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Had the world been a global village and had there been a single currency 
in  the  world, there would have been no need  for  foreign exchange. But 
practically the world is divided into various  countries and each and 
every country has its own set of rules & regulations  and has got its own 
currency.

Now  the  problem  arises when the  residents  of  two  different countries  
enter  into  any  type  of business transactions (called international 
trade). In these transactions each country functions  as a sovereign 
(supreme) state with its own set of rules & regulations  & currency.

For example an American exporter exports some goods to an Indian 
importer. Now American exporter would like to receive payment  in  US 
Dollar only because Indian Rupee cannot be used as currency in USA. On 
the other hand Indian importer has his savings & borrowings in Indian 
rupee only  hence he cannot make payment in US dollars. Hence there 
arises a need of conversion of importer's currency into exporter's 
currency.And this is done through FOREIGN EXCHANGE.

Foreign exchange is the mechanism by which the currency  of  one 
country gets converted into the currency of another country.
 

Exchange rate is the rate at which one currency is converted into another 
currency. For example if 1 US dollar can be exchanged for  61 Indian 
Rupees then it is said that exchange rate is :
                             $1 =  ̀  61

WHO DETERMINES THE EXCHANGE RATE?
Suppose you want to purchase 1 US Dollar, for that you will  have to  pay  
45 Indian Rupees. Why is it so ? Why not $1 = ̀ 1 ?  or  how come the rate of 
Exchange of $1 = ` 45 ? The rate of exchange is decided by the fiat (i.e. 
Government) in a fixed rate regime and by demand and supply for the 
two currencies in the foreign exchange market in a floating rate regime. 
Now the demand and supply is the outcome of the combined effect of 
multiple factors constantly at play. Some of the major factors are as 
follows:

1) Balance of payments : Balance of payments represents  the  
demand for  and  supply  of foreign currencies. If  the  demand  for  
foreign currency  is  more  than its supply then the  domestic  
currency  will depreciate  and  the foreign currency will appreciate. 
It  means  more units  of  domestic currency will have to be paid for 
the  purpose  of purchase of single unit of foreign currency.

INTRODUCTION
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2)  Inflation: If inflation in the country is  more  than  foreign country  then  purchasing 
power of domestic currency  will  reduce  as compared  to  foreign  currency. Means one 
has to pay 

3)  Interest Rates : If interest rate increases in the  country  then the  domestic investors will 
not invest in foreign countries.  At  the same time it will attract foreign investors to 
invest their money. As a result of this demand for home currency will increase and 
ultimately home currency will appreciate as compared to foreign currency.

4)  National Income :  Increase in national income means increase  in living  standards of 
the residents of the country, means  increase  in consumption.  But  if  the production 
doesn't  increase  in  the  same proportion  that  will  lead  to increased  imports.  And  if  
imports increases it will depreciate the home currency.

5)  Resource  discoveries : If a country is  able  to  discover  key resources, its currency gains 
in value.

6) Other Factors :

i)   Psychological Factors and speculation.

ii)  Investment opportunities available in the country.

iii) Political factors & political stability etc.

For forecasting exchange rates besides above fundamental factors one can also 
use technical analysis. In technical analysis past trend is used to predict future 
price. 

HOW TO EXPRESS THE EXCHANGE RATE ?
Exchange rate can be quoted in one of the following two manners 

Direct Quote : When exchange rate is expressed in terms of number  of units  of  home 
currency for 1 unit of foreign currency,  then  it  is called  direct  quote.
For example in India $1 =  ̀ 45 is  a  direct quote.

Indirect Quote : When exchange rate is expressed in terms of number of units  of  foreign 
currency for 1 unit of home currency,  then  it  is called indirect quote.
For example in India ̀ 1  =  $ 0.0200 is an Indirect quote.

Indirect Quote = 1 / Direct Quote

more  units  of domestic  currency  to purchase same basket of goods  as  
compared to foreign currency. Hence home currency will depreciate.

 



Notes:

American Terms: Rate quoted in terms of number of units of dollars for one unit of 
another currency is a rate quoted in American Terms. For example £1 = $1.35, Rs.1 = $ 
0.015 etc. 

European Terms: Rate quoted in one unit of US dollar for number of units of another 
currency is a rate quoted in European terms. For example $ 1 = Rs. 68, $1 = € 0.85.  

We can say that if a quote is direct in USA it is American Quote and if it indirect in USA it is 
European Quote.  In India we use European Terms. 

PIP (Price Interest Point) is the smallest unit by which exchange rate can change. For 
example if $1 =  € 0.8515 then it can become either 0.8516 or 0.8514. It means that PIP 
is € 0.0001.

You are wondering where to look for latest exchange rate. Google search directly 
gives you exchange rate and you need not to click any other link after a search. Your 
friend suggested you to explore xe.com where you can find many other useful 

information about the currencies and exchange rate. There you found the exchange rate of 
£1 =$1.61. Is it a direct quote in USA? Is it s direct quote in UK? Is it a direct quote in India?

(Answer :    )

Identify whether the following quotes offered by a Standard Chartered bank, are 
direct or indirect quotes:

 (Answer : D,I,I,D,I)

The following spot rates are observed in the foreign currency market:

Q1

Q2

Q3

CURRENCY FOREIGN CURRENCY PER U.S. $

Britain pound 00.62

Netherlands Guilder 01.90

Italy Lira 1300.00

Japan Yen 140.00

Rate

 

Quoted in

 

$1 = `

 

67

 

India

 

$1 = `

 

67

 

USA

 

£1 = `

 

77

 

United Kingdom

 

€1 = `

 

66

 

India

 

¥ 1 = ` 6.40

 
Japan
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Q4

Q5

65.3825 65.3650
% 100 .0268%

65.3650

ask bid
Spread

bid

- -= ´ = =
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On the basis of information, compute to the nearest second decimal number of 
1. British pounds that can be acquired for $100
2. $ that 50 Dutch guilders will buy
3. Italian Lira that can be acquired for $10
4. Dollars that 1000 Japanese yen will buy.
(Answer: (1) €62,(2) $26.31,(3) IL 13000,(4) $7.14 )

WHAT ARE THE VARIOUS TYPES OF EXCHANGE RATES?
Foreign exchange rates are freely determined in the interbank market. Market comprises of 
buyers & sellers and accordingly there are two types of interbank rates:

Bid:  It is the price at which the dealer is ready to  buy  foreign currency.
Ask ( Offer): It is the price at which the dealer is ready to  sell foreign currency.

Note :
1) As per FEDAI rules interbank bid and ask rates are quoted upto four decimal points, last 

two digits in multiple of 25. For example $1 = Rs. 65.3650/3825.

2) Ask is always higher than Bid and difference between the two is called Bid-Ask spread. 
It can be expressed in % terms as follows:

3) Traditionally bid is written on the left hand side while ask is written on the right hand 
side. For example: $1 = Rs. 63.1225 – 63.1375 (Bid-Ask) or $1 = Rs.63.6550/6750 
(Bid/Ask).

4)   If the rate quoted to a dealer is $1 = Rs. 65.3650/3825 and he wants to purchase one 
million dollars at this price he will say “ONE MINE”. On the other hand if he wants to 
sell one million dollars he will say “ONE YOURS”.

Bank of Rajasthan (an authorized dealer)  approaches the dealing room of RBI today. 
Presently the interbank market quote is $1 = ̀ 43.2525/5050. Interpret the quote and 
given answer to the following questions:
1) To purchase $5000 for its import customer, how much rupees it needs?
2) To get ̀ 5,00,000, how many dollars are required?
3) If it sells $12,500 earned by its export customer, what amount will it receive?

(Answer:      )

Consider the following Euro/USD quote:  0.8345 – 0.8375
(a)  What is the cost of buying Euro 1,25,000 ? 
(b)  How much would you receive by selling 49,300 Euro?  
© What is the cost of buying USD 78,500 ?  
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(d) What is your receipt if you sell USD 63,400 ?
(Answer: (a) $133761 (b) $52587 (c) € 73,594 (d) € 59247)

If the current exchange rate is £1 = $ 1.6155/1.6215, calculate the amount 

recoverable/payable in the following cases:
(a) You sell £1,15,000,  

           (b) You buy £1,15,000, 

           (c) You sell $1,15,000,   
           (d) You buy $1,15,000
(Answer: (a) $185782.5 (b) $186472.5 (c) £70921.98 (d) £71185.39)

All the foreign exchange transactions are carried out by authorized dealers (or 
commercial banks or money changers). Definitely dealers carry out these transaction to 
earn profit.  Therefore they offer the exchange rates to their customers after adjusting (+ 
or -) profit margin on the interbank rates. These adjusted rates are called merchant 
rates. As per FEDAI rules merchant rate are quoted either upto 4 decimal 
points or upto 2 decimal points rounded off. 

Merchant rate are calculated as follows:
1) Merchant bid rate = Interbank bid rate – Margin
2) Merchant ask rate = Interbank ask rate + Margin
3) As per FEDAI rules different margins are loaded for different types of rates but the 

margin remain in the range of (0.025% to  0.200%).

Calculate the merchant rates given the following interbank rates & margins:
1) GBP 1 =  ̀ 66.3250/4525
   T.T. selling rate margin   0.130 %

    T.T. buying rate margin    0.030 %

2) USD 1 =  ̀ 44.4400/5100
   T.T. selling rate margin   0.150 %

   T.T. buying rate margin    0.080 %
(Answer (1)  ̀ 66.31/66.54 (2)  ̀   44.40/44.58)

WHAT ARE THE VARIOUS TYPES OF MERCHANT RATES?

Practically The International Division of any bank calculates the merchant rates for 
variety of transactions like import bill, export bill, inward & outward remittance etc. and 
advises the same in the morning with standard spread loaded to all branches. It is called 
card rate. For a walk-in customer, for transactions of small value [what is small varies 
with the bank], this is applied.

Q7

Q6



CARD RATES FOR TRANSACTIONS BELOW Rs.10 LACS  

CURRENCY  TT BUY  TT SELL  BILL BUY  BILL SELL  TC BUY  TC SELL  CN BUY  CN SELL  PC BUY  

UNITED STATES DOLLAR USD/INR  67.3  68.8  67.25  68.94  66.68  69.1  66.35  69.3  67.2  

EURO EUR/INR  79.25  81.7  79.19  81.87  78.5  82.1  78.1  82.3  79.13  

GREAT BRITAIN POUND GBP/INR  90.52  93.22  90.45  93.41  89.65  93.7  89.2  93.95  90.38  

JAPANESE YEN JPY/ INR  60.77  62.66  60.73  62.79  60.2  62.95  57.9  65  60.68  

SWISS FRANC CHF/INR  66.97  69.15  66.92  69.29  66.3  69.5  63.75  71.75  66.87  

AUSTRALIAN DOLLAR AUD/INR  50.14  51.77  50.1  51.88  49.8  52.05  47.9  53.75  50.06  

NEW ZEALAND DOLLAR NZD/INR  45.93  47.64  45.9  47.74  0  0  43.7  49.45  45.86  

CANADIAN DOLLAR
 

CAD/INR
 

52.17
 

53.75
 

52.13
 

53.86
 

51.65
 

54
 

49.65
 
55.75

 
52.09

 

SINGAPORE DOLLAR
 

SGD/INR
 

49.94
 

51.44
 

49.91
 

51.54
 

0
 

0
 

47.55
 

53.4
 

49.87
 

HONG KONG DOLLAR
 

HKD/INR
 

8.57
 

8.77
 

8.56
 

8.79
 

0
 

0
 

8.1
 

9.1
 

8.54
 

DANISH KRONER
 

DKK/INR
 

10.62
 

11
 

10.61
 

11.02
 

0
 

0
 

10.1
 

11.4
 

10.6
 

NORWEGIAN KRONER
 

NOK/INR
 

8.25
 

8.52
 

8.24
 

8.54
 

0
 

0
 

7.85
 

8.85
 

8.22
 

SWEDISH KRONA
 

SEK/INR
 

7.7
 

7.95
 

7.69
 

7.97
 

0
 

0
 

7.3
 

8.25
 

7.67
 

BAHRAINI DINAR
 

BHD/INR
 

174.85
 

186.24
 

174.72
 

186.62
 

0
 

0
 

169.9
 
189.25

 
174.59

 
KUWAITI DINAR

 
KWD/INR

 
218.44

 
232.81

 
218.28

 
233.28

 
0

 
0

 
212.25

 
236.6

 
218.11

 
UAE DIRHAM

 
AED/INR

 
17.96

 
19.11

 
17.95

 
19.15

 
0

 
0

 
17.45

 
19.45

 
17.93

 
SAUDI ARABIAN RIYAL

 
SAR/INR

 
17.59

 
18.72

 
17.58

 
18.76

 
0

 
0

 
17.1

 
19

 
17.56

 
SOUTH AFRICAN RAND

 
ZAR/INR

 
5.25

 
5.59

 
5.24

 
5.61

 
0

 
0

 
5.05

 
5.7

 
5.23

 
CHINESE YUAN

 
CNY/INR

 
0

 
0

 
10.52

 
10.87

 
0

 
0

 
0

 
0

 
0

 
OMANI RIYAL

 
OMR/INR

 
171.09

 
182.66

 
0

 
0

 
0

 
0

 
166.25

 
185.65

 
0

 
QATARI RIAL

 
QAR/INR

 
18.24

 
19.23

 
18.22

 
19.27

 
0

 
0

 
17.6

 
19.6

 
18.21

 
MALAYSIAN RINGGIT

 

MYR/INR

 

0

 

0

 

0

 

0

 

0

 

0

 

15.95

 

18.15

 

0

 
THAI BAHT

 

THB/INR

 

0

 

0

 

0

 

0

 

0

 

0

 

199.45

 

222.95

 

0

 
PAKISTANI RUPEE

 

PKR/INR

 

0

 

0

 

0

 

0

 

0

 

0

 

0.49

 

0.59

 

0

 
BANGLADESHI TAKA

 

BDT/INR

 

0

 

0

 

0

 

0

 

0

 

0

 

0.67

 

0.81

 

0
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However, for regular customers and for transactions of high value, always a better rate is 
sought from the dealing room. Card rates advised in the margin are generally not changed 
unless there is too much volatility. Following are card rates published by SBI at 9:20am on one 
fine day:
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Note: 
1) JAPANESE YEN (JPY), KENYAN SHILLING (KES) & THAI BAHT (THB) are  

quoted in terms of 100 fc units.
2)   Above card rates are for foreign currency conversion to INR
3)   Card rates mentioned above are indicative and are subject to change based on market  

volatility. The final rates applicable will be the card rates prevailing at the time of 
debit/credit to customer account.

Here TT = Telegraphic Transfer (wired transfer)
Bill = Import / export bill
TC = Travellers Cheque
CN = Currency Note
PC = Prepaid Card

Cross currency Rates: 

Rupee is not quoted in terms of all the  other currencies  of the world while dollar is. Hence 
exchange rate  of  any Non  -dollar  foreign  currency against the  Rupee  is  determined  by 
combination  of  dollar/rupee  and dollar/other  currency  rates.  For Example :
$1 = Rs. 45 & $1 = DM  1.60, hence DM 1 = Rs. 28.125

CARD RATES FOR TRANSACTIONS BETWEEN Rs. 10 LACS AND Rs. 20 LACS.(To be used as reference rates) 

CURRENCY 
TT BUY TT SELL BILL BUY BILL SELL TC BUY TC SELL CN BUY CN SELL PC BUY 

UNITED STATES DOLLAR USD/INR 67.65 68.5 67.60 68.64 67.02 68.80 66.70 69.00 67.55 

EURO
 

EUR/INR
 

79.66
 

81.34
 

79.60
 

81.51
 

78.90
 

81.75
 

78.50
 

81.95
 

79.54
 

GREAT BRITAIN POUND
 

GBP/INR
 

90.99
 

92.82
 

90.92
 

93.01
 

90.10
 

93.30
 

89.65
 

93.55
 

90.85
 

JAPANESE YEN
 

JPY/ INR
 

61.1
 

62.39
 

61.05
 

62.51
 

60.50
 

62.70
 

58.15
 

64.75
 

61.01
 

SWISS FRANC

 
CHF/INR

 
67.31

 
68.84

 
67.26

 
68.98

 
66.65

 
69.20

 
64.10

 
71.45

 
67.21

 
AUSTRALIAN DOLLAR

 

AUD/INR

 

50.4

 

51.55

 

50.36

 

51.65

 

50.05

 

51.80

 

48.10

 

53.50

 

50.32

 
NEW ZEALAND DOLLAR

 

NZD/INR

 

46.17

 

47.44

 

46.14

 

47.53

 

0.00

 

0.00

 

43.95

 

49.20

 

46.10

 CANADIAN DOLLAR

 

CAD/INR

 

52.44

 

53.52

 

52.40

 

53.63

 

51.95

 

53.80

 

49.95

 

55.55

 

52.36
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Calculate the INR-JPY exchange rate from the following data:
1) INR/USD = 41.7900 and JPY/USD = 129.7500
2) INR/USD = 43.0000 and JPY/USD = 144.0000

(Answer (1) 0.3221, (2) 0.30)

You, a foreign exchange dealer of your bank, are informed that your bank has sold a T. 
T. on Copenhagen for Danish Kroner 10,00,000 at the rate of Danish Kroner 1 =  ` 6. 
5150. You are required to cover the transaction either in London or New York market. 

The rates on that date are as under:

In which market will you cover the transaction, London or New York, and what will be the 
exchange profit or loss on the transaction? Ignore brokerages.
(Answer: 6.5079, 6.5102)

An Indian shipping company has asked you to quote your spot TT  selling rate for a 
freight remittance of DEM 1,50,000 to Frankfurt.  Assuming Deutsche Mark is quoted 
in Singapore as under :

Spot  USD 1 = DEM 1.6275
In interbank market US dollar is quoted as under :
Spot   USD 1 = ̀  36.2300
What rate will you quote to your customer ?
(Ans.: ̀ 22.26)

Mumbai - London  ̀  74.3000  ̀ 74.3200

Mumbai - New York  ̀  49.2500 ` 49.2625

London - Copenhagen DKK 11.4200 DKK 11.4350

New York - Copenhagen DKK 07.5670 DKK 07.5840

Complied by : Tarun Mahajan, CFA, CA
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 TWO WAY QUOTES
Assuming  French  Franc  were quoted in the  London  foreign  exchange market as 
under:
Spot                                    USD 1 = FFR 5.0200/0300

          and the US dollars were quoted in the local interbank exchange  market as under:
Spot                                    USD 1 =  ̀  64.7900/7975

Exchange margin required by your bank is 0.15%. Calculate the rates of French Franc in 
terms of INR.  (Answer 1FFR = 12.86/93)

From the following quotes of a bank, determine the rate at which Yen can be 
purchased with rupees.
(i)  Rupee/Pd. Stg : 75.40 - 70
(ii) Dollar/Pounds : 1.563 – 65.
(iii) Yen/Dollar: 118 – 119.

(Ans.: ̀  0.41)

On December 27, 2005 a customer requested  a bank  to remit DG 250,000 to Holland 
in payment of import of  diamonds under  an irrevocable LC. However due to bank 
strikes, the bank  could effect  the remittance only on January 3, 2001. The  interbank  

market rates were as follows:
                                    

The bank wishes to retain an exchange margin of 0.125%. How much  does the customer 
stand to gain or lose due to the delay? (Answer: 57,500)

Your forex dealer had entered into a cross currency deal and had sold US $ 10,00,000 
against EURO at US $ 1 = EUR 1.4400 for spot delivery. However, later during the 
day, the market became volatile and the dealer in compliance with his management's 

guidelines had to square – up the position when the quotations were:

Spot US $ 1 INR 31.4300/4500
1 month margin 25/20
2 months margin 45/35

Spot US $ 1 EURO 1.4400/4450
1 month forward 1.4425/4490
2 months forward 1.4460/4530
What will be the gain or loss in the transaction in term of US dollars as well as Indian 
rupees? 
(Answer: Loss Euro 5000, Rs. 1,09,201.5)

Q11

Q12

Q13

Q14

December 27   January 3

1) Bombay ( $ per ̀ 100)  3.15-3.10   3.12-3.07

2) London ( $ per Pound )  1.7150/60 1.7175/85

3) Holland ( DG per Pound)  3.9575/90 3.9380/90



Q16

London on New York  
 

Spot 1.5350/90 
 1 month 15/18 
 2 month 30/35 

 3 months 80/85 

 

London on Frankfurt  
  

Spot 1.8260/90 
 1 month 60/55 
 2 month 95/90 

 3 month 145/140 

 
 

Q15
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You have following quotes from Bank A and Bank B:
 

Calculate :
(i)  How much minimum CHF amount you have to pay for 1 Million GBP spot?
(ii) Considering the quotes from Bank A only, for GBP/CHF what are the Implied Swap points for 

Spot over 3 months?
(Ans: (i) First to BUY USD against CHF at the cheaper rate i.e. from Bank A.1 USD = CHF 1.4655
Then to BUY GBP against USD at a cheaper rate i.e. from Bank B.1 GBP= USD 1.7650 (ii) 28/12)

Your bank's London office has surplus funds to the extent of USD 1,00,000/- for a 
period of 3 months. The cost of the funds to the bank is 4% p.a. It proposes to invest 
these funds in London, New York or Frankfurt and obtain the best yield, without any 

exchange risk to the bank. The following rates of interest are available at the three centres 
for investment of domestic funds there at for a period of 3 months. 

London 5 % p.a. 
New York 8% p.a. 
Frankfurt 3% p.a.

The market rates in London for US dollars and Euro are as under:

Bank A Bank B

SPOT USD/CHF 1.4650/55 USD/CHF 1.4653/60

3 months 5/10

6 months 10/15

SPOT GBP/USD 1.7645/60 GBP/USD 1.7640/50

3 months 25/20

6 months 35/25
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RECOMMEND at which centre, the investment to be made & what will be the net gain (to 
the nearest pound) to the bank on the invested funds?

Answer 16
To determine the centre of investment by bank except New York (in whose currency the 
surplus is available) Arbitrage Profit for remaining two centres shall be computed as 
follows: 

(a) If investment is made at London 
Convert US$ 5,00,000 at Spot Rate (5,00,000/1.5390) = £ 3,24,886 
Add: £ Interest for 3 months on £ 324,886 @ 5% =       £ 4,061 

= £ 3,28,947 
Less: Amount Invested $ 5,00,000 
Interest accrued thereon       $ 5,000 

= $ 5,05,000 
Equivalent amount of £ required to pay the 
above sum ($ 5,05,000/1.5430) = £ 3,27,285 
Arbitrage Profit = £ 1,662 

(b) If investment is made at New York 
Gain $ 5,00,000 (8% - 4%) x 3/12 = $ 5,000 
Equivalent amount in £ 3 months ($ 5,000/ 1.5475) £ 3,231 

(c) If investment is made at Frankfurt 
Convert US$ 500,000 at Spot Rate (Cross Rate) 1.8260/1.5390 = € 1.1865 
Euro equivalent US$ 500,000 = € 5,93,250 
Add: Interest for 3 months @ 3% =       € 4,449 

= € 5,97,699 
3 month Forward Rate of selling € (1/1.8150) = £ 0.5510 
Sell € in Forward Market € 5,97,699 x £ 0.5510 = £ 3,29,332 
Less: Amounted invested and interest thereon = £ 3,27,285 
Arbitrage Profit = £ 2,047

Recommendation: Since out of three options the maximum profit is in case investment is 
made in New York. Hence it shall be opted and arbitrage gain would be £3,231.

13



Q17

Q18

Q19

Q20
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CROSS CURRENCY ARBITRAGE

Following are the foreign exchange rates:
$1 = ̀  40.50/40.75
$1 = £ 0.55/ 0.56

           £1 = ̀  75/76

Identify the arbitrage opportunity if any from the above quotes. (Answer: £1 = ̀  72.32/74.09)

Following are the foreign exchange spot rates:
£1 = $ 1.61/1.62
$1 =  ̀   61/62

           £1 =  ̀  101/102

Identify the arbitrage opportunity if any from the above quotes.(Answer:  )

From the following exchange rates, identify that whether there is any arbitrage 
opportunity or not? 
`1 = € 0.0180/0.0182

            € 1 = ¥ 170/175 
           100 ¥ = ̀ 33.50/34.25
1) Identify the arbitrage opportunity if any from the above quotes. 
2) What if 100 ¥ = ̀ 30/31 or 31/32 or 32/33?   (Answer:  )

Followings are the spot exchange rates quoted at three different forex markets :
USD/INR 48.30 in Mumbai
GBP/INR 77.52 in London

           GBP/USD 1.6231 in New York
The arbitrageur has USD1,00,00,000. Assuming that there are no transaction costs, explain 
whether there is any arbitrage gain possible from the quoted spot exchange rates. 
(Answer $112968)



Foreign Exchange Risk Management

9893040600

WHAT ARE THE REASONS THAT ENCOURAGES TO INVEST ABROAD?

Here  are the some of the reasons which encourages a person to  invest abroad:

1) Reduction of Risk: Investing abroad or establishing a project  in a foreign country is a 
good tool for diversification of risk, and this is called international diversification.
If a person already running a project in the country, establishes another type of project 
in the same country then he can not  diversify risk that much effectively. Because that 
other project is also exposed to  same economic cycle of the country. But if a establishes 
the  same project in another country then it will more effectively diversify his risk.
Hence  International  diversification  is  more  effective   than domestic diversification 
because economic cycle do not move together.

2)  Increase in Returns: By investing in foreign countries  one  can earn more profits. 
Because there may exist a demand supply gap in that country.  Or sometimes cost of 
production of good is also  cheaper  in some of the countries, for example Labour is 
cheap in India.

3) Tax and other benefits: In under-developed  countries  generally taxation is high. 
However this countries provide very attractive tax and  other  benefits to foreign 
organizations to attract  the  foreign currency investments.

WHAT ARE THE VARIOUS TYPES OF RISKS/EXPOSURES IN INTERNATIONAL 
TRADE?

When a person enters into an international trade then he is exposed to foreign exchange 
rate risk. This risk can be classified as follows:

1)  Transaction Risk: Transaction risk refers to the effect of exchange rate movement 
associated with the time-gap between the date of the transaction and the date on wich the 
consideration is settled.  These generally occur at operational level.

2)  Translation  Risk: Translation risk is the profit or loss associated with converting 
foreign currency denominated assets/liabilities (also income and expenses) into 
reporting currency.  It emerges when for the limited purpose of financial reporting, 
items of income, expenses, assets and liabilities denominated in foreign currency are 
translated into home currency, i.e., reporting currency.  The effect of such translation 
need not necessarily affect the cash flows of an entity.  [Risk under this category, 
relates to the accounting treatment of changes in exchange rates for reporting 
purposes and is somewhat technical.  It is governed by Accounting Standard 11.
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Q21

Q22

Column A Column B 
1.   ABC in India, sets up a sugar plant in Mauritius.  The local 

government there introduces controls on sugar price. 
Translation 

2.   XYZ enters into a long -term arrangement with a company in 
Portugal for sale of Indian goods there.  Rupee appreciates 
considerably 

Political 

3.   Oxygens Ltd. imports goods worth $ 25,000 on 1 st January (Re/$45-
46).  When the payment is made on 31st march rate becomes Re/$ is 
45.50-46.50 

Economic 

4.   MGM Exporters Ltd. send a container load of designer -wear items 
to UK, it will receive full payment of Pounds 2,75,000 from UK 
importer at ` 101 per pound in April.  On BS Date (In March)  the 
Re/Pound rate stood at ` 99. 

Transaction 
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3)  Operating/Economic Risk: Economic risk is an unanticipated change in exchange rate, 
which has an impact on the potential of an organization to perform..  Transaction risk 
generally occurs at the operational level.  But, economic risks occur at the strategic or 
tactical levels. Hence this type of risk cannot be measured in accounting terms.  
Nevertheless, these risks do affect the “value of a firm”.  These are changes that are 
difficult to read but have a bearing on both the existing balance sheet as also its future 
cash flows.

4)  Political Risk: Political risk refers to the consequences that political activities in a 
country may have on the value of a firm's overseas operations.

Match the items in Column A, with appropriate items in Column B 

(Ans.: Political, Economic, Transaction, None)

HOW TO MANAGE THE FOREIGN EXCHANGE RISK?
There are no. of tools to manage the foreign exchange risk. Some of these are as follows:
1) Home currency invoicing                           6)  Currency Options
2) Leading & Lagging                                     7)  Money market hedge
3) Exposure netting
4) Forward exchange contract
5) Currency futures

Decide the mode of invoicing in the following cases.
1(a) : Lokudyog Ltd. in India exports polished Diamonds. The last shipment was 
invoiced in Belgian Francs.  The importer, a sister concern in Antwerp, has informed 

stthat from  1  January 2003 Belgian Francs is not a traded currency.  Lokudyog has to decide 
on invoicing either in Euro or in Rupees. Euro is showing signs of appreciation against all 
major currencies.
(Answer: Exporter should invoice in terms of Euro)



Q23

Q24

Q25

Spot rate INR/US$  62.50  
60 days forward rate INR/US$

 
63.15

 90 days forward rate INR/US$
 

63.45
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1(b) : Paper Products Ltd., in India imports specialty paper.  The shipment is being 
organized by a Hong Kong intermediary from Mainland China.  Payment terms are 60 
days.  Spot Re/HKD 6.50.  While Rupee is gaining against US Dollar, it is depreciating 
against HK Dollar.  The CIF value of shipment is HKD 210,000/-.
(Answer: Importer should prefer invoicing in terms of Rupee)

Other things being equal, determine whether arranging for invoicing in rupees is 
advantageous in the following cases:

(a) Ambika (P) Ltd. is exporting pepper to a trader in New Jersey for an invoice value of   
`84,32,000/-.  Payment terms are 90 days.  Spot rate Re/$ is 42.16-36.  Rupee is 
expected to gain.  Is it advantageous to invoice in Rupees ?

(b) Maruti Enterprises and Co. Dibrugarh, imports spare parts for machine from Messrs. 
Magayachi, Osaka, Japan.  Value of consignment is ` 13,25,000/-.  Payment terms 
are 50% in 90 days, balance 50% in 180 days from date of shipment from Japan. Spot 
rate Re/¥ 0.4010.  An estimate of what the forward rate would be, is not available, 
though it is known that ¥ is expected to move in synchrony with $.  Rupee may either 
gain or lose on $.  Is it advantageous to have the import invoiced in Rupees ? 

(Answer: (a) Invoice in rupees (b) Depends)

DEF Ltd. has imported goods to the extent of US$ 1 crore. The payment terms are 
60 days interest-free credit. For additional credit of 30 days, interest at the rate of 
7.75% p.a. will be charged.

The banker of DEF Ltd. has offered a 30 days loan at the rate of 9.5% p.a. Their quote for 
the foreign exchange is as follows :

Which one of the following options would be better?
th

1.  Pay the supplier on 60  day and avail bank loan for 30 days.
2.  Avail the supplier's offer of 90 days credit.

(Answer: 1. Rs. 63.65 crores, 2. Rs. 63.86 crores )

Gibralater Limited has imported 5000 bottles of shampoo at landed cost in 
Mumbai, of US $ 20 each. The company has the choice for paying for the goods 
immediately or in 3 months time. It has a clean overdraft limited where 14% p.a. 

rate of interest is charged. Calculate which of the following method would be cheaper to 
Gibralater Limited.
(i) Pay in 3 months time with interest @ 10% and cover risk forward for 3 months.
(ii) Settle now at a current spot rate and pay interest of the overdraft for 3 months.
The rates are as follow :
Mumbai ̀  /$ spot : 60.25-60.55
3 months swap : 35/25
(Answer: (1) ̀  61,80,750 (2) ̀  62,66,925 )

17
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Q28

Spot  Rs. 48.50/70  
Two months

 
25/30 points

 Three months

 
40/45 points
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NP and Co. has imported goods for US $7,00,000. The amount is payable after 
three months. The company has also exported goods for US $ 4,50,000 and this 
amount is receivable in two months. For receivable amount a forward contract is 

already taken at Rs.48.90. The market rates for Rs. And Dollar are as under:

The company wants to cover the risk and it has two options as under:
(i) To cover payables in the forward market and
(ii) To lag receivables by one months and cover the risk only for the net amount. No 

interest for delaying the receivables is earned. Evaluate both the options if the cost 
of Rupee Fund is 12%. Which option is preferable? 

Note: Assume that points given for two and three months are swap points.
(Answer: I) Rs.1,21,79,950  ii) Rs. 1,23,32,950 )

U.S. Imports co. , purchased 1,00,000 Mark's worth of machines from a firm in 
Dortmund, Germany. The value of the dollar in terms of the mark has been 
decreasing. The firm in Dortmund offers 2/10 net 90 term. The spot rate of mark is 

dollar 0.55, the 90 days forward rate is $0.56.
1. Compute the dollar cost of paying the within 10 days.
2. Compute the $ cost of buying a forward contract to liquidate the account in 90 days.
3. The differential between part 1 and part 2 is the result of the time value of money 

(The discount for prepayment) and protection from currency value fluctuation. 
Determine the magnitude of each of these components.

(Answer: (1) $ 53,900 (2) $56,000 (3) $1000+$1100 = $2100)

Sun Ltd. in planning to import an equipment from Japan at a cost of 3,400 lakh 
yen. The company may avail loans at 18 per cent per annum with quarterly rests 
with which it can import the equipment. The company has also an offer from 

Osaka branch of an India based bank extending credit of 180 days at 2 per cent per 
annum against opening of an irrecoverable letter of credit.

Additional information :
Present exchange rate Rs.100 = 340 yen
180 day's forward rate Rs.100 = 345 yen
Commission charges for letter of credit at 2 per cent per 12 months.
Advise the company whether the offer from the foreign branch should be accepted. 

Q26



Paying affiliate 

  France Germany UK Italy Total 

 
 
 

Receiving affiliate 

France --- 40 60 100 200 

Germany 60 --- 40 80 180 

UK 80 60 --- 70 210 

Italy 100 30 60 --- 190 

Total 240 130 160 250 780 
 

 Receipt  Payment  Net Receipt  Net Payments  
France  200  240  ---  40  
Germany  180  130  50  ---  
UK  210  160  50  ---  
Italy  190  250  ---  60  

   
100

 
100

 
 

Hint: on opening of letter of credit an importer has to make payment of following charges:

1)  Commission or opening fees, which is normally payable in advance.
2)  Interest, which is added to the amount of Letter of credit hence payable at the end.
3) Assume that company will have to borrow money in Indian rupees @18%p.a. 

compounded quarterly to pay the advance commission.
(Ans: 1092.03, 1006.15)

Example of Multilateral Exposure Netting
The netting system uses a matrix of receivables and payables to determine the net receipt / 
net payment position of each affiliate at the date of clearing. A US parent company has 
subsidiaries in France, Germany, UK and Italy. The amounts due to and from the 
affiliates is converted into a common currency viz. US dollar and entered in the following 
matrix.

Inter Subsidiary Payments Matrix (US $ Thousands)

Without netting, the total payments are $ 780 Thousands. Through multinational netting 
these transfers will be reduced to $ 100 Thousands, a net reduction of 87%. Also currency 
conversion  costs are significantly reduced. The transformed matrix after consolidation 
and net payments  in  both directions convert all figures to US dollar equivalents to the 
below form:

Netting Schedule (US $ Thousands)
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Creditor

 

Debtor

 

Dues Lacs

 

New Zealand

 

Australia

 

NZD 25

 

New Zealand

 

Hong Kong

 

NZD 32

 

Hong Kong

 
Australia

 
HKD 10 

 

Australia
 

Hong Kong
 

AUD 35
 

Australia
 

New Zealand
 

AUD 44
 

 

Rupee/AUD  35.44  
Rupee/HKD

 
5.86

 Rupee/NZD

 
31.05
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The major operations of Soft-Tech India Ltd. are in New Zealand, Australia and 
Hong Kong, each of which is managed by an independent subsidiary.  The current 
status of payables and receivables amongst the subsidiaries is:

Soft-Tech India adopts multilateral netting procedure.  Rates are :

Compute and show settlement.

AMK Ltd. An India based company has subsidiaries in U.S. and U.K. 

Forecasts of surplus funds for the next 30 days from two subsidiaries are as below:
                 U.S. $12.5 million
                 U.K. £6 million

Following exchange rate information are obtained:

$/Rs.             £/Rs.
Spot 0.0215 0.0149
30 days forward            0.0217 0.0150

Annual borrowing/deposit rates (simple) are available.
Rs. 6.4%/6.2%
$ 1.6%/1.5%
£ 3.9%/3.7%

The Indian operation is forecasting a cash deficit of Rs.500 million. It is assumed that 
interest rates are based on a year of 360 days.

(I) Calculate the cash balance at the end of 30 days period in Rs. for each company 
under each of the following scenarios ignoring transaction costs and taxes:
(a) Each company invest/finances its own cash balances/deficits in local currency 

independently.
(b) Cash balances are pooled immediately in India and the net balances are 

invested/borrowed for the 30 days period.

(II) Which method do you think is preferable from the parent company's point of view?
(Ans: 475.33, 486.58)

Q29
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TYPES OF FOREIGN EXCHANGE CONTRACTS:

Cash: Settlement today (also named as Ready Contract)
Tom: Settlement on the next working day

nd
Spot: Settlement on 2  working day

Forward: Settlement any date beyond spot. Forward contracts are of following two types:

(Outright) Forward Exchange contract: means a contract to  purchase or sale a 
specific amount of foreign currency at a predetermined  rate of exchange (called forward 
exchange rate) on a specified future date.

(Option) Forward exchange contract: means a contract to purchase  or sale a specific 
amount of foreign currency at a predetermined rate  of exchange  (called forward exchange 
rate) during a specified period  of time  and  without  any  obligation on the  customer  to  
execute  the contract.

Other types of forward exchange contracts:

Ÿ Roll-over forward contracts
Ÿ Cross currency forward contracts
Ÿ Cross currency roll over forward contracts
Ÿ

Forward premium/ discount: means the difference between forward rate and spot rate
. 
Direct Quote: In the case of direct quote, If the forward rate is more than spot rate  then  
the currency  is  said to be trading at premium and  vice  versa.  Usually forward  premium 
or discount is expressed as an annual  percentage  as follows:
Forward Premium(+) / discount (-)     =    [ (Forward-Spot) / Spot ]  x  (12/n) x 100

Indirect Quote : If the forward rate is less than spot rate then  the currency  is  said to be 
trading at premium and  vice  versa.  Usually forward  premium or discount is expressed 
as an annual  percentage  as follows:
Forward Premium(+) / discount (-)   =   [ (Spot - Forward / Forward ]  x  (12/n) x 100
[Note that: P = D/1-D)  and D = P/(1+P), here P = %premium and D = %Discount]

Calculate forward premium/discount for both currencies:
1) Spot rate is $1= ̀ 66.56 and one year Forward rate is $1 = ̀ 65.42
2) Spot rate ̀ 1 = € 0.0200 and six months forward rate is ̀ 1 = € 0.0192

(Answer: (1) FP($) = -1.71%, FP(`) = 1.74% (2) FP(€) = 8.33%, FP(`) = -8%)

Q31
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Quote in Mumbai for  Spot  Forward  South African Rand

 
6.53

 
1 month   : 6.40

 Canadian Dollar

 

31.80

 

3 months : 32.00

 
 

Spot  Forward  Home Currency  
1

 
`

 
154.53 = 1Kw. D

 
3 month = 154.14

 
Rupees

 
2

 
Yen 195.40 = 1£

 
1 month = 194.46

 
GBP

 3

 
Euro 0.6111 = 1 CAD

 
1 month = 0.6320

 
Euro
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Determine whether the home currency is appreciating or depreciating, and 
compute the annual percentage of change.

(Ans.: ̀  Appreciating 24.375%, ̀  Depreciating 2.5%)

Forex information given below covers both the spot rate and the forward rate.  You 
have to determine whether the home currency is appreciating or depreciating in 
relation to foreign currency.

(Ans.: A, D, D)

CALCULATING FORWARD RATE

Suppose that 1 French franc could be purchased in the foreign exchange market 
for  20 US cents today. If the franc appreciated 10% tomorrow against the dollar, 
how many francs would a dollar buy tomorrow?

(Ans.:1FFR =  22 US cents)

Fleur du lac, a French co., has shipped goods to an American importer under a 
letter of credit arrangement, which calls for payment at the end of  90 days. The 
Invoice is for  $ 1,24,000. Presently the exchange rate is 5.70 French francs to the 

$. If the French franc were to strengthen by 5% by the end of 90 days what would be the 
transaction gain or loss in French francs? If it were to weaken by 5%, what would happen? 
Make calculations in francs per $.
(Ans.: Loss = FFR 33480, Profit = FFR 37200)

SWAP POINTS

Forward  premium  or discount can also be shown by points, which are called swap 
points. Forward premium is shown in ascending order  while forward discount is shown 
in descending order. For example: 

Q32
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Forward Premium
Spot (Jan.)         USD 1 = ̀  44.4000 / 4200
Spot/February                        2000 / 2100
Spot/March                             3500 / 3600 
It means forward rates for February and March respectively are:
Feb.                USD 1 = ̀  44.6000 / 6300
Mar.               USD 1 = ̀  44.7500 / 7800

Forward Discount
Spot (Jan.)         USD 1 = ̀  44.3200 / 4100
Spot/February                      3800 / 3600
Spot/March                           5700 / 5400
It means forward rates for February and March respectively are:
Feb.                 USD 1 = ̀  43.9400 / 44.0500
Mar.                USD 1 = ̀  43.7500 / 43.8700

Swap points are also known as forward margin.

Broken Period Forward Contracts

th
In above example of forward discount if we have to calculate bid rate for 10  March then we 
will have to interpolate swap points as follows:  3800 + {(5700-3800) x 10/31} = 4413

th
Hence forward rate for 10  March is = 44.3200-0.4413 = 43.8787 ( it may be rounded after 
loading margin)

th thNow what is ask rate for 10  March? What are bid and ask rate for 14  Feb, considering that 
there are 28 days in February. 

HEDGING THE RISK THROUGH FORWARD CONTRACT

An Indian Importer purchased a machinery from a British exporter on  18th  of  July 
2005. The value of machine  is  GBP  1,00,000.  The importer  has  to  pay  the amount 
three  months  after  the  date  of purchase. Spot rate of exchange is GBP 1 = ̀  67.68. 

It is expected that the Rupee will depreciate and the exchange rate may become               
GBP = ̀  69.33. The importer wants to hedge this risk  by entering  into a forward exchange 
contract. Three months forward rate is ` 68.20 per GBP. Is it worthwhile to enter into 
forward  exchange contract?  Calculate  the  profit/loss  with  and  without  forward 
contract.
If  the actual exchange rate after three months appears to be GBP 1= ̀  67.98, is the decision 
of importer to enter into forward contract, right ?
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Q38

Cost and sales information: Japan USA Europe

Variable cost per unit Rs.225 Rs.395 Rs.510

Export Sales price per unit  Yen 650 US$10.23 Euro 11.99

Receipts from sale due in 90 days  Yen 78,00,000 US $ 1,02,300 Euro 95,920

Foreign Exchange Rate Information: Yen/Rs. US$/Rs. Euro/Rs.

Spot Market 2.417-2.437 0.0214-0.0217 0.0177-0.0180

3 months forward 2.397-2.427 0.0213-0.0216 0.0176-0.0178

3 months spot 2.423-2.459 0.02144-0.02156  0.0177-0.0179
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A company operating in a country having the dollar as its  unit of currency has today 
invoiced sales to an Indian company, the payment being due three months from the 
date of invoice. The invoice amount is $7500 and at today spot rate of $0.025 per ̀ 1, is 

equivalent to  ̀ 3,00,000.

it  is  anticipated that the exchange rate will decrease  by  10% over  the  three  months 
period and in order to protect  the dollar proceeds, the importer proposes to take appropriate 
action through foreign exchange market. the three month forward rate is quoted as $0.0244 
per ̀ 1.

You are required to calculate the expected loss and to show,  how it can be hedged by forward 
contract.
(Answer: ̀  33,333, ̀  7377, ̀  25,956)

Following information relates to AKC Ltd. Which manufactures some part of an 
electronic device which are exported to USA, Japan, Europe on 90 days credit terms.

Advice AKC Ltd. Whether it should hedge it's foreign currency risk or not.
(Answer: Hedge, Do not hedge, Hedge)

FATE OF A FORWARD CONTRACT

A  forward contract entered into between the bank & the  customer  may end up in the 
following ways :

1) Execution : Customer may take or give the delivery on the due date.

Q37
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2)  Cancellation  : Customer may request for cancellation  of  forward contract. This 
requestmay be made:
i)   on the due date,
ii)  before the due date
iii) After the due date

3)  Extension: Customer may request for extension of due  date.  This request may be 
made:
i)   on the due date,
ii)  before the due date
iii) After the due date

4)  Early  delivery: Customer may request for early  delivery, i.e., delivery before the 
due date. 

 

CANCELLATION OF FORWARD CONTRACT

In case of request for cancellation of a forward contract bank will enter into a reverse 
contract with same customer for the same delivery date. Means in case of request for 
cancellation of a forward purchase contract on the due date, bank will enter into a spot 
sale contract with the same customer. Difference between these two rates is called 
exchange difference. 

If selling rate is more than buying rate i.e. exchange difference is positive, bank will 
recover it from the customer. But if selling rate is less than buying rate i.e. exchange 
difference is negative, bank will pay it to the customer. Keep in mind that this recovery or 
payment is not the profit or loss of the bank. Because the bank will also have some receipt 
from or payment to the market and ultimately it will earn only margin/commission on two 
contracts.

Note: Bank can also recover flat charges from customer for cancellation. Amount of flat 
charges differ from bank to bank. Currently it is around Rs.500-Rs.1000.

th
On 15  November, ICICI bank booked a 3 months forward purchase contract of 
$20,000 for its export customer. On that date exchange rate was as follows:

On the due date customer requests for cancellation of this contract. Calculated the 
amount recoverable from of payable to the customer if the Exchange rate is as follows:

Q39

Spot rate $1 =  ̀ 68.3200/3325

3 months swap points 1000/1500

Spot rate $1 = ̀ 67.5300/5400

3 months swap points 500/1000



Q40

Q41

Q42

Spot  USD 1 = Sw.Fcs 1.5076/1.5120  
One month forward                              1.5150/1.5160  
Two month forward

                             
1.5250/1.5270

 Three month forward
                             

1.5415/1.5445
 

 
Spot  USD 1 = Rs. 49.4302/.4455  
Spot/April

                          
.4100/.4200

 Spot/May
                          

.4300/.4400
 Spot/June

                          
.4500/.4600
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thIf the customer requests for cancellation on 15  January then calculate the amount 
recoverable from or payable to the customer if the exchange rates on that date were as 
follows:
Spot rate                       $1 = ̀ 69.5300/5400
1 months swap points                   500/1000
Margin in all the above cases is 0.1%/0.125%.
(Answer: bank will recover 27,600)

On  30th   April the bank entered into  a  forward  sale contract  of DEM 10,000 at  ̀ 34, 
due on 30th June. On the  same date the bank covered its position by a forward 
purchase at Rs. 33. On the due date the customer requested for cancellation of the  

contract. The prevailing exchange rate on 30th  June were as under:
Spot Interbank rate                          DEM 1 = ̀ 33.5000/6000
margin is 0.125%
Spot Merchant rate                          DEM 1 = ̀  33.46/33.64
Calculate the amount recoverable from or payable to the customer.(Ans. Recover ̀ 5400)

In  previous question assume that the customer made  the  request  for cancellation  of 
the contract on 30th May. The prevailing  prices on 30th May are as under:
Spot Interbank rate                          DEM 1 =  ̀  33.7000/8000
Forward June                                                           3000/2500
margin is 0.125%
Forward June (merchant rates)        DEM 1 =  ̀  33.36/33.59

Calculate the amount recoverable from the customer.
(Ans. Recover  ̀ 6400) 

A bank enters into a forward purchase TT covering an export bill for Swiss Francs 
th1,00,000 at Rs. 32.4000 due on 25  April and covered itself for same delivery in the 

thlocal inter bank market at Rs. 32.4200. However on 25  March, exporter sought for 
cancellation of contract as the tenor of the bill is changed. In Singapore market, Swiss Francs 
were quoted against US Dollars as under :

And in the inter bank market US dollars were quoted as under :

Calculate the cancellation charges payable by the customer if exchange margin required by 
the bank is 0.10% on buying and selling. (Answer: Rate 32.947, Recover 54700)
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Q43

Q44

EXTENSION OF FORWARD CONTRACT
If the customer requests for extension of a forward contract then the bank will cancel 
existing contract and will book a fresh forward contract for the desired date. Means now 
there are three contracts with same customer:
1) Original contract
2) Contract for cancellation
3) New contract.
All the above contacts are with the customer hence will be entered into at the merchant 
rate. But as per FEDAI rules bank need not to load margin for the second and third 
contract. But it can round off the rate in its favor. 

Note: Another way of extension could be to extend the contract with the original contract 
rate and to recover or pay the difference between cancellation contract and new contract.

Indore branch of Indusind Bank had booked a 4 months forward  purchase contract  
stfor  USD  1,00,000 at ̀  45.22 on 1  August, covering  a  TT  remittance against  a bill 

for collection and covered itself in the local  market at  ` 45.2650. However, on the 
maturity date the customer  requested the bank to extend contract by one month. 

stAssuming that on-going market rates for US dollar on 1  December are as under:
Spot                                         USD 1 ̀  45.1925/2575
One month                                                    6000/7000
What will be the extension charges payable by the customer? Also calculate the rate at 
which the  contract will be re-booked.
(Answer: ̀  4000, 45.79)

In  previous question assume that the customer made  the  request  for extension  
st

one month before the maturity date, i.e. 1  November. The exchange  rates  on that 
date were as under:

Spot    USD 1 ̀  45.1300/2100

One month  3000/3500

Two months 4000/5000
(Answer:34,000, 45.53)

EARLY DELIVERY OF  FORWARD CONTRACTS

If customer request for execution of contract before its due date, it is termed as early 
delivery. In this case bank will execute the contract for customer at the original rate. But in 
the market it will have to enter into a new spot contract to execute the request of customer 
and also a forward contract to cancel the original position. Difference between these two 
contracts is termed as swap difference. 

If the selling rate in the market is higher than the buying rate then bank will give this 
positive difference to the customer and if selling rate is less than the buying rate than the 
bank will recover this negative difference from the customer. It means if the swap 
difference is positive then bank will give it to the customer and if it is negative 
bank will recover is from the customer.
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Here one can note the difference between exchange difference & swap difference as follows:

thThe  bank entered into an agreement with its customer  on  10  July for a forward 
purchase contract for  USD  4,000  delivery 10th  September at the rate of ̀  28.14 per  
dollar  covering itself  by  a forward sale at ` 28.16. On the 10th  of  August,  the 

customer  requests  the bank to purchase the bill of USD 4,000  under this contract. 
Calculate the amount that would be paid to the customer assuming the following rates in 
the interbank market on 10th August :
Spot                                            USD 1 = ̀  28.1025/1075
Delivery September                                   28.6475/6550
interest on outlay of funds at 12% and inflow of funds at 8%.Calculate the amount that 
would be paid to or recovered from the customer for request of early delivery. Also Calculate 
net amount Payable to customer.  (Answer: 2210 + 2 = 2212)

The bank had agreed on 20th February that it will sell on  20th April  to the customer 
DEM 10,000 at ` 34.57. On the same  day  bank recovered  its  position by buying 
forward from the  market  due  20thApril  at  the  rate  of  ` 34.5550.  On  20th  

March,  the  customer approaches  the  bank to sell DEM 10,000 under  the  forward  
contract earlier entered into. The rates prevailing in the interbank market on this date are:
Spot                               ̀  34.4725/4800
April                              ̀  35.2550/2625
interest on outlay of funds at 12% and on inflow of funds at 8%.Calculate the amount that 
would be paid to or recovered from the customer for request of early delivery. Also Calculate 
net amount receivable from customer. (Answer: 7750 + 6 = 7756)

AUTOMATIC CANCELLATION

If a customer does not execute a forward contract on due date it will be automatically 
thcancelled on 15  day from the due date. This contract cannot be executed or extended after 

the due date. If the customer requests execution or extension of this contract then bank will 
book a fresh exchange contact for customer.

In case of automatic cancellation bank will recover (but not pay) the following:
1) Exchange difference (if it is positive)
2) Swap difference (if it is negative)
3) Interest (on outflow)
Bank can also recover flat charges of ̀ 100.

Exchange difference Swap difference 
Difference of exchange rates of two 
contracts of a bank with its customer. 

Difference of exchange rates of two 
contracts of a bank with the market. 

The two rates mentioned above are 
merchant rates 

The two rates mentioned above are 
Interbank rates 

The two contracts mentioned above are 
entered into on two different dates. 

The two contracts mentioned above are 
entered into on a single day. 

If the exchange difference is positive then 
bank will recover it from customer. 

If the swap difference is positive then 
bank will recover it from the market 
and pay it to the customer. 
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On 1st March Interbank TT rates USD 1 = ̀ 35.75/80

1 month forward `35.90/95

Merchant TT rates USD 1 = ̀ 35.67/90

On 16th March Interbank TT rates USD 1 = ̀ 36.10/15

Merchant TT rates USD 1 = ̀ 36.05/20

10th June 25th June

Spot USD 1 = ̀ 35.80/82 35.68/72

June   35.92/95 35.80/85

July 36.05/09 35.93/99

August 36.30/35 36.18/25

September 36.60/66 36.48/56

Exchange margin 0.15%

Interest on outlay of funds 12%

On 1st January, the bank enters into a forward purchase contract with an export 
customer for USD 10,000 due on 1st March at an exchange rate of  ̀ 35.60 and covers 
its position in the market at ̀ 35.65.

The customer defaults to execute the contract on the due date. On 16th March the bank 
cancels the contract unilaterally. The following were the exchange rate prevalent:

(Answer: 6000 + 8 = 6008)

An Import customer booked a forward contract with the bank on 10th April for USD 
20,000 due 10th June at ̀ 36.40. The bank covered its position in the market at ̀ 36.28.
The exchange rates for dollar in the interbank market on 10th June and 25th June 
were:

th
How will the bank react if the customer requests on 25   June:
1.  to cancel the contract
2.  to execute the contract, or
3.  to extend the contract with due date to fall in August.
(Answer: 15400 + 3000 + 48 = 18448),35.77,36.30

INTEREST RATE PARITY
Here

h
r  = rate of interest in home country

fr  = rate of interest in foreign country
F = Forward rate (direct quote)
S = Spot rate (direct quote)

Suppose that on 1 January 2001 the spot rate is UKP1=$1.50 and the US & UK 
interest rates are 6% and 8% per annum respectively. What would we expect the six 
month forward rate to be?(Answer: 1.4856)
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 3 Months 6 Months 1 Year 

 Dollar Interest rate (annually compounded) 1/211 % 1/412 % ? 

Franc Interest rate (annually compounded) 1/219 ? 20%

Forward franc per dollar ? ? 7.5200 

Forward discount per franc per cent per year ? – 6.3% ? 
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Singapore dollar (SG$) and Indian Rupee rates are available to you as under
 SPOT rates:        20.725   ̀ /SG$ 

0.04825 SG$/`
           90day rate 20.687  ̀ /SG$

0.04834   SG$/`
Singapore prime interest rate as on date is 9.5 %. Note: Use 365 day's a year 
Required:
1. Explain what is implied about the Indian interest rate.
2. Calculate and comment on Indian rate if the forward exchange rate was 0.04795 SG$/`
3. Calculate and comment on the 90 days forward rate on Rs. SG $ if Indian interest rate 

was 8%. (Answer: 8.74%  ) 

This is the beginning of a new accounting year.  A UK based company is pursuing two 
business opportunities one each in Euroland and in USA.  If the opportunity 
materializes, cash flows from Euroland are likely to be spread over a four-year 

period, while those from USA would be over three years, from the end of current year.  Real 
interest rates in UK, Euroland, and USA are 6%, 5% and 7% respectively.  In London Euro 
is quoted at 1.50, while USD is at 1.60.  What conversion rate should the CFM use, in his 
cash flow and NPV computations?
(Ans.: Euro/pound 1.4858, 1.4717, 1.4578, 1.4440 $/pound 1.6150, 1.6303, 1.6456)

The following table shows interest rates for the United States dollar and French 
francs. The  spot exchange rate is 7.05 francs per dollars. Complete the missing 
entries:

(Ans: 7.19, 19.2%, 6.25%, 12.5%;  Answers considering compounding 7.17, 19.7%, same)

(Hedging) Exporters Plc. a UK company, is due to receive  500,000  Northland  
dollars in six  month's  time  for  goods supplied. The company decides to hedge its 
currency exposure by  using the  forward  market. The short-term interest rate in  

the UK  is  12%p.a.  and  the equivalent rate in Northland is 15%. The spot  rate  of 
exchange is  2.5 Northland dollars to the pound.
Calculate  how  much Exporters Plc. actually gains or losses  as  a result  of the hedging 
transactions if, at the end of the six  months, the  pound,  in relation to the Northland dollar, 
has (i)  gained  4%, (ii) lost 2% or (iii) remained stable. 
You may assume that the forward rate of exchange simply reflects the interest differential 
in the  two countries  (i.e.  it  reflects the Interest Rate  Parity  analysis  of forward rates).

Q50
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Interest Rates

India London

Invest Borrow Invest Borrow

3 months 8% 10% 5% 6%

6 months 9% 11% 6% 8%

 (Hedging)
A UK company expects to receive Singapore dollars 4,00,000.  The actual due date 
falls exactly six months from now.  Assume that Interest rate in Singapore is 15%, 

while that in UK is 12%.  Current spot rate is SGD 2.5 = 1 GBP.  Evaluate the situation, if 
Pound was to (a) gain 4%, (b) lost 2% or (c) remains stable at present level.  Assume that the 
forward exchange rate reflects the interest rate parity analysis of forward rates.  Should 
the company take forward cover ? Consider exchange rates upto three decimal point.
(Ans.: (a) Gain 3945 (b)Loss 5474 (c) Loss 2209)

INTEREST RATE ARBITRAGE 

Spot rate of exchange is $1 = `66 while six months forward rate is $1 = `69. Rate of 
interest in India is 8%p.a. while it is 2%p.a. in USA. How can you make profit? What 
if the forward rate is $1= ̀ 67?

Interest rate in Euroland and in India stand at 3.50% p.a., and 6.00% p.a. 
respectively.  If the Spot Rupee/Euro rate is 71.75, what is your estimate of one year 
future spot rate if the Interest rate parity theory holds good?  If the forward rate is 72   
what action would follow ?  If the forward rate is 75 will there be a change in action ?

Following is the rate  quoted  at Bombay for British pound: Spot rate Pound 1 = ` 
96.30/96.80

Identify the No arbitrage Zone for the period of 3 months as well as 6 months. Verify 
whether there is any scope for covered arbitrage if the actual forward rates are as follows:
3m forward 95.80/96.40
6m forward 97.10/98.45
(Answer: No arbitrage zone £1= ̀  96.77/98.00, £1= ̀  96.76/99.15)

INTEREST RATE HEDGE/ MONEY MARKET HEDGE

FOR IMPORTER
1) Borrow home currency 
2) Convert it into foreign currency (spot merchant ask)
3) Invest it in foreign country
4) Make payment of import bill on maturity out of the investment proceeds
5) Make payment of home currency borrowing along with interest.
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Exchange rates    (`/Dollar)

Spot 40-42

1 month forward 41-43

3 months forward 42-45

                                     Interest rates (available to P Ltd.)

India  USA

Deposit Rate(%) Borrowing Rate(%) Deposit Rate(%) Borrowing Rate(%)

 1 month  13.00 15.00 7.00 10.00

3 months 13.00  16.00 8.00 11.00

Spot Rate ($/£) 1.5865 – 1.5905

3-Months Forward Rate($/£) 1.6100 – 1.6140

Rate of Interest in Money Market :

Deposit Loan

$ 7% 9%

£ 5% 8%
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FOR EXPORTER
1) Borrow foreign currency
2) Convert it into home currency (spot merchant bid)
3) Invest the above amount in home country
4) Repay foreign currency borrowing out of export proceeds.
5) Realize the home currency investment on the maturity date.

 (Importer) The finance director of P ltd.,  has been studying exchange rates and 
interest rates relevant to India  and USA.  P  Ltd. has purchased goods from the US 
Co. at a cost  of  $  51 Lakhs  payable in dollars in three months time. In order  to  

maintain profit  margins the finance director wishes to adopt, if  possible,  a risk-free  
strategy that will ensure that the cost of the goods  to  P Ltd. is not more than ̀  22 crores.

Calculate whether it is possible for P Ltd. to achieve a cost directly associated  with  this 
transaction of not more than  `22  crores  by means  of a forward market hedge, or money 
market  hedge.  Transaction costs may be ignored.
(Answer: MMH = ̀  2184Lakhs, FMH = ̀  2295lakh)

 (Exporter)
An exporter is a UK based company. Invoice amount is $3,50,000. Credit period is 
three months. Exchange rates in London are :   

Compute and show how a money-market hedge can be put in place. Compare and contrast 
the outcome with a forward contract. (Answer: MMH £ 217904, FC £216853)



Q60

Q61

Foreign Exchange Risk Management

9893040600

 (Importer-tax)
On March 1, 2005, the B Ltd. bought from a foreign firm electronic equipment that 
will require the payment of LC 900,000 on May 31,2005. The spot rate on March 1, 

2005, is LC 10 per dollar; the expected future spot rate is LC 8 per dollar; and  the ninety-
days  forward rate is LC 9 per dollar. US interest rate is 12% and foreign interest rate is 8 
percent. The tax rate for both countries  is  40 percent. B  Ltd.  is  considering  three 
alternatives to deal with the risk of exchange rate fluctuations.

a. To enter the forward market to buy LC 900,000 at the  ninety-days forward rate in 
effect on May 31,2005.

b. To borrow an amount in dollars to buy the LC at the current  spot rate. This  money is to 
be invested in government securities  of  the foreign country; with the interest income, 
it will equal LC 900,000 on May 31,2005.

c. To  wait  until May 31,2005, and buy LC  at  whatever  spot  rate prevails at that time.

Which  alternative should the B Ltd. follow in order to  minimize  its cost of meeting the 
future payment in LCs? Explain.
[Answer: (a) $96,000 (b) $90534 (c) $1,03,500, Decision (b)]

 (Exporter)
Expo is an importer/exporter of textiles and textile machinery. It is based in the UK 
but trades extensively with countries throughout Europe. It has a small subsidiary 

based in Germany. The company is about to invoice a customer in Germany DM 750000 
payable in three month's time. Expo's treasure is considering two methods of hedging the 
exchange risk;

» Method 1: borrow DM for three months, convert the loan into sterling and repay the 
loan out of eventual receipts.

» Method 2: Enter into a three-month forward exchange contract with the company's 
bank to sell DM750000.

The spot rate of exchange is DM2.3834 to the £1. The three-month forward rate of exchange 
is DM2.3688 to the £1. Annual interest rates for three month's borrowing are : Germany     
3 per cent p.a. ; UK 6 percent p.a.
Requirement: Advise the treasurer on:
1. Which of the two method is the most financially advantageous for Expo and 
2. Other factors to consider before deciding whether to hedge the risk using the foreign 

currently markets;
(Ans. MMH 317019, forward 316616)

(Hint for part 2. : Other factors to be considered:-
1. Borrowing capacity of the company
2. Size of the deal
3. Possible offset elsewhere in the group
4. Transaction cost
5. Hedging through future, option, swap etc.)
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Foreign exchange rates (mid rates)

French francs/US$ US$/£ Uganda Shilling/£

Spot 5.7485 1.4920 1700

1. month forward 5.7622 1.4898 N/A

2. month forward 5.7727 1.4886

3. month forward 5.7833 1.4873

Money Market rates (% per annum)

Deposit Borrowing

 UK Bank 5 8

Uganda Bank 15 N/A

US Domestic Bank 3 6

Complied by : Tarun Mahajan, CFA, CA

34

Fmbytm.com

LML export its products throughout the world. It has today received from a regular 
customer in France an order worth £350000 at today's spot market exchange rate. It 

has also received from a new customer in Uganda an order worth £150000 at today's 

spot rate. Both orders are to be paid in the respective importer's currency. Terms of trade 
are 60 day's credit. No discount is offered for early payment. Past experience shows that the 
French customer may take up to 90 day's to pay.

These rates are fixed for a period of two or three months for immediate deposits or 
borrowings. LML convert all foreign currency receipt into pound sterling immediately on 
receipt. Wherever possible, the company uses forward exchange contracts to hedged its 
currency risks.

In view of the lack of forward markets in Uganda, the Ugandan, customer has offered to pay 
$ US225000 to LML in three month's time, instead of Ugandan shillings in 60 days. The 
customer is able to do this as a result of his government's new economic liberalization 
policies.

You are required
1) To calculate the sterling receipts that LML can expect from its sales to the French 

Customer, assuming LML hedged it risk using the forward market

2) To calculate the expected sterling receipt from the Ugandan customer, assuming its offer 
of payment in US$ is accepted. Assume LML hedged its risk using.

Ÿ The forward market, or

Ÿ The money market,

And advice LML on which method is most advantageous.
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Miscellaneous Questions
(Swaps)
Mc Donnoughs Hamburger Company wishes to lend $ 500,000 to  its  Japanese  
subsidiary.  At  the  same  time,  Yasufuku   Heavy Industries is interested in 

making a medium-term loan of approximately the  same amount to its U.S. subsidiary . 
The two parties are  brought together  by  an investment bank for the purpose  of  making  
parallel loans.  Mc Donnoughs  will  lend $ 500,000 to the  U.S.  Subsidiary  of Yasufuku 
for 4 years at 13 percent. Principal and interest are payable only at the end of the fourth 
year with interest compounding annually. Yasufuku  will lend the Japanese subsidiary of 
Mc Donnoughs 70  million yen  for  4  years at 10%. Again the principal  and  interest  
(annual compounding) are payable at the end. The current exchange rate is  140 yen to 
the $. However , the dollar is expected to decline by 5 yen to the dollar per year over the 
next 4 years.
(a) If these expectations prove to be correct, what will be the  dollar equivalent  of 

principal and interest payments to Yasufuku at the  end of 4 years?
(b) What total dollars will Mc Donnoughs receive at the end of 4  years from  the  payment 

of principal and interest on its loan by  the  U.S. subsidiary of Yasufuku?
(c)Which party is better  off with the parallel loan arrangement? What would happen if 

the yen did not change in value?
[Answer (a) $ 48.54 lakhs (b) $ 815236.81 (c) Yasufuku ]

(Law of one price)
In 2001 a Transistor cost $22.84 in New York, $69 in Singapore and 3240 rubles in 
Moscow:

1) If the law of one price held, what was the exchange rate between US dollars and 
Singapore dollar? Between US dollars and rubles?

2) The actual exchange rate in 2001 were S$1.63 = US$1 and 250 rubles = US$1. Where 
would you prefer to buy your Transistor?

[Answer: (1) $1=  S$3.021, $1 = R141.86 (2) US$ 42.33, US$12.96]

 (law of one price)
Sampras Tennis Rackets Cost UKP 100 in the UK and 150 in the US. The current 
exchange rate is UKP 1=$1.50. Explain what happens if inflation, which is 

presently 0% in both the UK and the US, increases to 10% in the US?
[Answer: £1 = $1.65]
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NOSTRO ACCOUNT

WHAT IS NOSTRO, VOSTRO AND LORO ACCOUNT?
In Latin NOSTRO account means “Our Account with you”. For example if State Bank of 
India opens a dollar account with the New York bank then it is called Nostro account.

VOSTRO means “Your account with us”. For example rupee account of Sri Lanka bank with 
State Bank of India.

LORO means “Their account with them”. If Bank of Rajasthan wants to transfer dollar to 
the nostro account of SBI maintained with the New York Bank, they will call this account 
LORO account.

HOW TO PREPARE NOSTRO ACCOUNT?
There are two parts of Nostro account: 1) Exchange position 2) Fund/ Cash Position.

a) Exchange position
It is also called Currency position. The aggregate relationship between the amount of a 
currency bought and the amount of the same currency sold is known as 'position' in the 
currency. It can be as under: 

Overbought position: If amount of foreign currency bought by a bank is more than the 
amount sold, the bank is said to have 'overbought' or 'long' or 'plus' position.

Oversold position: If amount of foreign currency sold by a bank is more than the 
amount bought, the bank is said to have 'oversold' or 'short' or 'minus' position.

      Square position: If amount of foreign currency bought by a bank is equals the amount 
sold, the bank is said to have 'square' position. Similarly, if there is small difference in a 
currency bought and sold the bank is said to have 'Near Square position.

b)   Cash position
It is also called Fund position. Banks maintain accounts with counter – party banks 
always in foreign currency. Banks depending on items requirement have many such 
accounts in different currencies. It is not uncommon that the bank may have more than 
one account even in one currency. Balances available in the accounts reflect cash 
position. Cash position and Fund position do not tally.
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Opening balance with Dresner, Frankfurt 20,000

Opening position (overbought) 15,000

Purchased a TT 1,50,000

Issued a draft 20,000

TT remittance outward 1,25,000

Purchase an export bill payable at Milan 2,75,000

Forward sales 2,75,000

Export bill realized 45,000

Sw. Fcs.

Balance in Nostro account (credit) 1,00,000

Opening position Overbought 50,000

Purchased a bill on Zurich 80,000

Sold Forward TT 60,000

Forward Purchase Contract cancelled 30,000

Remitted by TT 75,000

Draft on Zurich Cancelled 30,000
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You as a dealer had the following position in EURO:

What steps would you take if you were required to maintain a balance of EURO 70,000 in 
the Nostro account and keep a square position?
(Answer: 4,40,000,  2,15,000)

You as a dealer in foreign exchange have the following position in Swiss Francs on 
st31  October, 2004:

What steps would you take, if you are required to maintain a credit balance of Sw. Fcs. 
30,000 in the Nostro account and keep as overbought position on Sw. Fcs. 10,000?
(Answer:  2,25,000,  1,05,000)
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Non-Deliverable Forward Contracts

As the name suggests it is a forward contract which is settled by difference in rates and not 
by delivery. Non-deliverable forwards are derivative products used for trading in 
currencies, which are not fully convertible.  Currencies of Asian economies with sizeable 
NDF volumes include Taiwan, Korea, Indonesia, India, China and the Philippines. These 
are usually traded in International Financial Centres.

NDF traders take forward positions on the rupee in overseas markets. However, like the 
name suggests, the rupees are never delivered and the contracts are settled in dollars 
based on the market value of the rupee.

There are two classes of participants in the NDF market. The first are the foreign investors 
in India who are not allowed to hedge here, which includes participatory note holders. The 
second category comprises those who want to avail arbitrage opportunities. 
Sometimes It becomes a case of the tail wagging the dog. A paper published by the central 
bank has said the rupee value is at times influenced by trading in non-deliverable 
forwards. 

STRATEGIES FOR EXPOSURE MANAGEMENT
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EXCHANGE CONTRACTS

I. GENERAL
a. At the request of the customer, unless stated to the contrary in the provisions of the 

Exchange Control Manual, it is optional for a bank to –
i. Accept or give early delivery;
ii. Extend the contract;

b. It is the responsibility of the customer to effect delivery or to request the bank for 
extension/ cancellation as the case may be on or before the maturity date of the 
contract.

c. Banks will levy a minimum charge around Rs.500-Rs.1000 for every request from a 
cancellation of a contract.

d. Merchant Foreign Exchange Contracts booked prior to 31st December, 1998 and 
delivery of which is effected after 1st January, 1999 wherein one of the currencies is 
EMU member country currency- the delivery of the said currency can be in the euro or 
in the currency of contract, at the option of the bank customer.

II. EARLY DELIVERY
If a bank accept or gives early delivery, the bank shall recover/ pay swap difference, if any.

III. EXTENSION
Forward contract, either short term or long term contracts where extension is sought by the 
customers (or are rolled over) shall be cancelled (at T.T. Selling or Buying Rate as on the 
date of cancellation) and rebooked only at current rate of exchange. The difference between 
the contracted rate and the rate at which the contract is cancelled should be recovered from/ 
paid to the customer at the time of extension. Such request for extension should be made on 
or before the maturity date of the contract.

IV. CANCELLATION
a. In the case of cancellation of a contract at the request of the customer, the bank shall 

recover/ pay, as the case may be, the difference between the contacted rate and the rate at 
which the cancellation is effected.

b. Rate at which cancellation is to be effected:
i. Purchase contracts shall be cancelled at the contracting bank's spot T.T. selling rate 

current on the date of cancellation.
ii. Sale contracts shall be cancelled at the contracting bank's spot T.T. buying rate current 

on the date of cancellation.
iii. Where the contract is cancelled before maturity, the appropriate forward T.T. rate 

shall be applied.
c. Exchange difference not exceeding Rs. 50/- shall be ignored by the contracting bank.
d. In case a purchase contract becomes overdue, due to the bank's inability to accept the bills 

tendered as approved bills and the exporter takes up the contract by tendering other 
approved bills or cancels the contract within a reasonable time, such cancellations shall be 
governed by IV (a), (b) and (c) above.
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FEDAI RULE 8 : EARLY DELIVERY, EXTENSION AND 
CANCELLATION OF FORWARD



For booking sale and purchase contracts Around Rs.500-Rs.1000 per contract 
For each request for early delivery, 
extension or cancellation. 

Around Rs.500-Rs.1000 + swap cost and 
Cancellation charges where applicable. 
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e. Notwithstanding the fact that the exchange contract between the customer and the bank 
becomes impossible of performance, for whatever reason, including Government prohibitory 
order, the exchange contract shall not be deemed to have become void and the customer shall 
forthwith apply to the bank for cancellation subject to provisions of paras IV (a), (b) and (c) 
above.

f. i. In the absence of any instructions from the customer, vide para a(b) contracts which have 
matured shall on the 15th day from the date of maturity be automatically cancelled. In case 
the 15th day falls on a Saturday or holiday, the contract will be cancelled on the next 
succeeding working day

Note: The customer cannot effect delivery extend or cancel the contract after the maturity 
date and the procedure for automatic cancellation on the 15th day from maturity date 
should be adhered to in all cases of default by the customer.

ii. Swap cost, if any, shall be recovered from the customer under advice to him.

iii. In case, the contract is ultimately cancelled, the customer will not be entitled to the 
exchange difference, if any, in his favour, since the contract is cancelled on account of his 
default.

iv. In case of delivery subsequent to automatic cancellation the approapriate current rate 
prevailing on such delivery date shall be applied.

V. SWAP COST
a. Swap cost to be recovered from customers. In all cases of early delivery of purchase or sale 

contracts, swap cost shall be recovered from customers irrespective of whether an actual swap is 
made or not. Such recoveries should be made either back-ended or frontended in the discretion 
of banks.

b. Swap Gain
Payment of swap gain to the customer will normally be made at the end of the swap period.

VI. OUTLAY AND INFLOW OF FUNDS
a. Interest at not below the prime lending rate of the respective bank on outlay of funds by the 

bank for the purpose of arranging the swap shall be recovered in addition to the swap cost in 
case of early delivery of purchase or sale contracts and early realization of export bills 
negotiated. The amounts of funds outlayed shall be arrived at by taking the difference between 
the original contract rate and the rate at which the swap could be arranged.

b. If such a swap leads to inflow of funds, the amount shall be arrived at as above and interest shall 
be paid in the discretion of banks to the customer at the appropriate rate applicable for term 
deposits for the period for which the funds remained with the bankdeposits for 180 days 
(presently 8% percent)

FEDAI RULE 9- SCHEDULE OF CHARGES
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International Capital Budgeting

You have been engaged to evaluate an investment project overseas in a country 
called East Africa, which is a political stable country. The project involves an 
initial cost of East African dollar 2.5 crores (EA $) and it is expected to earn post tax 

cash flows as follows:
Year 1 2 3 4
Cash flow in (EA $ lacs) 75 95 125 135

Further, the following information is available:
1. The expected inflation rate in East Africa is 3% per Year.
2. Real interest rate of India as well East Africa is same and is expected to remain same 

during the currency of project.
3. Current spot rate is EA $ 2 per Rs.1.
4. Risk free rate of interest in East Africa is 7% and in India 9%.
5. Required return from the project is 16%.
You may make suitable (generally acceptable) assumptions in order to evaluate the 
project. 

OJ Ltd. Is a supplier of leather goods to retailers in the UK and other Western 
European countries. The company is considering into a joint venture with a 
manufacturer in South America. The two companies will each own 50 per cent of 

the limited liability company and will share profits equally. £450000 of the initial capital 
is being provided by OJ Ltd. and the equivalent in South American dollar (SA$) is being 
provided by the foreign partner. The managers of the joint venture expect the following 
net operating cash flows, which are in nominal terms. 

SA$ 000 (Forward Rates of exchange to the £ sterling )
Year 1 4250 10
Year2 6500 15
Year3 8350 21

Requirement:
Assume you are financial adviser retained by OJ Limited to advise on the proposed joint 
venture Calculate the NPV of the project under the two assumptions explained below. 
Use a discount rate of 16 per cent for both assumptions.

Assumption 1: The South America country has exchange controls which prohibit the 
payment of dividends above 50 per cent of the annual cash flows for the first three years of 
the project. The accumulated balance can be repatriated at the end of the third year.  

9893040600
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Assumption 2: The government of the South America country is considering removing 
exchange controls and restriction on repatriation of profits. If this happens all cash flows 
will be distributed as dividends to the partner companies at the end of each year.

Opus Technologies Ltd., an Indian IT company is planning to make an investment 
through a wholly owned subsidiary in a software project in China with a shelf life of 
two years. The inflation in  China is estimated as 8 percent. Operating cash flows 

are received at the year end.

For the project an initial investment of Chinese Yuan (CN¥) 30,00,000 will be in  land. 
The land will be sold after the completion of project at estimated value of CN¥ 35,00,000. 
The project  also requires an office complex at cost of CN¥ 15,00,000 payable at the 
beginning of project. The  complex will be depreciated on straight-line basis over two years 
to a zero salvage value. This complex is expected to fetch CN¥ 5,00,000 at the end of 
project.

The company is planning to raise the required funds  through  GDR issue in Mauritius. 
Each GDR will have 5 common equity shares of the company as underlying security  
which  are  currently trading at ̀  200 per share (Face Value = ̀ 10) in the domestic market. 
The company has currently paid the dividend of 25% which is expected to grow at 10% p.a. 
The total issue cost is estimated to  be 1 percent of issue size.

The annual sales is expected to be 10,000 units at the rate of CN¥ 500 per unit. The price of 
unit is expected to rise at the rate of inflation. Variable operating costs are 40 percent of 
sales. Fixed operating costs will be CN¥ 22,00,000 per year and expected to rise at the rate 
of inflation.

The tax  rate applicable in China for income and capital gain is  25  percent and as  per 
GOI Policy  no further tax shall be payable in India. The current spot rate of CN¥ 1 is  ` 
9.50. The nominal interest rate in India and China is 12% and 10% respectively and the 
international parity conditions hold. You are required to
(a) Identify expected future cash flows in China and determine NPV of the project in CN¥.
(b) Determine whether Opus Technologies should go for the project or not assuming that 

there is:
(i)  No restriction on the transfer of funds from China to India.
(ii) Funds can be transferred from China to India only at the end of second year. 
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Current Dividend (D0)  2.50  
Expected Divedend (D1)  2.75  
Net Proceeds (Rs. 200 per share –

 
1%)

 
198.00

 
Growth Rate

 
10.00%

 

 
1

0

2.75
.10 11.39%

198
e

D
K g

P
= + = + =

 CN¥  
Sale value at the end of project

 
3500000.00

 Cost of Land

 

3000000.00

 Capital Gain

 

500000.00

 
Tax paid

 

125000.00

 

Amount realized net of tax

 

3375000.00

 
 

 (CN¥)  
Sale value at the end of project

 
500000.00

 WDV

 

0.00

 Capital Gain

 

500000.00

 
Tax paid

 

125000.00

 

Amount realized net of tax (A)

 

375000.00

 
 

Solution

Working Notes:
1. Calculation of Cost of Capital (GDR)

1. Realization on the disposal of Land net of Tax

2. Realization on the disposal of Office  Complex
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Year  1  2  

Annual Units
 

10000
 

10000
 

Price per bottle (CN¥)
 

540.00
 

583.20
 

Annual Revenue (CN¥)

 
5400000.00

 
5832000.00

 Less: Expenses

   Variable operating cost (CN¥)

 

2160000.00

 

2332800.00

 Depreciation (CN¥)

 

750000.00

 

750000.00

 
Fixed Cost per annum (CN¥)

 

2376000.00

 

2566080.00

 
PBT (CN¥)

 

114000.00

 

183120.00

 
Tax on Profit (CN¥)

 

28500.00

 

45780.00

 
Net Profit (CN¥)

 

85500.00

 

137340.00

 

Add: Depreciation (CN¥)

 

750000.00

 

750000.00

 

Cash Flow

 

835500.00

 

887340.00

 
 

Year  0  1  2  

Initial Investment  -4500000.00  
 
 

835500.00
 

 

Annual Cash Inflows
 

887340.00
 

Realization on the disposal of 

Land net of Tax

 

 3375000.00
 

Realization on the disposal of 
Office Complex

 

 375000.00

 Total

 

-4500000.00

 

835500.00

 

4637340.00

 PVF @11.39%

 

1.000

 

0.898

 

0.806

 PV of Cash Flows

 

-4500000.00

 

750279.00

 

3737696.00

 
NPV

      

-12,025

 
 

3. Computation of  Annual Cash Inflows

(a) Computation of NPV of the project in CN¥  

(CN¥)
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Year  0  1  2  

Cash Flows (CN¥)  -4500000.00  835500.00  4637340.00  

Exchange Rate (Rs./  CN¥)  9.50  9.67  9.85  
Cash Flows (Rs.)

 
-42750000.00

 
8079285.00

 
45677799.00

 
PVF @ 12%

 
1.00

 
0.893

 
0.797

 

 
-42750000.00

 
7214802.00

 
36405206.00

 
NPV

                                                                                
870008.00

 
 

Year  0  2  

Cash Flows (CN¥)  -4500000.00  5472840.00  
Exchange Rate (Rs./ CN¥)

 
9.50

 
9.85

 
Cash Flows (Rs.)

 
-42750000.00

 
53907474.00

 PVF

 

1.00

 

0.797

 

 

-42750000.00

 

42964257.00

 NPV 

                                                                  

214257.00

 

 

Q71

(a) Evaluation of Project from Opus Point of View
(I) Assuming that inflow funds are transferred in the year in which same are 

generated i.e. first year and second year.

(ii)  Assuming that inflow funds are transferred at the end of the project i.e. 
second year.

Though in terms of CN¥ the NPV of the project is negative but in Rs. it has positive NPV 
due to weakening of Rs. in comparison of CN¥. Thus Opus can accept the project.

Its Entertainment Ltd., an Indian Amusement Company is happy with the 
success of its Water Park in India. The company wants to repeat its success in 
Nepal also where it is planning to establish a Grand Water Park with world class 

amenities. The company is also encouraged by a marketing research report on which it 
has just spent Rs.  20,00,000 lacs.

The estimated cost of construction would be Nepali Rupee (NPR) 450 crores and it would 
be completed in one years time. Half of the construction cost will be paid in the beginning 
and rest at the end of year. In addition, working capital requirement would be NPR 65 
crores from the year end one. The after tax realizable value of fixed assets after four 
years of operation is expected to be NPR 250 crores. Under the Foreign Capital 
Encouragement Policy of Nepal, company is allowed to claim 20% depreciation 
allowance per year on reducing balance basis subject to maximum capital limit of NPR 
200 crore. The company can raise loan for theme park in Nepal @ 9%.
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The water park will have a maximum capacity of 20,000 visitors per day. On an average, it 
is expected to achieve 70% capacity for first operational four years. The entry ticket is 
expected to be NPR 220 per person. In addition to entry tickets revenue, the company 
could earn revenue from sale of food and beverages and fancy gift items. The average sales 
expected to be NPR 150 per visitor for food and beverages and NPR 50  per visitor for fancy 
gift items.  The sales margin on  food and beverages and fancy gift items is 20% and 50%  
respectively. The park  would  open for  360 days a year.

The annual staffing cost would be NPR 65 crores per annum. The annual insurance cost 
would be NPR 5 crores. The other running and maintenance costs are expected to be NPR 
25 crores in the first year of operation which is expected to increase NPR 4 crores every 
year. The company would apportion existing overheads to the tune of NPR 5 crores to the 
park.

All costs and receipts (excluding construction costs, assets realizable value and other 
running and maintenance costs) mentioned above are at current prices (i.e. 0 point of 
time) which are expected  to increase by 5% per year.

The current spot rate is NPR 1.60 per ̀ . The tax rate in India is 30% and in Nepal it is 20%.

The current WACC of the company is 12%. The average market return is 11% and interest 
rate on treasury bond is  8%. The company's current equity beta is 0.45. The company's 
funding ratio for   the Water Park would be 55% equity and 45% debt.

Being a tourist Place, the amusement industry in Nepal is competitive and very different 
from its Indian counterpart. The company has gathered the relevant information about  
its  nearest  competitor in Nepal. The competitor's market value of the equity is  NPR 
1850  crores and the debt  is NPR 510 crores and the equity beta is 1.35. State whether Its 
Entertainment Ltd. should undertake Water Park project in Nepal or not.

Assumptions:
1) Due to double taxation avoidance treaty, no income tax will be payable in India on 

this project.
2)  Rate of exchange will remain constant during the life of the project. 
3)  There is no tax on capital gain/loss in Nepal.

Solution
Working Notes:
1. Calculation of Cost of Funds/ Discount Rate

Competing Company's Information   
Equity Market Value  1850.00  
Debt Market Value

 
510.00

 
Equity Beta

 

1.35
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Assuming debt to be risk free i.e. beta is zero, the beta of competitor is un-levered as follows:

Now again leveraging it will be as follows:

Cost of Equity = Risk free return + β (Market Return - Risk free return)

= 8.00% + 1.74(11.00% - 8.00%) = 13.22%

WACC = 13.22% x 0.55 + 9%(1- 0.20) x 0.45 = 10.51%

Present Value Factors at the discount rate of 10.51%

Calculation of Depreciation 

Calculation of Working Capital:

Year 0 1 2 3  4  5  
PVAF 1.000 0.905 0.819 0.741  0.670  0.607  

 

Year  1  2  3  4  

Opening Balance (NPR Crore)  200.00  160.00  128.00  102.40  
Less: Depreciation (NPR Crore)

 
40.00

 
32.00

 
25.60

 
20.48

 
Closing Balance (NPR Crore)

 
160.00

 
128.00

 
102.40

 
81.92
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WC - -65 68.25 71.66 72.25 0

CF - -65 -3.25 -3.41 -3.59 +75.25
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Year 0 1 2 3 4 5 

Expected Annual visitors 
  

5040000 5040000 5040000 5040000 

Entry ticket price per visitor (NPR)  
242.55 

 
254.68 

 
267.41 

 
280.78 

Profit from sale of Food and     

Beverages per visitor (NPR)  
33.08 

 
34.73 

 
36.47 

 
38.29 

Profit from sale of  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
-225 

  
 
27.56 

 
 
28.94 

 
 
30.39 

 
 
31.91 

Fancy Gift Items per visitor (NPR)  

Revenue per visitor (NPR)  303.19 318.35 334.26 350.98 

Total Revenue (NPR crores)  152.81 160.45 168.47 176.89 

 
Less: 

     

Annual Staffing Cost (NPR crores)   
71.66 

 
75.25 

 
79.01 

 
82.96 

Annual Insurance Costs (NPR 
crores) 

  
5.51 

 
5.79 

 
6.08 

 
6.38 

Other running and 
maintenance 

     

costs (NPR crores)  25.00 29.00 33.00 37.00 

Depreciation Allowances (NPR 
crores) 

  
40.00 

 
32.00 

 
25.60 

 
20.48 

Total Expenses (NPR crores)   
142.18 

 
142.03 

 
143.69 

 
146.82 

PBT (NPR crores)  10.63 18.41 24.78 30.07 

Tax on Profit (NPR crores)  2.13 3.68 4.96 6.01 

Net Profit (NPR crores)  8.51 14.73 19.83 24.06 

Add:Depreciation Allowances (NPR 
crores) 

  
40 

 
32 

 
25.6 

 
20.48 

Park Construction Cost 
(NPR crores) 

 
-225 

 
 
 
 
-3.25 

 
 
 
 
-3.41 

 
 
 
 
-3.58 

 

After tax assets realisation value 
(NPR crores) 

  
250 

Working capital (NPR crores) -65.00 75.25 

Net cash Flow (NPR crores) -225.00 -290.00 45.26 43.32 41.84 369.78 

PVF at discount rate 1.00 0.90 0.82 0.74 0.67 0.61 

Present Values (NPR crores) -225.00 -262.42 37.06 32.10 28.06 224.35 

 
Net Present Value (NPR crore) = -165.86
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Q72

ADJUSTED PRESENT VALUE

This is an alternate to the Net Present Value method for valuation of a project. This method 
was first proposed by Myers. Under APV approach, project cash flows are broken down into 
two components: unlevered operating cash flows; and those associated with financial the 
project. Hence:

APV = Unlevered Value + Value of financing effects

The disaggregation of cash flows is undertaken so that different discounting rates may be 
used. As operating cash flows are more risky, they are discount at a higher rate. More 
formally, the adjusted present value is:

Where 
          OC  =     after tax operating cash flows in period tt

K   = required rate of return in the absence of leverage ( all-equity financing)u

Int = interest payment on debt in period tt 

T   = corporate tax rate c  

k   =  cost of debt financing, and d 

F    = after-tax flotation cost associated with financing (debt, equity, or both)

The first component on right- hand side of the equation represent the net present value of 
operating  cash flows discounted at the unlevered cost of equity capital. The second 
component is the  present value of the interest tax shield on any debt employed to finance 
the project. The discount rate is the corporate cost of borrowing, the idea being that the 
realization  of the tax shield bears a risk comparable to that embraced in the cost of debt 
funds. Finally, any flotation costs are subtracted from  the sum of the first two components.

Grubber-Elton Paper Company is considering a new production machine costing $2 
million that is expected to produce after – tax cash savings of $400,000 per year for 8 
years. The required rate of return on unlevered equity is 13 percent. 

1.  Find out unlevered value of the project.
2.  It is policy of the company to finance capital investment projects with 50% debt. Find out 

the Adjusted present value of the project, if the rate of interest is 10% p.a., tax rate is 
40% and the principal amount of loan is repayable in 8 years in equal installments.

3.  What if the company incurs after tax floatation cost of $40,000.
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The Tumble Down D Ranch in Montana is considering investing in a new 
mechanized barn, which will cost $700,000. The new barn is expected to save 
$150,000 in annul labor costs indefinitely (for practical purposes of computation, 

forever). The ranch, which is incorporated and has a public marker for its stock, has 14.5 
percent cost of unlevered equity. 

For this project, Howard Kelsey, the president, intends to use $200,000 in retained 
earnings and to finance the balance half with debt and half with a new issue of common 
stock. After – tax flotation costs in the debt issue amount to 2 percent of the net debt 
raised, whereas it is 15 percent for the net new common stock issue. What is the Adjusted 
Present Value of the project after allowance for flotation costs? Should the ranch invest in 
the new barn? Tax Rate is 40% 

What if the floatation cost were 2% instead of 15% for common stock? 
(Hint: Net means net of issue expenses)

Grove Plowing, Inc., is considering investing in a new snowplow truck costing 
$30,000. The truck is likely to provided a cash return after taxes of $10,000 per year 
for 6 years. The unlevered cost of equity capital of the company is 16 percent. The 

company intends to finance the project with 60 percent debt, which will bear an interest 
rate of 12 percent. The loan will be repaid in equal annual principal payments at the end of 
each of the 6 years. Flotation costs on financing amount to $10,000 and the company is in a 
30 percent bracket.
1. What is the adjusted present value (APV) of the project? Is the project acceptable?
2. What would happen if expected after – tax cash flows were $ 8,000 per year instead of 

10,000?

Note: You may assume that tax benefit on floatation cost is available at the beginning  of 
first year and that the floatation cost will be incurred out of company's own fund.
(Ans.: (1) Unlevered value +6850, APV 1550,  (2) APV –5820)

Q73
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International Sources of Finance

Indian companies have been able to tap global markets to raise foreign currency funds by 
issuing various types of financial instruments which are discussed as follows:

Foreign Currency Convertible Bonds (FCCBs)
As the name suggest it is a bond issued in foreign currency where investor not only gets 
regular coupon payment but also get option to convert bond into equity shares (Normally 
after 3 years)of issuing company. Plain foreign bonds may be issued directly but FCCBs 
may be issued only through the mechanism of GDR.

Advantages to Investors:
1) The investors receive the safety of guaranteed payments on the bond and are also 

able to take advantage of any large price appreciation in the company's stock.
2) Further investor is assured of a minimum fixed interest earnings.

Disadvantages to Investors:
1) Lower interest rate. 

Advantages to Company:
1) Convertibility  of the bond  adds value to the investor hence the coupon payments 

on the bond are lower for the company, thereby reducing its debt-financing costs.
2) Companies prefer bonds as it leads to delayed dilution of equity and allows company 

to avoid any current dilution in earnings per share that a further issuance of equity 
would cause.

3) FCCBs are easily marketable as  investors enjoys option of conversion into equity if 
resulting   to capital appreciation.

Disadvantages to Company:
1) In the case of convertible bonds, the interest rate is low, say around 3–4% but there  

is exchange risk on the interest payment as well as re-payment if the bonds  are not 
converted  into equity shares. 

Global Depository's Receipts

Introduction
A GDR is an instrument that allows Indian companies to raise funds through equity issues 
abroad. It is a dollar denominated instrument, traded in stock exchanges outside the 
country of origin e.g. in Europe and South Asia. Though GDRs are dollar denominated (It 
means that foreign investor make payment in terms of $ while subscribing GDR) but the 
underlying shares of Indian company are rupee denominated. Normally there is one share 
behind one GDR but there may be two or more shares behind one GDR or one share behind 
two or more GDRs.
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Issues rupee denominated shares to 

Informs the same to

Issues GDRs to the

Make dollar payment to the bank account of 

Indian Company

Domestic Custodian Bank

Overseas Depository Bank

Overseas investors

Indian Company

The process of issue of GDR is as follows:

Definitions: Some formal definitions are as follows:

“Domestic Custodian Bank” means a banking company, which acts as a custodian for the 
ordinary shares or foreign currency convertible bonds of an Indian company, which are 
issued by it against global depositary receipts or certificates;

“Overseas Depositary Bank” means a bank authorised by the issuing company to issue 
global depositary receipts against issue of Foreign Currency Convertible Bonds or 
ordinary shares of the issuing company;
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Listing of GDR
The Global Depositary Receipts issued under this Scheme may be listed on any of the 
Overseas Stock Exchanges and such receipts may be purchased, possessed and freely 
transferable by a person who is a non-resident.

Que. Write down the provisions for Transfer & Redemption of GDRs.
Answer : 
A non-resident holder of Global Depositary Receipts can:
1. Transfer his GDR to another non resident, through stock exchange or privately
2. Request Overseas Depository Bank to redeem his GDR into shares of Indian company. 

In this case Depositary will request the Domestic Custodian Bank to sell the 
corresponding underlying shares in India on behalf of the non-resident investor. 

3. Request Overseas Depository Bank to convert his GDR. In this case the depository will 
request the Custodian to get the corresponding underlying shares released in favor of 
the non-resident investor, for being transferred in the books of account of the issuing 
company in the name of the non-resident, with a copy of the same being sent to the 
issuing company for information and record.

Tax liability of overseas investors for GDRs
 (1) Under the provisions of the Income-tax Act, income by way of dividend on shares will be 
taxed in the form of Dividend Tax. 

(2) On receipt of these payments of dividend, the Overseas Depositary Bank shall 
distribute them to the non-resident investors proportionate to their holdings of Global 
Depositary Receipts. 

(3) All transactions of trading of the Global Depositary Receipts outside India, among non-
resident investors, will be free from any liability to income-tax in India on capital gains 
there from.

(4) If the GDR holder converts his GDR into shares and any capital gains arise on the 
transfer of this shares in India, he will be liable to Income tax under the provisions of the 
Income-tax Act. Here the cost of acquisition of the shares shall be the price of the shares 
prevailing in the Bombay Stock Exchange or the National Stock Exchange on the date of 
the advice of conversion.

Benefits of GDR to the Indian Company as well as Foreign Investors.
Advantages of Euro issues to the Indian companies:
1. Indian companies may collect large volume of funds in US dollars, Pound Sterling or 

any other foreign currency of their choice. Sometimes it is not possible to collect such a 
huge fund in the domestic capital market.

2. Companies get attractive price for their shares because normally euro issues are at a 
premium as compared to the domestic capital market prices.
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3. Existing owners do not lose control over the company. Shares underlying the GDR 
are held with the custodian and GDR holders can exercise their voting rights only 
through the overseas depository, which they normally do not exercise. 

4. Risk of foreign exchange rate fluctuation is not to be borne by the company.
5. Better corporate image both in India and abroad which is useful for strengthening the 

business operations in the overseas market. Also increased recognition 
internationally by bankers, customers, suppliers etc.

Advantages to the Overseas Investors:
1. Portfolio diversification
2. Higher return as compared to other markets in the world
3. Easy transferability because of listing.
4. Arbitrage opportunity by Converting the GDR in ordinary shares.
5. No formalities of FDI/FII. They need not to get registered with SEBI and also no need 

of permission of RBI
6. They need not to appoint a custodian in India to look after their securities
7. No tax on capital gain under Indian tax laws for sale of GDR abroad.

American Depository Receipt (ADR)

Depository receipts issued by a company in the United States of America (USA) is known 
as ADRs. ADRs are same as GDRs. The difference lies in the fact that while GDRs are 
issued in Europe, ADRs are issued in USA in accordance with the stringent provisions of 
SEC (security and exchange commission).

American Depository Receipts may be classified as follows:
1. Un-Sponsored
2. Sponsored

a. Restricted
b. Unrestricted

· Level I
· Level II
· Level III

Un-sponsored ADRs are issued without any formal agreement between the issuing 
company and the depository, although the issuing company must consent to the creation 
of the ADR facility. Here certain costs, including those associated with disbursement of 
dividend, are borne by the investor. For the issuing company, it provides a relatively 
inexpensive method of accessing US capital market (because this are also exempt from the 
of reporting requirements of the SEC)

Sponsored ADRs are created by a single depository which is appointed by the issuing 
company under rules provided in a deposit agreement. It means that there is a formal 
agreement between the company and the depository and the company will have to follow 
all the norms and also it will have to bear the all the expenses.



9893040600

American Depository Receipts Global Depository Receipts 

ADRs are issued in the USA. GDRs are issued in Europe. 

ADRs are listed on an American Stock 
Exchange, e.g., New York Stock
Exchange or NASDAQ. 

GDRs are listed on any stock exchanges 
other than European stock exchanges, 
e.g., London or Luxemburg stock 
exchange. 

Disclosure requirements of SEC are very 
stringent. 

Disclosure requirements for GDRs are 
less stringent  

ADR market is mainly a retail investors 
market. It leads to wider participation 
and better valuation of a company’s 
stock. 

GDR market is mainly an institutional 
market, with lower liquidity. 

 

Restricted ADRs means ADRs which can be issued only to Qualified Institutional Buyers 
(QIB) by way of private placement. As these are not issued to the general public, they are 
exempt from reporting requirements of the Securities and Exchange Commission and are 
not even registered with it. Restricted ADR issues are sometimes issued by companies that 
seek to gain some visibility and perhaps experience in the United States capital markets 
before making an unrestricted issue.

Unrestricted ADRs (URADRs) are issued to and traded by the general investing public in 
United States capital markets. These are of three types:

Level I: This ADRs are issued against existing shares and not listed on a US national 
securities exchange. They are not sold as registered Public offering under the securities Act 
of 1933. These are exempted from GAAP as well as full reporting requirements of SEC.

Level II: This ADRs are issued against existing shares and are listed on US national 
securities exchange. The issuing company must meet the Securities and Exchange 
Commission's full disclosure requirements, their financial statements must conform to 
United States GAAP and the company must meet the listing requirements of the relevant 
exchange.

Level III: This ADRs are issued against new shares of the non-US issuer. They are listed 
on US national securities exchange. And are sold in the US as a part of the 1933 Act as 
registered public offering. They must also make full Securities and Exchange Commission 
disclosure, conform to United States GAAP and meet relevant exchange requirements. 
They provide the highest degree of visibility of any ADR.

Distinguish between ADRs & GDRs
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Q75 X Ltd. is interested in expanding its operation and planning  to  install 
manufacturing plant at  US.  For the proposed project it requires a fund of $ 10 
million (net of issue expenses/ floatation cost). The estimated floatation cost is 2%. 

To finance this project it proposes to issue GDRs.

You as financial consultant is  required to  compute the number of  GDRs to be issued and 
cost of  the GD R with the help of following additional information.

(I)  Expected market price of share at the time of issue of GDR is Rs. 250 (Face Value Rs. 
100)

(ii) 2 Shares shall underly each GDR and shall be priced at 10% discount to market price.
(iii) Expected exchange rate Rs. 60/$.
(iv) Dividend expected to be paid is 20% with growth rate 12%.

Answer 
Net Issue Size = $10 million
Gross Issue = 10/0.98 = $10.204 million
Issue Price per GDR in Rs. (200 x 2 x 90%)           Rs. 450
Issue Price per GDR in $ (Rs. 450/  Rs. 60)             $ 7.50
Dividend Per GDR (D1) (Rs.20 x 2)                        Rs. 40 
Net Proceeds Per GDR (Rs. 450 x 0.98)           Rs. 441.00

(a) Number of GDR to be issued = $10.204 million/$7.5 = 1.3605 million
(b) Cost of GDR:

Difference between National, International and Euro financial market:

1) An Indian company issuing bonds in India, denominated in Indian rupees is National 
Financial Market.

2) An Indian company issuing bonds in USA, denominated in US dollars is International 
Financial Market.

3) An Indian company issuing bonds in Europe, denominated in US dollars is Euro-dollar 
market. 

4) Bonds, Convertible bonds, Zero coupon bonds, Zero convertible bonds, Commercial 
Papers etc. may be issued either in National Market or International Market or Euro 
Market. 

International Working Capital Management

Students are advised to read this theory from the study material issued by ICAI.
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