COC- an MNC puzzle
Major issues:

1. Who's cost is it anyway?  The parent VS the subsidiary

2. Liquidity

3. Market segmentation

4. Access to capital

5. Reformulation of CAPM

Who's cost?
The Parent VS subsidiary Issues

1. Optimal capital structure

2. Profitability issues

Liquidity Issues and Access to Capital
Structure of Domestic markets

Covenant restrictions

Efficiency of markets

Role of Government (remittance) 
Market Segmentation

Firms resident in countries with segmented capital markets must devise a strategy to escape dependence on that market for their long-term debt and equity needs. A national capital market is segmented if the required rate of return on securities in that market differs from the required rate of return on securities of comparable expected return and risk traded on other securities markets. Capital markets become segmented because of such factors as excessive regulatory control, perceived political risk, anticipated foreign exchange risk, lack of transparency, asymmetric availability of information, cronyism, insider trading, and many other market imperfections.
Causes of market segmentation?


Capital market segmentation is a financial market imperfection caused mainly by government constraints, institutional practices, and investor perceptions. The most important imperfections are:

(
Asymmetric information between domestic and foreign-based investors

(
Lack of transparency

(
High securities transaction costs

(
Foreign exchange risks

(
Political risks

(
Corporate governance differences

( Regulatory barriers
Example: Novo case

Global Asset Pricing Model
Cost of equity = r + (ig(Kg - r) + (iq(Kq - r)

Where,

R = Risk free rate in base currency

Beta = measure of risk with respect to global portfolio and an index of exchange rates

Kg = ROR on a global portfolio

Kq = Expected rate of change in base currency value of a wealth weighted portfolio of other currencies.

If we combine the ROR on an asset, and the rate of change in currency, 

Realized ROR on a portfolio = (1+Rp)(1+Xc) - 1

Rp = ROR is the domestic ROR (in whatever currency)

Xc = Rate of change in the "currency" in terms of BASE currency

Example:

Spot rate = FF5/$, Price of asset FF100, and at time 1, the same are FF4 and 84.  What is the ROR in Dollar terms?

The Domestic ROR = (84/100) - 1 = -0.16

Rate of change in FF = (0.25/0.20) - 1 = 0.25

Dollar ROR = (1-0.16) (1+0.25) -1 = 5%

Global Portfolio
Suppose two countries with two currencies:  $ and Yen.

ROR ($) = 12%

ROR (Yen) = 30%

Weight ($) = 65%

Weight (Yen) = 35%

Assume that Yen depreciates by 25%.  Calculate the $ rate of return!

First, find the $ ROR on the Japanese assets:


1.30(.75) - 1 = -2.5%

The ROR on the global portfolio:

0.65(12) + 0.35(-2.5) = 6.925%

Construction of GMI

Countries

Weight

Change




Japan

25%


-8%


Germany

20%


+22%


England

15%


+6%


U.S.


40%

The spot rates are:  Yen100, DM1.60, $1.40

The Rate of change in the currency portfolio, Rq:

0.25(-8%) + 0.20(22%) + 0.15(6%) = 3.3%

The difference between the "expected" and "actual"
Currencies:  ECU, Yen, and A$

Weights:
40%, 30%, 5%

Base currency:  $, weight = 25%

Expected (actual) changes with respect to $: 5% (12%),       -4%(+6%), +2%(-4%)

Kq = 0.4(5%) + 0.30(-4%) + 0.05(2%) = 0.9%

Rq = = 0.4(12%) + 0.30(6%) + 0.05(-4%) = 6.4%

Apply GAPM
Beta(g) = 1.05

Beta(q) = 0.45

Kg  = 10%

Kq = 4%

$ risk-free rate = 6%

 COC = 6% + 1.05(10 - 6) + 0.45(4 -6) = 9.28%

