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Quantifying Geopolitical Risk: The Country Risk Premium in WACC
Nima Fazeli
[bookmark: objective]Objective
· To mechanically calculate the impact of a Country Risk Premium (CRP) on the Cost of Equity and WACC.
· To demonstrate how geopolitical risk directly affects project valuation and investment decisions.
[bookmark: scenario]Scenario
You are a finance manager at "Global Auto Parts," a company headquartered in Germany. The firm is considering building a new factory with identical costs and expected cash flows in two different locations:
1. Project A: In Portugal 
1. Project B: In Brazil 

To value these projects, you must first calculate the appropriate WACC for each location.
[bookmark: data-assumptions]Data & Assumptions
	Parameter
	Portugal Project (A)
	Brazil Project (B)
	Note

	Annual Project FCF 

	€10 Million
	€10 Million
	The real operations are identical.

	Growth of FCF
	1%
	2%
	The growth of market and sales in each country.

	Risk-Free Rate (Rf)
	3.0%
	3.0%
	Based on German Bonds (the firm's home market).

	Equity Risk Premium (ERP)
	5.5%
	5.5%
	The global market premium.

	Company Beta ()
	1.2
	1.2
	The project's business risk is the same.

	Country Risk Premium (CRP)
	1.0%
	4.5%
	The extra return investors demand for exposure to each country.

	Cost of Debt (Rd)
	5.0%
	8.5%
	Lenders demand a higher rate for Brazil (3.5% higher).

	Tax Rate (T)
	25%
	25%
	

	Capital Structure (D/V)
	30%
	30%
	Assume the same financing mix.


[bookmark: group-task-15-min]Group Task (15 min)
For both Project A (Portugal) and Project B (Brazil):
1. Calculate the Cost of Equity (Re): Use the formula .
1. Calculate the WACC: Use the standard WACC formula.
1. Calculate the Project's Value (NPV): Since FCF is a perpetuity, the value is simply `Value = FCF / WACC`.
1. Which project is more valuable to Global Auto Parts, and by how much?
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