A practical selutien to the prob-
lem of discount rate develop-
ment includes using a quantita-

AV = o ¥ = e e~ T
tive mocdiel to estimate a cost o

equity, adjusting the ol wved
country equily risk pre

far an applicable cost of deb

and conducting due dilic

to understand relevant Issues

James T. Budyak

developing







gence concerning this manufacturing

business assumes the following:

1. The subject company exports 70%
of its products to the U.S. and it
imports sub-assemblies from the
U.S. This means the success of the
business depends mostly on non-
local Brazilian economic factors.

2. The manufacturing sector is influ-
enced by regional or global fac-
tors—there are regional trade
alliances with Central America and
the U.S. The sector is considered to
be affected by demand and supply
factors of the entire North and
South American continents.

3. The business routinely deals in cur-
rencies of the Brazilian peso and U.S
dollar. There are natural currency
hedges at work in the flow of goods or
flow of currencies for this business.

4. There is no country diversification
assumed. (This may be interpreted
to mean there are no multinational
strategic buyers who would bid on
the business. Such multinationals may
take the perspective that by manag-
ing a global portfolio of related ven-
tures in various countries, they have
hedged country risk completely).
Given the hypothetical fact set above,

there appears to be several factors that

reduce risk, including from a company,

currency, and sector point of view. A

WACC between a U.S rate (9.0%) and
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fully loaded local country rate (17.0%)
appears be justified. Considering Har-
vey’s views that currency risk can be half
of total incremental risk, and given the
risk-mitigating facts mentioned above
about sector and currency, there is less
currency risk and less local country risk
warranting a risk premium. Appraiser
judgment combined with any informa-
tion provided by local management or
the acquiror as to risk rates would be
considered in the final conclusion. A dis-
count rate of 13.0% was judged applica-
ble for illustration purposes.

Scenario Three—Consideration of
Country, Sector, and Currency. To expand
on other possible scenarios so as to pro-
voke discussion and facilitate a better
understanding of CCCS theory, assume
that the subject business is involved in
crude oil exploration. In this case, the
company would be heavily influenced by
global and regional industry supply and
demand factors. Currency risk would
be mitigated because crude is priced in
U.S. dollars; furthermore, the company
exports most of its crude.

In addition, assume the likely buy-
ers of the business are multinational
integrated oil companies (who may
consider country diversification ben-
efits and sector relevance as more
important than country). In this case,
there are many risk diversifiers at work,
and a concluded rate somewhat clos-

er to the U.S. WACC than the unad-
justed fully loaded Brazilian WACC
would appear justified. There are risks
still applicable, however, as the Brazil-
ian government is not stable, and polit-
ical unrest is not out of the question.
For purposes of this illustration, a
WACC of 11.0% was judged applicable.

Given the quantitative (CRRM) and
qualitative (CCCS theory) elements con-
sidered, determining a WACC rate is not
an exact science, but necessarily incor-
porates the analyst’s judgment. Actual
market participants may bid the price of
the subject business up to a level that
essentially washes away any local coun-
try risk issue. In scenario 3, buyers may
assume a 9.0% rate given the speculation
on peak oil, for instance.

Conclusion

The concluded WACC would be used
in the net present value calculation.
Alternatively, in the case of valuation
methods that use market price-earn-
ings (PE) ratios, the WACC can be con-
verted to a PE ratio using the
recognized formula stating that WACC
minus long term growth (g) is equal to
a capitalization rate, the inverse of
which is a PE ratio. This can serve as
a consideration for adjusting PEs when
a market method is employed.

Hopefully, this article has made
clear that the issues discussed herein
are not black and white, regardless of
how strong many experts feel about
their views. Whether the issue is sector
or country, country correlation, debt
versus equity market volatility, or the
empirical rigor of the models, the
problem of discount rate development
exists. A practical solution includes use
of the quantitative CRRM model to
estimate a cost of equity, adjusting the
observed country equity risk premi-
um for an applicable cost of debt, and
conducting due diligence to under-
stand salient issues with respect to
CCCS theory.

One thing is sure: what is known
today will change and evolve. Ana-
lysts should continue to monitor the
capital markets and views of acade-
mia and market practitioners to stay
abreast of current trends, in order to
mimic the market in the process of
discount rate setting. @
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