaction between Financing and Investment.

Charleston Corp. is considering establishing a sub-
sidiary in either Germany or the United Kingdom. 
The subsidiary will be mostly fi nanced with loans 
from the local banks in the host country chosen. 
Charleston has determined that the revenue gen-
erated from the British subsidiary will be slightly 
more favorable than the revenue generated by the 
German subsidiary, even after considering tax and 
exchange rate effects. The initial outlay will be the 
same, and both countries appear to be politically 
stable. Charleston decides to establish the subsid-
iary in the United Kingdom because of the revenue 
advantage. Do you agree with its decision? Explain.

18. Financing Decision. In recent years, several U.S. 
fi rms have penetrated Mexico’s market. One of the 
biggest challenges is the cost of capital to fi nance 
businesses in Mexico. Mexican interest rates tend 
to be much higher than U.S. interest rates. In some 
periods, the Mexican government does not attempt 
to lower the interest rates because higher rates may 
attract foreign investment in Mexican securities.

a. How might U.S.-based MNCs expand in Mexico 
without incurring the high Mexican interest ex-
penses when fi nancing the expansion? Are any dis-
advantages associated with this strategy?

b. Are there any additional alternatives for the Mex-
ican subsidiary to fi nance its business itself after it 
has been well established? How might this strategy 
affect the subsidiary’s capital structure?

19. Financing Decision. Forest Co. produces goods in 
the United States, Germany, and Australia and sells 
the goods in the areas where they are produced. 
Foreign earnings are periodically remitted to the 
U.S. parent. As the euro’s interest rates have de-
clined to a very low level, Forest has decided to fi -
nance its German operations with borrowed funds 
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in place of the parent’s equity investment. Forest 
will transfer the U.S. parent’s equity investment in 
the German subsidiary over to its Australian sub-
sidiary. These funds will be used to pay off a 
fl oating-rate loan, as Australian interest rates have 
been high and are rising. Explain the expected ef-
fects of these actions on the consolidated capital 
structure and cost of capital of Forest Co.

Given the strategy to be used by Forest, explain 
how its exposure to exchange rate risk may have 
changed.

20. Financing in a High-Interest-Rate Country. Fairfi eld 
Corp., a U.S. fi rm, recently established a subsid-
iary in a less developed country that consistently 
experiences an annual infl ation rate of 80 percent 
or more. The country does not have an established 
stock market, but loans by local banks are available 
with a 90 percent interest rate. Fairfi eld has decided 
to use a strategy in which the subsidiary is fi nanced 
entirely with funds from the parent. It believes that 
in this way it can avoid the excessive interest rate 
in the host country. What is a key disadvantage of 
using this strategy that may cause Fairfi eld to be 
no better off than if it paid the 90 percent interest 
rate?

21. Cost of Foreign Debt versus Equity. Carazona, Inc., 
is a U.S. fi rm that has a large subsidiary in Indone-
sia. It wants to fi nance the subsidiary’s operations 
in Indonesia. However, the cost of debt is currently 
about 30 percent there for fi rms like Carazona or 
government agencies that have a very strong credit 
rating. A consultant suggests to Carazona that it 
should use equity fi nancing there to avoid the high 
interest expense. He suggests that since Carazona’s 
cost of equity in the United States is about 14 per-
cent, the Indonesian investors should be satisfi ed 
with a return of about 14 percent as well. Clearly 
explain why the consultant’s advice is not logical. 
That is, explain why Carazona’s cost of equity in 
Indonesia would not be less than Carazona’s cost 
of debt in Indonesia.

22. Integrating Cost of Capital and Capitial Budgeting.

Zylon Co. is a U.S. fi rm that provides technology 
software for the government of Singapore. It will 
be paid S$7 million at the end of each of the next 
5 years. The entire amount of the payment repre-
sents earnings since Zylon created the technology 
software years ago. Zylon is subject to a 30 percent 
corporate income tax rate in the United States. Its 
other cash infl ows (such as revenue) are expected to 
be offset by its other cash outfl ows (due to operat-
ing expenses) each year, so its profi ts on the Singa-
pore contract represent its expected annual net cash 
fl ows. Its fi nancing costs are not considered within 

its estimate of cash fl ows. The Singapore dollar (S$) 
is presently worth $.60, and Zylon uses that spot 
exchange rate as a forecast of future exchange rates.

The risk-free interest rate in the United States 
is 6 percent while the risk-free interest rate in Sin-
gapore is 14 percent. Zylon’s capital structure is 
60 percent debt and 40 percent equity. Zylon is 
charged an interest rate of 12 percent on its debt. 
Zylon’s cost of equity is based on the CAPM. It ex-
pects that the U.S. annual market return will be 
12 percent per year. Its beta is 1.5.

Quiso Co., a U.S. fi rm, wants to acquire Zylon 
and offers Zylon a price of $10 million.

Zylon’s owner must decide whether to sell the 
business at this price and hires you to make a rec-
ommendation. Estimate the NPV to Zylon as a re-
sult of selling the business, and make a recommen-
dation about whether Zylon’s owner should sell the 
business at the price offered.

23. Financing with Foreign Equity. Orlando Co. has 
its U.S. business funded with dollars with a capi-
tal structure of 60 percent debt and 40 percent eq-
uity. It has its Thailand business funded with Thai 
baht with a capital structure of 50 percent debt 
and 50 percent equity. The corporate tax rate on 
U.S. earnings and on Thailand earnings is 30 per-
cent. The annualized 10-year risk-free interest rate 
is 6 percent in the United States and 21 percent in 
Thailand. The annual real rate of interest is about 
2 percent in the United States and 2 percent in 
Thailand. Interest rate parity exists. Orlando pays 
3 percentage points above the risk-free rates when it 
borrows, so its before-tax cost of debt is 9 percent 
in the United States and 24 percent in Thailand. 
Orlando expects that the U.S. annual stock market 
return will be 10 percent per year, and the Thai-
land annual stock market return will be 28 percent 
per year. Its business in the United States has a beta 
of .8 relative to the U.S. market, while its busi-
ness in Thailand has a beta of 1.1 relative to the 
Thai market. The equity used to support Orlando’s 
Thai business was created from retained earnings 
by the Thailand subsidiary in previous years. How-
ever, Orlando Co. is considering a stock offering in 
Thailand that is denominated in Thai baht and tar-
geted at Thai investors. Estimate Orlando’s cost of 
equity in Thailand that would result from issuing 
stock in Thailand.

24. Assessing Foreign Project Funded with Debt and 

Equity. Nebraska Co. plans to pursue a project in 
Argentina that will generate revenue of 10 million 
Argentine pesos (AP) at the end of each of the next 
4 years. It will have to pay operating expenses of 
AP3 million per year. The Argentine government 
will charge a 30 percent tax rate on profi ts. All 
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after-tax profi ts each year will be remitted to the 
U.S. parent and no additional taxes are owed. The 
spot rate of the AP is presently $.20. The AP is ex-
pected to depreciate by 10 percent each year for the 
next 4 years. The salvage value of the assets will be 
worth AP40 million in 4 years after capital gains 
taxes are paid. The initial investment will require 
$12 million, half of which will be in the form of 
equity from the U.S. parent, and half of which will 
come from borrowed funds. Nebraska will borrow 
the funds in Argentine pesos. The annual interest 
rate on the funds borrowed is 14 percent. Annual 
interest (and zero principal) is paid on the debt at 
the end of each year, and the interest payments can 
be deducted before determining the tax owed to 
the Argentine government. The entire principal of 
the loan will be paid at the end of year 4. Nebraska 
requires a rate of return of at least 20 percent on its 
invested equity for this project to be worthwhile. 
Determine the NPV of this project. Should Ne-
braska pursue the project?

25. Sensitivity of Foreign Project Risk to Capital 

Structure. Texas Co. produces drugs and plans to 
acquire a subsidiary in Poland. This subsidiary is a 
lab that would perform biotech research. Texas Co. 
is attracted to the lab because of the cheap wages 
of scientists in Poland. The parent of Texas Co. 
would review the lab research fi ndings of the sub-
sidiary in Poland when deciding which drugs to 
produce and would then produce the drugs in the 
United States. The expenses incurred in Poland will 
represent about half of the total expenses incurred 
by Texas Co. All drugs produced by Texas Co. are 
sold in the United States, and this situation would 
not change in the future. Texas Co. has consid-
ered three ways to fi nance the acquisition of the 
Polish subsidiary if it buys it. First, it could use 50 
percent equity funding (in dollars) from the parent 
and 50 percent borrowed funds in dollars. Second, 
it could use 50 percent equity funding (in dollars) 
from the parent and 50 percent borrowed funds in 
Polish zloty. Third, it could use 50 percent equity 

funding by selling new stock to Polish investors de-
nominated in Polish zloty and 50 percent borrowed 
funds denominated in Polish zloty. Assuming that 
Texas Co. decides to acquire the Polish subsidiary, 
which fi nancing method for the Polish subsidiary 
would minimize the exposure of Texas to exchange 
rate risk? Explain.

26. Cost of Capital and Risk of Foreign Financing. Vogl 
Co. is a U.S. fi rm that conducts major importing 
and exporting business in Japan, whereby all trans-
actions are invoiced in dollars. It obtained debt in 
the United States at an interest rate of 10 percent 
per year. The long-term risk-free rate in the United 
States is 8 percent. The stock market return in the 
United States is expected to be 14 percent annu-
ally. Vogl’s beta is 1.2. Its target capital structure is 
30 percent debt and 70 percent equity. Vogl Co. is 
subject to a 25 percent corporate tax rate.

a. Estimate the cost of capital to Vogl Co.

b. Vogl has no subsidiaries in foreign countries but 
plans to replace some of its dollar-denominated 
debt with Japanese yen–denominated debt since 
Japanese interest rates are low. It will obtain yen-
denominated debt at an interest rate of 5 percent. It 
cannot effectively hedge the exchange rate risk re-
sulting from this debt because of parity conditions 
that make the price of derivatives contracts refl ect 
the interest rate differential. How could Vogl Co. 
reduce its exposure to the exchange rate risk result-
ing from the yen-denominated debt without mov-
ing its operations?

Discussion in the Boardroom

This exercise can be found in Appendix E at the back 
of this textbook.

Running Your Own MNC

This exercise can be found on the Xtra! website at 
http://maduraxtra.swlearning.com.

Recall that Blades has tentatively decided to establish 
a subsidiary in Thailand to manufacture roller blades. 
The new plant will be utilized to produce “Speedos,” 
Blades’ primary product. Once the subsidiary has 
been established in Thailand, it will be operated 
for 10 years, at which time it is expected to be sold. 

Ben Holt, Blades’ chief fi nancial offi cer (CFO), believes 
the growth potential in Thailand will be extremely 
high over the next few years. However, his optimism is 
not shared by most economic forecasters, who predict 
a slow recovery of the Thai economy, which has been 
very negatively affected by recent events in that 

B L A D E S ,  I N C .  C A S E

Assessment of Cost of Capital

http://maduraxtra.swlearning.com
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country. Furthermore, forecasts for the future value of 
the baht indicate that the currency may continue to de-
preciate over the next few years.

Despite the pessimistic forecasts, Ben Holt believes 
Thailand is a good international target for Blades’ 
products because of the high growth potential and lack 
of competitors in Thailand. At a recent meeting of the 
board of directors, Holt presented his capital budget-
ing analysis and pointed out that the establishment of a 
subsidiary in Thailand had a net present value (NPV) of 
over $8 million even when a 25 percent required rate of 
return is used to discount the cash fl ows resulting from 
the project. Blades’ board of directors, while favorable 
to the idea of international expansion, remained skepti-
cal. Specifi cally, the directors wondered where Holt ob-
tained the 25 percent discount rate to conduct his capi-
tal budgeting analysis and whether this discount rate 
was high enough. Consequently, the decision to estab-
lish a subsidiary in Thailand has been delayed until the 
directors’ meeting next month.

The directors also asked Holt to determine how 
operating a subsidiary in Thailand would affect Blades’ 
required rate of return and its cost of capital. The di-
rectors would like to know how Blades’ characteristics 
would affect its cost of capital relative to roller blade 
manufacturers operating solely in the United States. 
Furthermore, the capital asset pricing model (CAPM) 
was mentioned by two directors, who would like to 
know how Blades’ systematic risk would be affected by 
expanding into Thailand. Another issue that was raised 
is how the cost of debt and equity in Thailand differ 
from the corresponding costs in the United States, and 
whether these differences would affect Blades’ cost of 
capital. The last issue that was raised during the meet-
ing was whether Blades’ capital structure would be af-
fected by expanding into Thailand. The directors have 
asked Holt to conduct a thorough analysis of these is-
sues and report back to them at their next meeting.

Ben Holt’s knowledge of cost of capital and capi-
tal structure decisions is somewhat limited, and he re-
quires your help. You are a fi nancial analyst for Blades, 
Inc. Holt has gathered some information regarding 
Blades’ characteristics that distinguish it from roller 
blade manufacturers operating solely in the United 
States, its systematic risk, and the costs of debt and 
equity in Thailand, and he wants to know whether and 
how this information will affect Blades’ cost of capital 
and its capital structure decision.

Regarding Blades’ characteristics, Holt has gath-
ered information regarding Blades’ size, its access to 
the Thai capital markets, its diversifi cation benefi ts 
from a Thai expansion, its exposure to exchange rate 
risk, and its exposure to country risk. Although Blades’ 
expansion into Thailand classifi es the company as an 
MNC, Blades is still relatively small compared to U.S. 

roller blade manufacturers. Also, Blades’ expansion into 
Thailand will give it access to the capital and money 
markets there. However, negotiations with various 
commercial banks in Thailand indicate that Blades will 
be able to borrow at interest rates of approximately 
15 percent, versus 8 percent in the United States.

Expanding into Thailand will diversify Blades’ op-
erations. As a result of this expansion, Blades would be 
subject to economic conditions in Thailand as well as 
the United States. Ben Holt sees this as a major advan-
tage since Blades’ cash fl ows would no longer be solely 
dependent on the U.S. economy. Consequently, he be-
lieves that Blades’ probability of bankruptcy would be 
reduced. Nevertheless, if Blades establishes a subsid-
iary in Thailand, all of the subsidiary’s earnings will be 
remitted back to the U.S. parent, which would create 
a high level of exchange rate risk. This is of particular 
concern because current economic forecasts for Thai-
land indicate that the baht will depreciate further over 
the next few years. Furthermore, Holt has already con-
ducted a country risk analysis for Thailand, which re-
sulted in an unfavorable country risk rating.

Regarding Blades’ level of systematic risk, Holt has 
determined how Blades’ beta, which measures system-
atic risk, would be affected by the establishment of a 
subsidiary in Thailand. Holt believes that Blades’ beta 
would drop from its current level of 2.0 to 1.8 because 
the fi rm’s exposure to U.S. market conditions would 
be reduced by the expansion into Thailand. More-
over, Holt estimates that the risk-free interest rate is 
5 percent and the required return on the market is 
12 percent.

Holt has also determined that the costs of both 
debt and equity are higher in Thailand than in the 
United States. Lenders such as commercial banks in 
Thailand require interest rates higher than U.S. rates. 
This is partially attributed to a higher risk premium, 
which refl ects the larger degree of economic uncer-
tainty in Thailand. The cost of equity is also higher in 
Thailand than in the United States. Thailand is not as 
developed as the United States in many ways, and vari-
ous investment opportunities are available to Thai in-
vestors, which increases the opportunity cost. How-
ever, Holt is not sure that this higher cost of equity in 
Thailand would affect Blades, as all of Blades’ share-
holders are located in the United States.

Ben Holt has asked you to analyze this informa-
tion and to determine how it may affect Blades’ cost 
of capital and its capital structure. To help you in your 
analysis, Holt would like you to provide answers to the 
following questions:

 1. If Blades expands into Thailand, do you think 
its cost of capital will be higher or lower than 
the cost of capital of roller blade manufacturers 
operating solely in the United States?  Substantiate 
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your answer by outlining how Blades’ character-
istics distinguish it from domestic roller blade 
manufacturers.

 2. According to the CAPM, how would Blades’ re-
quired rate of return be affected by an expansion 
into Thailand? How do you reconcile this result 
with your answer to question 1? Do you think 
Blades should use the required rate of return result-
ing from the CAPM to discount the cash fl ows of 
the Thai subsidiary to determine its NPV?

 3. If Blades borrows funds in Thailand to support its 
Thai subsidiary, how would this affect its cost of 
capital? Why?

 4. Given the high level of interest rates in Thailand, 
the high level of exchange rate risk, and the high 
(perceived) level of country risk, do you think 
Blades will be more or less likely to use debt in its 
capital structure as a result of its expansion into 
Thailand? Why?

The Sports Exports Company has considered a va-
riety of projects, but all of its business is still in the 
United Kingdom. Since most of its business comes 
from exporting footballs (denominated in pounds), it 
remains exposed to exchange rate risk. On the favor-
able side, the British demand for its footballs has risen 
consistently every month. Jim Logan, the owner of 
the Sports Exports Company, has retained more than 
$100,000 (after the pounds were converted into dol-
lars) in earnings since he began his business. At this 
point in time, his capital structure is mostly his own 
equity, with very little debt. Jim has periodically con-
sidered establishing a very small subsidiary in the 
United Kingdom to produce the footballs there (so 
that he would not have to export them from the United 
States). If he does establish this subsidiary, he has sev-

eral options for the capital structure that would be 
used to support it: (1) use all of his equity to invest in 
the fi rm, (2) use pound-denominated long-term debt, 
or (3) use dollar-denominated long-term debt. The in-
terest rate on British long-term debt is slightly higher 
than the interest rate on U.S. long-term debt.

 1. What is an advantage of using equity to support the 
subsidiary? What is a disadvantage?

 2. If Jim decides to use long-term debt as the primary 
form of capital to support this subsidiary, should 
he use dollar-denominated debt or pound-
denominated debt?

 3. How can the equity proportion of this fi rm’s capital 
structure increase over time after it is established?

S M A L L  B U S I N E S S  D I L E M M A

Multinational Capital Structure Decision at the 

Sports Exports Company

The Bloomberg website provides interest rate data for 
many countries and various maturities. Its address is 
http://www.bloomberg.com.

Go to the Markets section and then to Bonds and 
Rates. Assume that an MNC would pay 1 percent more 
on borrowed funds than the risk-free (government) rates 
shown at the Bloomberg website. Determine the cost 

of debt (use a 10-year maturity) for the U.S. parent that 
borrows dollars. Click on Japan and determine the cost 
of funds for a foreign subsidiary in Japan that borrows 
funds locally. Then click on Germany and determine the 
cost of debt for a subsidiary in Germany that borrows 
funds locally. Offer some explanations as to why the cost 
of debt may vary among the three countries.

I N T E R N E T / E X C E L  E X E R C I S E

http://www.bloomberg.com

