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TIME TO LEARN FOREIGN EXCHANGE
MARKET PRACTICALLY

With Sun Rise You Rise

Entire water of the sea can't sink a ship unless it gets inside the ship.Similarly,
negativity of the world can't put you down unless you allow it to get inside you.

WELCOME TO THE AMAZING WORLD OF FINANCE

OUR MOTTO-MONEY MUST GROW
FEW MONTHS OF LEARNING FOR A LIFETIME OF EARNING
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IT'S TIME TO UNDERSTAND THE
HEADLINES PRACTICALLY

Live life like a pair of walking legs. The foot forward has no pride and the foot behind has no shame.
Because both know their situation will change.
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A son and his father were walking on the mountains.
Suddenly, his son falls, hurts himself and screams:

"AAAhhhhhhhhhhh!!!"
To his surprise, he hears the voice repeating, somewhere in the mountain:

"AAAhhhhhhhhhhh!!!"
Curious, he yells:

"Who are you?"He receives the answer: "Who are you?"
And then he screams to the mountain:

"I admire you!"The voice answers: "I admire you!"
Angered at the response, he screams:

"Coward!"He receives the answer: "Coward!"
He looks to his father and asks:

"What's going on?"The father smiles and says: "My son, pay attention."
Again the man screams:

"You are a champion!"The voice answers: "You are a champion!"
The boy is surprised, but does not understand.

Then the father explains:
"People call this ECHO, but really this is LIFE.

It gives you back everything you say or do.
Our life is simply a reflection of our actions.

If you want more love in the world, create more love in your heart.
If you want more competence in your team, improve your competence.

This relationship applies to everything, in all aspects of life;
Life will give you back everything you have given to it."

LIFE : A ECHO

FOREIGN EXCHANGE EXPOSURE
& RISK MANAGEMENT

A Teacher teaches lesson first and takes exam. Life takes the exam first,
and then teaches a lesson… Keep learning!!

YOUR LIFE IS NOT A COINCIDENCE. IT'S A
REFLECTION OF YOU!"
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Zimbabwe offers new exchange rate: $1 for
35,000,000,000,000,000 old dollars.

The Tragedy of Zimbabwe’s Currency Inflation

Do not confuse motion and progress. A rocking horse keeps moving but does not make any progress.
Don’t go through life, grow through life.
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BID & ASK RATE

QUESTION NO.1A Consider the following  : ` /S$ direct quote of ICICI Mumbai:26.50-75
(i)What is the cost of buying ` 55,000?    (ii)How much would you receive by selling 92,000 rupees?
(iii)What is the cost of buying S$ 7,450?  (iv)What is your receipt if you sell S$  18,340?

QUESTION NO. 1B Shifted to Q.66

QUESTION NO. 1C(Study Material) Following spot rates are observed in the foreign market:
CURRENCY FOREIGN CURRENCY PER US$
Britain pound 00.62
Netherlands Guilder 01.90
Sweden Kroner 06.40
Switzerland Franc 01.50
Italy Lira 1,300.00
Japan Yen 140.00
On the basis of this information, compute to the nearest second decimal the number of
(i)British pounds that can be acquired for $100 (ii)$ that 50 Dutch guilders will buy
(iii)Swedish Kroner that can be acquired for $40 (iv)Dollars that 200 Swiss francs can buy
(v)Italian Lira that can be acquired for $10 (vi)Dollars that 1000 Japanese yen will buy
Solution:
(i)Given 1 US $ = .62 ;Pounds.British pounds that can be acquired for $ 100 is $ 100 .62  = 62 Pounds

(ii)Given 1 US $ = 1.90 ;Dutch Guilder.  $ that 50 Dutch guilders will buy will be : 90.1
50

= $ 26.32

(iii)Given 1 US $ = 6.40 ;Sweden Kroner.Swedish Kroner that can be acquired for $ 40 is $ 40 x 6.40 = 256 Kroner

(iv)Given : 1 $ = 1.50 ;Swish France. Dollars that 200 Swiss France can buy = 
50.1

200
 = $ 133.33

(v)Given : 1 $ = 1300; Italy Lira ;Italian Lira that can be acquired for $ 10 $ 10 x 1300 = 13000 Lira

(vi)Given : 1 $ = 140; Japan Yen ;Dollars that 1000 Japanese Yen will buy 140
1000

= $ 7.14

CANCELLATION ON DUE DATE

Erasers are for people who make errors.But a better saying:
Erasers are for people willing to correct their mistakes.

For RM Full Question Given In This Book Is
Not Relevant.Refer only those question which

are covered in class video given separately
for RM Students
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QUESTION NO.2A ICICI has booked a forward purchase contract for USD 250000 due 14 March, 2003 @ ` 48.25.
On maturity, the customer fails to deliver the Dollars and request for cancellation of the contract. Spot rate on
14th March, 2003: USD = ` 48.6525 / ` 48.7325. What amount of gain/loss will be payable or receivable from
customer?

QUESTION NO.2B(Supplementary Study Material)On 15th January 2015 you as a banker booked a forward
contract for US$ 250000 for your import customer deliverable on 15th March 2015 at ` 65.3450. On due date
customer request you to cancel the contract.
On this date quotation for US$ in the inter-bank market is as follows:
Spot         ` 65.2900/2975 per US$
Spot/April         3000/3100
Spot/May         6000/6100
Assuming that the flat charges for the cancellation is `100 and exchange margin is 0.10%, then determine the
cancellation charges payable by the customer.
Solution:
Bank sell $2,50,000 at ` 65.3450 as per original forward contract = `16336250
Bank buy $2,50,000 at ` 65.2247 to cancel original contract =`16306175
Amount payable by the customer `30,075
Add:Flat Charges ` 100.00
Total Payable By Customer ` 30175
Working Notes:Buying Rate ` 65.2900
Less: Exchange Margin ` 0.0653

`  65.2247

SWAP POINTS / FORWARD MARGIN / FORWARD SPOT DIFFERENTIAL

QUESTION NO.3 Spot rate for FF is $0.02493/97 in New York. For 1 month, 3 months & 6 months, the swap points
are 3 / 5, 8 / 5 & 16 / 13 respectively. Convert swap points into outright forward rates.

PREMIUM & DISCOUNT

QUESTION NO.4A The spot rate for `/A$ is 29.36 and the three-month forward rate is 29.45. Which currency is
appreciating and which is depreciating or Which currency is trading at a discount and which at a premium? Which
currency is more expensive? Compute the annual AUD premium or discount?

QUESTION NO.4B(Study Material)  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
1dollar buy tomorrow?[Hint-1$ = 100 cents just like as  ` 1 = 100 paisa]
Rate as on Today :1 franc = 0.2 US$ or 1$ = 1/.20 franc = 5 franc( Note:100 cents = $ 1)
Rate after Appreciation : 1 franc = 0.2  ( 1+.1 ) = .22US$    or  1 US$ = 1/.22 = 4.5455 Francs
Hence a dollar will buy 4.5455 Francs tomorrow.

CROSS RATES-WHEN TWO EXCHANGE RATE IS GIVEN WITH ONE WAY QUOTE

QUESTION NO.5A  1 USD= ` 45 1 USD = Yen 1.20;Find 1 Yen  = ` _____

Life itself cannot give you anything unless you yourself work for it..Life just gives you TIME & SPACE..
Its up to you fill it as much as possible!!
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QUESTION NO.5B(Study Material) Suppose the exchange rate between US dollars and the French franc was FF
5.9=$1, and the exchange rate between the dollar and the British pound was 1 pound=$1.50. What was the
exchange rate of 1 Pound = ...... FF ?
Solution:
Given : 1 US $ = FF 5.9 [FF/$]  ;  1 Pound = $ 1.50 [$ / Pound]; To find : 1 Pound = ...... FF [FF / Pound]

FF8.851.55.9
Pound

$
$
FF

Pound
FF



CROSS RATES-WHEN TWO EXCHANGE RATE IS GIVEN WITH TWO WAY QUOTE

QUESTION NO.6 `/$    = 48 / 49,  DM/$  = 4 / 5 ,Find     ` / DM   =          ....../..... ?

CROSS RATES-WHEN THREE EXCHANGE RATE IS GIVEN

QUESTION NO.7 ` /$ = 48 / 49 DM/$ = 4 / 5
DM/FF = 1.15 / 1.16 ` / FF = ?/?

IRPT-PREMIUM / DISCOUNT RELATION WITH INTEREST RATES

QUESTION NO.8A(Exam Question)(5 Marks)  The US dollar is selling in India at ` 45.50. If the interest rate for
a 6-months borrowing in India is 8% p.a. and the corresponding rate in USA is 2%.p.a
(i)Do you expect US Dollar to be at a premium or at discount in the Indian forward market;
(ii)What is the expected 6-months forward rate for United States Dollar in India; and
(iii)What is the rate of forward premium or discount?
Solution:
(i)Under the given circumstances, the USD is expected to quote at a premium in India as the interest rate is higher
in India.As we know that as per IRPT Theory , country with higher Interest Rate will be at a discount in future and
country with lower Interest Rate will be at premium in future .Since Interest Rate in USA (2% ) is lower than
India(8%),  USA Dollar  will be at a premium.
(ii) Calculation of the 6 Months Forward Rate : As per IRPT we have,

Rate Spot
Rate  Forward

= Rate Interest Currency Foreign1
Rate Interest Currency Home1




 45.50
Rate Forward

= (0.02/2)1
(0.08/2)1




 Forward Rate = 46.85

(iii) Rate of Premium of US Dollar is : %93.5=100×
6

12
×

45.50
45.50–46.85

QUESTION NO.8B (5 Marks) If the present interest rate for 6 months borrowings in India is 9% per annum and the
corresponding rate in USA is 2% per annum, and the US$ is selling in India at ` 64.50/$.Then:
(i) Will US $ be at a premium or at a discount in the Indian forward market? (ii) Find out the expected 6 month
forward rate for US$ in India.(iii) Find out the rate of forward premium/discount.
Solution:
(i) Under the given circumstances, the USD is expected to quote at a premium in India as the interest rate is
higher in India.As we know that as per IRPT Theory , country with higher Interest Rate will be at a discount in
future and country with lower Interest Rate will be at premium in future .Since Interest Rate in USA is lower than

" God is always listening. Therefore be careful of what you ask,
because you just might get it!"
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India,  USA Dollar  will be at a premium.
(ii)Calculation of the 6 Months Forward Rate : As per IRPT we have,

Rate Spot
Rate  Forward

= Rate  Interest  Dollar+1
Rate  Interest  Rupee+1

 64.50
Rate Forward

= (0.02/2)+1
(0.09/2)+1

 Forward Rate = 66.74

(iii) Rate of premium: [ (66.74 -  64.50) / 64.50 ] x (12 / 6) x 100 = 6.94 %

PURCHASE PRICE PARITY THEORY (PPPT)

QUESTION NO.9A(Exam Question)(4 Marks)(RTP) The rate of inflation in USA is likely to be 3% per annum and
in India it is likely to be 6.5%. The current spot rate of US $ in India is `43.40. Find the expected rate of US $ in
India after one year and 3 years from now using purchasing power parity theory.

QUESTION NO.9B(Exam Question)(4 Marks)The rate of inflation in India is 8% p.a. and in the USA it is 4%. The
current spot rate for USD in India is ` 46. What will be the expected rate after 1 year and after 4 years applying
purchasing price parity theory?
Solution:

After 1 Year: 1Rate) Inflation Dollar(1

1Rate) Inflation Rupee(1
SR(Rs/$)
FR(Rs/$)




  1.04)(1

1.08)(1
46.00

FR(Rs/$)




 =`47.777

After 4 Years: 4Rate) Inflation Dollar+(1

4Rate) Inflation Rupee+(1
=

SR(Rs/$)
FR(Rs/$)

 4.04)+(1

4.08)+(1
=

46.00
FR(Rs/$)

⇒ =`53.500

QUESTION NO.9C (5 Marks)The rate of inflation in USA is likely to be 3% per annum and in India it is likely to be
6.5%. The current spot rate of US $ in India is ` 43.40. Find the expected rate of US$ in India after one year and
3 years from now using purchasing power parity theory.
Solution:

End of Year 1: 03.+1
065.+1

=
43.40

Rate Forward
 or Forward Rate = 44.8748 ;

End of Year 3:
( )
( )303.+1

3065.+1
=

46.49
Rate Forward

or Forward Rate = 47.9763

INTEREST RATE PARITY THEORY (IRPT)

QUESTION NO. 10A (Exam Question)(RTP)(4 Marks)On 1st April, 3 months interest rate in the US and Germany
are 6.5% and 4.5% per annum respectively. The $/DM spot rate is 0.6560. What would be the forward rate for DM
on 30th June?

QUESTION NO.10B(Study Material) Suppose that on 1 January 2001 the spot rate is UKP1=$1.50 and the UK and
US interest rates are 6% and 8% per annum respectively. What would we expect the one-year forward rate to be?
Solution:

“A life spent in making mistakes is not only more honourable but
more useful than a life spent doing nothing.”
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As per Interest Rate Parity Theory we have : Rate Interest UKP1
Rate Interest $1

($/UKP)RateSpot
($/UKP)RateForward






.06+1

.08+1
=

1.50
($/UKP)RateForward

⇒  or Forward Rate ($/UKP)= 1.53

QUESTION NO.10C(Study Material)Six month T-bills have a nominal rate of 7 percent, while default-free Japanese
bonds that mature in 6 months have a nominal rate of 5.5 percent. In the spot exchange market, 1 yen equals
$0.009. If interest rate parity holds,what is the 6 month forward exchange rate ?
Solution:

Rate Interest Yen1
Rate Interest $1

SR($/Yen)
FR($/Yen)




  




 





 


6

12
.0551

6
12
.071

.009
FR($/Yen)

⇒ FR($/Yen)=.009077

QUESTION NO.10D (RTP) If the interest rate for the next 6 months for the US$ is 1.5% per 6 month  The interest
rate for the € is 2% per 6 month. The spot price of the € is US $ 1.665.The forward price is expected to be US$
1.664. Please determine correct forward price .
Solution:

RateInterest Euro+1
RateInterest$+1

=
SR($/Euro)
FR($/Euro)

.02+1
.015+1

=
1.665

FR($/Euro)
⇒  FR($/Euro) = 1.6568

GEOGRAPHICAL ARBITRAGE

QUESTION NO. 11(Exam Question)(RTP) In International Monetary Market an international forward bid for De-
cember, 15 on pound sterling is $ 1.2816 at the same time that the price of IMM sterling future for delivery on
December, 15 is $ 1.2806. The contract size of pound sterling is £ 62,500. How could the dealer use arbitrage in
profit from this situation and how much profit is earned?

COVERED INTEREST ARBITRAGE-WHEN INVESTMENT RATE & BORROWING RATE ARE SAME

QUESTION NO.12A(Exam Question)(8 Marks ) Given the following information :
Exchange Rates — Canadian Dollar 0.665 per DM (spot) ; Canadian Dollar 0.670 per DM ( 3 months)
Interest rates -DM 7% p.a.;Canadian Dollar 9% p.a.
What operations would be carried out to take the possible arbitrage gains ?

QUESTION NO.12B( 5 Marks)(Exam Question)
Spot Rate   1US $ = ` 48.0123 ;180 days Forward Rate for 1 US $ = ` 48.8190
Interest Rate for 6 months -Rupee = 12% p.a ;Interest Rate for 6 months - US $  = 8% p.a
Is there any arbitrage possibility ? If yes how an arbitrageur can take advantage of the situation, if he is willing to
borrow ` 40,00,000 or US $ 83,312.Assume no transaction cost or taxes.
Solution:

If you have 50 friends - It is not enough but If you have one enemy - It is too much.
For every minutes you are angry you lose 60 seconds of happpiness.
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Checking Whether Any Arbitrage Opportunity Exist or Not :

Calculation Of Premium Of $:% Premium of Dollar =  3.36%100
6

12
48.012

48.0123)–(48.8190
100

n
12

S
S)–(F



Difference Of Interest ` rate=Interest Rate Rupee - Interest rate Dollar = 12% - 8% = 4 %
Since the above two are not same,arbitrage is possible.
Hint-Also we can say that Investment in ` is better.As ` is better by 4% in Interest Rate,and ` is approximately
only at 3.36% discount.[Please Refer Interest Rate Differential Concept]
Action to be taken by Arbitrageur:Arbitrageur should invest in home country(India) & Borrow from foreign
country (USA)
Calculation Of Arbitrage Gain :
1.Borrow US $ 83312 for 6 months :Amount to be repaid after 6 months = US $ 83312 (1 + 0.08 x 6/12) = US$86644.48
2.Convert US $ 83312 into Rupee by using Spot Rate 1 US $ = ` 48.0123 and get the principal i.e. ` 40,00,000 and
invest this amount for 6 months .Interest on Investments for 6 months : ̀  40,00,000 x 12/100 x 6 / 12 = ̀  2,40,000
Total amount to be received at the end of 6 months =  ` (40,00,000 + 2,40,000) = `  42,40,000
Converting this rupee amount into dollar by using at the forward rate we get
= ` 4240000 / ` 48.8190 = US$ 86851.43
Hence the gain = Amount Received - Amount Paid =  US $ (86851.43-86644.48)
= US $ 206.950 or `10103 i.e., ($206.95 x ` 48.8190)

QUESTION NO.12C (8 Marks) Following information is given:Exchange rates: Canadian dollar 0.666 per DM
(spot);Canadian dollar 0.671 per DM (3-months);Interest rates: DM 7.5% p.a.;Canadian Dollar 9.5% p.a. To take
the possible arbitrage gains, what operations would be carried out?
Solution:
In this case, DM is at a premium against the Can$.
Premium = [(0.671 - 0.666) / 0.666] x (12 / 3) x 100 = 3.00 per cent ;
Interest rate differential = 9.5% - 7.5% = 2 per cent.
Since  the interest  rate differential  is smaller  than the premium, it will be profitable to place money in
Deutschmarks the currency whose 3-months interest is lower.The following operations are carried out:
(i)Borrow Can$ 1000 at 9.5 per cent for 3- months;
(ii)Change this sum into DM at the spot rate to obtain DM = (1000/0.666) = 1501.50
(iii)Place DM 1501.50 in the money market for 3 months to obtain a sum of DM Principal: 1501.50
Add: Interest @ 7.5% for 3 months = 28.15
Total 1529.65
(iv)Sell DM at 3-months forward to obtain Can$= (1529.65x0.671) = 1026.40
(v)Refund the debt taken in Can$ with the interest due on it, i.e., Can$
Principal 1000.00
Add: Interest @ 9.5% for 3 months 23.75__
Total 1023.75
Net arbitrage gain = 1026.40 - 1023.75 = Can$ 2.65
Note: The student may use any quantity of currency to arrive at the arbitrage gain since no specific amount is
mentioned in the question.

QUESTION NO.12D (8 Marks) Spot rate 1 US$ = ` 68.50 ;USD premium on a six month forward is 3%. The
annualized interest in US is 4% and 9% in India.Is there any arbitrage possibility? If yes, how a trader can take
advantage of the situation if he is willing to borrow USD 3 million.

When you hurt by the person who is very close to you, Do fight with him/her.
Because sometimes fight saves relation. But, being silent just increases gaps.
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Solution:
Spot Rate = ` 68.50  ; Forward Rate = ` 68.50 x 1.03 = ` 70.56 ;Forward Premium on US$ = 3.00% x 12/6 = 6.00%
p.a ; Interest rate differential = 9% - 4% = 5% ;Since the Interest rate differential is less than forward premium
there is a possibility of arbitrage outflow from India.
The advantage of this situation can be taken in the following manner:
1.Borrow equivalent amount of US$ 3000000 in India for 6 months at Spot Rate
` 68.50 x US$ 3000000 = ` 20,55,00,000
Amount to be repaid after 6 months = ` 20,55,00,000 (1+0.09 x 6/12) =` 21,47,47,500
2. Convert ` 20,55,00,000 into US$ and get the principal i.e. = US$ 30,00,000
Interest on Investments for 6 months - US$ 3000000 x 0.02 = US$ 60,000
Total amount at the end of 6 months = US$ (30,00,000+60,000) = US$ 30,60,000
Converting the same at the forward rate = US$ 30,60,000 x ` 70.56 = ` 21,59,13,600
Hence the gain is ` (21,59,13,600 - 21,47,47,500) = ` 11,66,100  or  ` 11,66,100/ ` 70.56 = US$ 16,526
Note:Question states to borrow in Dollar.But we are actually borrowing in `.Why we are doing so ? Because we
are getting arbitrage profit by borrowing in `.

QUESTION NO. 12E Mercy is a forex dealer with XYZ Bank. She notices following information relating to
Canadian Dollar (CAD) and German Deutschmark(DEM):ll be
Exchange rate :  CAD 0.775 per DEM (Spot) CAD 0.780 per DEM (3 months)
Interest rate  DEM 7% p.a CAD 9% p.a
(i) Assuming that there is no transaction cost determine does the interest rate parity holds in above quotations.
(ii)If yes,then explain the steps that would be required to make an arbitrage profit if Mercy is authorised to work
with CAD 1 Million for the same purpose. Also determine the profit that would be made in CAD. Note: Ignore the
decimal points in the amounts.
Solution:
(i)For 3 months,rCAD=2.25% and rDEM=1.75%. As per Interest Rate Parity Theory we have:

 
 

 
  1.0041  1.00645=0.0175+1

0.0225+1=0.775
0.780=

DEMr+1
CADr+1=S

F ≠

Since both sides are not equal, Interest Rate Parity does not hold.
(ii) Since IRP does not hold there is an arbitrage opportunity.

Interest  Differential =2.25%-1.75%=0.50%  ; Premium= %645.0100x775.0
775.0780.0 

Since the interest rate differential is smaller than the premium, it will be profitable to place money in Deutschmarks
the currency whose 3-months interest is lower.The following operation are carried out:
(i)Borrow CAD 1 Million at 9% for 3-months;
(ii)Change this sum into DEM at the spot rate=(1000000/ 0.775)=1290323
(iii)Place DM 1290323 in the money market for 3 months to obtain a sum of DM
Principal 1290323
Add:Interest@7% for 3 months 22581__
Total 1312904
(iv)Sell DEM at 3-months forward to obtain CAD=(1312904 X 0.780)= CAD 1024065
(v)Refund the debt taken in CAD  with the interest due on it, i.e.

CAD
Principal 1000000

"If you want total security, go to prison. There you're fed, clothed, given medical care,
and so on. The only thing lacking... is freedom.".
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Add: Interest @ 9% for 3 months 22500__
Total 1022500
Net arbitrage gain = CAD 1024065- CAD 1022500= CAD 1565

FORWARD CONTRACTS

QUESTION NO. 13(Exam Question) ABC Co. have taken a 6 month loan from their foreign collaborators for US
dollars 2 millions. Interest payable on maturity is at LIBOR plus 1.0%. Current 6-month LIBOR is 2%.p.a .Enquiries
regarding exchange rates with their bank elicit the following data:
Spot USD 1 ` 48.5275 6 months forward ` 48.4575
(i)  What would be their total commitment in `, if they enter into a forward contract?
(ii) Will you advise them to do so OR Will you advise them to enter into a forward contract ? Explain giving
reasons.
Solution:
(i) Will be solved in class
(ii) Spot USD 1   ` 48.5275
6 months forward                                      USD 1 ` 48.4575
It is seen from the forward rates that the Bank thinks that the dollar will depreciate.As Forward Rate quoted by
Bank for Dollar is at a discount.
If the firm's own expectation is that the dollar will depreciate more than what the bank has quoted, it may be
worthwhile not to take forward contract and remain unhedged.Since if the dollar will depreciate the company will
end up paying less Rupee.
If the firm has no specific view regarding future dollar price movements, it would be better to take forward
contract. As US Dollar is a stronger currency than the Indian Rupee based on past trends and it would be advis-
able to take forward contract.

CURRENCY SWAPS

QUESTION NO. 14(Study Material) McDonalds Hamburger Co. wishes to lend 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 purpose of making
parallel loans. McDonalds  will lend $500,000 to the U.S. subsidiary of Yasufuku for 4 years at 13%. Principal and
interest are payable only at the end of the fourth year with interest compounding annually. Yasufuku will lend the
Japanese subsidiary of McDonalds  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 140Yen to the $. However, the dollar is
expected to decline by 5Yen to the dollar per year over the next 4 years.
(a)What total dollars will McDonalds   receive at the end of 4 years ?
(b)What dollar equivalent will Yasufuku receive at the end of 4 years?
(c)Which party is better of with the parallel loan arrangement?
(d)What would happen if the Yen did not change in value? Which party will now be in a better position.

INVESTMENT  IN  INTERNATIONAL MARKET

QUESTION NO.15(10 Marks)(Mock Test Papers)With the relaxation of investment norms in India in international
market upto $2,50,000 ,  Mr. X wants to hedge himself against the risk of declining Indian economy and weakening
of Indian Rupee during last few year decided to diversify into International Market.

When God takes away something from your hands , dont think that he is punishing you.
 He is just leaving you empty handed to receive something better.Think of it.
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Accordingly, Mr. X invested a sum of ` 1.58 crore on 1.1.20x1 in Standard & Poor Index. On 1.1.20x2 Mr. X sold his
investment. The other relevant data is given below:

1.1.20x1 1.1.20x2
Index of Stock Market in India 7395 ?
Standard & Poor Index 2028 1919
Exchange Rate 62.00 / 62.25 67.25 / 67.50
(i)Determine the return for a US investor.
(ii)Determine return of Mr. X of holding period.
(iii)Determine the value of Index of Stock Market in India as on 1.1.20x2 at whichMr. X would be indifferent
between investment in Standard & Poor Index and Indian Stock Market.

MONEY MARKET OPERATION-IF FOREIGN CURRENCY IS TO BE RECEIVED IN FUTURE / EXPORTER'S ANGLE /
RECEIVABLES

QUESTION NO. 16A(Exam Question)(RTP)(7 Marks) Exporter is a UK based company. Invoice amount $ 3,50,000
to be received . Credit period three months.
Exchange rates in London Money Market rates
$/£ Spot 1.5865 - 1.5905 Deposit Loan

Forward 1.6100 - 1.6140 $ 7% 9%
£ 5% 8%

(a) Amont of Pound To Be Received Under Forward Contract?
(b) Amont of Pound To Be Received Under Money Market Operation ?
(c) Which Option should be preferred.

GAIN & LOSS UNDER FOREIGN EXCHANGE MARKET

QUESTION NO.17A(Exam Question)(Study Material)(RTP) X Ltd. an Indian company has an export exposure of
10 million (100 lacs) yen, value September end. Yen is not directly quoted against Rupee. The current spot rates
are.USD/INR = 41.79 and USD/JPY = 129.75.It is estimated that Yen will depreciate to 144 level and Rupee to
depreciate against dollar to 43.Forward rate for September 1998 : USD/JPY = 137.35 and USD/INR = 42.89.
You are required (i)  To calculate the expected loss if forward contract is not taken. How the position will change
with company taking forward cover? (ii) If the spot rate on 30th September 1998 was eventually USD/JPY = 137.85
and USD/INR =  42.78, is the decision to take forward cover justified?

QUESTION  NO.17B(Exam Question)(8 Marks)JKL Ltd., an Indian company has an export exposure of JPY
10,000,000 August 31, 2014. Japanese Yen (JPY) is not directly quoted against Indian Rupee.
The current spot rates are:INR/US $ =` 62.22  ; JPY/US$ =JPY 102.34
It  is  estimated that  Japanese Yen will  depreciate to  124 level  and Indian  Rupee to depreciate against US $ to
` 65.Forward rates for August 2014 are :INR/US $ =`  66.50  ; JPY/US$ =JPY 110.35
Note: This quotation of this question  is not currency pair.
Required:(i) Calculate  the  expected  loss,  if  the  hedging  is  not  done.  How  the  position  will change, if the
firm takes forward cover? (ii) If the spot rates on August 31, 2014 are: INR/US $= `  66.25;JPY/US$ =JPY 110.85
Is the decision to take forward cover justified?
Solution:
Since the direct quote for ¥ and `   is not available it will be calculated by cross exchange rate as follows:

You have to put in many, many tiny efforts that nobody sees or appreciates
before you achieve anything worthwhile
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Spot rate on date of export 1¥ = 0.6080 (62.22/102.34)
Expected rate of ¥ for august  2014 1¥ = ` 0.5242(` 65/¥124)
Forward rate of ¥ for August 2014 1¥ =` 0.6026(` 66.50/¥110.35)
(i)Calculation of expected loss without hedging
Value of export at the time of export(` 0.6080 X ¥10,000,000) ` 60,80,000
Estimated payment to be received on Aug 2014(` 0.5242 X ¥10,000,000) ` 52,42,000
Loss ` 8,38,000
Hedging of loss under forward cover
Value of export at the time of export(0.6080 X ¥10,000,000) ` 60,80,000
Payment to be received under forward cover (` 0.6026 X ¥10,000,000) ` 60,26,000
Loss ` 54,000__
Decision:By taking forward cover loss is reduced to ` 54,000
(ii)Actual rate of ¥ on august 2014 = ` 0.5977(` 66.25/¥110.85)
Value of export at the time of export(0.6080 X ¥10,000,000) ` 60,80,000
Estimated payment to be received on Aug 2014(` 0.5977 X ¥10,000,000) ` 59,77,000
Loss ` 1,03,000
Decision:The decision to take forward cover is still justified.

LEADING AND LAGGING

QUESTION NO.18A An Indian company is expecting to receive $1,000 from its export customers in 3 months
time. The customer however is ready to pay now if 2% cash discount is allowed. The spot exchange rate now is `
50 per US $ while the expected spot rate after 3 months is ` 51 per US$. Should the company ask for early
payment(i.e for leading)? Assume Indian rate of interest 12% p.a.

QUESTION NO.18B(Exam Question)An Indian importer has to settle an import bill for $ 1,30,000. The exporter
has given an Indian customer  two options : (i) Pay immediately (ii) Pay after three months with interest at 5 % per
annum.The importer’s bank charges 15 percent per annum on overdrafts.
The exchange rates in the market are as follows : Spot rate (` /$) : 48.35/48.36
3-Months forward rate (` /$) : 48.81/48.83 ; The importer seeks your advice. Give your advice.
Solution:
If  importer pays now
Amount required to purchase 1,30,000 x 48.36 ` 6286800
Add:Overdraft Interest for 3 months @ 15% p.a 235755

`6522555
If importer makes payment after 3 months
Amount of Bill         $130000
Add:Interest for 3 months @ 5% p.a             $1625

        $131625
Amount to be paid in Indian Rupee after 3 month under Forward Purchase  Contract = 131625 x 48.83 = ̀  6427249
Decision:Since outflow of cash is least in (ii) option,it should be opted for.

WHEN INTEREST IS CHARGED DURING CREDIT PERIOD

QUESTION NO.19A(RTP)(CA Final)A firm(company) is contemplating import of a consignment from the USA for a

I am not a teacher, but an awakener
We make our own fortunes and call them fate.
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value of US dollars 10,000. The firm requires 90 days to make payment. The supplier has offered 60 days interest-
free credit and is willing to offer additional 30 days credit at an interest rate of 6% per annum. The bankers of the
firm offer a short loan for 30 days at 9% per annum. The bankers’ quotation for foreign exchange is:
Spot 1 USD  = ` 46.00  ; 60 day forward 1 USD = ` 46.20 ; 90 day forward 1 USD = ` 46.35
You are required to advise the firm as to whether it should
(i) pay the supplier in 60 days, or (ii) avail the supplier’s offer of 90 days credit. Show your calculations.

QUESTION NO.19B(Exam Question)(5 Marks) DEF Ltd. has imported goods to the extent of US$1 crore. The
payment terms are 60 days interest-free credit. For additional credit of 30 days, interest at the rate of 7.75% p. a.
will be charged.The banker of DEF Ltd. has offered a 30 days loan at the rate of 9.5% p. a.
Their quote for the foreign exchange is as follows:
Spot rate INR/US$=62.50 ;60 days forward rate INR/US$=63.15 ; 90 days forward rate INR/US$=63.45
Which one of the following options would be better:
(i) Pay the supplier on 60th day and avail bank loan for 30 days.(ii) Avail the supplier’s offer of 90 days credit.
Assume-360 days in a year
Solution:
(I) Pay the supplier in 60 days
If the payment is made to supplier in 60 days the applicable ` 63.15
forward rate for 1 USD
Payment Due USD 1 crore
Outflow in Rupees (USD 1 crore x `63.15) ` 63.15 crore
Add: Interest on loan for 30 days@9.5% p.a. `0.50 crore
Total Outflow in ` ` 63.65 crore
(II) Availing supplier’s offer of 90 days credit
Amount Payable USD 1.00000crore
Add: Interest on credit period for 30 days@7.75% p.a. USD 0.00646 crore
Total Outflow in USD USD 1.00646 crore
Applicable forward rate for 1 USD ` 63.45
Total Outflow in ` (USD 1.00646 crore x`63.45) `63.86 crore
Suggestion :Alternative 1 is better as it entails lower cash outflow.

QUESTION NO.19C(Exam Question)(5 Marks)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 Gibralter 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
Solution:
Working Notes:
Spot Rate 60.25   - 60.55
Less:Swap Point      .35    .25
3 Month Forward Rate 59.90 60.30
(a)Option - I
$20 x 5000 = $ 1,00,000 ; Repayment in 3 months time =$1,00,000+ $1,00,000 x 0.10 x 3/12 =$1,02,500
3-months outright forward rate = ` 59.90/ ` 60.30  ;

     God said...Trials are not the reason to give up, but a challenge to improve
yourself. Difficulties are not an excuse to back out, but an inspiration to move.
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Repayment obligation in ` ($1,02,500 X ` 60.30) = ` 61,80,750
Option -II
Overdraft ($1,00,000 x `60.55) ` 60,55,000
Interest on Overdraft (`60,55,000 x 0.14 x 3/12) ` 2,11,925

` 62,66,925
Decision:Option I should be preferred as it has lower outflow.

FOREIGN EXCHANGE-EARLY DELIVERY

QUESTION NO.20A(Supplementary Study Material)On 1 October 2015 Mr. X an exporter enters into a forward
contract with a BNP Bank to sell US$1,00,000 on 31 December 2015 at ` 65.40/$. However, due to the request of
the importer, Mr. X received amount on 28 November 2015. Mr. X requested the bank the take delivery of the
remittance on 30 November 2015 i.e. before due date. The inter-banking rates on 28 To 30 November 2015
was as follows: Spot : ` 65.22/ 65.27    One Month Premium(Swap Points) 10/15
If bank agrees to take early delivery then what will be net inflow to Mr. X assuming that the prevailing prime
lending rate is 18%.Take 365 Days in a year

QUESTION NO.20B(8 Marks) On 1st January 2019 Global Ltd., an exporter entered into a forward contract with
BBC Bank to sell US$ 2,00,000 on 31st March 2019 at ` 71.50/$. However, due to the request of the importer,
Global Ltd. received the amount on 28 February 2019. Global Ltd. requested the Bank to take delivery of the
remittance on 2nd March 2019. The Inter- banking rates on 28th February were as follows:
Spot Rate ` 71.20/71.25 ; One month premium 5 / 10
If  Bank agrees to take early delivery then what will be the net inflow to Global Ltd. assuming that the prevailing
prime lending rate is 15%. Assume 365 days in a year.
Solution:
On 28th February 2019  bank would purchase from the exporter US$ 200000  at the agreed rate i.e. ` 71.50/$.
However, bank will charge for this early delivery consisting of Swap Difference and Interest on outlay of funds.
(i) Swap Difference
Bank sells at `  1.20
It  buys at ` 71.35
Swap loss perUS$ `  0.15
Swap loss for $ 200000 is ` 30,000
(ii) Interest on Outlay of funds
On February Bank sell $ in Market `71.20
Bank buys from customer ` 71.50
Outlay per US $ `  0.30
Outlay of funds for US$ 200000 `  60,000
Interest of outlay of funds on ` 60,000 for 31 days (1st March 2019 to 31st March 2019) at 15% p.a. i.e. ` 764
(iii) Charges for early delivery
Swap Loss ` 30000
Interest on Outlay of Funds ` 764

` 30764
(iv) Net Inflow to Global Ltd.
Proceed of US $ 200000@` 71.50 `1,43,00,000
Less: Charges for early delivery Net Inflow `30,764
Net Inflow ` 1,42,69,236

Your vision will become clear only when you can look into your own heart.
Who looks outside, dreams; who looks inside, awakes.
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QUESTION NO.20C(8 Marks)On 19th January, Bank A entered into forward contract with a customer for a forward
sale of US $ 7,000, delivery 20th March at ̀  46.67. On the same day, it covered its position by buying forward from
the market due 19th March, at the rate of ` 46.655. On 19th February, the customer approaches the bank and
requests for early delivery of US $. Rates prevailing in the interbank markets on that date are as under:
Spot (`/$) 46.5725 / 5800 March 46.3550 / 3650
Interest on outflow of funds is 16% and on inflow of funds is 12%. Flat charges for early delivery are `100.
What is the amount that would be recovered from the customer on the transaction?
Note: Calculation should be made on months basis than on days basis.
Solution:
The bank would sell US $ to its customer at the agreed rate under the contract. However, it would recover loss
from the customer for early delivery.
On 19th February bank would buy US$ 7000 from market and shall sell to customer. Further, Bank would enter into
one month forward contract to sell the US $ acquired under the cover deal.
(i) Swap Difference
Bank sells at ` 46.3550
Bank buys at ` 46.5800
Swap loss per US $ 0.225
Swap loss for US $ 7000 ` 1,575
(ii) Interest on Outlay of Funds
On 19th February, Bank sell to customer ` 46.67
It  buys from spot Market ` 46.58
Inflow of funds per US $ ` 0.09
Inflow of funds for US $ 7000 is ` 630
Interest on ` 630 at 12% for one month ` 6.30
(iii) Charges for early delivery
Swap loss ` 1,575.00
Flat charges ` 100.00
Less: Interest on outflow of funds ` 6.30
Total amount to be recovered from the customer ` 1,668.70
Amount as per Forward Contract ` 46.67 x 7000 ` 3,26,690.00
Add: Charges for early delivery ` 1,668.70

` 3,28,358.70

LETTER OF CREDIT

QUESTION NO. 21(Study Material)(6 Marks)(Exam Question) Alert Ltd. is planning to import a multi-purpose
machine(asset) from Japan at a cost 3,400 lakhs yen. The company can avail loans at 18% interest per annum
with quarterly rests or compounding , with which it can import the machine(asset) , from India. However, there is
an offer from Tokyo branch of an India based bank extending credit of 180 days at 2% p.a. against opening of an
irrevocable letter of credit. Other Information:
Present exchange rate  ` 100 = 340 yen.;180 day’s forward rate ` 100 = 345 yen.
Commission charges for letter of credit is 2% per 12 months.
Advise whether the offer from the foreign branch should be accepted?Days-365 days

TRANSACTION RISK

“ Hard work is a investment. The more you invest in terms of hard work,
more is the profit you earn in terms of success.”
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QUESTION NO. 22A An Indian exporter has an ongoing order from USA for 2000 pieces per month at a price of
$100. To execute the order, the exporter has to import Yen 6000 worth of material per piece. Labour costs are `
350 per piece while other variable overheads add upto ` 700 per piece. The exchange rates are currently ` 35
/$ and Yen 120/$. Calculate the loss/gain due to transaction exposure if the exchange rates change to ` 36 / $
and Yen 110/$.

QUESTION NO.22B(Exam Question)(5 Marks)(Mock Test Papers)Shanti exported 200 pieces of designer jewellery
to USA at $ 200 each. To manufacture and design this jewellery she imported raw material from Japan of the cost
of JP¥ 6000 for each piece.The labour cost and variable overhead incurred in producing each piece of jewellery
are ` 1,300 and ` 650 respectively.
Suppose Spot Rates are:`/ US$ ` 65.00 - ` 66.00  ; JP¥/US$ JP¥ 115 - JP¥ 120
Shanti is expecting that by the time the export remittance is received and payment of import is made the expected
Spot Rates are likely to be as follows:`/ US$= ` 68.90 - ` 69.25 ; JP¥/ US$ = JP¥ 105 - JP¥ 112
You are required to calculate the resultant transaction exposure.
Solution:
Profit as per Spot Rates
Sales Revenue (US$ 200 x 200 x ` 65) 26,00,000

Less:Cost of Imported Raw Material 





  Rs.66

115
6000200 6,88,696

Labour Cost (200 x ` 1,300) 2,60,000
Variable Overheads (200 * ` 650) 1,30,000_
Profit 15,21,304
Profit as per Expected Spot Rates
Sales Revenue (US$ 200 x 200 x ` 68.90) 27,56,000

Less: Cost of Imported Raw Material 





  69.25

105
6000200 7,91,429

Labour Cost (200 x ` 1,300) 2,60,000
Variable Overheads (200 X ` 650) 1,30,000
Profit 15,74,571
Increase/ (Decrease) in Profit due to Transaction Exposure (` 15,74,571 - ` 15,21,304) = ` 53,267

MONEY MARKET OPERATION-IF FOREIGN CURRENCY IS TO BE PAID IN FUTURE / IMPORTER'S ANGLE /
PAYABLES

QUESTION NO.23A Importer is a UK based company.  Invoice amount $ 3,50,000/- to be paid. Credit period six
months. Exchange rates in London Money Market Rates
$/£ Spot 1.5865 - 1.5905          Deposit Loan
6 months Forward 1.5505 - 1.5545 $ 5% 7%

£ 7% 9%
(a) Compute Pound to be paid under forward contract
(b) Compute Pound to be paid under money market operation
(c) Which method is most advantageous.

QUESTION NO.23B(RTP) C Ltd. is based in US, has recently imported surgical raw materials from the UK and has

“Hope is always available to us. When we feel defeated,
we need only take a deep breath and say,“Yes”& hope will reappear.
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been invoiced  for £ 480,000,  payable in 3 months. It has also exported surgical goods to India and France.
The Indian customer has been invoiced for £ 138,000, payable in 3 months, and the French customer has been
invoiced for Euro 590,000, payable in 4 months. Current spot and forward rates are as follows:
£ / US$ : Spot:                                   0.9830 – 0.9850 ; Three months forward:     0.9520 – 0.9545
US$ /Euro : Spot:                                   1.8890 – 1.8920 ; Four months forward:       1.9510 – 1.9540
Current money market rates are as follows:
UK: 10.0% – 12.0% p.a. ;France:14.0% – 16.0% p.a. ;USA:     11.5% – 13.0% p.a.
You as Treasury Manager are required to show how the company can hedge its foreign exchange  exposure
using  Forward  markets  and  Money  markets  hedge  and  suggest which the best hedging technique is.
Solution:
£ Exposure :Since Columbus has a £ receipt (£ 138,000) and payment of (£ 480,000) maturing at the same time
i.e. 3 months, it can match them against each other leaving a net liability of £ 342,000 to be hedged.
(i)     Forward market hedge :Buy 3 months’ forward contract accordingly, amount  payable after 3 months will be
£ 342,000 / 0.9520 = US$ 359,244
(ii)    Money market hedge :To pay £ after 3 months’ Columbus shall require to borrow in US$ and translate to £
and then deposit in £.
For payment of £ 342,000 in 3 months (@2.5%  interest)  amount required  to be deposited now (£ 342,000 ÷
1.025) = £ 333,658
With spot rate of 0.9830 the US$ loan needed  will be = US$ 339,429.
Loan repayable after 3 months (@3.25% interest)  will be = US$ 350,460.
Decision : In this case the money market hedge is a cheaper option.
Euro Receipt :Amount to be hedged = Euro 590,000 ; Now we Convert exchange rates to home currency
Euro / US$ :Spot 0.5285 – 0.5294 ; 4 months forward 0.5118 – 0.5126
(i)Forward market hedge:Sell 4 months’ forward contract accordingly, amount receivable after 4 months will be
Euro 590,000 x 1.9510 = US$ 11,51,090
(ii)Money market hedge:
For money market hedge Columbus shall borrow in Euro and then translate to US$ and deposit in US$
For receipt of Euro 590,000 in 4 months (@ 5.33% interest) amount required to be borrowed now
Euro 590,000 / 1.0533  = Euro 560,144
With spot rate of 0.5294 the US$ deposit will be = US$ 1,058,073
Deposit amount will increase over 4 months (@3.83% interest) will be = US$ 1,098,597
Decision : In this case, more will be received in US$ under the forward hedge

QUESTION NO.23C(Study Material) The Finance director of P Ltd. has been studying exchange rates & interest
rates relevant to India & USA. P Ltd. has purchased goods from the US Co. at a cost of $51 lakhs payable in dollars
in 3 months time. In order to maintain profit margins finance director wishes to adopt, if possible, a risk-free
strategy that will ensure that the cost of the goods to P Ltd. is no more than ` 22 Cr.
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
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. Transactions costs may be

 Everyone's mind is full of unlimited power; the pity is that
we don't know how to unlock it.
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ignored.
Solution:
Forward Market Hedge :Amount payable after three months if forward cover is taken= $51 lakhs x 45 = ` 22.95
Crores.
Since the cost of forward is more than acceptable limit of `22 crore,  it is not feasible.
Money Market Hedge :Remember here foreign currency is to be paid in future
As we need to pay 51 lakhs dollars, we have to deposit in an American Bank for 3 months dollar or

dollar lakhs 50=XLakhs 51 $=
12
3

×
100

8
×X+X ⇒

For a investment of $ 50 Lakhs we have to borrow equilibrium Rupee .Cost of 50 Lacs Dollars in Rupees  = 50 x 42
= ` 21 crores. We have to borrow ` 21 crores so that it can be converted into dollar by applying Spot Rate and
then this dollar be invested in USA for 3 months which upon maturity becomes equal to 51 lakhs dollar.This
invested amount will be adjusted with the liability of 51 Lakhs dollar .

Interest for three months in India = crore .84=
12
3

×
100
16

×21

Total Cost = Principal amount + Interest amount = `(21+.84)crore= ` 21.84 Crores.
Since the cost under Money Market is less than the acceptable limit of `22 crore, it is advisable to go by Money
Market Hedge.
Decision: Choose Money Market Hedge

TREATMENT OF WITHHOLDING TAX RATE UNDER FOREIGN EXCHANGE MARKET

QUESTION NO. 24(Exam Question)(4 Marks)  A USA based company is planning to set up a software development
unit in India.Software developed at the Indian unit will be bought back by the US parent at a transfer or notional
or fair arm's length price assessed price of US $10 millions. The unit will remain in India for one year; the
software is expected to get developed within this time frame.The US based company will be subject to corporate
tax of 30 per cent and a withholding tax of 10 per cent. The software developed will be sold in the US market for
US $ 12.0 millions.
Other estimates are as follows :
Rent for fully furnished unit with necessary hardware in India `15,00,000
Man power cost (80 software professional
will be working for 10 hours each day) `400 per man hour
Administrative and other costs `12,00,000
The rupee-dollar rate is ` 48 / $.Advise the US company on financial viability of the project.

NET EXPOSURE

QUESTION NO.25(Exam Question)(4 Marks ) Following are the details of cash inflows and outflows in for-
eign currency denominations of MNP Co. an Indian export firm:

Currency Inflow Outflow Spot Rate Forward Rate
US $ 4,00,00,000 2,00,00,000 48.01 48.82
French Franc ( FFr) 2,00,00,000  80,000,00 7.450 8.120
UK £ 3,00,00,000 2,00,00,000 75.57 75.98
Japanese Yen 1,50,00,000 2,50,00,000 3.200 2.400

Bridge & Wall are made with same material, but Bridge joins  people &
Wall divides the people. Choose right one!
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(i)  Determine the net exposure of each foreign currency in terms of Rupees.
(ii) Are any of the exposure positions offsetting to some extent?

CALCULATION OF RETURN UNDER FOREIGN EXCHANGE MARKET

QUESTION NO.26A(Study Material)  An Indian investor invests in a bond in America. If the price of the bond in
the beginning of the period is $ 100 and it is $ 105 at the end of the period. The coupon interest during the period
is $7. The US dollar appreciates during this period by 3%. Find the return on investment in terms of home country
currency.

QUESTION NO.26B(Exam Question)The price of a bond just before a year of maturity is $ 5,000. Its redemption
value is $ 5,250 at the end of the said period. Interest is $ 350 p.a. The Dollar appreciates by 2% during the said
period.Calculate the rate of return.
Solution:
Here we can assume two cases :
(i) If investor is US investor then there will be no impact of appreciation in $.
(ii) If investor is from any other nation other than US say Indian then there will be impact of $ appreciation on his
returns.
(i) First we shall compute return on bond which will be common for both investors:
Return = (Price at end - Price at begining) + Interest/Price at begining (5250 - 5000) + 350 / 5000 =0.12 say 12%
For US investor the return shall be 12% and there will be no impact of appreciation in $.
(ii) If $ appreciate by 2% then return for non-US investor shall be:
Return x 1.02 = 0.12 x 1.02=0.1224 i.e. 12.24%
Alternatively it can also be considered that $ appreciation will be applicable to the amount of principal as well.
The answer therefore could also be  (1+0.12)(1+0.02) -1 =1.12 x 1.02 - 1 = 0.1424 i.e. 14.24%

EXPECTED SPOT RATE USING PROBABILITY

QUESTION NO.27(Exam Question)(RTP)(6 Marks) In March, 2003, the Multinational Industries makes the fol-
lowing estimation of dollar rates per pound to prevail as on 1.9.2003:

$/Pound 1.60 1.70 1.80 1.90 2.00
Probability 0.15 0.20 0.25 0.20 0.20

(i) What is the expected spot rate for 1.9.2003?
(ii) If, as of March, 2003, the 6-month forward rate is $1.80, should the US Based Firm with pound receivables
due in September, 03 should enter into Forward Contract or not.

IMPLIED DIFFERENCE IN INTEREST RATES

QUESTION NO.28(Exam Question)An Automobile company  sells to a wholesaler in Germany. The purchase
price of a shipment is 50,000 deutsche marks with term of 90 days. Upon payment,Automobile Company will
convert the DM to dollars.The present spot rate for DM per dollar is 1.71, whereas the 90-day forward rate is
1.70. You are required to calculate and explain:
(i) If Automobile Company were to hedge its foreign-exchange risk, what would it do?Also calculate Gain due to
Forward Contract comparing it with Spot Rate ? or Question may be framed as : If Shoe Company were to hedge
its foreign exchange risk, what would it do? What transactions are necessary?

If at first you don't succeed, try, try again. Then quit. There's no use being a damn fool about it.
What goes up and never comes down?Ans. Your age
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(ii) Is the deutschemark at a forward premium or at a forward discount?
(iii) What is the implied differential in interest rates between the two countries?
(Use interest-rate parity assumption).

EXTENTION BEFORE DUE DATE

QUESTION NO.29A ICICI booked a forward sale contract for USD 2,50,000 due August 30 @ ` 48.35. On 10th
August the customer request the bank to extend the forward contract for 30th September. Foreign Exchange
rates on 10th August are:
Spot: 48.1325 - 48.1675 ; Forward 30 August : 47.6625 - 47.7175 ;Forward 30 September :47.4425-47.5375
(i) What amount of loss/gain will be receivable payable from  customer on account of contract cancellation?
(ii) At what new forward rate contract will be extended?

QUESTION NO.29B(RTP) An importer requests his bank to extend the forward contract for US$ 20,000 which is
due for maturity on 30th October, 2010, for a further period of 3 months. He agrees to pay the required margin
money for such extension of the contract. Contracted Rate – US$ 1= `42.32
The US Dollar quoted on 30-10-2010:- Spot – 41.5000/41.5200 ; 3 months’ $ Premium -0.87% / 0.93%
Margin money for buying and selling rate is 0.075% and 0.20% respectively.
Compute:(i)The cost to the importer in respect of the extension of the forward contract, and
(ii)The rate of new forward contract.
Note:Contracted Rate means it is already adjusted with all types of margin.
Note:Importer means he must pay $ ..means he will buy $ from bank ..hence must have entered into purchase
contract from bank ..means bank entered into sale contract of dollar.
Solution:
(i)The contract is to be cancelled on 30-10-2010   at the spot buying rate of US$ 1

= ` 41.5000
Less: Margin Money 0.075% = `   0.0311

= ` 41.4689 or ` 41.47
US$ 20,000 @ ` 41.47 = ` 8,29,400
US$ 20,000 @ ` 42.32 = ` 8,46,400
The difference in favour of the Bank/Cost to the importer `   17,000
(ii) The Rate of New Forward Contract
Spot Selling Rate US$ 1 = ` 41.5200
Add: Premium @ 0.93% = `  0.3861

= ` 41.9061
Add: Margin Money 0.20% = `  0.0838

= ` 41.9899 or ` 41.99

INTERNATIONAL FISHER EFFECT

QUESTION NO.30 The exchange spot rate between £ & Aus.$ is 2.68 /£. The expected rate of inflation in UK &
Australia is 2% & 6% respectively. Current rate of interest in two countries are 6% & 8% respectively. If the PPPT
and Fisher Effect hold good, find out (i) Spot Rate after 1 year, and (ii) Real Rate of Interest in UK and Australia.

ARBITRAGE IN CASE OF THREE EXCHANGE RATE-WITHOUT  EXCHANGE RATE

Be like a Tennis Player who looks upon an approaching ball not as a threat
but as an opportunity to play his best
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QUESTION NO.31A(Exam Question)(6 Marks)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.

QUESTION NO.31B D Bharat Silk Limited, an established exporter of silk materials, has a surplus of US$ 20
million as on 31st May 2015. The banker of the company informs the following exchange rates that are quoted at
three different forex markets:GBP/INR 99.10 at London ;USD / INR 64.10 at Mumbai ;USD/GBP .6439 at New York
Assuming that there are no transaction costs, advice the company how to avail the arbitrage gain from the above
quoted spot exchange rates.
Solution:
The company can proceed in the following ways to realise arbitrage gain:
(a) Buy Rupees from US$ at Mumbai: ` 64.10 x US$ 2,00,00,000 = ` 128,20,00,000
(b)Convert Rupees from US$ at London: 128,20,00,000/99.10 = GBP 1,29,36,427.85
(c)Convert GBP into US$ at New York : GBP 1,29,36,427.85 x 1/.6439 = US$ 2,00,90,740.57
There is a Net Gain of = US$ 2,00,90,740.57 - US$ 2,00,00,000 = US$ 90,740.57
Note:Answer may slightly be different due to approximation.

CANCELLATION BEFORE DUE DATE

QUESTION NO.32A(Exam Question)A customer with whom the Bank had entered into 3 months forward pur-
chase contract for SF 10,000 at the rate of ̀  27.25 comes to the bank after 2 months and requests cancellation of
the contract. On this date, the rates, prevailing are:
Spot CHF 1 = ` 27.30 27.35 One  month forward= ` 27.45 27.52
What is the loss/gain to the customer on cancellation?

QUESTION NO.32B(Exam Question) A customer with whom the Bank had entered into 3 months forward pur-
chase contract for Swiss Franks 1,00,000 at the rate of ` 36.25 comes to the bank after two months and requests
cancellation of the contract. On this date, the rates are :
Spot CHF 1 = ` 36.30 `36.35 ;One month forward `36.45 `36.52
Determine  amount of Profit or Loss to the customer due to cancellation of the contract.
Solution:
The contract would be cancelled at the one month forward sale rate of ` 36.52.
Swiss Franks bought from customer under the original forward contract at :

1,00,000 x 36.25 =  ` 3625000.
The above Swiss Franc is sold to him on cancellation by the bank to square the contract at:

1,00,000 x 36.52 = + ` 3652000
Net amount payable by customer  +` 27,000._
Note :  The exchange commission and other service charges and interest are ignored.

QUESTION NO.32C(Exam Question)(5 Marks)  A bank enters into a forward purchase TT covering an export bill
for Swiss Francs 1,00,000 at `32.4000 due 25th April and covered itself for same delivery in the local inter bank
market at ̀  32.4200.[Tutorial Note:Bank always cover every trasaction which they entered with any customer,hence
no use/relevance of this point]. However, on 25th March, exporter sought for cancellation of the contract as the
tenor of the bill is changed.

A seed grows with no sound, but a tree falls with huge noise.
Destruction has noise, but creation is silent. Grow Silently.
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In Singapore market, Swiss Francs were quoted against dollars as under:Spot : USD 1=Sw.Fcs. 1.5076 / 1.5120
1 month forward:1.5150/1.5160;2 months forward:1.5250/1.5270;3 months forward : 1.5415 / 1.5445
and in the interbank market US dollars were quoted as under:Spot USD 1 = ` 49.4302/.4455
Swap Points :Spot /April .4100/. 4200 ; Spot/May .4300/.4400 ;Spot/June .4500/.4600
Calculate the cancellation charges, payable by the customer if exchange margin required by the bank is 0.10% on
buying and selling.
Solution:
Bank buys Sw. Fcs. Under original contract ` 32.4000
Bank Sells under Cancellation ` 32.9474
Difference payable by customer ` 00.5474
For Sw. Fcs. 1,00,000 (Sw. Fcs. 1,00,000 x ` 0.5475) ` 54,740
Working Note:
1$ = Sw. Fcs.1.5150 - 1.5160
1$ = `49.8402-49.8655  [ Calculation: 1$ = ` 49.4302- 49.4455
Add : Swap Points .4100-  .4200

`49.8402 49.8655

By using cross rate Sw.Fr
$

x
$

Rs.
Sw.Fr

Rs.
  1.5150

1
x 49.8655= = `32.9145

Add:Selling Margin @ .10% `0.0329145
`32.9474

Extra Knowledge: Question:why is margin not deducted on buy of contract ie rs 32.4.Answer:given contract rate
is assumed to be given after adjusting margin.

EXCHANGE MARGIN

QUESTION NO.33A In the inter-bank market, the DM is quoting ` 21.50. If the bank charges 0.125% commission
for selling and 0.15% for buying, what rate would it quote?

SOLVE THIS QUESTION ONLY WHEN CROSS RATE CONCEPT IS COVERED IN CLASS

QUESTION NO. 33B  An importer customer of your bank wishes to book  a forward contract with your bank on 3rd
September for sale to him of SGD 5,00,000 to be delivered on 30th October.
The spot rates on 3rd September are USD  49.3700/3800 and USD/SGD 1.7058/68. The swap points are:

USD /` USD/SGD
Spot/September 0300/0400 1st month forward 48/49
Spot/October 1100/1300 2nd month forward 96/97
Spot/November 1900/2200 3rd month forward 138/140
Spot/December 2700/3100
Spot/January 3500/4000
Calculate: the rate to be quoted to the importer by assuming an exchange margin of 5 paisa.
Solution:
First Calculate 30th Oct Ask Rate Of INR per USD `49.3800
Add:Swap Point for October 0.1300

49.5100
Add: Exchange Margin 0.0500___

Time decides whom you meet in life...Your heart decides whom you want in life..
but your behavior decides who will stay in your life...



25Target 100% & Career in Finance Learn TO Earn Batch
INVEST ONLY ` 500 Per Month in Stock Market

Target 100% Marks & Career in Finance
With Crore Plus Salary Aaditya Jain

With Sunrise,You Rise

For RM Full Question Given In This Book Is Not Relevant.Refer only those question which are covered in class video given separately for RM Students

` 49.5600
Then Calculate 30th Oct Bid Rate Of SGP per USD 1.7058
Add:Swap Point for 2nd month Forward 0.0096

1.7154

Therefore Cross Rate for INR per SGD of 30th October SGD
USD

×
USD
INR

=
SGD
INR

 = ` 49.5600 x 1.7154
1

=` 28.8912

Note:We have assumed Exchange Margin is to be applied in Ask Rate Only.
Extra Knowledge:1.The given quote is currency pair.2.The given customer belongs to India.3.The given customer
will pay ` and will buy SGD.4.However direct quote of INR and SGD is not given,so we need to calculate INR/ USD
rate USD/SGD rate separately 5.We need Ask rate of INR/USD and Bid Rate of USD/SGD.6.Reason for Bid Rate of
USD/SGD:Customer will buy SGD by paying USD.Hence Bid Rate of USD from Bank Point Of View.7.Reason for Ask
rate of INR/USD:Customer will buy Dollar by paying INR.Hence Ask Rate of USD from Bank Point Of View.

HOW TO POST ITEMS IN FOREIGN  EXCHANGE ACCOUNTS

QUESTION NO.34A(Exam Question) Mr.A a dealer in foreign exchange have the following positions in US$
on 31st March, 2008 : US$
Balance in the Nostro A/c or Cash Position A/c(Credit) 1,00,000
Opening balance position over bought or Exchange Position A/c 50,000
Purchased a bill on New York 80,000
Sold forward TT 60,000
Forward purchase contract cancelled 30,000
Remitted SPOT by TT (Hint:Post it Under Sales) 75,000
Draft on New York cancelled. (Hint:Post it Under Purchase) 30,000
What steps would be taken by Mr.A  if it is required to maintain a Credit Balance of US$ 30,000 in the Nostro A/
c and keep as overbought position on US $10,000?

QUESTION NO.34B Suppose you are a dealer of ABC Bank and on 20.10.2014 you found that balance in your
Nostro account with XYZ Bank in London is £65000 and you had overbought £35000.
During the day following transaction have taken place:(£)
DD purchased 12,500
Purchased a Bill on London 40,000
Sold forward TT 30,000
Forward purchase contract cancelled 15,000
Remitted by TT [Spot] 37,500  [Hum Dollar De Rahe Hai]
Draft on London cancelled 15,000 [Draft jo issue kiya gaya tha ,wo ab cancel ho gaya

hai]
What steps would you take, if you are required to maintain a credit Balance of £7,500 in the Nostro A/c and keep
as overbought position on £7,500 ?
Solution:
Exchange Position:
Particulars Purchase £ Sale £
Opening Balance Overbought 35,000 —
DD Purchased 12,500 —
Purchased a Bill on London 40,000

Tell Yourself everyday " I'll never give in, until I win!"
" It's okay to change your dreams, as long as you never lower your standards."
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Sold forward TT — 30,000
Forward purchase contract cancelled — 15,000
TT Remittance 37,500
Draft on London cancelled 15,000 _____

1,02,500 82,500
Closing Balance Overbought _______ 20,000

1,02,500 1,02,500
Cash Position (Nostro A/c) Credit £ Debit £
Opening balance credit 65,000 —
TT Remittance _______ 37.500

65,000 37,500
Closing balance (credit) ______ 27,500

65,000 65,000
Comment:To maintain Cash Balance in Nostro Account at £7500 you have to sell £20000 in Spot which will bring
Overbought exchange position to Nil. Since bank requires Overbought position of £7500 it has to buy the same in
forward market.

QUESTIION NO.34C(8 Marks) A dealer in foreign exchange has the following position in Swiss Francs on 31
st January, 2018: (Swiss Francs)
Balance in the Nostro A/c  Credit 1,00,000
Opening Position Overbought 50.000
Purchased a bill on Zurich 70.000
Sold forward  TT 49.000
Forward purchase contract cancelled 41.000
Remitted by TT 75.000
Draft on Zurich cancelled 40.000
Examine what steps would the dealer take, if he is required to maintain a credit balance of Swiss Francs 30,000
in the Nostro A/c and keep as overbought position on Swiss Francs 10,000?
Solution:
Exchange Position:
Particulars Purchase Sw. Fcs. Sale Sw. Fcs.
Opening Balance Overbought 50,000
Bill on Zurich 70,000
Forward Sales - TT 49,000
Cancellation of Forward Contract 41,000
TT Sales 75,000
Draft on Zurich cancelled 40,000 -______

1,60,000 1,65,000
Closing Balance Oversold 5,000__ -______

1,65,000 1,65,000
Cash Position (Nostro A/c) Credit Debit
Opening balance credit 1,00,000 -
TT sales -______ 75,000

1,00,000 75,000
Closing balance (credit) -______ 25,000

" It doesn't matter what you are, who you are;
If your DREAM is big enough, facts don't count."
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1,00,000 1,00,000
Comment:The Bank has to buy spot TT Sw. Fcs. 5,000 to increase the balance in Nostro account to Sw. Fcs.
30,000.This would bring down the oversold position on Sw. Fcs. as Nil.
Since the bank requires an overbought position of Sw. Fcs. 10,000, it has to buy forward Sw. Fcs. 10,000.
PROFIT & LOSS CALCULATION IN CASE POSITION IS CLOSED/SQUARE OFF/SETTLED

QUESTION NO.35A(Exam Question) (5 Marks)(RTP) You sold Hong Kong Dollar 1,00,00,000 value spot at ` 5.70
& covered yourself in London market on the same day, when the exchange rates were  US$ 1 = H.K.$ 7.5880 -
7.5920 ; Local inter bank market rates for US$ were  Spot US$ 1 = ` 42.70 - 42.85
Calculate Cross Rate(Cover Rate) between ` & HK $  & calculate the profit or loss.

QUESTION NO.35B (Exam Question) (6 marks)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, 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 Spot US $ 1 Euro 1.4400/4450
What will be the gain or loss in the transaction in terms of `?
Question may be framed in the following manner
Your forex dealer had entered into a cross currency deal and had sold US $ 10,00,000 against EURO at US $ 1 =
EURO 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?
Solution:

The amount of EUR bought by selling USD= 10,00,000 x 1.4400 =EUR 14,40,000
The amount of EUR sold for buying USD    = 10,00,000 x 1.4450 =EUR 14,45,000
Net Loss in the Transaction =EURO 5,000__

To acquire EUR 5,000 from the market we must have INR/EURO rate assuming that the investor's home currency
is Rupee.And we are required to calculate loss in Rupee.
Loss in the Transaction in INR = ` 21.84 x  5000 = ` 1,09,200.00 (approx)
Working Notes : Calculation of INR/EURO Spot Rate

Given : 1US$ = INR 31.4300 / INR 31.4500  US$
INR

 ;  1 US$ = Euro 1.4400/Euro 1.4450 US$
Euro

Cross Rate of ` & Euro Euro
$

×
$

INR
=

Euro
INR

;Bid : 75.21=
4450.1
1

×43.31 ;Ask : 84.21=
4400.1
1

×4500.31

Tutorial Note: Sudents may follow any different approach in solving above solution.However it may be noted
that final answer  must be same.There may be minor difference due to approximation in that case.The above
given solution is as per ICAI recommendation.

CONFUSION REGARDING EXPECTED FUTURE RATE AND FORWARD RATE

QUESTION NO.36A(Study Material)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 $ 7,500 and at todays spot rate of $ 0.025 per ̀  1, is equivalent to ̀  3,00,000.It is anticipated

A paper flying in air is due to its luck but a bird is flying due to its effort.
So if luck is not with you,efforts are always there to support you.
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that the exchange rate will decline by 10% over the three months period and in order to protect the dollar
proceeds, the Indian importer proposes to take appropriate action through foreign exchange market. The three
months forwards rate quotes $0.0244 per  ` 1.You are required to calculate the expected loss and to show, how
it can be hedged by forward contract.

QUESTION NO.36B(Exam Question)(Study Material) A company operating in Japan has today effected sales to
an Indian company, the payment being due 3 months from the date of invoice. The invoice amount is 108 lakhs
yen. At today’s spot rate, it is equivalent to ` 30 lakhs. It is anticipated that the exchange rate will decline by 10%
over the 3 months period and in order to protect the yen payments, the importer proposes to take appropriate
action in the foreign exchange market. The 3 months forward rate is presently quoted as 3.3 yen per rupee. You
are required to calculate the expected loss and to show how it can be hedged by a forward contract.
Solution:
Spot Rate :  ` 30 Lakhs = 108 lakh Yen  ⇒    1 `  = 3.6 Yen
Additional Analysis : It is given in the question that "The invoice amount is 108 lakhs yen. At today’s spot rate,
it is equivalent to ` 30 lakhs " .It means that 108 Lakhs Yen = ` 30 Lakhs
Forward Rate   : 1 ` = 3.3 Yen
Expected Rate  :1 ` = (3.6 x 90%) Yen = 3.24 Yen
Calculation of Expected Loss if no Forward Cover is Undertaken : ` (in lakhs)
Present cost of 108 lakhs Yen 30

Cost after 3 months : 24.3
108

33.33

Expected Exchange Loss 3.33
Calculation of Expected Loss if Forward Cover is under taken ` (in lakhs)
Present Cost of 108 lakhs Yen 30

Cost after 3 months if forward contract is undertaken 3.3
108

32.73

Expected Loss   2.73
Suggestion : If the exchange rate is not covered with forward contract, the expected exchange loss is ` 3.33
lakhs. This could be reduced to ` 2.73 lakhs if it is covered with forward contract. Hence, taking forward contract
is suggested.

QUESTION NO.36C(6 marks)(Exam Question) 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 $ 13,750 and at todays spot rate of $ 0.0275 per ` 1, is equivalent to ` 5,00,000.
It is anticipated that the exchange rate will decline by 5% 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 $ 0.0273 per ` 1.You are required to calculate the expected loss and to show,
how it can be hedged by forward contract.
Solution:
Calculation of the expected loss due to foreign exchange rate fluctuation
Present cost :$ 13,750 @ today spot rate of $ 0.0275 per  ` 1 = ` 5,00,000
Cost after 3 months :$ 13,750 @ expected spot rate of $ 0.026125 per  ` 1 = ` 5,26,316
(Refer to working note) __________
Expected loss   `   26,316

Don’t let the pain of one season destroy the joy of all the rest.;
Don’t judge life by one difficult season.
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Forward cover is available today at ` 1  = $ 0.0273 for 3 months
If we take forward cover now for payment after 3 months net amount to be paid is ($ 13,750/$ 0.0273) = `
5,03,663  , loss in this case is ` 3,663
Hence, by forward contract the company can cover ` 22,653 (` 26,316 – ` 3,663) i.e. about 86% of the expected
loss.
Working Note:Expected spot rate after 3 months:
It is anticipated by the company that the exchange rate will decline by 5% over the three months period.
The expected rate will be :Present rate – 5% of the present rate = $ 0.0275 – 5% of $ 0.0275 = $ 0.026125

QUESTION NO.36D(Exam Question)A Ltd. operating a garment store in US has imported garments from Indian
exporter of invoice amount of ` 1,38,00,000 (equivalent to US$ 3,00,000). The amount is payable in 3 months. It
is expected that the exchange rate will decline by 5% over 3 months period. Arnie is  interested to take appropriate
action in foreign exchange market. The three month forward rate is quoted at ` 44.50.
You are required to calculate expected loss which A Ltd. would suffer due to this decline if risk is not hedged. If
there is loss, then how he can hedge this risk.
Solution:
Spot rate of US$ against Indian Rupee = `1,38,00,000/US$ 3,00,000 = ` 46/$
3 month forward rate of US$ 1 against Rupee = ` 44.50
Anticipate decline in Exchange Rate = 5%
Expected spot rate after 3 months = ` 46 - ` 2.30 = ` 43.70
Expected Loss US$
Present cost of ` 138 lakh. 3,00,000
Cost after 3 months ` 138 lakh/` 43.70 3,15,789

15,789
Hedging of Risk (Using Forward Contract) US$
Present cost 3,00,000
Cost if forward contract is taken at ` 44.50/$ 3,10,112

 10,112
Suggestion :Thus, from above it can be seen that though the risk of decline in exchange rate cannot be  completely
avoided but it can be reduced by taking forward contract. Hence, taking forward contract is suggested as loss is
reduced by 36% approximately.

EVALUATION OF QUOTATIONS FROM TWO BANKS

QUESTION NO.37(Exam Question)(6 marks)You have following quotes from Bank A and Bank B :
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/USD1.7640/ 50
  3 month 25 / 20
  6 month 35 / 25
Calculate:(i) How much minimum CHF amount you have to pay for 1Million GBP spot ?(ii) Considering the quotes
from Bank A only , for GBP/CHF what are the Implied Swap points for Spot over 3 months ?
Solution:
(i) Will be solved in class

Learn to write your pains on the sand where winds of joy can erase them away but
Carve your happiness on a stone where even rain can't wash them away.
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(ii)Implied Swap points for Spot over 3 months considering the quotes from Bank A only for GBP/CHF

Spot Rate : 1 $ = CHF 1.4650  –  CHF 1.4655 




USD
CHF

 ; Spot Rate : 1 £ = $ 1.7645 – $ 1.7660 





GBP
USD

Spot Rate:1£=CHF 2.5850 –CHF 2.5881 





GBP
CHF

(By Using the application of Cross Rate )

Working Notes : 
GBP
USD

USD
CHF

GBP
CHF



Bid: 1.4650 x 1.7645 =  2.5850  ; Ask: 1.4655   1.7660=2.5881
3 Month Forward (CHF/$) 1.4650 1.4655

_.0005 _.0010
1.4655 1.4665

3 Month Forward ($/£) 1.7645 1.7660
_.0025 _.0020
1.7620 1.7640

3 Month Forward (£/CHF)[Using The Application Of Cross Rate]
2.5822 2.5869

Swap Points Of CHF/£
Forward Rate 2.5822 2.5869
Spot Rate                        2.5850             2.5881
Swap Point                                                       28____            12____
Therefore Swap Points are 28 / 12

TREATMENT OF NORMAL TAX RATE UNDER FOREIGN EXCHANGE MARKET

QUESTION NO.38(Study Material) On March 1, 1979, B Ltd. bought from a foreign firm electronic equipment
that will require the payment of LC 9,00,000 on May 31, 1979. The spot rate on March 1, 1979, 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. The US interest
rate is 12%, and the foreign interest rate is 8%. The tax rate for both countries is 40%.  B Ltd. is considering three
alternatives to deal with the risk of exchange rate fluctuations.
(a) To enter forward market to buy LC 9,00,000 at the 90 days forward rate in effect on May 31,1979.
(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, 1979.
(c) To wait until May 31, 1979, and buy LCs at whatever spot rate prevails at that time.
Which alternative should the B Ltd. follow in order to minimise its cost of meeting the future payment in LCs?
Explain.
Solution:
Given : Invoice Value to be paid : LC 9,00,000;
Spot Rate : 1 $ = LC 10 ; 3 Months Forward Rate  1 $ = LC 9 ;  3 Months Expected Future Rate : 1 $ = LC 8
(a) Will be solved in class
(b) If Money Market Operation is Undertaken :The amount of dollar borrowing should be such that when the
dollar is converted into LC  and which is then invested @ 8 % for 3 months becomes 9,00,000 LC.Hence we have
to first find the amount of LC to be invested.Now,9,00,000 = Principal Amount to be invested + Interest Received
– Tax Payment or Tax Liability on Interest Received.

Your mind is your great friend if you control it, But,
Your mind is your greatest enemy if it controls you.
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  Rate  Tax

12
n

100
rX

12
n

100
rXX9,00,000 -⇒





 



  40%

12
3

100
8X-

12
3

100
8XX9,00,000⇒ 889328.06=X⇒

or We could have taken Rate of Interest Net Of Tax and calculate the amount to be invested in the following

manner : 9,00,000 = 



 

12
3

100
.40)(1 8XX ⇒ X = 889328.06

Now LC should be converted into dollars at spot rate. Number of dollar required to borrow for 889328.06 LC

= 81.88932=
10

06.889328
 ;

Therefore $88932.81 should be borrowed.Now, we can find the amount payable in dollar after 3 months which
will be equal to :Principal Amount + Interest – Tax Saving on Interest Expense.

= 



 

100
12

12
388932.8188932.81  



  %40

12
3

100
1281.88932 = 88932.81 + 2667.98–1067.19 = $ 90533.60

Note:No Need To Compare it with Spot Rate as we have used Spot Rate only Under Money Market Operation.It
may be noted that Forward Rate is never used under Money Market Operation.
(c) No Forward Cover is Undertaken : Expected Rate to prevail at that time will be LC 8 :

Payment in dollars if paid after 3 months = 8
9,00,000

     = $ 112500

Payment in dollars if paid today = 10
9,00,000

= $ 90,000

Loss under this option = $ (1,12,500 – 90,000) = $ 22500.
Tax Saving on Loss = 40% of $ 22500 = $ 9000.
Net Cost = $ 112500 – $ 9000 = $ 1,03,500
Decision :The Net Cost is minimum under Money Market Operations.
Additional Analysis : This is a simple question except that we are given the tax rate.In this case we will simply
take  the Interest Rate  After Tax  i.e we will do tax adjustment on interest . Because when we receive the interest
we will have to pay the tax and the net amount received will be after tax.Similarly if we pay the interest ,it will
decrease or save our tax liability and the net interest paid will be after tax .

WHEN INFLATION RATE CHANGES FROM ONE YEAR TO ANOTHER UNDER PPPT

QUESTION NO.39AYou are told that spot rate is $1.65 / £. The expected inflation rate in UK and the USA for
the next three years are given below:
Year UK Inflation (%) US Inflation (%)
1 3.0 2.0
2 3.5 2.5
3 3.0 2.0
Calculate the expected $/£ spot rate after three years ?

Maafi mangne se ye kbhi sabit nhi hota hai ki hum galat or wo sahi hai,
mafi ka asli matlb hai ki, ham me rishte nibhane ki kabiliyat unse jyada hai.
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QUESTION NO.39B(Exam Question)(8 Marks)The current rate of inflation in country Petland, whose currency is
Strap (St) is 65%. With the help of its new Government policy it is expected that this inflation rate shall be
reduced by 10% each year of the previous rate. The current spot rate of Strap is St 144 / ` and inflation in India in
next 3 years is expected to be 8%, 7% and 6% respectively.
You are required to determine exchange rate of St against ` for the next 3 years.
Solution:
First of all we shall find out the expected inflation rates in Petland over next 3 years
Year end 1 65% × 0.9 = 58.5%
Year end 2 58.5% × 0.9 = 52.65%
Year end 3 52.65% × 0.9 = 47.39%
Now we shall compute the spot rate for next three years by using Purchasing Power Parity (PPP) as follows:

Accordingly, the expected future rates shall  be Rate Inflation Rs.+1
Rate Inflation St+1

=
SR(St/Rs.)
FR(St/Rs)

Year 1
( )
( ).08+1

.585+1
=

144
FR(St/Rs.)

or FR (St/`) = 211

Year 2
( )

( ) .07)+(1 .08+1
.5265)+(1 .585+1

=
144

FR(St/Rs.)
or FR (St/`) = 301

Year 3
( )

( ) .06)+(1 .07)+(1 .08+1
.4749)+(1 .5265)+(1 .585+1

=
144

FR(St/Rs.)
or FR (St/`) = 419

DELIVERY ON DUE DATE

QUESTION NO.40(Supplementary Study Material) On 1st June 2015 the bank enters into a forward contract for
2 months for selling US$ 1,00,000  at ` 65.5000. On 31st July 2015 the spot rate was ` 65.7500 / 65.2500.
Calculate the amount to be debited in the customer’s account.

COMPUTATION OF MISSING VALUES USING IRPT AND PREMIUM (DISCOUNT)

QUESTION NO.41 The following table shows interest rates for the United States Dollar and French Franc. The
spot exchange rate is 7.05 Franc per Dollar. Complete the missing entries:

3 Months 6 Months 1 Year
Dollar interest rate

(annually compounded) %2
111 %4

112 ?

Franc interest rate

(annually compounded) %2
119 ? 20%

Forward Franc per Dollar ? ? 7.5200
Forward discount per Franc
percent per year ? 6.3%

INTER-BANK RATES

Nothing that happens in your life is a surprise to God.
He’s already equipped you to handle anything that comes your way.
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QUESTION NO.42A(Exam Question)(5 Marks)The Bank sold Hong Kong Dollar 1,00,000 spot to its customer at
` 7.5681 and covered itself in London market on the same day, when the exchange rates were
Local inter-bank market rates for US$ were:
US $1  = HK$ 8.4409 -HK $ 8.4500 ; Spot US$1 = ` 62.7128     -` 62.9624
Calculate the cover rate and ascertain the profit or loss in the transaction.Ignore brokerage.

QUESTION NO.42B(Exam Question)(5 Marks) Edelweiss Bank Ltd. sold Hong Kong dollar 2 crores value spot to
its customer at  ` 8.025 and covered itself in the London market on the same day, when the exchange rates were
US$ 1 = HK $ 7.5880- 7.5920
Local interbank market rates for US $ were Spot US $ 1 – ` 60.70- 61.00 [Hint:This bank is given by another bank
to Edelweiss Bank Ltd...It means Edelweiss Bank Ltd. is a customer ...The quotation is not given by Edelweiss
Bank Ltd. ..rather it is given by another bank to Edelweiss Bank Ltd.]
Calculate the cover rate and ascertain the profit or loss on the transaction. Ignore brokerage.
Solution:
Rupee – Dollar Rate = ` 61.00 ;Dollar – Hong Kong Dollar  = HK $ 7.5880
Rupee – Hong Kong cross rate = ` 61.00 / 7.5880 = ` 8.039
Profit / Loss
Sell  (2 crore × 8.025) `16,05,00,000
Buy to cover deal (2 crore × 8.039) `16,07,80,000
Loss ` 2,80,000___

QUESTION NO.42C(RTP)Bank sold Euro 1 million value spot to your customer at Euro 1= ` 54.60 and covered
yourself in Singapore market on the same day when the exchange rate were as under:
Spot  US$ 1 = Euro 0.7373/ 0.7375 ;Local inter bank US$ 1 = `40.1850 / 40.1950 (Brokerage paid  ` 2,000)
Tutorial Note:Remember  Inter Bank Rates are given [ Hence, BANK will act as a customer for another bank]
Calculate the cross rate nearest to the fourth decimal and ascertain profit or loss in the transaction to the
nearest Rupee.
Solution:
Given Rates :1 US$ = Euro .7373 - Euro .7375 [ Euro /$]  ; 1 US$ = `40.1850 - 40.1950 [ `/US $]
Calculation Of Cross Rates For  `/Euro

Ask Rate: Euro
$

x
$

Rs.
=

Euro
Rs.

=40.1950 x
.7373

1
=` 54.5165;Bid Rate: Euro

$
x

$
Rs.

Euro
Rs.

 = 40.1850 x .7375
1

= `

54.4881
Sale By Bank as per the original contract : 10,00,000 x 54.6000 = +546,00,000
Buy By Bank to cancel the original contract : 10,00,000 x 54.5165 = - 545,16,500
Gain + 83500
Brokerage - 2000_
Net Gain +81500

COVERED INTEREST RATE VS UNCOVERED INTEREST ARBITRAGE

QUESTION NO.43(8 Marks)(Mock Test Papers)
Spot rate 1 US $ = `48.0123
180 days Forward rate for 1 US $ = `48.8190
Annualised interest rate for 6 months - Rupee = 12%

If you want to be successful, it's just this simple: Know what you're doing.
Love what you're doing. And believe in what you're doing.
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Annualised interest rate for 6 months - US $ = 8%
Is there any arbitrage possibility? If yes how an arbitrageur can take advantage of the situation, if he is willing to
borrow ` 40,00,000 or US $83,312. Further should arbitrageur go for Covered Interest Rate Arbitrage if he has
forecasted the spot rates 180 days hence as below:
Future rate for 1 US $ Probability
` 48.7600 25%
` 48.8000 60%
` 48.8200 15%
Solution:
Spot rate      1 US $= `48.0123 or

It can also be calculated in following manner: 83,312
40,00,000

= 48.0123

Forward Premium on US$   = [(48.8190 - 48.0123)/48.0123] x 12/6 x 100 = 3.36%
Interest rate differential = 12% - 8% = 4% (Negative Interest rate differential)
Since the negative Interest rate differential is greater than forward premium there is a possibility of arbitrage
inflow into India.The advantage of this situation can be taken in the following manner:
1. Borrow US$ 83,312 for 6 months
Amount to be repaid after 6 months = US $ 83,312 (1+0.08 x 6 / 12) = US$86,644.48
2. Convert US$ 83,312 into Rupee and get the principal i.e.`40,00,000
Interest on Investments for 6 months =` 40,00,000 x 0.06 = ` 2,40,000
Total amount at the end of 6 months = ` (40,00,000 + 2,40,000) = `42,40,000
IF  ARBITRAGEUR GO FOR COVERED INTEREST RATE ARBITRAGE :
Converting the same at the forward rate = ` 42,40,000/ ` 48.8190 = US$ 86,851.43
Hence the gain is US $ (86,851.43 - 86,644.48) = US$ 206.95 or `10,103 i.e., ($206.95 x ` 48.8190)
IF  ARBITRAGEUR GO FOR UNCOVERED INTEREST RATE ARBITRAGE :
Expected Rate spot after 180 days
Future rate for 1 US $ (xi) Probability(pi) Xipi
` 48.7600 25% 12.19
` 48.8000 60% 29.28
` 48.8200 15% 7.323__

48.7930
Converting the amount of investment and interest at the expected forward rate as follows:
= ` 42,40,000 / ` 48.7930= US$ 86,897.71
Hence the gain is US $ (86,897.71 - 86,644.48) = US$ 253.23 OR ` 12,356 i.e., ($253.23 x ` 48.7930)
Suggestion :Since the expected gain is more in case of uncovered interest arbitrage the arbitrageur should go for
same. However this gain is slightly higher than the Covered Interest Arbitrage hence he may not go for uncovered
interest arbitrage as there are also chances of actual spot rate may not turn out favourable.

WHEN LAGGING IS DONE FOR NETTING

QUESTION NO.44(Exam Question)(8 Marks) Citadel Ltd. has imported goods for US$ 5,00,000 which is payable
after 3 months. The company also has a receivable for US$ 3,00,000 in 2 months for which a forward contract is
already taken at ` 36.60. The market rates are as under:
Spot ` 36.20 / 40 ;1m 20 / 25 points ;2m 30 / 35 points ;3m   45 / 50 points

Don't be so emotional in your life that it hurts you and don't
get too practical in life that it hurts others.
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In order to cover the risk, the company is having two options:
(i) To cover payables in the forward market; and
(ii)To lag the receivables by 1m and cover the exposure only for the net amount.
Evaluate both options if cost of Rupee funds is 16% & no interest is to be considered on delaying the receivable.

CONTRIBUTION TO SALES RATIO CALCULATION UNDER FOREX

QUESTION NO.45(Exam Question)(8 Marks) Following information relates to AKC Ltd. which manufactures some
parts of an electronics device which are exported to USA, Japan and Europe on 90 days credit terms.
Cost and Sales information : Japan USA Europe
Variable cost per unit `225 `395 `510
Export sale price per unit Yen 650 US$10.23 Euro 11.99
Receipts from sale due in 90 days Yen 78,00,000 US$1,02,300 Euro 95,920
Foreign Exchange Rate Information: Yen/` US$/` Euro/`
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 expected 2.423-2.459 0.02144-0.02156 0.0177-0.0179
Advice AKC Ltd. by calculating contribution to sales ratio whether it should take forward contract or not.
Solution:
If foreign exchange risk is hedged i.e If Forward Contract is Taken
Will be solved in class
If Risk is Not Hedged i.e If Forward Contract is Not Taken
Rupee Value of Total Receipt

`31,72,021 `47,44,898 `53,58,659 `1,32,75,578
Total Variable Cost `27,00,000 `39,50,000 `40,80,000 `1,07,30,000
Contribution `4,72,021 `7,94,898 `12,78,659 `25,45,578

Contribution to Sale Ratio= 100×
Sale

onContributi
= 100

13275578
2545578

 19.17%

Decision : AKC Ltd. Is advised to hedge its foreign currency exchange risk.
Tutorial Note:We can calculate C/S Ratio of each currency separately and accordingly take decision whether to
take forward contract or not for each currency separately.As no such hint is given in question regarding this
treatment we have taken decision on total basis. The above given solution is also supported by ICAI Suggested.

DETERMINATION OF DISCOUNT COMPONENT AND CURRENCY FLUCTUATION COMPONENT

QUESTION NO.46(Study Material) U.S. Imports Co. purchased 1 Lacs Mark’s worth of machines(asset) 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 terms.
The spot rate prevailing for 10 days for the mark is dollar . 55; the 90 days forward rate is dollar . 56
(a)Compute the $ cost of paying the account within 10 days.
(b)Compute the $ cost of buying a forward contract to liquidate the account in 90 days
(c)The differential between part (a) and part (b) is the result of the time value of money (the discount for prepay-
ment) and protection from currency value fluctuation. Determine the magnitude of each of these components.

WHEN UPFRONT PREMIUM IS CHARGED UNDER FORWARD CONTRACT

Person who has anger doesn't require enemy, person who has knowledge doesn't require wealth,
person who has kindness doesn't require protection.
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QUESTION NO.47A(Exam Question)(8 Marks) A company is considering hedging its foreign exchange risk. It
has made a purchase on 1st. January, 2008 for which it has to make a payment of US $ 50,000 on September 30,
2008. The present exchange rate is 1 US $ = ` 40.[Hint:No use in solution] It can purchase forward 1 US $ at ` 39.
The company will have to make a upfront premium (extra charge) of 2% immediately of the forward amount
purchased. The cost of funds to the company is 10% per annum and the rate of Corporate tax is 50%. Ignore
taxation. Consider the following situations and compute the Profit/Loss the company will make if it hedges its
foreign exchange risk i.e if it undertake Forward Contract and If the exchange rate on September 30, 2008 is (a)
` 42 per US $ (b)` 38 per US $.
QUESTION NO.47B A company is considering hedging its foreign exchange risk. It has made a purchase on 1st
July, 2016 for which it has to make a payment of US$ 60,000 on December 31, 2016. The present exchange rate is
1 US $ = ` 65[This rate has no use in the solution]. It can purchase forward 1 $ at ` 64. The company will have to
make an upfront premium @ 2% of the forward amount purchased. The cost of funds to the company is 12% per
annum.In the following situations, compute the profit/loss the company will make if it hedges its foreign exchange
risk with the exchange rate on 31st December, 2016 as:
(i) ` 68 perUS $ (ii) ` 62 per US $ (iii) ` 70 per US $ (iv) ` 65 per US $
Solution:
Working Notes:
Calculation Of Upfront Premium
As written in question The company will have to make an upfront premium @ 2% of the forward amount purchased
US$ 60,000 forward premium is
60000 x 64 x 2% 76,800
Interest on `76,800 for 6 months at 12% 4,608_
Total hedging cost 81,408
If exchange rate is `68
Then gain (`68 - `64) for US$ 60,000 2,40,000
Less: Hedging cost 81,408
Net gain 1,58,592
If US$ = `62
Then loss (`64 - `62) for US$ 60,000 1,20,000
Add: Hedging Cost 81,408
Total Loss 2,01,408
If US$ = `70
Then Gain (`70 - `64) for US$ 60,000 3,60,000
Less: Hedging Cost 81,408
Total Gain 2,78,592
If US$ = `65
Then Gain (` 65 - ` 64) for US$ 60,000 60,000
Less: Hedging Cost 81,408
Net Loss 21,408

FOREX-NEGOTIATION OF CORRECT FORWARD RATE WITH  EXCHANGE BANK USING IRPT

QUESTION NO.48 True Blue Cosmetics Ltd. is an old line producer of cosmetics products made up of herbals.
Their products are popular in India and all over the world but are more popular in Europe.The company invoice in
Indian Rupee when it exports to guard itself against the fluctuation in exchange rate. As the company is enjoying

The capacity to trust is the greatest treasure of life,
because without it neither love is possible, nor prayer is possible.
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monopoly position, the buyer normally never objected to such invoices. However, recently, an order has been
received from a whole-saler of France for FFr 80,00,000. The other conditions of the order are as follows:
(a) The delivery shall be made within 3 months.;(b) The invoice should be FFr.
Since, company is not interested in losing this contract only because of practice of invoicing in Indian Rupee.
The Export Manger Mr. E approached the banker of Company seeking their guidance and further course of action.
The banker provided following information to Mr. E : (a) Spot rate 1 FFr = ` 6.60 ;(b) Forward rate (90 days) of
1 FFr = `6.50(c) Interest rate in India is 9% p.a. and in France 12% p.a.
Mr. E entered in forward contract with banker for 90 days to sell FFr at above mentioned rate.
When the matter came for consideration before Mr. A, Accounts Manager of company, he approaches you.
You as a Forex consultant is required to comment on:
(i) Whether an arbitrage opportunity exists or not.(ii) Whether the action taken by Mr. E is correct and if bank
agrees for negotiation of rate, then at what forward rate company should sell FFr to bank.

GAIN OR LOSS DUE TO EXPORT BILL

QUESTION NO.49A(Exam Question) X Ltd. is holding an Export bill in US $1,00,000 due in 60 days hence. The
company is worried about the falling US $ value, which is currently at ` 45.60 per $. The concerned export
consignment has been priced on an exchange rate of ̀  45.50 per $. The company’s bankers have quoted a 60-day
forward rate of ̀  45.20.Calculate:(i) Rate of discount quoted by the bank (ii) The probable loss of operating profit
if the forward sale is agreed to.

QUESTION NO.49B (5 Marks) Digital Exporters are holding an Export bill in United States Dollar (USD) 5,00,000
due after 60 days. They are worried about the falling USD value, which is currently at ` 75.60 per USD. The
concerned Export Consignment has been priced on an Exchange rate of ̀  75.50 per USD. The Firm’s Bankers have
quoted a 60-day forward rate of `  75.20. Calculate:(i) Rate of discount quoted by the Bank, assuming 365 days
in a year.(ii)  The probable loss of operating profit if the forward sale is agreed to.
Solution:
(i) Rate of discount quoted by the bank : [(75.20-75.60) x 365x100] / (75.60 x 60) =  3.22%
(ii) Probable loss of operating profit: (75.20 - 75.50) x 5,00,000 = ` 1,50,000

CALCULATION OF GAIN OR LOSS DUE TO BANK STRIKE

QUESTION NO.50A(Exam Question)(RTP)On Jan 28, 2005 an Indian importer customer requested a bank to
remit Singapore Dollar SGD 25,00,000 under an irrevocable LC. However due to bank strikes, the bank could
effect the remittance only on February 4, 2005. The interbank market rates were as follows:

      28th January 4th February
Bombay US 1                    ` 45.85 / 45.90 45.91 / 45.97
London Pound 1                $ 1.7840 / 1.7850 1.7765 / 1.7775
London Pound 1               SG$ 3.1575 / 3.1590 3.1380 / 3.1390
The bank wants to retain an exchange margin of 0.125%. How much does the customer stand to gain or lose due
to the delay? (Calculate rate in multiples of 0.001)

QUESTION NO.50B(Study Material)(Exam Question) On December 27, 1992 a customer requested a bank to
remit DG 250000 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 Jan 3,1993.The interbank market rates were as follows:

Some People feel the rain,Others just get wet. Words say a little, Effort says a lot, Doing says it ALL.
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December 27 January 3
Bombay 1 `= $ .0310- $.0315 0.0307 - 0.0312
London $/Pound 1.7250 / 60 1.7175 / 85
London DG/Pound 3.9575 / 90 3.9380 / 90
The bank wishes to retain an exchange margin of .125 % .How much does the customer stand to gain or lose due
to the delay ?Assumed importer to be an Indian Importer .
Solution:
Given  Dec. 27  Jan. 3
Bombay ($/` ) 1 ` = $ .0310- $.0315 0.0307 - 0.0312
London ($/£) 1 Pound = $ 1.7250 – 1.7260 1.7175 – 1.7185
DG/Pound (DG/£) 1 Pound = DG 3.9575 – 3.9590 3.9380 – 3.9390
We need to find the ASK rate of  ` /DG. Since direct quote is not available we will find the required rate with the
help of cross rate concept.

That is : DG
Pound

Pound
$

$
RS

27) Dec On Rate (Ask
DG
Rs

   = 
9575.3
17260.1

031.
1

   = 14.07

DG 
Pound 

Pound 
$

$
Rs

  3)Jan.On Rate (Ask
DG
Rs

      = 
9380.3
17185.1

0307.
1

  = 14.21

Effective exchange rate after margin:

DG
Rs

(On Dec27) =14.07 (1+.00125) =14.09;
DG
Rs

 (On Jan. 3) = 14.21 (1 + .00125) = 14.23

Loss because of delay = 2,50,000 (14.23 – 14.09) = ` 35,000

FOREIGN EXCHANGE-CANCELLATION AFTER DUE DATE

QUESTION NO.51A An importer booked a forward contract with his bank on 10th April for USD 2,00,000 due on
10th June @ ` 64.4000. The bank covered its position in the market at ` 64.2800.
The exchange rates for dollar in the interbank market on 10th June and 20th June were:

10th June 20th June
Spot USD 1= ` 63.8000/ 8200 ` 63.6800/ 7200
Forward Rates:
June or June end ` 63.9200/ 9500 ` 63.8000/ 8500
July `64.0500/ 0900 ` 63.9300/ 9900
August ` 64.3000/ 3500 ` 64.1800/ 2500
September ` 64.6000/ 6600 ` 64.4800/ 5600
Exchange Margin 0.10% and interest on outlay of funds @ 12%. The importer requested on 20th June for extension
of contract with due date on 10th August.Rates rounded to 4 decimal in multiples of 0.0025.Take 360 days.
On 10th June, Bank Swaps by selling spot and buying one month forward.
Calculate: (i) Cancellation rate (ii) Amount payable on $ 2,00,000 (iii) Swap loss (iv) Interest on outlay of funds,
if any (v) New contract rate (vi) Total Cost

QUESTION NO.51B(8 Marks) Y has to remit USD $1,00,000 for his  son’s education on 4th April 2018. Accordingly,
he has booked a forward contract with his bank on 4th January @ 63.8775. The Bank has covered its position in
the market @ ` 63.7575.

Always be a first-rate version of yourself, instead of a second-rate version of somebody else.
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The exchange rates for USD $ in the interbank market on 4th April and 14th April were:
4th April 14th April

JulySpot USD 1= 63.2775/63.2975 63.1575/63.1975
Spot/April 63.3975/63.4275 63.2775/63.3275
May 63.5275/63.5675 63.4075/63.7650
June 63.7775/63.8250 63.6575/63.7275
July 64.0700/64.1325 63.9575/64.0675
Exchange margin of 0.10 percent and interest outlay of funds @ 12 percent are applicable. The remitter, due to
rescheduling of the semester, has requested on 14th April 2018 for extension of contract with due date on 14th
June 2018. Rates must be rounded to 4 decimal place in multiples of 0.0025.Calculate:(i) Cancellation Rate;(ii)
Amount Payable on $100,000;(iii)Swap loss;(iv)Interest on outlay of funds,(v)New Contract Rate; and (vi)Total
Cost
Solution:
(i)Cancellation Rate: The forward sale contract shall be cancelled at Spot TT Purchase for $ prevailing on the
date of cancellation as follows:
$/ ` Market Buying Rate ` 63.1575
Less: Exchange Margin @ 0.10% ` 0.0632

` 63.0943
Rounded off to ` 63.0950
(ii)Amount payable on $ 1,00,000
Bank sells $1,00,000 @ ` 63.8775 ` 63,87,750
Bank buys $1,00,000 @ ` 63.0950 ` 63,09,500
Amount payable by customer ` 78,250
(iii) Swap Loss :On 4th April, the bank does a swap sale of $ at market buying rate of ` 63.2775 and forward
purchase for April at market selling rate of ` 63.4275.
Bank buys at ` 63.4275
Bank sells at ` 63.2775
Amount payable by customer ` 0.1500
Swap Loss for $ 1,00,000 in  `  = ` 15,000
(iv) Interest on Outlay of Funds :On 4th April, the bank receives delivery under cover contract at ` 63.7575 and
sell spot at ` 63.2775.
Bank buys at 63.7575
Bank sells at 63.2775
Amount payable by customer 0.4800
Outlay for $ 1,00,000 in ` 48,000
Interest on ` 48,000 @ 12% for 10 days ` 158
(v) New Contract Rate
The contract will be extended at current rate ` 63.7275
$/ ` Market forward selling Rate for June ` 0.0637
Add: Exchange Margin @ 0.10% ` 63.7912
Rounded off to ` 63.7900
(vi) Total Cost
Cancellation Charges 78,250.00
Swap Loss 15,000.00
Interest ` 158.00

Behind every victory,there must be action in time,
boldness,courage daring, encouragement,motivation and mostly hard work.
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93,408.00

FOREX-EXTENSION ON  DUE DATE

QUESTION NO.52(Supplementary Study Material) Suppose you are a banker and one of your export customer
has booked a US$ 1,00,000 forward sale contract for  2 months with you at the rate  of ̀  62.5200 and simultaneously
you covered yourself in the interbank market at ` 62.5900.[Tutorial Note:Bank always cover every trasaction
which they entered with any customer]. However on due date, after 2 months your customer comes to you and
requests for cancellation of the contract and also requests for extension of the contract by one month.
On this date quotation for US$ in the market was as follows:
Spot `  62.7200 / 62.6800
Tutorial Note:The arrangement of rate is not correct.Remember Ask rate is always higher than Bid Rate.Hence
sequence of rate should be `  62.6800 / 62.7200
1 month forward `  62.6400 / 62.7400
Determine the extension charges payable by the customer assuming exchange margin of 0.10% on buying as
well as selling.
Solution:
Step 1 :First the original contract shall be cancelled as follows:
Bank buy US$ 1,00,000 at `62.5200 as per original forward contract =`62,52,000
Bank sell US$ 1,00,000 at `62.78272 to cancel original contract =`62,78,272
Amount payable by the customer ` 26,272
Working Note:
US$/` Spot Selling Rate ` 62.7200
Add: Margin @ 0.10% ` 0.06272
Net amount payable by customer per AUD ` 62.78272
Step 2 :Rebooking a Fresh Contract :
Forward US$/` Buying Rate ` 62.6400
Less: Margin @ 0.10% ` 0.06264
Net amount payable by customer per AUD ` 62.57736

NOSTRO ACCOUNT

QUESTION NO.53A(Exam Question)(8 Marks) XYZ Bank, Amsterdam, wants to purchase Rupees 25 million
against £ for funding their Nostro account.Calculate the amount of £’s credited. Ongoing inter-bank rates are per
$, ` 61.3625 / 3700 & per £. is $ 1.5260 / 70.

QUESTION NO.53B(RTP) ABN-Amro  Bank, Amsterdam,  wants to purchase  `  15 million against US$ for funding
their Vostro account with Canara Bank, New Delhi.   [Tutorial Note: It means ABN-Amro Bank is a customer of
Canara Bank]Assuming the inter-bank, rates of US$ is `  51.3625 / 3700, what would be the rate Canara Bank
would quote to ABN-Amro Bank? Further, if the deal is struck, what would be the equivalent US$ amount.
Solution:
Tutorial Note: Very simple question.ABN-Amro customer wants wo buy ̀  by paying Dollar.Means customer wants
to pay dollar ...means bank will purchase(buy) dollar..means bank bid rate will be applicable.
Here Canara Bank shall buy US$ and credit ` to Vostro account of ABN-Amro Bank.
Canara Bank’s buying rate will be based on the Inter-bank Buying Rate (as this is the rate at which Canara Bank
can sell US$ in the Interbank market)

Happiness does not come from doing easy work but from the afterglow of satisfaction that comes after the
achievement of a difficult task that demanded our best.
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Accordingly, the Interbank Buying Rate of US$ will be ` 51.3625 (lower of two)
Equivalent of US$ for  ` 15 million at this rate will be : 15,000,000 / 51.3625 = US$ 2,92,041.86

ARBITRAGE WHEN THREE COUNTRIES ARE INVOLVED-WITH  EXCHANGE MARGIN

QUESTION NO.54(RTP) Followings are the spot exchange rates quoted at three different forex markets:
USD/INR 59.25 / 59.35 in Mumbai ;GBP/INR 102.50/ 103.00 in London ;GBP/USD 1.70/ 1.72 in New York
The arbitrageur has USD1,00,00,000. Assuming that bank wishes to retain an exchange margin of 0.125%, explain
whether there is any arbitrage gain possible from the quoted spot exchange rates.
Solution:
Tutorial Note:Minor Difference In Answer May Arise Due To Rounding Off.
The arbitrageur can proceed as stated below to realize arbitrage gains:
(i) Buy GBP at New York for USD 1,00,00,000
GBP/USD 1.72
Add: Exchange Margin @ 0.125% 0.002  [Hint:Bank Selling GBP,Hence Add]

1.722

Accordingly, GBP acquired in exchange of USD1,00,00,000 is 
1.722

01,00,00,00
=GBP 58,07,200

(ii) Sell these GBP at London Market and get INR
GBP/INR 102.50
Less: Exchange Margin@ 0.125% 0.13_[Hint:Bank Buying GBP,Hence Deduct]

102.37
INR on conversion of GBP (58,07,200 X 102.37) INR 59,44,83,064
(iii) Acquire USD by selling INR at Mumbai
USD/INR 59.35
Add: Exchange Margin @ 0.125% 0.07__[Hint:Bank Selling USD,Hence Add]

59.42

Accordingly, USD acquired in exchange of INR 59,44,83,064 is  59.42
594483064

 is USD 1,00,04,7633

Net Gain (USD 1,00,04,763 - USD 1,00,00,000) USD 4,763

EXPOSURE MANAGEMENT STRATEGIES MATRIX

QUESTION NO. 55 Place the following strategies by different persons in the Exposure Management Strategies
Matrix.
Strategy 1: Kuljeet a wholesaler of imported items imports toys from China to sell them in the domestic market
to retailers. Being a sole trader, he is always so much involved in the promotion of his trade in domestic market
and negotiation with foreign supplier that he never pays attention to hedge his payable in foreign currency and
leaves his position unhedged.
Strategy 2: Moni, is in the business of exporting and importing brasswares to USA and European countries. In
order to capture the market he invoices the customers in their home currency.Moni enters into forward contracts
to sell the foreign exchange only if he expects some profit out of it other-wise he leaves his position open.
Strategy 3: TSC Ltd. is in the business of software development. The company has both receivables and payables
in foreign currency. The Treasury Manager of TSC Ltd. not only enters into forward contracts to hedge the exposure
but carries out cancellation and extension of forward contracts on regular basis to earn profit out of the same. As

When you talk, you are repeating what you already know.
But if you listen, you may learn something new.
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a result management has started looking Treasury Department as Profit Centre.
Strategy 4: DNB Publishers Ltd. in addition to publishing books are also in the business of importing and exporting
of books. As a matter of policy the moment company invoices the customer or receives invoice from the supplier
immediately covers its position in the Forward or Future markets and hence never leave the exposure open even
for a single day.
Solution :
Diagrammatically all these strategies can be depicted as follows:

Strategy 1: This strategy is covered by High Risk: Low Reward category and worst as it leaves all exposures
unhedged. Although this strategy does not involve any time and effort, it carries high risk.
Strategy 2: This strategy covers Low Risk: Reasonable reward category as the exposure is covered wherever
there is anticipated profit otherwise it is left.
Strategy 3: This strategy is covered by High Risk: High Reward category as to earn profit, cancellations and
extensions are carried out. Although this strategy leads to high gain but it is also accompanied by high risk.
Strategy 4: This strategy is covered by Low Risk: Low Reward category as company plays a very safe game.

COVERED INTEREST ARBITRAGE WHEN BID AND ASK RATES ARE DIFFERENT ,WHEN INVESTMET AND
BORROWING RATES  ARE DIFFERENT

QUESTION NO.56
Spot Rate : 1$ = ` 45.36 - ` 45.45
3 Month Forward Rate : 1$ = `46.00 -` 46.10
Interest Rate : India USA India USA
Borrowing 8 % 5 % Deposit 6 % 4 %
Calculate Covered Interest Arbitrage Profit ?
Solution:
Case: Lets borrow from USA $ and invest in India :
Borrow: $ 1000 Paid: $ 1000 +$1000 x 5% x 3/12=$ 1012.5
Convert: 1012.5x45.36= ` 45927 Invest : 45927+45927 x 6% x 3/12=46615.905.
Reconvert: 46615.905 / 46.10=1011.19 Loss: 1011.19-1012.5=$1.319
Case: Lets borrow from India and invest in USA
Solved In Class
Suggestion :Arbitrageur should borrow from India and invest in USA.

COMPUTATION OF ANNUAL RATE OF PREMIUM/DISCOUNT ON AN AVERAGE RATE

QUESTION NO.57 On April 3, 2016, a Bank quotes the following:
Spot exchange Rate (US$1) INR 66.2525 INR 67.5945

Keep Peace In Your Soul Be gentle with yourself.
In the noisy confusion of life, keep peace in your soul.
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2 months’swap points 70 90
3 months’swap points 160 186
In a spot transaction, delivery is made after two days.
Assume spot date as April 5, 2016. Assume 1 swap point = 0.0001,You are required to:
(i)Ascertain swap points for 2 months and 15 days. (For June 20, 2016),
(ii)Determine foreign exchange rate for June 20, 2016, and
(iii)Compute the annual rate of premium/discount of US$ on INR, on an average rate.
Solution:
(i) Swap Points for 2 months and 15 days         Bid Ask
Swap Points for 2 months (a) 7090
Swap Points for 3 months (b) 160 186
Swap Points for 30 days (c) = (b) - (a) 9096
Swap Points for 15 days (d) = (c)/2 4548
Swap Points for 2 months & 15 days (e) = (a) + (d) 115 138
(ii) Foreign Exchange Rates for 20th June 2016        Bid  Ask
Spot Rate (a) 66.252 567.5945
Swap Points for 2 months & 15 days (b) 0.0115 0.0138

66.2640 67.6083
(iii) Annual Rate of Premium         Bid Ask
Spot Rate (a) 66.2525 67.5945
Forward Exchange Rates for
20th June 2016(b) 66.2640 67.6083
Premium (c) 0.0115 0.0138
Total (d) = (a) + (b) 132.5165 135.2028
Average (d) / 2 66.2583 67.6014
Premium: BID: 0.0115 / 66.2583 x 12 / 2.50 x100  = 0.0833%;ASK: 0.0138 / 67.6014 x 12 / 2.5 x 100 = 0.0980%

TREATMENT OF SURPLUS CASH WITH SUBSIDIARY

QUESTION NO.58(RTP)Suppose you are a treasurer of XYZ Ltd in the UK. XYZ have two overseas subsidiaries, one
based in Amsterdam(Dutch) and one in Switzerland. The Dutch subsidiary has surplus Euros in the amount of
725,000 which it does not need for the next three months but which will be needed at the end of that period (91
days). The Swiss subsidiary has a surplus of Swiss Francs in the amount of  998,077 that, again, it will need on day
91. The XYZ Ltd in UK has a net balance of £75,000 that is not needed for the foreseeable future.
Given the rates below, what is the advantage of swapping Euros and Swiss Francs into Sterling. Take 360 days in
a year.[Note:Sterling means Pound]
Spot Rate (€) £ 0.6858- 0.6869 ; 91 day Pts 0.0037 0.0040
Spot Rate(£) CHF 2.3295- 2.3326; 91 day Pts 0.0242 0.0228
Interest rates for the Deposits:
Amount of Currency 91 day Interest Rate % pa

£ € CHF
0- 100,000 1 1/4 0
100,001 -500,000 2 1.5 1/4
500,001 - 1,000,000 4 2 1/2
Over 1,000,000 5.375 3 1

Life is at its Weakest When There’s more Doubt than trust But
Life is at its Strongest When you learn How to trust In spite of The doubts ...
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Note:The above table should not be understood as slab rates.
Solution:
Individual Basis Interest Amt. after 91 days Conversion in £
Holland
€ 725,000 x 0.02 x 91/ 360 = € 3,665.28 € 728,665.28 £502,414.71

(728,665.28 x 0.6895)
Switzerland
CHF 998,077 x 0.005 x 91/ 360= CHF 1,261.46 CHF 999,338.46 £432,651.51

(999,338.46 / 2.3098)
UK
£ 75,000 x 0.01 x 91/ 36 = £ 189.58 £ 75.189.83 £ 75,189.83__
Total GBP at 91 days £ 1.010.256.05
Swap(Convert) to Sterling
Sell € 7,25,000 (Spot at 0.6858) buy £ £ 4,97,205.00
Sell CHF 9,98,077(Spot at 2.3326) buy £ £ 4,27,881.76
GBP amount of UK £ 75,000.00__

£ 1,000,086.76
Interest (£ 1,000,086.76 x 0.05375 x 91/360) £ 13,587.98
Total GBP at 91 days £ 1,013,674.74
Less: Total GBP at 91 days as per individual basis £ 1,010,256.05
Net Gain £  3,418.69
Working Notes: Calculation Of Forward Rates:
Spot Rate 1 € = £0.6858 - 0.6869 Spot Rate 1£ = CHF 2.3295 - 2.3326
Add:Swap Pts 0.0037 - 0.0040 Deduct:Swap Pts            0.0242 - 0.0228
Forward Rate 1 € = £0.6895 - 0.6909 Forward Rate 1£ =CHF 2.3053 - 2.3098

DOUBLE TAX AVOIDANCE AGREEMENT (DTAA)

QUESTION NO.59 An MNC company in USA has surplus funds to the tune of $ 10 million for six months.The
Finance Director of the company is interested in investing in DM for higher returns.There is a Double Tax Avoidance
Agreement (DTAA) in force between USA and Germany. The company received the these information:
€/$ Spot 0.4040 / 41 ;6 months forward swap points 67 / 65;Rate of interest for 6 months (p.a.) 5.95% –
6.15%.Withholding tax applicable for interest income 22% ;Tax as per DTAA 10%;If the company invests in € ,
what is the gain for the company ?[Hint :5.95% is the deposit rate and 6.15 is the lending rate from the point of
view of bank]

GAIN OR LOSS WHEN CURRENCY RISE/FALL/REMAIN CONSTANT :

QUESTION NO.60A(Study Material)  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 $ 124,000. Pres-
ently 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 transactions gain or loss in French francs? If it were to weaken by 5% what would
happen? (Note : may calculation in francs per $).Assume same rate of premium & discount on both currrency.
Solution:
The france strengthening by 5 percent means dollar weakening by 5 %.Therefore we have Spot Rate : 1 $ = 5.70

One simple tip to stay happy Never think about the third person and
Never think what the third person thinks about you Enjoy the life. !
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and After Decrease the exchange rate will become 1$ = 5.70 ( 1-.05) = 5.415 . The French franc weakening by 5
percent means dollar strengthening by 5 % .Therefore Spot Rate 1 $ = FF 5.70 . After strenghtening of dollar the
exchange rate will become 1 $ = 5.70 ( 1+ .05 ) = FF 5.985 .
Position When French Franc Strengthens Position Before French Franc Weakens
Before : $ 124,000 x 5.700 = FF 706800 Before : $ 124,000 x 5.700 = FF 706800
After :  $  124,000 x 5.415 = FF 671460 After    :$ 124,000 x 5.985 = FF  74214
Transaction Loss                  -FF  35340 Transaction Gain      +FF35340_

QUESTION NO.60B(Study Material) ABC Exporters Company, a UK company, is due to receive 500000 Northland
dollars in 6 months time for goods supplied. The company decides to hedge its currency exposure by using
forward market. The short-time interest rate in the UK is 12% per annum and the equivalent rate in Northland is
15%. Spot rate of exchange is 2.5 Northland dollars to the UKP.You are required :
To calculate how much Exporters Company actually gains or loses as a result of the hedging transaction if, at the
end of six months, the UKP in relation to Northland dollar, had (i) gained 4%, (ii) lost 2% or (iii) remained stable.
You may assume that forward rate of exchange simply reflects  interest differential in the two countries (i.e. it
reflects the interest rate parity analysis of forward rates);
Solution:
As per IRPT, forward rate can be calculated by using following relation :

.12/2+1

.15/2+1
=

(Nd/Pound) 2.5
(Nd/Pound) FR

 ⇒  FR (Nd / Pound ) = 2.535

The exchange rate in six months time is therefore. 1 UKP = 2.535 Nd.
(i) If Spot Rate of UKP strengthens or gained by 4% in relation to Northland dollar i.e. from Nd 2.5 to Nd 2.60.
Then the amount which the company would have received.

Amount Received under Forward Cover =    2.535
5,00,000

  =  UKP 197239

Amount Received without forward Cover = 2.60
5,00,000

   =    UKP 192308

 Gain by having Forward Cover is                                       + UKP 4931.
(ii) If the spot rate of UKP weakens by 2% in relation to Northland dollar i.e. from Nd 2.50 to Nd 2.45. then,

Amount Received under Forward Cover 2.535
5,00,000

UKP 197239

Amount Received without Forward Cover 2.45
5,00,000

 UKP 204082

Loss by taking Forward Cover  – UKP 6843.
(iii) If the Spot Rate of UKP remained unchanged in relation to Northland Dollar at 2.50 then,

Amt. received under forward cover   2.535
5,00,000

 UKP 197239

Amt received without forward cover 2.50
5,00,000Nd

 = UKP 200000

Loss by taking forward cover  – UKP2761
"Life is like a novel and every day is a new page.so if a page is sad next will b happy...

so don't worry turn the page and enjoy the life..



46Target 100% & Career in Finance Learn TO Earn Batch
INVEST ONLY ` 500 Per Month in Stock Market

Target 100% Marks & Career in Finance
With Crore Plus Salary Aaditya Jain

With Sunrise,You Rise

For RM Full Question Given In This Book Is Not Relevant.Refer only those question which are covered in class video given separately for RM Students

QUESTION NO.60C(8Marks) ABC Ltd. of UK has exported goods worth Can$ 5,00,000 receivable in 6 months.
The exporter wants to hedge the receipt in the forward market. The following information is available:
Spot Exchange Rate Can$2.5 / £ ; Interest Rate in UK 12%; Interest Rate In Canada 15%
The forward rates truly reflect the interest rates differential.Find out the gain/loss to UK exporter if Can $ spot
rates (i)declines 2%, (ii) gains 4% or (iii)remains unchanged over next 6 months.
Solution:
Forward Rate As Per IRPT=  2.50(1 + 0.075)/(1 + 0.060)= Can$ 2.535 / £
(i)If Can $ spot rate decline by 2% [ It means Pound rises by 2% approx]
Expected Future Rate = Can$ 2.50 x 1.02 = Can$ 2.55/£ £
£ receipt as per Forward Rate (Can $ 5,00,000/ Can$ 2.535) 1,97,239
£ receipt as per Expected Future Rate (Can $ 5,00,000/ Can$ 2.55) 1,96,078
Gain due to forward contract 1,161
(ii) If spot rate gains by 4% [ It means Pound falls by 4% approx]
Expected Future Rate = Can$ 2.50 x 0.96 = Can$ 2.40/£ £
£ receipt as per Forward Rate (Can $ 5,00,000/ Can$ 2.535) 1,97,239
£ receipt as per Expected Future Rate (Can $ 5,00,000/ Can$ 2.40) 2,08,333
Loss due to forward contract 11,094
(iii) If spot rate remains unchanged £
£ receipt as per Forward Rate (Can $ 5,00,000/ Can$ 2.535) 1,97,239
£ receipt as per Spot Rate (Can $ 5,00,000/ Can$ 2.50) 2,00,000
Loss due to forward contract 2,761__

ARBITRAGE QUESTIONS WHEN QUESTION ASKED TO BORROW IN A SPECIFIC CURRENCY

QUESTION NO.61(Study Material) Following are rates quoted at Bombay for pound:
` /BP 52.60/70 Interest Rates India London
3 m Forward 20/70 3 months 8% 5%
6 m Forward 50/75 6 months 10% 8%
Verify whether there is any scope for covered interest arbitrage if you borrow rupees.
[Note:BP stands for British Pound]
Solution:
Option 1 (3 months)
Amount borrowed ( Assumed ) =` 100000
Pound obtained by converting at spot rate=100000/52.70 = 1897.53
Invest pound at the interest rate of 5% p.a for 3 months

Amount of pound received at the end of the period:1897.53+1897.53 12
3

100
5  =1921.25

Convert pounds to ` at forward rate:1921.25   52.80= 101441

Amount of Re. Loan to repaid 100000 + (1,00,000  
12
3

100
8  )  = ` 102000

Arbitrage Loss= - 559
Option II (6 months)
Amount borrowed ( Assumed )= ` 100000

Fear is an illusion. Make your own reality and step up to any
challenge, no matter how great.
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Pound obtained by converting at spot rate 100000/52.70= 1897.53
Invest pound at the interest rate of 8% p.a  for 6 months

Amount of pound received at the end of the period = 12
6

×
100

8
×1897.53+1897.53 = 1973.43

Convert pounds to ` at forward rate= 1973.43   53.10 = 104789

Amount of Re. Loan to repaid = 100000 +(1,00,000 12
6

×
100
10

) = `105000

Arbitrage Loss = - 211
Decision : As the amount of Rupee received is less than the amount repaid there is no scope for covered interest
arbitrage

WHEN QUESTION ASK US TO CHOOSE BEST COUNTRY FOR INVESTMENT

QUESTION NO.62A(Exam Question)(8 Marks)Your bank’s London office has borrowed funds to the extent of USD
5,00,000 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:
London on New York [Dollar Per Pound]
Spot 1.5350 / 90 ; 1 month 15 / 18 ;2 month 30 / 35 ;3 month 80 / 85
London on Frankfurt [Euro Per Pound]
Spot 1.8260 / 90;  1 month 60 / 55 ;2 month 95 / 90 ;3 month      145 / 140;
At which centre, will the investment be made & what will be the net gain (to the nearest pound) to the bank on
the invested funds?

QUESTION NO.62B(Exam Question)(5 Marks) You, a foreign exchange dealer sold 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:
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
Tutorial Note: Rates can be arranged as
1 Pound = ` 74.3000 ` 74.3200 1 Dollar =  ` 49.2500 ` 49.2625
1 Pound =  DKK 11.4200 DKK 11.4350 1 Dollar =  DKK 07.5670 DKK 07.5840
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.
Note:Also remember weaker and stronger currency rule when we are arranging rates as given above in tutorial
note.DKK AND INR is weaker currency than Pound & Dollar.The Danish Krone is the currency of Denmark.
Cover at London:
Sold Danish Kroner 10,00,000 at the rate of Danish Kroner 1 = `6.5150 ` 65,15,000
Buy Danish Kroner 10,00,000 at the rate of Danish Kroner 1 = `6.5080 ` 65,07,881
Profit = ` 7,119_
Working Note:1 Pound = `74.3000 `74.3200
1 Pound = DKK 11.4200 DKK 11.4350 ;1 DKK = `............. `................

Don’t  get affected,get jealous, get paranoid Just go with the flow and stay happy.
Live while you are alive. Don’t die before you are dead.
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Ask Rate is required as customer buy DKK ,it means bank will sell DKK.

Using Cross Rate :
DKK

Pound
Pound

Rs.
DKK
Rs.

  =
11.42

132.47  =6.50788091068

Cover at New York:
Sold Danish Kroner 10,00,000 at the rate of Danish Kroner 1 = `6.5150 ` 65,15,000
Buy Danish Kroner 10,00,000 at the rate of Danish Kroner 1 = `6.51017576318 ` 65,10,176
Profit             ` 4,824___
Working Note: 1 Dollar =  `49.2500 `49.2625 ;1 Dollar =  DKK 07.5670 -DKK 07.5840
1 DKK =  `............. `................
Ask Rate is required as customer buy DKK ,it means bank will sell DKK.

Using Cross Rate :
DKK

Dollar
Dollar

Rs.
DKK
Rs.

  7.5670
1

×2625.49= =6.51017576318

Conclusion:The transaction would be covered through London which gets the maximum profit of ̀  7,119 or lower
cover cost at London Market by (`65,10,176 - `65,07,881) = `2,295

QUESTION NO.62C(8 Marks) KGF Bank’s Sydney branch has surplus funds of USD $ 7,00,000 for a period of 2
months. Cost of funds to the bank is 6% p.a. They propose to invest these funds in Sydney, New York or Tokyo 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 for a period of 2 Months.
Sydney:7.5% p.a.;New York:8%p.a.;Tokyo:4% p.a.
The market rates in Australia  for US Dollars and Yen are as under:
Sydney on New York: [ Hint:It means 1Aus$ = $.....]
Spot  0.7100/0.7300 ; 1 Months 10/20 ;2 Months 25/30
Sydney on Tokyo: [Hint:It means 1Aus$ = YEN.....]
Spot  79.0900/79.2000 ; 1  Months 40/30 ;2  Months 55/50
At which centre, will the investment be made & what will be the net gain to the bank on the invested funds?
Solution:
(i) If investment is made at Sydney:
Convert US$ 7,00,000 at Spot Rate (7,00,000/0.7300) = A$ 9,58,904
Add: A$ Interest for 2 months on A$ 9,58,904 @ 7.5% = A$ 11,986_

= A$ 9,70,890
Less: Amount Invested $ 7,00,000
Interest accrued thereon $7,000

= $ 7,07,000
Equivalent amount of A$ required to pay the above sum ($ 7,07,000/0.7125)  = A$ 9,92,281
Arbitrage Loss =  A$ 21,391
Or Equivalent Amount in US$(21391 x 0.7125) = $ 15,241
(ii) If investment is made at New York:
Gain $ 7,00,000 (8% - 6%) x 2/12 = $ 2,333.33
Or Equivalent amount in A$ 2 months ($ 2,333/ 0.7330) = A$ 3,183
(iii) If investment is made at Tokyo:
Convert US$ 700,000 at Spot Rate (Cross Rate) 79.0900/0.7300 = ¥ 108.34
Yen equivalent US$ 700,000 = ¥ 7,58,38,000
Add: Interest for 2 months @ 4% = ¥5,05,587

Sometimes to realize you were well, someone must come a long and hurt you.
As a well-spent day brings happy sleep, so a life well spent brings happy death.
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= ¥ 7,63,43,587
3 month Forward Rate of selling ¥ (1/79.1950) = A$ 0.0126
Sell ¥ in Forward Market ¥ 7,63,43,587 x A$ 0.0126 = A$ 9,61,929
Less: Amounted invested and interest thereon = A$ 9,92,281
Arbitrage Loss = A$ 30,352
Or Equivalent Loss in $(30352x0.7125) = $ 21,626
Decision:Out of three options the profit is in case of investment made in New York. Hence it should be opted.

EXTERNAL COMMERCIAL BORROWING (ECB)

QUESTION NO.63(8 Marks) K Ltd. currently operates from 4 different buildings and wants to consolidate its
operations into one building which is expected to cost ` 90 crores. The Board of K Ltd. had approved the above
plan and to fund the above cost, agreed to avail an External Commercial
Borrowing (ECB) of GBP 10 m from G Bank Ltd. on the following conditions:
 The Loan will be availed on 1st April, 2019 with interest payable on half yearly rest.
 Average Loan Maturity life will be 3.4 years with an overall tenure of 5 years.
Upfront Fee of 1.20%.
 Interest Cost is GBP 6 months LIBOR + Margin of 2.50%.
 The 6 month LIBOR is expected to be 1.05%.
K Ltd. also entered into a GBP-INR hedge at 1 GBP = INR 90 to cover the exposure on account of the above ECB
Loan and the cost of the hedge is coming to 4.00% p.a.
As a Finance Manager, given the above information and taking the 1 GBP = INR 90:
(i)Calculate the overall cost both in percentage and rupee terms on an annual basis.
(ii)What is the cost of hedging in rupee terms?
(iii)If K Ltd. wants to pursue an aggressive approach, what would be the net gain/loss for K Ltd. if the INR
depreciates/appreciates against GBP by 10% at the end of the 5 years assuming that the loan is repaid in GBP at
the end of 5 years.Ignore time value and taxes and calculate to two decimals.

EQUITY VS BOND INVESTMENT

QUESTION NO.64(8 Marks) The Treasury desk of a global bank incorporated in UK wants to invest GBP 200
million on 1st January, 2019 for a period of 6 months and has the following options:
(1)  The Equity Trading desk in Japan wants to invest the entire GBP 200 million in high dividend yielding
Japanese securities that would earn a dividend income of JPY1,182 million. The dividends are declared and paid
on 29th June. Post dividend, the securities are expected to quote at a 2% discount. The desk also plans to earn
JPY 10 million on a stock borrow lending activity because of this investment. The securities are to be sold on June
29 with a T+1 settlement and the amount remitted back to the Treasury in London.[Hint:This line is not relevant
for solution] (2) The Fixed Income desk of US proposed to invest the amount in 6 month G-Secs that provides a
return of 5% p.a. The exchange rates are as follows:
Currency Pair 1-Jan-2019 (Spot) 30-Jun-2019 (Forward)
GBP-JPY 148.0002 150.0000
GBP- USD 1.28000 1.30331
As a treasurer, advise the bank on the best investment option. What would be your decision from a risk perspective.
You may ignore taxation.

Unless you fall, you will never gain the strength to stand; keep moving
& if you ever fall, look up, my hand will always be there
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EXTENSION OF FORWARD CONTRACT WHEN CUSTOMER CONTACTED AFTER DUE DATE

QUESTION NO.65(8 Marks)On 10th July, an importer entered into a forward contract with bank for US $ 50,000
due on 10th September at an exchange rate of  ̀ 66.8400. The bank covered its position in the interbank market at
` 66.6800.How the bank would react if the customer requests on 20th September :(i)to cancel the contract?(ii)to
execute the contract?(iii)to extend the contract with due date to fall on 10th November?
The exchange rates for US$ in the interbank market were as below:

10th September  20th September
Spot US$1 = 66.1500/1700 65.9600/9900
Forward Rates
Spot/September 66.2800/3200 66.1200/1800
Spot/October 66.4100/4300 66.2500/3300
Spot/November 66.5600/6100 66.4000/4900
Exchange margin was 0.1% on buying and selling. Interest on outlay of funds was 12% p. a.
You are required to show the calculations to:(i)cancel the Contract,(ii)execute the Contract, and  (iii)extend
the Contract as above.Rates rounded to 4 decimal in multiples of 0.0025
Solution:
(I)CANCEL THE CONTRACT
The FEADI Rule of Automatic Cancellation shall be applied and customer shall pay the charges consisted of
following:(a) Exchange Difference (b) Swap Loss (c) Interest on Outlay Funds
(a)Exchange Difference
Amount payable on $ 50,000
Bank sells $50,000 @ ` 66.8400 ` 33,42,000
Bank buys $50,000 @ ` 65.8950 ` 32,94,750
Amount payable by customer ` 47,250__
Working Notes:
Cancellation Rate:The forward sale contract shall be cancelled at Spot TT Purchase for $ prevailing on the date
of cancellation as follows:
$/ ` Market Buying Rate ` 65.9600
Less: Exchange Margin @ 0.10% ` 0.0660

` 65.8940 Rounded off to ` 65.8950
(b) Swap Loss
On 10th September the bank does a swap sale of $ at market buying rate of ` 66.1500 and forward purchase for
September at market selling rate of ` 66.3200.
Bank buys at ` 66.3200
Bank sells at ` 66.1500
Amount payable by customer ` 0.1700
Swap Loss for $ 50,000 in ` = ` 8,500
(c) Interest on Outlay of Funds
On 10thSeptember, the bank receives delivery under cover contract at ` 66.6800 and sell spot at ` 66.1500.
Bank buys at 66.6800
Bank sells at 66.1500
Amount payable by customer 0.5300
Outlay for $ 50,000 in ` 26,500
Interest on ` 26,500 @ 12% for 10 days ` 87

The best cure for the body is a quiet mind,
and the best cure for mind is "never mind".
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Total Cost
Cancellation Charges ` 47,250.00
Swap Loss ` 8,500.00
Interest ` 87.00____
Charges for Cancellation of Contract ` 55,837.00
(II) CHARGES FOR EXECUTION OF CONTRACT
Charges for Cancellation of Contract ` 55,837.00
Spot Selling US$ 50,000 on 20th September at
` 65.9900 + 0.0660 (Exchange Margin)
= ` 66.0560 rounded to ` 66.0550 ` 33,02,750.00

` 33,58,587.00
(iii) CHARGES FOR EXTENSION OF CONTRACT
Charges for Cancellation of Contract 55837
New Forward Rate ` 66.5575
Working Note :New Contract Rate
The contract will be extended at current rate
$/ ` Market forward selling Rate for November ` 66.4900
Add: Exchange Margin @ 0.10% ` 0.0665_

` 66.5565
Rounded off to ` 66.5575

INTEREST RATE IN  CURRENT ACCOUNT

QUESTION NO.66(Exam Question)(6 Marks)The following two way quotes appear in the Foreign Exchange
Market: Spot 2-Months Forward
`/US$ `46.00/`46.25 `47.00/`47.50
Required:
(i)How many US dollars should a firm sell to get `25 lakhs after 2 months?
(ii)How many ` is the firm required to pay to obtain US$ 2, 00,000 in the Spot Market?
(iii)Assume the firm has US $ 69,000 in current Account earning no interest.ROI on Rupee Investment  is 10% p.a.
Should the firm encash the US $ now (lead) or two months later (lag) ?


