Exchange Rate 

The exchange rate is the exchange made between the US$ and the Chilean CLP, which is influenced by supply and demand of the two currencies. All countries importing or exporting float their currencies against each other based on goods and services they have for trade, e.g. copper. Buying or selling exchange rates controls liquidity on the foreign exchange markets.
Factors that influence supply and demand between the two countries are:
· Inflation rates comparison, Chile 10% and US 2%.
· Interest rates comparison of the two using the Fisher formula(1+i) = (1+r) (1+h).
· Sentiment of markets by traders on economic and political prospects. (Hedges)
· Balance of payments
· Government debt
· Political stability, recession and speculation. (2)(3)(4)

Currency risk
· Transaction exposure risk is an unfortunate short-term normal day trading price change, occurring between foreign currency terms agreement and payment after trading on debt when importing and exporting respectively. This usually affects invoicing in a foreign currency. (3)(4)
· Economic exposure risk which reveals international competitiveness of how the present value of an organisation impacts an exchange rate movement on the longer term of cash flows. Usually affecting organizations trading on a nonparticipating currency, nullifying depreciation and appreciation. (2)(3)(4)
· Translation exposure risk occurs when organizations restated book value of its foreign subsidiary assets bring in an unexpected exchange rate shift causing loss on a specific dated statement.(3)(4)

Purchasing Power of Parity
Inflation rates move only the exchange rate Chile (10%), US (2%). Two countries sell the same product, at the same price and time, the only difference would be their respective currencies. The purchasing power considers the difference in inflation and cost of living, to give a spot rate that changes relative to the two currencies. Signalling depreciation, when currency rates drops; or appreciation, signalling the increase in value.    (3)(4)

Illustrated:  Forecasting Currency Exchange Rate (after one year)   		
Current/Base		-	 150CLP/$1		Si    =    expected spot rate
Si = So * (1 + Hc)					So   =    current spot rate
	   (1 + Hb)					Hc   =    expected inflation rate in country c
Si = 150 * (1.10)					Hb   =    expected inflation rate in country b
	     (1.02)
Si = 161.76CLP/$1 

Or an alternate formula:
150CLP/$1			Chile				US
Today				150CLP	 (*1000)		$1 (*1000)
				150,000CLP			$1000
Future				(*1.10)				(*1.02)
				165,000CLP			$1020
Exchange rate in 1 year = CLP/$ 165,000
				      1020
			  = 161.76CLP/$1    
Peso appreciates and Dollar depreciate.
If inflation rose by 2% for the Peso, and it remained the same for the Dollar on the second year:
161.76 * 1.12/1.02 = 177.62CLP/$1 
Peso would appreciate even further, while dollar remains in its depreciative state.(3)(4)
Bush-Rich PLC would be buying more pesos whenever they sold the dollar (Import), this would be driven by the high inflation which also drives up interest rates. To buy the dollar with pesos, they would be gaining more, from Joint Venture (Export) 

The Fisher effect
The relationship between interest rates and expected inflation rates, where the actual rate of interest consists of two parts: Real required rate of return or real interest rate; and premium for inflation. (3)(4)
(1 + i) = (1 + r) * (1 + h)		i = actual interest rate (money rate/ nominal)
					r = real interest rate
					h = inflation rate
Chile					US
(1 + i) = (1 + r)				(1 + i) = (1 + r)
(1 + h)					(1 + h)
1 + r = 1.20 = 1.091			1 + r = 1.20 = 1.176
1.10					1.02
r = 9.1 %				r = 17.6 %

IFE
1 + Ia = 1 + Ha			Ia = nominal interest rate in country a 
1 +Ib = 1 + Hb			Ib = nominal interest rate in country b
				Ha = inflation rate in country a
				Hb = inflation rate in country b
1 + 0.20 = 1 + 0.10
1 + 0.07    1 + 0.02
1.20	 =   1.10
1.07	       1.02
1.2	=    1.08
(3)(4)

Investment Appraisals
Investing into the joint venture with Pink-Apples, Bush-Rich PLC financial manager must consider as their objectives, the discount cash flow and the time value of money to make fundamental decisions when drafting the investment appraisal with regarding to shareholder capital. They should use the net present value and the internal rate of return technics. (3)(4)
Time value of money is used to entice people to buy shares with the aim of immediate compensation in consumer impatience, inflation and risk of them making the investment sacrifice in shares government bonds or bills. Investors expect different required returns from their risk premiums and risk-free returns, which could result in a percentage being paid after a couple of years. (3)(4)
Discount factors for time value of money are multiplied by the initial capital investments. These resultant present value capital inflows are then additionally balanced out with the outflows give the net present value. Bush-Rich should assume that the cost of capital is the targeted rate of return: if the project appraisal NPV return gives any negative investment cashflow, the project is not worth undertaking; and if the project appraisal NPV return gives any value from zero to positive investment cashflow, the project is worth undertaking.   (3)(4)
As NPV cashflows are forecasted in annuity and perpetuity, shareholder profits can be affected by any changes in inflation, machine scrap value and non-financial factors. The accuracy of the cost of capital is never fixed. (1)
A project percentage growth can be measure by appraising two different NPV cashflows, (3)(4)

Time	Cash Flow		DF@ 20%	Present Value		DF@ 9%	Present Value
0	(10,000,000)		1		(10,000,000)		1		(10,000,000)
1	6,000,000		0.833		    4,998,000		0.917		    5,502,000
2	4,000,000		0.694		    2,776,000		0.842		    3,368,000 
3	3,000,000		0.579		    1,737,000		0.772		    2,316,000
4	2,000,000		0.482		        964,000		0.708		    1,416,000
				NPV	 	        475,000		NPV		    2,602,000 

IRR= 0.09 + [		2,602,000	* (0.20 - 0.09)] = 99.3 %
		2,602,000 + 475,000					(7)

Nominal (money terms) investment appraisal discounts nominal cash flows with a nominal cost of capital.  
· Cash flows found by inflating forecast values from current price estimates, e.g. 20 % inflation CLP.
· Apply 12% inflation, different project cash flows inflated by different inflation rates to generate nominal project cash flows
Real terms investment appraisal discounts real cash flows with a real cost of capital.
· Real cash flows found by deflating nominal cash flows by general rate of inflation. 
· Real cost of capital is found by deflating the nominal cost of capital by the general rate of inflation using the Fisher equation (1 + real discount rate) * (1 + inflation rate) = (1 + nominal rate).
Net Present Value of project doesn’t depend on nominal or real terms approaches are used. The priority lies with them being discounted by the general rate of inflation to give real cash flows and real discount rate. Resulting in them giving the same NPV.
12% - 2% = 10% or R nominal = R real + R inflation
Increased in interest rate results from an increased in inflation, so if inflation goes down, so too does interest. Interest rates are part of the process of fluctuating inflation rates in the IFE and this attracts investors when they see a high nominal rate.   (2)(3)(4)

CAPM and MM 

Estimating the discount rate of a new project with geared Beta for business risk or required return for financing.  

B equity = shares B, cover all gearing in the company, not just for business risk. 
B asset = earnings B of business where there is no gearing.
B debt = B of debt risk free debt B=0.
T = corporate tax rate.
Ve = market value of equity, geared in the company.
Vd = market value of debt, geared in the company.


Ba = [ 		Ve		   Be +		Vd	      Bd]	
	   Ve + Vd (1 - T)		  Ve – Vd (1 - T)                       (7)

B=1 :– 1% change in market index return, 1% changes return on share.
0<B<1 :– 1% change in market index return, less than 1% change return on share.  
B>1 :-1% change in market index return, greater than 1% change in share. (1)(3)(4)


Political Risk

Outlook SWOT Analysis

Strength
· Chile has amongst the strongest Latin American business environment and they cater well for foreign investors.
· They have a democratic political system, strong institutions, comprehensive legal framework and independent judiciary. (5)
Weaknesses
· Despite their solid fiscal position, there is a gulf in inequality and social development, this having a strain on their GDP and inflation.
· Unemployment rate is high and ethnic tentions. (5)
Opportunities
· Since 1990, elections have been regularly held every four years for congress and presidential selection.
· In 2003, transparency from government was introduced to allow efficiency by public administration, this brought about the regulation of public funds from political parties and election campaigns. (5)
Threat
· Public protests are on the rise from the poorer and younger generation, due to income inequality and inflation. This weakens the governments control as it escalates, which is affecting economic growth. 
· Corruption scandals from the government is threatening the strength of its institutions, and this can weaken their business environment. 
· Changes and improvements in their institutions are being prevented by the deadlock within their political environment.
· Cultural friction poses a potential threat to national security.
(5)

Sources of finance

Debt
There are various ways in which a company can raise debt finance.

Long term debt
Preference shares have prior claims on profits making them different to ordinary shares which are affected by fluctuation. They are treated as debt, but fall under the company’s legal equity and come with a fixed rate of dividend which is not tax deductible that applies to debt. These dividends are only payable if there is sufficient distributable profits or in the case of cumulative preference shares where the dividends are carried forward. They also don’t have voting rights that could impact control for the company, but they must pay higher interest rates to attract investors because of the extra risk to shareholders. (1)(3)(4)

Debentures, Loan Stock or Bonds are written acknowledgment of debt that a company is liable to primarily repay including interest. These debentures can be secured, in the case where the company goes into liquidation the holders have first charge on assets that are used as securities. Whereas unsecured debentures don’t use these benefits but incumbent higher rates of interest to compensate the lenders. They are traded on the stock exchange with $100 nominal units and fixed interest rates expressed in a % of the nominal value.
· Irredeemable debentures are never paid.
· Redeemable debentures are repaid at future fixed periods, at nominal value par or premium nominal value, e.g. 8% debentures 2016 quoted at 90p.c.(1)(3)(4)
Interest paid by the company is usually less than the dividend the company would pay shareholders and investors see them as less of a risk than shares, but with a lower return. The tax reduction on interest reduces the company’s overall net costs. Shareholders dividend risks rises, because of the high amount of fixed debt finance interest taken from their profits. (3)(4)

Deep discount bonds or debentures which are issued at large discounts on nominal value and low rate of interest, but repayment is at par on maturity which offer large bonuses year on year for investors. This interest parity allows a company to grow on low interest during the debenture and able to redeem them on par. (1)(3)(4)

Zero coupon bonds have no interest but provide large bonus for investors, redeemable at par on maturity even though their issue have extremely large nominal value discount. 

Returns on debt

Interest yield		= 	Annual interest payment 		X 		100%   
				Market value of debt      

Measures return to investors annually ignoring P/L on redemption.

Redemption yield includes the P/L to the annual interest. 

Convertibles and Warrants-The organization issues them as debt instruments with the option of being exchanged into ordinary shares by self-liquidation from a prearranged formula. They offer lower interest rates with fewer restrictive covenants than debentures and are tax deductible. They are initially underpriced and a cheap way to issue shares which provide readily available finance when straight debt and equity are not available.
(1)
The investor can wait to see share price movement before investing in equity, this provides security with higher annual coupon than the dividend yield. (1)

Eurobonds- sold outside the jurisdiction of the country from which the currency the bond will be issued. They are categorized as straight fixed-rate bonds, Equity related and Floating-rate notes. They have specific character additions in the forms of reverse floaters, capped, callback features and put features. (1)

Project Finance loan comes as a bank loan or bond finance to an organization separate from the parent corporation for undertaking a project, making all returns and cashflows tied specifically to the project and not the organization. The project is under several controlling entities which lower political risk, simplifies banking relationships and enhances managerial incentives because everyone has a single goal in mind.  (1)
     

Cost of capital 
This is the rate of return that an organization offers potential investors to buy and hold financial securities, they are enticed by higher risk for higher return expected otherwise they go somewhere else to with those options. (7)

WACC= [ 	Ve	 ] Ke +	[	Vd    	] Kd (1 – T)	
	        Ve + Vd		        Ve + Vd 
Weighted average cost of capital is the regulated contribution (raised or lowered) of the costs of debt and equity to the total capital of the organization. This is done through tax benefits, financial distress constrains or stretching the financial gearing. (1) 
Investors require a return in equity which has a risk premium (rm-rf) and a risk-free rate. the capital asset pricing model uses a beta based on the share and market movement. (1)
The cost of debt capital determinant factors are current interest rates, risk of defaulting and tax-deductible interest. These affects floating rate, traded and untraded debts. (1)
The WACC factors are based on market value and not balance sheet values. New projects with similar risk should use an existing WACC that is based on the targeted debt and equity. On projects that have differing risks levels than that of the organization, the discount rate should be raised or lowered accordingly. By doing this an organization can enjoy risk-free rates and betas; risk premiums; cost of debt; debt/ equity; and hurdle rates more suited for adjustments to their returns. (1)
Modigliani and Miller’s perfect no tax world states that the organization’s capital structure is independent of its market share. It also states that gearing can be maximized and its ratio growth is in tandem with the expected rate of return. And that gearing does not influence project cut-offs, which are equal to the WACC. (1)
Organizations moderated gearing levels influenced by the difficulty in maintaining repayments causing risk of financial distress, agency costs, borrowing capacity, managerial preference, packing order, market timing, financial slack, signaling, control, tax exhaustion, industry group gearing, motivation, reinvestment risk and operating and strategic efficiency. (1) 
[image: ]
Figure 1https://opentuition.com/
Short term interest rates futures rise and fall, so they can be used to hedge on an index base price which found when the future interest rate percentage is taken away from hundred.    (1)

GATT/ WTO
In the United States-Chile Free Trade Agreement entered into force on 1st January 2004 in Section D Non-Tariff Measures, Article 3.11, Imports and Exports Restrictions. Except as otherwise provided in accordance to incorporate in Agreement of Article XI of GATT  1994 and that neither party may adopt or maintain any prohibition or restriction of any goods mutatis mutandis. (6) 
Two elements of total risk are systematic risk which is the market risk that affects all companies, and unsystematic risk which is specific. The unsystematic risk can be eliminated by diversification, whereas the systematic risk cannot. (1)








References
 
1. Glen Arnold (2013) Corporate Financial Management, fifth edition (Pearson)

2. Duncan Moore (2017, March) Copper supply uncertainties are looming large. Metal Bulletin Magazine
3. ACCA (2009) paper F9 Financial Management, third edition
4. ACCA (2016) https://opentuition.com/
5. BMI Research (2017) Q4 Chile Country Risk Report (www.bmiresearch.com)
6. https://ustr.gov/trade-agreements/free-trade-agreements/chile-fta
7. https://opentuition.com/acca/f9/acca-f9-lectures/
8. https://www.thebalance.com/gatt-purpose-history-pros-cons-3305578
9. http://www.bbc.co.uk/news/world-latin-america-19357497
10. https://www.reuters.com/article/us-chile-politics-left/with-chiles-left-in-disarray-2017-election-is-pineras-to-lose-idUSKBN16T27J
11. https://investingnews.com/daily/resource-investing/base-metals-investing/copper-investing/most-copper-reserves-by-country/
12. https://www.bloomberg.com/gadfly/articles/2017-11-21/copper-s-big-chilean-meh
13. https://www.investmentweek.co.uk/category/investment/markets
14. http://www.usfunds.com/interactive/the-periodic-table-of-commodity-returns-2016/#peri
15. http://www.usfunds.com/investor-library/frank-talk/category/topics/energy-natural-resources/#.WjnL4t9l9dg
16. http://www.usfunds.com/investor-library/frank-talk/#.WjnRLt9l9dg
17. http://www.mining-journal.com/copper-news/news/1309345/copper-strike-action-south-america
18. http://www.mining-journal.com/copper-news/news/1309900/-chilean-negotiations-add-thicker-layer-copper-price-support
19. https://wits.worldbank.org/CountryProfile/en/country/CHL/startyear/2012/endyear/2016/tradeflow/Export/partner/USA/indicator/XPRT-TRD-VL
20. https://wits.worldbank.org/CountryProfile/en/Country/CHL/Year/2015/Summarytext
21. https://wits.worldbank.org/CountryProfile/en/country/CHL/startyear/2012/endyear/2016/tradeflow/Import/partner/USA/indicator/MPRT-TRD-VL
22. [bookmark: _GoBack]http://opentuition.com
image1.png
Equity
WACC
i
1 Debt
i
:
T
I
I
i
L >
(All equity) Optimal level of gearing
gearing (—> more debt)




