


Contents page										


Introduction………………………………………………………………………………………………………………………..2
Interest and Inflation rates………………..……………………………………………………………………………….3 
Exchange rates……………………………………………...…………………………………………………………………..4
Forms of finance…………………...…………………….…………………………………………………………………….5 
GATT……………………………………………………….………………………………………………………………………..6
Risk factors………………….………………………………….……………………………………………………………….7
Cost of capital………………………………………………………………………………………………………………….8 
Conclusion………………………………………..………………………………………………………………………………9
References………………………………………….………………………………………………………………………10-11



















[bookmark: _GoBack]
Introduction											

This report is set to identify all the factors that could potentially affect Bush-rich Plc on going with their potential contract with Pink-Apples. This considered joint venture is between Bush-rich Plc, an international copper processing company based in the USA, and Pink-Apples, of Chile, South America own a significant proportion of the copper reserves a commodity currently imported by Bush-Rich. Black (2009) defines a joint venture as a risky project, maybe something that would not be attempted alone, however it provides different forms of expertise, and each company is invested in time, project management and capital contribution. 
 It is clear Bush-Rich have many concerns over this contract, this piece will identify the rates and risks of this covenant of specific entities. The risk and uncertainty need to be applied to this situation to show the possible outcomes, incorporating risk into this project will determine a better outcome. 
 The executive committee are aware there could be barriers imposed to free trade, leaving Bush-rich at a less distinctive position in the market, having the disadvantage in importing and processing copper between Chile and the USA where they are based. 
Currently the market inflation is very uncertain and shows the rate is set to rise, The current economy in Chile is a substantial  10%, while inflation rates in the USA presently predict a stable 2%, displaying an exchange rate of 150 pesos/$. 




Interest and Inflation rates									

The first risk factor is inflation rates, which can impact businesses in any segment. When the general level of prices for goods and services rises it leads to the purchasing power of currency falling. Interest rates in turn effect all business sectors. (investor.Gov, 2017) The higher the interst rate the higher the expenditure will be, making there disposable income decrease
Banks are acting more on the current economic environment by limiting inflation and avoiding deflation, to keep the economy at a steady pace.  (Investopedia, 2017)  According to (Economics help, 2017) “Inflation means there is a sustained increase in the price level. The main causes of inflation are either excess aggregate demand (economic growth too fast) or cost push factors (supply-side factors).” 
Put differently “As inflation rises, every dollar you own buys a smaller percentage of a good or service. When prices rise, and alternatively when the value of money falls you have inflation.” (Investopedia, 2017) 
Inflation rates in Chile are currently at 10%, nevertheless if interest rates were to rise, it would create a higher borrowing cost, therefore effecting there position in the market. The market forecasts the inflation is due to rise due to it being a rapidly growing economy and having many political uncertainties tied to it. This holds strong risk between the two currencies and the future rate can be determined by the difference in risk free rates offered. 
The executive board of Bush-rich Plc are concerned that the government of Pink-Apples might impose some form of barriers to free trade. This would put Bush-rich at a distinct competitive disadvantage in importing and then processing the copper.







Exchange rates										
An exchange rate is the rate at which one country's currency can be traded in exchange for another country's currency. The exchange rate is made up of two rates, the selling rate and the buying rate, Profit is made by dealers when buying currency for less than they sell it.  Factors including two countries inflation rates, level of interest and there economic and political prospects influence supply and demand. It important to remember the influence on exchange rates is the relative inflation rates in the two countries. “The Economist” (2017) explains it as a method useful for comparing living standards in cohering countries and identifies it as the correct exchanges rates for comparing prices and incomes in different currencies. 

(Griffin, 2017) Explains that the Purchasing Power of Parity (PPP) Theory is a method for calculation the correct value of currency, differing from its current market value. The Economist states the theory is that goods and services should cost the same everywhere are currency conversion.  It is the exchange rate that compares the price of an amount of trade goods and services in two countries, usually the PPP is very different from the current market exchange rate. Economists have argued that once the exchange rate is pushed away from its PPP, trade and financial flows in and out of a country can potentially result in substantial trade and current account deficits a surpluses. (Economist, 2017) 


















Forms of Finance										

To enable Bush-Rich and pink apples to finance this joint venture, the company needs to raise long term capital from equity finance from shareholders and debt finance (from lenders) (ACCA, 2009) Financing decisions need to be made as all investments require a source of finance whether they be internal (Retained profits, controlling or reducing working capital and sale of assets) (Borad, 2017) or external sourced from Banks, building societies or credit unions. (Gov.au, 2017) 

Choosing the right form of finance (source and mix) is the key challenge here, (Atril, 2014) in order to achieve “A healthy business, positive cash flow and ultimately a profitable enterprise.” (Watts, 2017) Having said that, all sources of capital have different characteristics, there choice would have to be made based on their requirements. 

Sourcing there finance in Chile, South America is a possibility, however the market there is very uncertain that the interest rates could again increase from there now substantial amount of 10%. With the USA presently predicting a stable 2%, sourcing here would theoretically lower the risks.  



GATT												

The general agreement on tariffs and trade (GATT) first took effect January 1st 1948. This legal agreement between countries was introduced to promote international trade by reducing or eliminating trade barriers, (World trade organisation, 1994) implemented to boost economic recovery. Although it has changed over the years and replaced as the World trade organisation (WTO), which essentially it’s still covering the same agreements and lifting barriers of free trade. (WTO, 2017)

Free trade agreements in Chile make the country an attractive export platform. In 2003 the US and Chile signed a comprehensive free trade agreement eliminating bilateral tariffs, lowering trade barriers, promoting economic amalgamation and expanding opportunities for the individuals of both countries. With Chile allowing free trade, this could cause disadvantages to a joint venture or agreement with risks to impose barriers. 

 














Risk Factors											

Systematic risk shows other investment risks, like industry risk. By covering Systamatic risk they will cover interest’s rates of change, inflation, recessions and wars, among other major changes. “Shifts in these domains have the ability to affect the entire market and cannot be mitigated by changing around positions within a portfolio of public equities.” (Investopedia, 2017) 
“Political risk can be defined as risk arising in countries where politicians can broker wealth transfers among various groups confronting differential transaction costs. Individuals negotiate private contracts for the exchange of goods and services and changes in property rights can result in wealth transfers if these private contracts Political risks can be avoided.” (Lamba, 2004) 
 Culp (2010) indicates that it would be a serious mistake for an organisation to ignore or underestimate political risk. While many companies choose to ignore or agree with said risks, should be well managed effectively, this in turn will allow them to enter and navigate new markets and business environments, potentially providing them with a competitive advantage. (Culp, 2010) If they were to implement it in to their existing risk management, they could hypothetically lower their existing risk management costs. Forbes explains a three step process that can be used to identify political risks being- Identify, measure and manage. 
If both companies were able to identify political risks it would open up new doors to revenue streams without it being too risky (Culp, 2010) 

	






Cost of Capital									
Cost of capital is an evaluation of the company’s funds, debt and equity. (Brealey, 2016) Before both companies invest in this joint venture they will need to know the cost of the money being used, they will need to establish the rate of return if it is being funded by shareholders and estimate the cost of equity. The cost of capital become dependent on the market value of shares and dividends. In theory the share price is based on the dividends expected and the rate of return required for this investment to be worthwhile to both parties the expected return must be higher than cost of capital. (ACCA, 2009) I current cost of capital may not be good to follow as they are not always the same. (Nuno, 2014) 
[image: ]Cost of capital 
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Once cost of debt and cost of equity have been determined, their blend, the weighted average cost of capital (WACC), can be calculated. This WACC can then be used as a discount rate for a project's projected free cash flows to firm.








Conclusion											
Although this report has covered many of the factors facing this venture, with there being so much uncertainty in the inflation rates in Chile already being a 10%, if this were to change it would cause a higher borrowing cost, so it would be more beneficial to gain their form of finance from the USA where there rates are a lot more stable. Because of the economy it has many uncertainties to it at this present time it would be too much of a risk. 
Joint ventures are a way for companies to enter the foreign market, allowing them to share the potential risk associated. There are many risks in this joint venture going ahead the vision is clear. Hennart (1991) explains that the reasons behind countries entering in to joint ventures can be explained using cost theory. Conferring to this theory two conditions should be met. Firstly the markets for intermediate goods, raw materials, are failing. Secondly acquiring the assets yielding these transitional goods is more expensive than obtaining rights using them in a joint venture agreement. This theory constructs joint venture can be very unsatisfactory as there are numerous costs associated with joint ventures. 
Whether this venture was to go ahead or not costs will be included, and complications will arise. (Pike, 2015) Although they still have to import the copper from Chile either way I believe it will be beneficial. Chile is the world’s largest producer of copper, which provides 50% of export earnings and 13% of GDP, (Gov.uk, 2015) According to global research in 2013, Chile is the second best emerging market for retail opportunities, and 2015 the third best. “Chile continues to be a strong trading partner and export market due to its open market policies, zero tariffs, stable democratic government, solid business practices, and low corruption.” (Export.gov, 2016)
Also taking in to account legal considerations Chile has a single national law and have 2 duty free zones, one of which is Iquique know as a good base to re-export to regional countries. (Gov.uk, 2015) 
Chile have been accredited for their categorical success rate, in the eleventh year of the US – Chile Free Trade agreement (FTA, bilateral trade has seen a significant increase of over 330% since this arrangement was implemented. 


References											

ACCA (2009). Financial Managment. London : BPP Learning media Ltd. 112.
Arnold. G. (2012) Essentials of Corporate Financial Management, 2nd Ed, Pearson
Atril. P. (2014) Financial Management for Decision Makers, 7th Ed, Pearson
Bekaert.G. and Hodrick. R. (2013) International Financial Management, 2nd Ed,
Black, J., Hashimzade, N., & Myles, G. (2009). Joint Venture. In A Dictionary of Economics. : Oxford University Press. Retrieved 20 Dec. 2017, from http://www.oxfordreference.com.ezproxy.uwtsd.ac.uk/view/10.1093/acref/9780199237043.001.0001/acref-9780199237043-e-172. 
Borad, S. (2017). Internal Source of Finance. Available: https://efinancemanagement.com/sources-of-finance/internal-source-of-finance. Last accessed 19th Dec 2017.
Brealey,A,R. (2016). Principals of corporate finance. 12th ed. New York: Mc-Graw Hill Education . 365.

Culp, S. (2012). Political Risk Can’t Be Avoided, But It Can Be Managed .Available: https://www.forbes.com/sites/steveculp/2012/08/27/political-risk-cant-be-avoided-but-it-can-be-managed/#559605b13acb.  Last accessed 10th Dec 2017.

Economics help. (2017). Causes of Inflation. Available: https://www.economicshelp.org/macroeconomics/inflation/causes-inflation/ Last accessed 16th Dec 2017
Export.gov. (2016). Market Overview . Available: https://2016.export.gov/chile/doingbusinessinchile/bg_cl_052116.asp. Last accessed 15th Dec 2017.
Gov.au. (2017). Lists of Banks, Building Societies and Credit Unions covered Under the FCS . Available: https://www.fcs.gov.au/which-adis-are-covered. Last accessed 20th Dec 2017.
Gov.uk (2015) Doing business in Chile: Chile Trade and export lines. Avaliable at https://www.gov.uk/government/publications/exporting-to-chile/doing-business-in-chile-chile-trade-and-export-guide Last accessed 19th Dec 2017. 
Griffin, D.. (2017). Purchasing Power Parity Theory. Available: http://smallbusiness.chron.com/purchasing-power-parity-theory-3816.html. Last accessed 18th Dec 2017.
Investopedia. (2017). Inflation. Available: https://www.investopedia.com/terms/i/inflation.asp  Last accessed 17th Dec 2017

Investopedia. (2017). Inflation. Available: https://www.investopedia.com/terms/i/inflation.asp. Last accessed 17th Dec 2017.

Investopedia. (2017). Systematic risk . Available: https://www.investopedia.com/terms/s/systematicrisk.asp. Last accessed 20th Dec 2017.

McLaney (2011). Business Finance. 9th ed. England: Pearson Education M.U.A. 537.

Mclaney. E. (2014) Business Finance, 10th Ed, Financial Times, Pearson

Neale. B. and McElroy. T. (2004) Business Finance a Value-based approach, 1st Ed, Pearson

Nuno, F (2014), Finance for Executives: A Practical Guide for Managers, p. 17.
Pearson

Pike, R. Neale, B. Linsey, p. (2015). Corporate Finance and Investment. London: Pearson Education. 159.

Pike. R. and Neale. B (2015) Corporate Finance and Investment, 8th Ed, Pearson

The Economist. (2017). Purchasing Power Parity. Available: http://www.economist.com/economics-a-to-z/p#node-21529413. Last accessed 19th Dec 2017.
Watts, H. (2017). Sources of Finance. Available: https://www.hwca.com/app/uploads/2015/02/Sources_of_Finance.pdf. Last accessed 19th Dec 2017.

WTO. (1994). Economic Recovery. Available: https://www.wto.org/. Last accessed 18th Dec 2017.

WTO. (2017). Business Finance. Available: https://www.wto.org/. Last accessed 18th Dec 2017.




1

image1.png
B H B Week seven session two_2 [Protected View] - PowerPoint (Unlicensed Product) 7 =5 - x
CER HoME  NSERT  DESGN  TRANSTIONS  ANIMATIONS  SLDESHOW  REVIEW  VIEW Jazmine love -
Q) PROTECTED VIEW Be crefu—fle from thenternet can contn viruses. Uness yous nee o i s sfer o stay I Protected View, | _Enable Edting x
2

R—

L Cost of capital

Example one

e oot

k =——=125%

»

So the shareholders required return is 12.5%. You will notice that Ke s used this means cost of capital. The cost of capital is our best estimate of how much we would have
toissue new shares at if we as a company tried to raise more equity to expand the company, if we issued new shares at more than $2.40 then people would just buy the
cheaper ones already on the stock exchange at the cheaper price of $2.40. 50 the cost of capital is the rate of return we issuer of the shares has to give as a percentage of
the share value as a dividend.

So the cost of equity is the best estimate of the cost of raising more money from shareholders if you look at it from this perspective.
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