
 

1. Forward 

2. Futures 

3. Options 

4. Swaps

Whether we want to buy 
futures or buy option it 
depends upon the 
underlying asset which 
the stock exchange is 
trading 


Say If you Want to Buy 
Dollars 


Situation 1 

Now Futures available in 
the market at the price 
of Rs/$ = 50 


or Options available in 
the market at the strike 
price of Rs/$ = 50


Here the asset (product) 
= is Dollar (which is 1 in 
unit) and Price for the 
asset is Rupees (which 
is 50) 


What do you want to do 
with the Asset(dollar) = 
Buy, hence Buy Futures 
(or Call Option)


Situation 2 

Now Futures available in 
the market at the price 
of $/Rs = 0.02


or Options available in 
the market at the strike 
price of $/Rs = 0.02


Here the asset (product) 
= is Rupees (which is 1 
in unit) and Price for the 
asset is Dollar (which is 
0.02) 


What do you want to do 
with the Asset(Rupees) 
= Sell (because you 
want to buy dollars, 
means you want to sell 
rupees) , 


If you want to sell asset 
then Sell Futures(buy 
Put Option)


Conclusion 

It all depends on the 
UNDERLYING ASSET 
which the stock 
exchange is trading in , 
and not what you want.


If you want to sell Asset 
- Sell Futures, or Buy 
Put Option 


If you want to buy Asset 
-Buy Futures, or Buy 
Call Option 


If you will solve 
Currency Futures and 
Options questions by 
considering the above 
logic , the answer will 
never be wrong.

Situation 1

Situation 2

Conclusion 

American & European Term
American Term US$ per unit of Foreign Currency $/£ 1.50

European Term Foreign Currency per unit of US$ £/$ 0.60

Delivery Cancellation & Extension of Forward Contracts

Early On due date Late

Delivery 1. Deliver at Agreed Rate

2. Interest on outflow or 

inflow of funds (if any)

3. Swap Gain or Loss (if 

any)

Deliver at Agreed 
Rate

Cancel the Old Contract 
1. Cancel at Spot Rate or the rate on 15th 

day from due date whichever is earlier

2. Interest on outflow of funds (if any)

3. Swap Gain or Loss (if any)

Enter into New Contract 
4.   Deliver at Spot Rate

Cancellation Cancel at Forward Rate 
for the balance period of 
the original forward 
contract

Cancel at Spot 
Rate

Cancel the Old Contract 
1. Cancel at Spot Rate or the rate on 15th 

day from due date whichever is earlier

2. Interest on outflow of funds (if any)

3. Swap Gain or Loss (if any)

Extension Cancel the Old Contract 
1. Cancel at Forward 

Rate for the balance 
period


Enter into New Contract 
2. At relevant Forward 

Rate

Cancel the Old 
Contract 
1. Cancel at 

Spot Rate


Enter into New 
Contract 
2. At relevant 

Forward Rate

Cancel the Old Contract 
1. Cancel at Spot Rate or the rate on 15th 

day from due date whichever is earlier

2. Interest on outflow of funds (if any)

3. Swap Gain or Loss (if any)

Enter into New Contract 
4.   At relevant Forward Rate

1. In Automatic Cancellation please note in above in case of ‘late’ if there is profit by the bank on any course 
of action same shall not be passed on the customer as normally passed cancellation and extension on or 
before due dates.


2. Interest on outlay of funds is charged by a bank at a rate not less than prime lending rate (PLR)

For broken period the convenient way is to interpolate the rates between the 
two standard day

Broken Period Forward Rate

Spot ₹/$ 
47.0725/745

1m ₹/$   
133/140

3m  
145/160

6m 
 155/175

Bid Rate 145 + (155-145) x 25/90 148 47.0725+0.0148 = 47.0873

Ask Rate 160 + (175-160) x 25/90 164 47.0745+0.0164 = 47.0909

Spot ₹/$ 
47.0725/745

1m ₹/$   
140/133

3m  
160/145

6m 
 175/155

Bid Rate 160 + (175-160) x 25/90 164 47.0725-0.0164 = 47.0561

Ask Rate 145 + (155-145) x 25/90 148 47.0745-0.0148 = 47.0597

Exposures in Forex

Economic Exposure 
- It refers to the extent to 

which the economic 
value of a company can 
decline due to changes 
in exchange rate. It is 
the overall impact of 
exchange rate changes 
on the value of the firm. 
The essence of 
economic exposure is 
that exchange rate 
changes significantly 
alter the cost of a firm’s 
inputs and the prices of 
its outputs and thereby 
influence its competitive 
position substantially.

Translation Exposure 
- Also known as 

accounting exposure, it 
refers to gains or losses 
caused by the 
translation of foreign 
currency assets and 
liabilities into the 
currency of the parent 
company for 
consolidation purposes.


- Translation exposures 
arise due to the need to 
“translate” foreign 
currency assets and 
liabilities into the home 
currency for the purpose 
of finalizing the accounts 
for any given period. A 
typical example of 
translation exposure is 
the treatment of foreign 
currency loans.


Transaction Exposure 
- It measures the effect of 

an exchange rate change 
on outstanding 
obligations that existed 
before exchange rates 
changed but were 
settled after the 
exchange rate changes


- Example: If an Indian 
exporter has a receivable 
of $100,000 due in six 
months hence and if the 
dollar depreciates 
relative, to the rupee a 
cash loss occurs.  
Conversely, if the dollar 
appreciates relative to 
the rupee, a cash gain 
occurs.

Theories in Forex

Purchasing Power Parity Theory 
It states that higher inflation in one country will 
be offset by depreciation in the currency of that 
country

When Exchange Rates are in Direct Quote 

When Exchange Rates are in Indirect Quote 

Where, id , if =Inflation Rates of Domestic and 
Foreign Country. F= Forward Rate, S= Spot Rate


Two forms of PPPT 
Absolute Form - If a basket of goods cost 
₹1000 in India and the same goods cost $25 in 
United States then the purchasing power parity 
between the two currencies is ₹40 / US Dollar. 
This form of exchange rate is called absolute 
PPP.

Relative Form - It means that if the inflation 
rate in one country is higher than that in another 
country then the effect of this high inflation is 
offset by the depreciation in the currency of that 
country.

Interest Rate a Parity Theory 
It states that higher interest in one country will 
be offset by depreciation in the currency of that 
country

I) Covered Interest Rate Parity 
When Exchange Rates are in Direct Quote 

When Exchange Rates are in Indirect Quote 

Where, rd, rf =Interest Rates of Domestic and 
Foreign Country. F= Forward Rate, S= Spot Rate


II) Uncovered Interest Rate Parity 
IRPT states that the size of the Forward 
Premium (Discount) should be approximately 
equal to the interest rate differential between the 
two countries.

Data : Rd = 8%, Rf = 4%, S= ₹/$50, F=? 

(1.08/1.04)=F/50 F= 51.92

Interest Rate 
Differential

= 8%-4% 4%

Exchange Rate 
Differential 

= (F-S)/S x100 

= (51.92-50)/50 x100

3.84%

Conclusion: 4% is 
approximately equal to 3.84%

International Fisher Effect 
According to the IFE, ‘nominal risk-free interest 
rates contain a real rate of return and anticipated 
inflation’. This means if investors of all countries 
require the same real return, interest rate 
differentials between countries may be the result 
of differential in expected inflation.
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Foreign Exchange and Risk Management  
Risk Management in Forex

Decision

External

Derivatives

Internal

HedgingNo Hedging

Keeping the 
position open 

Home Currency Invoicing
- By invoicing in home currency 

exporter can shift the risk of foreign 
exchange rate movements. 


- Trading in home currency has the 
some advantage but buyers may 
prefer invoice in their home currency.

Leading & Lagging
- Leading refers to prepaying import 

payments or receiving early payment 
for exports; 


- Lagging relates to delaying import 
payments or receiving late payment 
on exports.

- The simplest scheme is known as 
bilateral netting and involves pairs of 
companies.  

- Each pair of associates nets out their 
own individual positions with each 
other & cash flows are reduced by 
the lower of each company ' s 
purchases from or sales to its netting 
partner. 

- It reduces the number of inter 
company payments and receipts. 

- I t reduces banking costs and 
increases central control of inter 
company settlements.

Netting

Matching
- Matching is a mechanism whereby a 

company matches its foreign currency 
inflows with its foreign currency 
outflows in respect of amount and 
approximate timing.


- The prerequisite for a matching 
operation is a two-way cash flow in 
the same foreign currency 


- Although netting and matching are 
terms, which are frequently used 
i n t e r c h a n g e a b l y , t h e r e a r e 
distinctions. Netting is a term applied 
to potential flows within a group of 
companies whereas matching can be 
applied to both intra-group and to 
third-party balancing.

Price Variation
- Price variation involves increasing 

selling prices to counter the adverse 
effects of exchange rate change. 

Asset & Liability Management
- This technique can be used to 

manage balance sheet, income 
statement or cash flow exposures.


- It has aggressive or defensive 
postures. In the aggressive attitude, 
the firm simply increases exposed 
c a s h i n fl o w s d e n o m i n a t e d i n 
currencies expected to be strong or 
increases exposed cash outflows 
denominated in weak currencies. By 
contrast, the defensive approach 
involves matching cash inflows and 
outflows according to their currency of 
denomination, irrespective of whether 
they are in strong or weak currencies.
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Money Market Hedging
The main objective is to “arrange the transactions in such a manner that on due date there should not be 
any flow of cash from one country to another country”

In case of FC Liability 

1. There is a foreign currency liability.


2. Hence create foreign currency asset.


3. Determine the present value of the foreign 
currency liability (discounting factor is the FC 
deposit rate).


4. Borrow home currency equivalent to the 
present value of the FC liability.


5. Convert the borrowed home currency in 
foreign currency at the spot rate.


6. Invest this foreign currency amount at FC 
deposit rate.


7. On maturity, invested amount will be exactly 
equal to the foreign currency liability. Receive 
the maturity proceeds and settle the FC Liability.


8. On the other hand the home currency borrowed 
amount will due for payment along with the 
interest,  

In case of FC Asset 

1. There is a foreign currency asset.


2. Hence create foreign currency liability.


3. Determine the present value of the foreign currency 
asset (discounting factor is the FC lending rate).


4. Borrow foreign currency equivalent to the present 
value of the FC asset.


5. Convert the borrowed foreign currency in home 
currency at the spot rate.


6. Invest this converted home currency amount at HC 
deposit rate.


7. On maturity, FC borrowed amount will be exactly 
equal to the foreign currency asset. Receive FC 
asset and settle the due borrowings.


8. On the other hand the home currency invested 
amount will mature receive the same along with 
interest. 
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Exchange Rate 
Rate at which one currency is converted in 
another currency.

Direct & Indirect Quote 
DQ- Where the VALUE in exchange rate is in 
Home Currency 

IDQ- Where the VALUE in exchange rate is in 
Foreign Currency

Let’s say Home Country is UK

£/₹ 0.011 0.011 is in pound, Home Currency Direct Quote

₹/£ 0.011 0.011 is in pound, Home Currency Direct Quote

£/₹ 90 90 is in Rupees, Foreign Currency Indirect Quote

₹/£ 90 90 is in Rupees, Foreign Currency Indirect Quote

Conclusion- Direct, Indirect does not depend on 
₹/£ or £/₹. It depends on the Value

0.011 = 1/90

Bid & Ask Rate 
Bid - Banks Buying rate for Underlying Asset

Ask - Banks Selling rate for Underlying Asset  

Underlying Asset - is the product quoted by 
bank, normally currency which is 1 in unit in 
exchange rate


Bid Rate ($/£) = 1/Ask Rate (£/$)

Ask Rate ($/£) = 1/Bid Rate (£/$)

Spot Rate & Forward Rate 
Spot Rate - Rate at which one currency can be 
converted into another currency at spot (t=0) 

Forward Rate - Rate at which one currency can 
be converted into another currency at some 
future date (t=3,6,9)

Appreciation & Depreciation 

Asset Currency Price Currency

F= Forward Rate, S= Spot Rate, N = Number of Months

Cross Rates 

Spread & Swap 
Spread - Difference between Ask & Bid

Swap - Difference between Forward & Spot

₹/$ Bid Ask Spread Points

Spot 65.4025 65.4250 225

Forward 65.4100 65.4375 275

Swap Points 75 125
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“For Every Reason 
It’s Not Possible, 

There Are Hundreds 
Of People Who 
Have Faced The 

Same 
Circumstances And 

Succeeded.” 


Be a yardstick of 
quality. Some 

people aren’t used 
to an environment 

where excellence is 
expected.

CA Mayank 
Kothari

Old 
Syllabus

New 
Syllabus


