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Mini-Case Questions
 Question 1: Why do you thin Petrobras’s cost of capital is so high? Are there better ways of calculating its weighted Average Cost of Capital?
The Petrobras high cost of capital continues to hamper the ability to capitalize its core competitive advantages. The primary causes of high cost of capital include the sovereign spread volatility, dollar denomination, and ineffective equity structure, which result in share price correlation (Lee, 2013). The Petrobras is considered a ‘Brazilian’ corporation contrary to an ‘oil exploring’ company from an international investors’ point of view (Trefis, 2015). The company should benchmark from the Mexican oil producers by acquiring stakes in a number of independent North American oil and gas companies to alleviate the high sovereign spread volatility dilemma. 
	On the other hand, the dollar denomination factor is a pertinent country risk that contributes toward the high cost of capital for the Petrobras. The international oil and gas industry has become a dollar-denominated sector that adversely affects the capital structure for the companies in certain economies (Lee, 2013). The global gas and oil industry perceives the United States Dollar (U.S.D) to be the functional currency for the entire players. Consequently, some countries including Brazil have a historical struggle with achieving stability in currency’s conversion to the U.S. dollar. The Brazilian economy struggles to compete favorably with the U.S. Dollar because of protracted inflation, instabilities, and over-valuation/devaluation of the currency, which result in unfavorable outcomes when estimating the cost of capital using a hard currency. 
	Are there better ways of calculating its weighted Average Cost of Capital?
Yes, a paradigm shift from the current method that is necessary to accord Petrobras competitiveness in the industry. The notable changes include comparing with the peer gas and oil companies, identifying the volatility of the sales and operating income, in addition to evaluating the value of the collateral assets (Trefis, 2015). The three considerations help to minimize the adverse effects of the Brazilian sovereign spread risk toward the cost of debt and equity. 
	An approach to compute Petrobras’ WACC in dollar term involves basing on the adjusted Government of Brazil’s cost of dollar fund to the private enterprise credit spread. The new approach to compute the Petrobras’ WACC expound on the historical correlation of the share price correlation with EMBI and the Brazil’s sovereign spread by adjusting the private corporate credit spread. The outcomes is a reduction of the Petrobras’ cost of capital from unfavorable 15% to 9%.
The formula to compute Petrobras’ new WACC integrates the U.S. Treasury’s risk-free rate, the country’s sovereign spread and volatility rate, and the private corporate’s credit spread.

 	Using the above formula, we can deduce a comparable cost of dollar-debt, which is an integral component of the WACC. The WACC refers to the rate of pay expected from a company to offset the obligations of the security-holders (Lee, 2013). The outcome of the WACC indicates the interest rate an investor pay for the sources of finance. 
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	Therefore, adjusting cost of dollar-debt is an important approach to reduce the cost of capital.  
Question 2: Does this method of using the sovereign spread also compensate for currency risk?
	Yes, the concern among the international investors about Petrobras being a ‘Brazilian company’ influences the high correlation between the share prices and the EMBI and sovereign spread. Equally, the Petrobras share prices exhibit a historical inverse correlation to the prevailing Brazilian reais/U.S. Dollar currencies conversion (Trefis, 2015). The foreign investors resolve to accord the Petrobras a generic country risk and premium because of the correlation relationship with the sovereign spread. The same risk and premium factor that the international investors assign to the Petrobras helps to compensate against the current risk because of the interventions to sustain positive performance.
Question 3: the final quote on “one’s view on the direction of the broad Brazilian market” suggests that potential investor consider the relative attractiveness of Brazil in their investment decision. How does this perception show up in the calculation of company’s cost of capital?
The views about the aggregate Brazilian equity market and credit spread often influence risk perceptions toward the Brazilian corporates including Petrobras. International investors tend to consider the Petrobras to be a ‘Brazilian Company’ rather than an ‘oil company’, which portrays the caliber of risk perspective (Economist , 2012). Therefore, continued country risks that include economic instability, inflation, and over-valuation/devaluation of the currency create a perception of a risky investment (Lee, 2013). Risky investments result in high cost of capital because of unfavorable market-risk premium.
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 The formula above reveals an increase in the cost of debt and equity result in raise in the cost of capital. Therefore, an improvement toward the Brazilian risk perception provides an incentives to boost the stock performance of the Petrabras to bolster the market-risk premium.  
Question 4: is the cost of the capital really a relevant factor in the competitiveness and strategy of a company like Petrobras? Does the corporate cost of capital really affect competitiveness?
The cost of capital is an integral parameter that enhances the overall competitiveness of a portfolio to generate substantial return on investment for the shareholders and compete favorably with the peer corporation. Evidently, Petrobras struggles to capitalize its organization competitive advantages that include a global leader in deep-water technology because of the protracted high cost of capital (Lee, 2013). Further, the share price correlation is a critical impetus for the Petrobras to enhance the cost of capital to generate positive spillover effects to the Brazilian economy. 
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