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UNIT-I

1.INTRODUCTIONTOINTERNATIONALFINANCE

Meaning:-

Internationalfinancialmanagementisawell-knownterm intoday’swordanditisalsoknownas
internationalfinance.Itmeansfinancialmanagementinaninternationalbusinessenvironment.

Internationalfinanceisthebranchofeconomicsthatstudiesthedynamicsofexchangerates,foreign
investments,andhowtheseaffectinternationaltrade.

FundamentalsofInternationalFinancedealwiththestudyofforeigninvestments,thechangesinthe
foreignexchangerates,andhow internationaltradeisinfluencedbythem.Internationalfinancealso
followstechniquesforallocationoffundsandresourceininternationaltrade.However,itfacescertain
hindrancesregardingmobilityofcapitalandforeigncurrencies,aswellastheforeignalsotriesto
solvetheproblem ofhumanresourceexploitationcarriedoutbyMNCinthepooranddeveloping
countries by applying its own principles,three conceptually distinctbutinterrelated parts are
identifiableininternationalfinance.

InternationalFinancialMarkets:ConcernedWithInternationalFinancial/InvestmentsInstruments,
ForeignExchangeMarkets,InternationalBanking,InternationalSecuritiesMarketsFinancialDerivatives
Etc.

FEATURESOFINTERNATIONALFINANCE:

1)ExpandedOpportunityToBusiness:-duetoglobalizationinbusinessthereisanexpanded
opportunitytothebusiness.Businesscanraisemorefundsthroughlesscostofcapital.

2)ForeignExchangeRisk:-ItIsFinancialRiskThatExistsWhenAFinancialTransactionIs
DenominatesInACurrencyOtherThanThatOfTheBaseCurrencyOfTheCompany.

3)ImperfectMarket:-Duetodifferenceinlawandcustomsamongthecountries,taxsystem,
culturaldifference,businesspractices,thereisdistinctionbetweeninternationalbusiness
practices,thereisdistinctionbetweeninternationalbusinesspractice,thereisdistinction
betweeninternationalbusinesspractices,thereisdistinctionbetweeninternationalfinanceand
domesticfinance.so,itissaidthatthereisalwaysanimperfectmarket.duetoimperfectionin
market.

4)PoliticalRisk:-InternationalFinancialSystem AffectedByGovernmentPoliciesAndPolitical
Issues.SoThereIsARiskOfPoliticalPolicies,InternationalFinanceCanBeAffected.Similarly
AFavorablePoliticalDecisionCanIncreaseInternationalFinancialStability.

SCOPEOFINTERNATIONALFINANCE

Currently,InternationalFinanceHasBecomeMoreComprehensivePrBroaderInScopeAndIsDealing
WithMattersRelatedToGlobalization,FairTradeMultinationalBanking,AndMultinationalCorporation.
InternationalFinanceConsistOfForeignExchangeMarket,CurrencyConvertibility,BOP,International
FinanceAndInternationalMonetarySystem.SoThereIsA BigScopeInternationalFinance.ItIs
DiscussesBelow:

1)InternationalMonetary System:-ForBetterEconomic Growth And To Do Trade And
InvestmentsEfficiently,ACountryNeedToHaveItsOwnMonetarySystem AndAnAuthority
WhoCanControlTheSystem.ForExample,RBIIdIndiaControlsOverTheMonetarySystem
OfIndiaThroughControllingOverInflation,SupplyOfMoneyAndMaintainingInterestRate.
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2)InternationalFinancialSystem:-TheGrowthInWordTrade,LiberalizationAndGlobalizationIn
BusinessBroughtTremendousChangeInInternationalFinancialSystem.ItOrganizationAnd
CustomsWhichEnableTheInternationalPaymentsAndReceipts BetweenThe Countries.
ComparingToPast,TheVolumeOfTransactionHasIncreasedInInternationalFinance.

3)ForeignExchangeMarket:-ThisIsAMarketWhereOneCountry’s CurrencyDenominatedIn
ThatCurrencyCanBePurchaseThroughSalesOfAnotherCountry’sCurrency.International
FinancialSystem ProvidesThisFacility.

4)Currency Convertibility:-TheCurrencyOfACountryIsFreelyConvertibleWhenTheResident
OrNorResidentOfTheCountryAreAllowedToConvertTheLocalCurrencyInForeign
Currency.ButTheGovernmentsOfTheCountryRestrictsTheResidentsAndNon-Residents
ToDoThis.VariousCountriesDoNotAllow ConvertingTheCurrencyFreely.ItMakesThe
InternationalBusinessDifficult.

5) BalanceofPayment:BalanceOfPayment(BOP)OfA CountryIsDefinedAs,“Systematic
Record OfAllEconomic Transaction With The Residents OfA Reporting CountryAnd
ResidentsOfForeignCountriesDuringAGivenPeriodOfTime”-KindleBerger.ThusBalanceOf
PaymentsIncludesAllVisibleAndNon-VisibleTransactionsOfA CountryDuringA Given
Period,UsuallyAYear.ItRepresentsASummationOfCountry’sCurrentDemandAndSupply
OfTheClaimsOnForeignCurrenciesAndOfForeignClaimsOnIts.

IMPORTANCEOFINTERNATIONALFINANCE

InternationalFinancePlaysA CriticalRoleInInternationalTradeAndInter-EconomyExchangeOf
GoodsAndServices.ItIsImportantForANumberOfReasons;TheMostNotableOnesAreListedHere:

1)Internationalfinancehelpskeepinternationalissuesinadisciplinedstate.

2)Internationalfinanceisanimportanttooltofindtheexchangerates,compareinflationrates,
getanideaaboutinvestingininternationaldebtsecurities,ascertaintheeconomicstatusof
othercountriesandjudgetheforeignmarkets.

3)Internationalfinance helps in calculating exchange rates which are very importantin
internationalfinance,astheyletusdeterminetherelativevaluesofcurrencies.

4)Various economic factors help in making internationalinvestments decisions.Economic
factorsofeconomicshelpindeterminingwhetherornotinvestorsmoneyissafewithforeign
debtsecurities.

5)UtilizingIFRSisanimportfactorforanystagesofinternationalfinance.financialfactorfor
many stagesofinternationalfinance.financialstatements made bythecountriesthathave
adoptedifrsaresimilar.ithelpsmanycountriestofollowsimilarreportingsystems.

6)IRFSsystem’which isapartofinternationalfinance’alsohelpsinsavingmoneybyfollowing
therulesofreportingonasingleaccountingstandard.
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7)International FinanceHasGrownInNatureDueToGlobalization.ItHelpsUnderstandThe
BasicOfAllInternationalOrganizationAndKeepsTheBalanceIntactAmongThem.

8)AnInternationalFinanceSystem MaintainsPeaceAmongTheNations.WithoutASolidFinance
Measures,All NationsWouldWorkForTheirSelf-Interest.InternationalFinanceHelpsIn
KeepingThatIssueAtBay.

PRINCIPLESOFINTERNATIONALFINANCE:

1)AdvantagesToBecomeInternational:-TheInternationalizationAdvantagesAttractCompanies
ToInvestDirectlyInForeignCountries.

2)ComparativeMerits:-EveryCountryIsSpecializedInSomeProductOfHasSomeProductOf
HasSomeSpecialFeature.ThroughInternationalTradeExchangeOfVerityOfGoods,Culture
AndServicesTakesPlaceThroughTrade.ItIncreasesTheStandardOfLiving.

3)EconomicOfScale:SynergisticEffectDirectToEconomiesofScale.WhenTheWholeIsMore
ProfitableThanThePartOfItThanSynergisticEffectExists.

4)EffectOfPortfolio:AsPerThePrinciplesOfPortfolioItIsSaidThatTheRiskIsDivertedBy
IncreasingThePortfolio.InSameWayTheCompanyCanDiversifyItsRiskByWorkingOn
GlobalLevelRatherThanRestrictingInDomesticLevel.

5)PerfectCompletion:-InternationalTradeAllowsEveryCountrytoEntryInTheMarketAndExist
From TheMarketFreely.UnderThisConditionGoodsAndServicesAreFreelyTransferable.So,
theBalanceofCostnoReturnExists.

6)RiskAndProfitabilityTradeOff:-ItIsWellKnownThatThereIsACloseRelationBetweenRisk
AndProfitability.ButTheTrade-OffBetweenRiskAndProfitability DecidesTheMaximization
BalanceBetweenRiskAndProfitability.

7)ValuationOfAssets:-ThisPrincipleSaysThatTheValueOfAnAssetIsTheExpectedEarning
OfTheAsset.ForMNC’sBetterMarketability,EarningMoreProfit,CapitalizationAtLowerRate
ComparingToDomesticCompaniesLeadsToHigherPriceEarningsRatioAndLowerRequired
RateOfReturn.So,TheValueOfMNCIsMoreThanTheDomesticCompanies.

ADVANTAGESOFINTERNATIONALFINANCE:

1)Promotion:- InternationalFinance HelpsTo Promote DomesticInvestmentsAnd Growth
ThroughCapitalMarket.

2)BetterBankingSystem:-InternationalFinanceHelpsToHealthyCompetitionDueToWhichIt
ProvidesBetterBankingSystem.

3)MoreEquality:-ItHelpsToIntegrateTheEconomyOfTwoCountriesAndAsyFlowOfCapital.
DueToFreeFlowOfCapitalResultsIntoMoreEqualityBetweenTheCountries.

4)EffectiveCapitalAllocation:-ItHelpsToAllocateTheCountry’sCapitalEffectivelyByProviding
InformationRelatedToDifferentAreas.

5)CapitalInneed:-ItHelpsToAccessTheCapitalMarketAroundTheWordWhichEnablesThe
CountryToLendMoneyInGoodTimesAndBorrowCapitalIjnNeed.

6)CorrectiveMeasures:- DueToWorldwideCashFlowsInternationalFinanceHelpsToTake
CorrectiveMeasurestoBadGovernmentPolicies.
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2.BALANCEOFPAYMENT

INTRODUCTION:-

Meaning:TheBalanceofPaymentofacountryis“asystematicrecordofalleconomictransactions
betweentheresidentsofthereportingcountryandtheresidentsofforeigncountriesduringagiven
periodoftime”.

Likealldoubleentrybookkeepingaccountsitalwaysbalancesi.e.sum ofcreditentries&sum ofdebit
entries.

Inotherwordsthebalanceofpaymentstatementisadeviceforrecordingalleconomictransactions
withinagivenperiodoftimebetweentheresidentsofacountryandtheresidentsofothercountries.
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COMPONENTSOFTHEBOPACCOUNT:

TheanalysisofBalanceofPaymentcanbedoneintermsofitsmajorsub-divisions:

(a)CurrentA/c

(b)CapitalA/c

(a)CurrentA/c:Itcanbebrokendownintotwopartsviz.,Balanceoftrade&BalanceofServices.

Balanceoftradedealsonlywithexport&import,merchandise(orinvisibleitems);Itisnotnecessary

thatbalanceoftradealwaysbalances;moreoften,itwilleithershowasurplusoradeficit.Asurplus

ontradebalancemaybematchedwithasurplusoradeficitonservicebalance.Ifthesurpluson

servicebalanceequalsthedeficitontradebalance,thecurrentA/cshowanetbalance.

(b)CapitalA/c:Similarly,thecapitala/crepresentstransferofmoneyandothercapitalitems&

changesinthecountry’sforeignassets&liabilitiesresultingfrom thetransactionsrecordedinthe

currenta/c.Itincludesloans,investments,issueofbonds,etc.

*ReserveA/c:Thedeficitonthecurrenta/corcapitaltransactionscanbefinancedbyexternal

assistance,drawingsfrom IMF&allocationsoftheSDR’s.

BalanceofPaymentisaDoubleentryA/c.henceitalwaysbalances.Theremaybedeficitorsurplusin

currentaccountandcapitala/coranysubaccount.Butfinaladjustmentismadebyincreasingor

decreasingforexreserves.

HenceBOPasawholealwaysbalances.

{X–M >0=CurrentA/cSurpluse.g.China}

{X–M <0=CurrentA/cDeficite.g.India}

{X–M =0=CurrentA/cBalance}

***FACTS***

 USAhasmaximum deficitagainstChina.

 25%ofGlobalGDPcomesfrom USA

 NoIndiancompanymanufacturesaircraft.Weonlyimport

BOING=AmericanCompany

AIRBUS=EuropeanCompany

BALANCEOFTRADE:-

Balanceoftrade(BOT)isdescribedasthedifferencebetweenthevalueofmerchandise(goods)
exportsandthevalueofmerchandiseimports.Itcanalsobedescribed asthe‘goodsbalance’orthe
“balanceofmerchandisetrade”.Thisbalanceisreflectsthecountry’scapacitytoprovidematerial
requirementsofthepopulation.Anactive(positive)or‘passive’(negative)BOTrepresentsthenet
tradeintangibles.

FACTORSAFFECTINGBALANCEOFTRADE:

1)Thecostofproduction)land.Labour,capital,taxes,incentives,etc.)intheexportingeconomy
vis-à-visthoseintheimportingeconomy;
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2)Thecostandavailabilityofrawmaterials,intermediategoodsandotherinputs;

3)Exchangeratemovements;

4)Multilateral,bilateralandunilateraltaxesorrestrictionsontrade;

5)Non-tariffbarrierssuchasenvironmental,healthorsafetystandards;

6)Theavailabilityofadequateforeignexchangewithwhichtopayforimports;and

7)Pricesofgoodsmanufacturedathome(influencedbytheresponsivenessofsupply)

BALANCEOFVISIBLETRADE:-

Balanceofvisibletradeisalsoknownasbalanceofmerchandisetrade,anditcoversalltransactions
relatedtomovablegoodswheretheownership ofgoodschangesfrom residentstonon-residents
(exports)andfrom non-residentstoresidents(imports).ThevaluationshouldbeonFOBbasissothat
internationalfreightandinsurancearetreatedasdistinctservicesandnotmergedwiththevalueof
goodsthemselves.

ExportvaluedonFOBbasisarethecreditentries.Datafortheseitemsareobtainedfrom thevarious
formsthattheexporters havefillandsubmitted tothedesignatedauthorities.ImportsvalueatCIF
arethedebitentries.ValuationCIFthoughinappriatebetweenthetotalofdebitsandcreditsappearsin
the“NET”coloum.Thisisthe‘balanceofvisibletrade.’Invisibletradeifthereceiptsfrom exportsof
goods,wedescribedthesituationasoneofzero’goodsbalance.’Balance.

Depending on whetherwe have receiptsexceeding payments(positive)orpaymentsexceeding
receipts(negative).

BALANCEOFINVISIBLETRADE:-

Justasacountryexportsgoodsandimportsgoodsacountryalsoexportsandimportswhatarecalled
asservices(invisibles).Theservicesaccountrecordsalltheservicesexportedandimportedbya
countryinayear.Unlikegoodswhicharetangibleorvisibleservicesareintangible.

AccordinglyservicestransactionsareregardedasinvisibleitemsintheBOP.Theyareinvisibleinthe
sensethatservicesreceiptsandpaymentsarenotrecordedattheportofentryorexistasinthecase
withthemerchandiseimportsandexportsreceipts.

UNILATERALTRANSFERS:

Itisaneconomictransactionsbetweenresidentsoftwonationsoverastipulatedperiodoftime,
usuallyacalanderyear.Typically,thesetransactionconsistofgiftexchanges,pensionpaymentsand
thelike,buttheycanencompassothergoodsandservicesaswell.

ERRORSANDOMISSIONS:

Errorsandomissionsisa“statisticalresidue.”Itisusedtobalancethestatementsbeacausesin
practiceitisnotpossibletohavecompleteandaccuratedataforreporteditemsandbeacausethese
cannot,thereforeordinarilyhaveequalentriesfordebitsandcredits.

OVERALLBALANCE:-

TheoverallBOPisdeterminedbycomputingthecumulativebalanceofpaymentsincludingthecurrent
account,capitalaccount,andthestatisticaldiscrepancies.TheoverallBOPissignificantbecauseit
indicatesdiscrepancies.TheoverallBOPissignificantbecauseitindicatesacountry’sinternational
paymentgapthatmustbefinancedbythegovernments’sofficialreservetransactions.
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ACCOMMODATING (BELOW THELINEINBOP)ANDAUTONOMUS(ABOVETHELINEINBOP)
FLOW CONCEPT:

Anautonomustransactionisatransactionundertackeninthenormalcourseofbusinessinresponse
tothegivenenvironmentofpricelevels,exchangerates,interestratesetc.itdoesnottakeinto
accounttheequilibrium aspectoftheBOP.

THEBOPALWAYSBALANCES:

WhethertheBOPisinsurplusordeficitdependsonthebalanceoftheautonomousitems.TheBOPis
saidtobeinsurplusifautonomousreceiptsaregreaterthantheautonomouspaymentsandindeficit
ifviceversa.Autonomoustransactionareviewedas‘abovetheline’.Effectivelyalltheelementsof
currencyflowscapturedinthebalance ofpaymentsgetrecordedineitherthe currentorcapital
accountwhichtogetherconstitutethe‘autonomoustransactions’.

3.EVOLUTIONOFINTERNATIONALMONETARYSYSTEM

Theinternationalmonetarysystem istheframeworkwithinwhichcountriesborrow,lend,buy,selland
makepaymentsacresspoliticalfrontiers.Theframeworkdetermineshow balanceofpayments
disequilibrium isresolved.Numerousframeworksarepossibleandmosthavebeentriedinoneforms
oranother.Theinternationalmonetarysystem canbebroadlyclassifiedasbelow:
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PREBWSPERIOD:GOLDSTANDARDSYSTEM:

GoldStandardSystem (1870-1914):

The gold standard wasthe firstuniversallyimplemented system forvaluing currencies.Itwas
promotedbybanksofEngland.Itwasanexchangerateinwhichgoldcoinswerefreelymintedbythe
centralbankofacountry.ThegoldstandardwasadoptedbyUKin1821,germanyin1875,francein
1878,usin1879,andRussiain1897.Thegoldstandardsystem has3variants:1)thegoldspecie2)
thegoldexchangeand3)thegoldbullion.

Thegoldstandardisasystem inwhichinternationalcurrenciesaretiedtoaspecificamountofgold.
Almostfrom thedawnofthehistorygoldwasconsideredasthemedium ofexchangebecausegold
wasdurable,storable,portableandeasilydivisible.thegoldstandard,goldjwellerycouldbeconverted
intogoldcoinsandusedaslegaltender.

Underrelativegoldstandard,goldwasconsideredasthecurrencystandardandeachcurrencywas
convertibleintogoldasaspecifiedrate.Thusexchangeratebetwenntwocurrencywasdeterminedby
theirrelativeconvertiblerates.

Theofficialcentralexchangeratebetweentwocurrenciesremainedconstantsincetheofficialprices
ofgoldwasconstant

GOLDEXCHANGESTANDATD(1925-1933)

Anotherversionofgoldstandardsystem wasthegoldexchangestandard,whereonecountry’s
currencywasexpressed intermsofanothercountry’scurrency,whichwasongoldbullionstandard.
Theadvantagewasthatonlythecountryongoldbullionstandardhadtomaintaingoldreserveandthe
othercountryneededtosimplyholdreservesofthecurrencytowhichitscurrencywaslinked.

Underthissystem,thecurrencyinusewasmadeofgoldorwasconvertibleintogoldatafixedrate.
Thevalueofthecurrencyunitwasdefinedintermsofcertainweightofgold,thatis,somanygrainsof
goldtotherupee,thedollar,thepound,etc.thecentralbankofthecountrywasalwaysreadytobuy
andsellgoldatthespecifiedprice.Therateatwhichthestandardsmoneyofthecountrywas
convertibleintogoldwascalledthemintpriceofgold.

FEATURESOFGOLDSTANDARDSSYSTEM:

1)Eachcountrywasrequiredtoestablishacentralbankwithanexclusiveauthoritytoprintand
issuetheirrespectivecurrencynotes.

2)Thecountriesgoldreserveswererequiredtobeincustodyofcentralbank.

3)Eachcentralbankwasrequiredto announceanofficialpriceofgoldandto providean
irrevocableguaranteetobuyandsellunlimitedquantityofgoldatofficialprice.

4)Eachcurrencynotewasrequiredtocontainanirrevocablepromisetoredeem thenoteon
demandagainstspecifiedquantityofgold.

5)Thetotalvalueofcurrencynotesincirculationwasrequiredtobelimitedtothevalueofgold
withthecentralbank.Thereforethere wasa1:1relationbetweengoldwithcentralbankand
moneysupplyincirculation.

ADVANTAGESOFGOLDSTANDARDS:-

1)Itisveryeasysystem toimplementandoperate.

2)Itprovidedfullysecuredpaymentandsettlementsystem throughtransferofgoldfrom deficit
tosurpluscountry.

3)Itprovidedforaveryhighlevelofstabilityinexchangerateswhichpromotedinternationaltrade
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andinvestment.

4)Itprovidedaninbuildmechanism forachievingequilibrium inaninternationaltradecalled
“pricespeciesadjustmentsmechanism”(PASM)

DISADVANTAGEOFGOLDSTANDARD:

1)Itdidnotprovideforrevisionofgoldpriceinkeepingwiththeincreasingmanufacturingcostof
gold.

2)Itwasaveryinflexiblesystem duetowhichitwasdifficulttoadjustmoneysupplyduring
economystressinsituationsuchasnaturaldisaster,war,economydepressionetc.

3)PSAM wasineffectiveinsituationwhereacountryhadrecurringtradedeficit.

4)Itcontributed to recessions due to which deficitcountries suffered from lowerlower
investmentsandemploymentopportunities.

BRETTONWOODSSYSTEM:

Becauseofthebreakdownofgoldstandardsystem,theworldmonetarysystem wasinaverychaotic
position.HencethepolicymakerofUS,UKandotheralliesinitiatedwiththeprocessofrevivingand
restructuringtheworldmonetarysystem asitwasurgentlyrequiredtorevamptheeconomiesafterthe
destructioncausedbyworldwarII.Henceinjuly1944,representativesof44majoreconomiesmetat
brettenwoods,atowninHampshireinUStofinalizeanew system forcurrencyvalueandnew
internationalfinancialarchitecture to be implemented during this conference,two multilateral
institutionwereestablished:

FEATURESOFBWS:

1)UsdAsUniversalReserveAsset:-TheUSDWasGivenTheStatusOfUniversalReserveAssetIn
AdditionToGold.ThisMeansCountriesCouldIssueCurrencyNotesAgainstAReserveBasket
ContainingBothGoldAndUsd.

2)FixingValueOfGoldInUsd:-TheValueOfUSDWasFixedAt1OunceGoldIsEqualToUSD35
(1OzGold=Usd35)

3)UnconditionalGuaranteeByUsFederalReserveBank:UsFederalReserveBankProvidedAn
UnconditionalGuaranteeToBuyAndSellUnlimitedQuantityOfGoldAtTheFixedPrices.This
WasKnownAsGoldConvertibilityClause.

4)PeggingAndParityConcept:NoOtherCountryWasRequiredToValueItsCurrencyInTermsOf
Gold.TheValueOfEachCurrencyWasFoxedAgainstUSD.

5)ParValueMechanism:EffectivelyAThreeWayRelationshipWasCreatedBetweenGold,Usd
AndIndividualCurrency.ThisWasCalledParValueMechanism.

6)ParityRateSupportPoints:CurrencyRatesWereAllowedToMoveInANarrowRangeInBoth
TheSidesOfParityRatesUpTo+/-1%.TheExtremePointsOfVariationZoneWereCalled
SupportPointsOrInterventionPoints.

7)CentralBankParticipation:Exchange RatesWere Expected To Be Controlled Within The
Variation Zone Through Intervention.This ConceptMeans The CentralBank Proactively
ParticipatesInDomesticForeignExchangeMarketByBuyingAndSelling ForeignCurrencySo
AsToInfluenceTheExchangeRate.

8)IMF Assistance:IMF Provided The Undertaking To FinanciallyAssistAllMembers Fpor
Intervention.
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9)Currency Devalution Limit:In Case OfStructuralImbalance In Countries BOP The IMF
UndertookToHelpMembersToDevalueTheirCurrencyApproximately.

10)InternationalVechicleCurrency:- InternationalPaymentsCould BeMadeEitherInGoldOrIn
USDollars.OfficiallyDollarBecameAnInternationalReserveCurrencyAndVehicle

ADVANTAGESOFBWS:

1)TheadvantageofBrettonwoodssystem wasthatthenumbercountrieshadtomaintainonly
thereserveofdollarswhichhelpedthem inovercomingtheproblem ofmaintaingoldreserve.

2)Thecountriescouldalsoearninterestontheirdollarreserveunlikeinthegoldreservesystem.

3)TheBrettonwoodssystem soughttosecuretheadvantageofthegoldstandardwithoutits
advantage.

4)The gold standard imposed monetarydiscipline on the countries involved.Anycountry
experiencinginflationwouldhavelostgoldandthereforewouldhavehadadecreeinthe
amountofmoneyavailabletospend.

5)Thegold standard maintained fixed exchangerates.Fixed exchangerateswereseenas
desirablebecausetheyreducedtheriskoftradingwithothercountries.

6)Theunitedstateshademergedfrom worldIIasthestrongesteconomyintheworld.Unlike
Europeandjapan,theunitedstateshadexperiencedverylittledestructiononitsownland.

7)ThebenefitsoftheBrettonwoodssystem wereasignificantexpansionofinternationaltrade
andinvestmentaswellasanotablemacroeconomicperformance.

DISADVANTAGEOFBWS:

1)Weaknessesofthesystem werecapitalmovementrestrictionsthroughouttheBrettonwoods
years,governmentneededtolimitcapitalflowsinordertohaveacertainextentofcontrol

2)AnothernegativeaspectwasthepressureBrettonwoodsputontheunitedstates,whichwas
notwillingtosupplytheamountofgoldtherestoftheworlddemanded,becauisethegold
reservedeclinedanderodedtheconfidanceinthedollar.

3)Therewasnotenoughgoldavailabletoallowpeopletobuyallthenewgoodsandservicethat
couldbeproduced.andthegoldthatwasavailablewasmainlylocatedinthesovietunion.

4)ThesuccessofBrettonwoodssystem wasessentiallybasedontheunconditionalsupplyof
dollarsbyUS.HoweverUScouldnotdoitforalongtimeasitwasstillunderthesytem ofgold
standard.

REASONFORFAILUREOFBWS:

1)TheBWSwasmerelyavariantofgoldexchangesystem andassuchitwasalsoconstrainedby
availabilityofgold.

2)Asinthecaseofgoldstandard,thissystem alsodishnotprovidedforanyrevisionintheprice
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ofgold.Duetoinflation,itbecameuneconomicaltoproducegold.

3)Thesystem didnotprovideforanyrevaluationofpartiesdurtowhichsurpluscountriessuchas
westGermanyandJapancontinuedtoenjoyexportcompetitivenessagainsttheUSeconomy.

4)Thesystem didnotprovideforarevisioninthepriceofgoldintermsofUSD.Duetothis,itwas
notpossibletodevaluetheUSdollarcontinuedtradedeficit.

5)Everymembercountryhadtherighttoaccumulatedollarreserveandforthatobviouslythey
hadtoconsistentlyhaveapositivebalanceoftradewithUS.

6)ThesuccessofBretonwoodssystem wasessentiallybasedontheunconditionalsupplyof
dollarsbyUS.HoweeverUScouldnotdoitforalongtimeasitwasstillunderthesystem of
goldstandards.

7)ThecontinuedtradedeficitoftheUScreatedanover-supplyofUSD intheinternational
financialmarketswhichreducedtheacceptabilityoftheUSD.

FIXEDEXCHANGERATES:

Thefixedexchangerateisthesystem inwhichthemonetaryauthorityfixesthevalueofthedomestic
currencytoaforeign currencyortoabasketofcurrencies.Itisalsocalledashardpegorrigidpeg
andwhenonecurrencyispeggedtoaforeigncurrencyanditsvalueissetatregularintervals
accordingtosomepresetcriteriaoftheaverageexchangerateoverthepreviousfew monthsinthe
foreignexchangemarketwhichmakesthesystem moreresponsiveto themarketvalueofthe
domesticcurrencythissystem ofdeterminingtheva;ueofcurrencyiscalledascrawlingpegsystem.

ADVANTAGEOFFIXEDEXCHANGERATESYSTEM:

1)Contributetothestrengthofthedomesticcurrency:sincethereisnopanicofcurrencies
fluctuations,fixedexchangeratecreatesassuranceinthestrengthofthedomesticcurrency

2)Contributingto internationaleconomicintegration:fixedexchangerateisapartofmore
universalargumentfornationaleconomic policiescontributingtointernationaleconomic
integration.

3)Controlofinflation:ascomparedtofloatingsystem,thereiscontroloninflationascentralbank
controlsthemoneysupplyandthereforekeepstheinflationundercontrol.

4)Elimination ofdepreciation ofcurrencies:underthe fixed exchange system there is no
unhealthypracticeofdepreciationofcurrenciestocaptureinternationaltradelikethefloating
system.

5)Encouragelong-term capitalflows:since uncertaintyandriskofexchangerateofexchange
ratesvolatilityisrareincaseoffixedexchangeratesvolatilityisrareincaseoffixedexchange
rate,henceitencourage-longterm capitalflows.

6)Encourages internationaltrade:commitmentto a single fixed exchange rate encourage
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internationaltradebymakingpricesofgoodsconcernedintrademorepredictable.

7)Monitorresponsible financialpolicies:fixed exchange rate serve asa commentatorand
imposesadisciplineonmonetaryauthoritiestomonitorresponsiblefinancialpolicieswithin
countries.

8)Nofearofunfavourableeffectofspeculation:sincethereisno-fearofcurrenciesfluctuations,
fixedexchangeratecreatesconfidanceinthestrength ofthedomesticcurrencyandthereis
nofearofadverseeffectofspeculationontheexchangerate.

9)Relativelysimplersystem:itisarelativelysimplersystem andcanberelieduponasthereare
nofrequentfluctuationsintheexchangerate.

10)Comparativelymorestable:theexchangeratesremaincomparativelymorestablethanthe
flexibleexchangerate

DISADVANTAGEOFFIXEDEXCHANGERATESYSTEM:

1)Affectsdomesticeconomicstability:fixedexchangeratepossiblywillachieveexchangerate
stabilitybutatthecostofdomesticeconomicstability.

2)Restrictiononmonetarypolicyformulation:monetaryauthoritieslosethefreedom ofmonetary
policyformulationtopreserveexchangeratestability.

3)Managingforeignexchangereserve:thecentralbankmayhavetomaintainadequatereserveof
theforeigncurrencyeverytimeleadingtoidleresources.

4)Misallocation ofresources:fixed exchange rate system need difficultexchange control
mechanism whichmayleadtomisallocationofresources.

5)Internationaltradenotpromoted byfixed rates:theargumentthatfixed exchangerates
promoteinternationaltradeisnotsupportedbyhistoricalfactsofinter-warorpost-warperiod.

6)Internationalinvestmentnotpromotedbyfixedrates:theargumentthatlong-term international
investmentsareencouragedunderfixedexchangeratesystem isnotvalid.

7)Fixedratesnotnecessaryforcurrencyarea:thisstableexchangeratesarenotnecessaryfor
anysystem ofcurrencyareas.thesterlingblockfunctionedsmoothlyduringthethirtiesinspite
ofthefluctuatingratesofthemembercountries.

8)Speculationnotpreventedbyfixedrates:themainweaknessofthestableexchangerate
system isthatinspiteofthestrictexchangecontrol,currencyspeculationisencouraged.

9)Regularinterventionofthecentralbank:thissystem requiresregularinterventionofcentral

banktostabilizetherate;however,underlyingproblemsoftheweakeconomycouldnotbe
solvedthroughthismethod.

FLUCTUATINGEXCHANGERATES:

Fixedexchangerateregimeisrarelypracticedbyanycountryatpresent.Almostallcountries,at
present,haveadoptedsomeformsofflexibleexchangeratepolicy.Inspiteofmakingseveral
attempts,whenthevariouswaysofstabilizingtheexchangerateswentfutile,IMFproposedthe
flexibleexchangeratesystem in1978.

ThesecondamendmentinIMFarticlesanditprovidedthemonetaryauthoritiestointroduceanew
exchangeratesystem whichshouldbeindepentedi.ewhichisnotbasedongoldvaluation.
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Whentheexchangerateofacountryisdeterminedbythemarketforcesi.ethedemandandsupply
ofthecurrency,itiscalledasfloatingorflexibleexchangerate.Itiscalledasfreefloatorclenfloat.

ADVANTAGEOFFLOATINGEXCHANGERATE:

1)Autonomyofmonetaryauthorities:autonomyofmonetaryauthoritiespreserveunderfloating
exchangeratesystem asthereisnotargetexchangeratetomaintain.

2)Boostinternationalliquidity:thesystem offlexibleexchangerateseradicatedtheneedfor
officialforeignexchangereserve,iftheindividualgovernmentsdonotemptystabilizationfunds
toinfluencetherate.

3)Equilibrium providerto balanceofpayment:fluctuationintheexchangeratecanprovide
automaticadjustmentsforcountrieswithalargebalanceofpaymentsdeficit.Balanceof
paymentson currentaccountdisequilibrium can automaticallyberestored to equilibrium
floatingexchangerateregimeandthescarcityorsurplusofanycurrencyeliminatedunder
floatingexchangerateregime.

4)Flexiblemonetarypolicy:floatingexchangeratesgivesthegovernment/monetaryauthorities’
flexibilityindetermininginterestRtes.Thisisbecauseinterestratesdonothavetobesetto
keepthevalueoftheexchangeratewithinpredeterminedbands.

5)Improvementincurrentaccountpositions:thissystem providesforanautomaticmechanism
todealwithcountry’scurrentaccountdeficitswillleadtofallinthevalueofcurrencywhichwill
makeimportscostlierandexportscheaper.

6)Marketforcesofdemandandsupply:undertheflexibleexchangeratesystem theforeign
exchangeratesaredeterminedbythemarketforcesofdemandandsupply.

7)Optimum utilizingofmonetaryresources;flexibleexchangerateenablesquickeradjustments
intheratesdependinguponthechangesintheeconomicfactorsincountry.

8)Protects domestic economy:a fluctuating exchange rate sytem protects the domestic
economyfrom theshocksproducedbytheturmoilgeneratedinothercountries.

9)Reflectsthetrueposition ofacountry:itreflectsthetrueposition ofacountryasthe
fluctuationintheexchangerateiscausedbythechangesinthemacro-economicfactoesand
isdeterminedbythemarketforcesofdemandandsupplyofthecurrency.

10)supportplanned economic development:the flexible exchange rate system promotes
economicdevelopmentandhelpstoachievefullemploymentinthecountry.

DISADVANTAGEOFFLOATINGEXCHANGERATE:

1)Increasesexchangeratevolatility:marketforcesmayfailtoresovetheappropriateexchange
rateandhencefloatingexchangerateregimemaynotprovidethedesiredresultandmayalso
guidetomisallocationofresources.

2)Increasestheexchangeraterisk:unlesssoundhedgingmechanism isthere,theimportersand
exportersmayfaceuncertainexchangeraterisk.

3)Inflationarypressures:flexibleexchangeratesystem involvesgreaterchanceofinflationary
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effectofexchangedepreciationondomesticpricelevelofacountry.Inflationaryrise.

4)Makestheeconomymorevulnerable:itisunfeasibletohaveanexchangeratesystem without
officialintervention.Governmentmaynotintervene,howeverdomesticmonetarypolicyand
fiscalpolicywoulddefinitelyinfluencetheexchangerate.

5)Monetarydisorderintheeconomy:thissystem thoughhasauto-mechanism tocorrectcureent
accountdeficits,butforthecountrieswheredemandforcertainproductsisinelastic,huge
importsmayleadtoheavydeficitswhichmayinduceinflationandmonetarydisorderinthe
economy.

6)Reducethevolumeofinternationaltrade:volatileexchangerateintroducessixeableuncertainty
inexportandimportpricesandaresulttoeconomicdevelopment.

7)Seriousimpactontheeconomicstructure:thesystem offlexibleexchangerateshasserious
impactontheeconomicstructureofthecompany.Fluctuatingexchangeratescausechanges
inthepriceofimportedandexportedgoodswhich,inturn,destabilizetheeconomyofthe
country.

8)Speculative capitalmovements:speculative capitalmovements caused by fluctuating
exchangeratescausechangesinthepriceofimportedandexportedgoodswhich,inturn,
destabilizetheeconomyofthecountry.

9)Worsenthebalanceofpaymentsdeficit;theelasticityintheinternationalmarketsistoolowfor
exchangerate,variationstooperateeffectivelyinbringingaboutautomaticequilibrium.

DISTINCTIONBETWEENFIXEDORFLUCTUATINGEXCHANGERATES.

Fixedexchangerate Floatingexchangerate

Valueofcurrencywasdecidebycentralbank
ofthecountry

Valueofcurrencydecidedbymarketdemand
supply

Exchangerateswerefixed Exchangerateswereflexible

Changes in exchange rate took place by
official action called devaluation or
revaluation

Changeinexchangerateisbymarketaction
representedbydepreciation

Duetostability,useofderivativesandrisk
managementsystem didnotexist

Duetovariabilityinexchangerate,theuseof
derivationandriskmanagementtechniques
iscritical

Stabilityofexchange rate promoted trade
andinvestment

Thewreisnosuchconceptinthissystem

Byimplicationcentralbankwererequiredto
parityratesthroughintervention

There is no mandatory requirementfor
centralbanktoParticipateinmarket.

Valueofgoldwasfixedi.eitwasconsidered
afinancialcommodity

Valueofgoldisvariable,now consideredas
investmentscommodity.

Rateswerecalculateasratioofgoldcontent
in2currencies

Exchange rates are calculated through a
processofcrossingusingvehiclecurrency
mechanism.

Asbasketsecuringthecurrencycomprises
ofgoldandUSD

CurrentassetbasketsecuringissueofINR
containsgold,foreign currencyasset.SDR
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andgovernmentsecurities.

CURRENCYAREAS:

InthewakeofthecollapseoftheBrettonwoodsexchangeratesystem,theIMFappointed the
committeeoftwentythatsuggestedforvariousoptionforexchangeratearrangement.

Nowadaysawidevarietyofarrangementsexistandcountriesadoptthemonetarysystem according
totheirownwhimsandfancies.That’swhysomeanalystsarecallingisamonetary“non-system”de
jure arrangementsstandsforexchange arrangementa memberofIMF notifiesto the fund in
accordancewitharticleIV,section2(b)ofthefunds’sarticlesofagreement-anddefacto(observed)
arrangements.

TheIMFsystem classifiesexchangeratearrangementsprimarilyonhebasisofthedegreetowhich
theexchangerateisdeterminedbythemarketratherthanbyofficialaction,withmarket-determined
ratesbeingonthewholemoreflexible.

EUROPEANMONETARYSYSTEM:

EMSstartedin1979:thedecisionwastakenin1978bytheGermanchancellorandFrenchpresident.
Europeanmonetarysystem (EMS)wasam arrangementestablishedin“1979undertheJenkins
EuropeancommissionwheremostnationsoftheEuropeanEconomicCommunity(EEC)linkedtheir
currenciestopreventlargefluctuationsrelativetooneanother.

AllEuropeancommunitycountrisaredefactomembersofEMShowever;thereisanoptionalelement
ofEMS:

Thebasicelementsofthearrangementwere:

1)ECu:withthisarrangement.Membercurrenciesagreedtokeeptheirforeignexchangerateswithin
agreedbandswithanarrowbandof+/-2.25%andawidebandof+/-6%.

2)anexchangeratemechanism (ERM)

3)anextensionofEuropeancreditfacilitiesand

4) theEuropeanmonetarycooperationfund:createdinOctober1972andallocatesEUtomembers
centralbanksinexchangeforgoldandUSdollardeposits.

CURRENTEXCHANGERATEARRANGEMENTS:

InthewakeofthecollapseoftheBrettonwoodsexchangeratesystem,theIMFappointedthe
committeeoftwentythatsuggestedforvariousoptionsforexchangeratearrangements.Those
suggetionswereapprovedatjamaciaduringFebruary1976answereformallyincorporatedintothe
textofthesecondamendmenttothearticlesofagreementthatcameintoforcefrom april1978.

1)Floating-independenceandmanaged.

2)Peggingofcurrency.

3)Crawlingpeg.
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4)Target-zonearrangements.

TheIMFsystem classifiesexchangeratearrangementsprimarilyonthebasisofthedegreetowhich
theexchangerateisdeterminedbythemarketratherthanbyofficialaction,withmarket-determined
ratesbeing onthewholemoreflexible,thesystem distinguishamongfourmajorcategories:hard
pegs (such as exchange arrangements);softpegs ( including conventionalcurrency board
arrangements,peggedexchangerateswithinhorizontalbands,crawlingpegs,stablizedarrangements,
andcrawl-likearrangements.

(1)Hardpegs:establishingafixedexchangeratebetweenonenationalcurrencyandanother
nationalcurrencyiscalledthe‘hardpeg’ofacurrency.Ahardpegisgenerallyadoptedby
countries.AsperthedefactoclassificationbytheIMF,25countriesfollowahardpeg.Hardpeg
comprisingof

1)Exchangearrangementswithnoseparatelegaltendor(13)

2)Currencyboardarrangements(12)

(2)Softpeg:apeggedexchangerate,withoutastrongcommitmentbythecentralbanktoallow
themoneysupplytovaryasnecessarytomaintainit,iscalledasoftpeg.Asoftpegisfollowed
by82countriesaroundtheworld.Softpegsconsistingof

1)Conventionalpeggedarrangements,(45)

2)Peggedexchangerateswithinhorizontalbands,(1)

3)Crawlingpegs,(2)

4)Stabilizedarrangements,(19)

5)Crawl-likearrangements;(15)

3)Floatingregimes:underthisregimetheexchangerateisfloatedagainstcurrencies.It
comprisesofmanagedfloatingandindependentfloating.Atpresent65countriesareunder
thefloatingexchangeratesystem.

4)Aresidualcategoryothermanagedarrangements(19):theseabovementionedcategories
arebasedontheflexibilityofthearrangementsandthewayitoperatesinpractice---thatis,
thedefactoregimeisdescribed,ratherthanthedejureorofficialdescriptionofthe
arrangement.EffectiveFebruary2,2009,theclassificationmethodologywasrevisedto
allow forgreaterconsistencyand objectivelyofclassfications across countries and
improvedtransparency,inthecontextoftheIMF,sbilateralandmultilateralsurveillance.
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4.INTRODUCTIONTOEXCHANGERATE

EXCHANGERATEQUOTATIONS:

Aforeignexchangerateis thepriceofaforeigncurrency.Aforeignexchangequotationorquoteisa
statementofwillingnesstobuyorsellatanannouncedrate.Interbankquotationsaregivenas“bid”
and“ask”.

Abidistheexchangerateinonecurrencyatwhichadealerwillbuyanothercurrency.Anaskisthe
exchangerateatwhichadealerwillselltheothercurrency.Dealersbuyatthebidpriceandsellatthe
askprice,profitingfrom thespreadbetweenthebidandaskprices:bid<ask.Bidaskquotationsare
complicatedbythefacethatthebidforonecurrencyistheaskforanothercurrency.

Theexchangeratesincludetwonumbers:thebidandtheoffer.Thebid(orbuy)isthepriceatwhicha
bankorfinancialservicesfirm iswillingtobuyaspecificcurrency.Theask(orofferorsell),willingto
sellthatcurrency.Typically,thebidorthebuyisalwayscheaperthanthesell;banksmakeaprofiton
thetransactionsfrom thatdifference

TYPESOFFOREIGNEXCHANGEQUOTATION

1)Bidandaskprice:-inforeignexchangemarkettherearebuyersandsellers,onepartybuyand
onepartysale.Quotesaremadeintheform ofbuyandsale.Buymeansbidandsalemeans
ask.

2)Directquote:directquotealsoknownaspricequotationsunderthedirectquotation,the
variationsoftheexchangeratesareinverselyrelatedtothechangeinthevalueofthedomestic
currency.Whenthevalueofthedomesticcurrencyrises,theexchangerateisfall.

3)Forwardquote:forwardquoteisaratewhichappliesinforeignexchangeforsometransactions
ofpurchaseorsaleonaspecifiedfuturedate.Thebuyersandselleragreetodothethe
transactionsonafuturedateandtheratewillbefixednowforthetransaction,irrespectivethe
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rateonthatfuturedate.

4)Indirectquote:indirectquoteisalsoknownasthequantityquotation.Underindirectquotation,
theriseandfallofexchangeratesaredirectlyrelatedtothechangesinvalueofthedomestic
currency

5)Inter-bankquote:themostprofessionalwaytodoforeignexchangetransactionisinter-bank
quote.Inthissystem mostoftheprofessionalbrokergivesquote,European termsareaterm
whereonthecomputerscreenthetradingscreenappears.Itshowathatthenumberofunitsof
foreigncurrencyappears.

6)Midquote:thisquotealsoknoenasreferencerate.Whenconvertibility.Conditionexiststhen
thecentralbanksfollowsthemidquote.itisthequoteorpricewhichistheaverageofthebid
andskquotorprice.

7)Spotquote:spotquotebasicallyusefullwhenthereispurchaseorsaletakesplaceinforeign
exchangeandthepaymentorreceiptsaremadeonthespot,generallywithinveryshort
specifiedperiod,thenitiscalledasspotquote.

8)Crosscurrencyrate:whenstocksareexchangedbyusingdifferentcurrencywhicharenot
officialcurrencywheretheexchangequoteingiventhenacrosscurrencyquotecanbeused.

9)Spreadquote:thisisalsoknownasbid-offerspread.Itisaquoteatwhichtheparticipantswill
tobuyorsalegoodsorservices.Itisdividedindirectspreadandindirectspreadwhentheask
priceisgreaterthanbidpricethenitisdirectspreadquotebutwhenthebidpriceisgreater
thanaskpricethenitiscalledasindirctspreadquote.

FOREXTRANSACTION

Interbankmarketdealsareconductedmainlyoverthetelephone.Ifthepricequotedisacceptable,the
dealbetweentraderswillmovefurtherintermsofamountbought/sold,priceidentityofthepartyetc.
intheirrespectivebankswillsettlethetransactionswithboththesides.Classificationofratesinterms
ofsettlement.

Thedayonwhichthesetransfersareeffectediscalledthesettlementdateorthevaluedate.
Classificationoftransactionsbasedonvaluedate.

1)Cash:cashrateorreadyrateistheratewhentheexchangeofcurrenciestakesplaceonthe
dateofthedealitself.Thereisnodelayinpaymentatall.

2)Tom:itstandsfortomorrowrate,whichindicatesthattheexchangeofcurrenciestakesplace
onthenextworkingdayafterthedateofthedeal,andthereforerepresentedbyT+1.

3)Spot:whentheexchangeofthecurrenciestakesplaceontheseconddayafterthedateof
thedeal(T+2),itiscalledasspotrate.Itappliestointerbanktransactionsthatrequiredelivery
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onthepurchasecurrencieswithintwobusinessdaysinexchangeforimmediatecashpayment
forthatcurrencies.

4)Forward:theforwardrateiscontractualratebetweenaforeign-exchangetraderandthe
trader’sclientfordeliveryofforeigncurrenciessometimesinthefuture.

FACTORSAFFECTINGEXCHANGERATES:

1)Balanceofpayment:surplusleadstostrongercurrency.

2)Economicgrowthrates:high/lowgrowthrate.

3)Fiscal/monetarypolicy:deficitfinancingleadstodepreciationofcurrency.

4)Interestrates:currencywithhigherinterestwillappreciateintheshortterm.

5)P[oliticalissues:politicalstabilityleadstostablerates.

2)TechnicalReasons:

A)GovernmentControlCanLeadToUnrealisticValue.

B)FreeFlowOfCapitalFrom LowerInterestRateToHigherInterest Rates.

C)Speculation:HigherTheSpeculationHigherTheVolatilityInRates

DeterminantsOfExchangeRates:

1)Demandforandsupplyofforeignexchange: theforeinexchangerateisdeterminedby
demandforandsupplyofforeignexchange.Therateestablishedatapointwheredemandand
supplyareequaliscalledequilibrium rateofexchange.

2)Inflation:inflation is one of the most important factors that affect the exchange
rate.theoreticallyalowinflationratescenariowillshowarisingcurrencyrate,asthepurchasing
powerofthecurrencywillincreaseascomparedtoothercurrency.

3)Interestrates:inflationandinterestratesareverymuchcorrelated.Higherinflationusually
meanshigherinterestratesinaneconomy.thecentralbankcheckonanymajorcurrency
fluctuation.

4)Currentaccountdeficits:thecurrentaccountisthebalanceoftradebetweentwocountries.It
reflectsallpaymenmtsandreciptsbetweenthetwocountriesforgoods,services,interestand
dividents.

ForeignBankNoteMarket:

1)NostroMeans“Our”InLatinWorld.NostroIsAccountingTermsUsedToDistinguishAn
AccountHeldForAnotherEntityFrom AnAccountAnotherEntityFrom AnAccountAnother
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EntityHolds.ANostroAccountIsOneWhichIsHeldWithinAForeignCountry.TheseAccounts
AreUtilisedForFacilitatingTheSettlementsOfForexAndForeignTrades.

2)VOSTROMeans“Yours”InLatinWord.ThisAlsoAnAccountingTermsUsedToDistinguishAn
AccountHeldForAnotherEntityFrom AnAccountAnotherEntityHolds.AVOSTROAccountIs
OneWhichIsHeldDomesticCountry

3)ALoroAccount(“Theirs”),WhichIsARecordOfAnAccountHeldByASecondBankOhBehalf
OfAThirdParty;ThatIs,MyRecordOfTheirAccountWithYou.InPracticeThisIsRarelyUsed,
TheMainExceptionBeingComplexSyndicatedFinancing.InTheSameStyleAsAbove:ALoro
IsOurAccountOfTheirMoney,HeldByYou.

UNIT-II
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5.FOREIGNEXCHANGEMARKET

Introductiontoforexmarket: foreignexchangemarketisthemostlargestandliquidfinancial

marketintheworld.Itisrefferedtoforeigncurrencymarket,whereapartyofacountrypurchasesome
quantityofacurrencyinexchangeofpayingsomequantityofanothercurrency.basicallylargebanks,
speculatorofcurrency,centralbanks,governmentandotherfinancialinsitituesareinvolvedintrading
inforeignexchangemarket.

NEEDTOFOREIGNEXCHANGEMARKET

Theforeignexchangemarketisacrucialinternationalmarketandistheworld’smostrespected
financialinstitution.Onadailybasis,theforexexchangetradeswithapproximatelytwotrillionus
dollarsforeignexchangetransactionarecentraltoglobalcommerce.

1)Protectionofcurrency:toaccumulatethereservegovernmentsprotectsthecurrencytradeby
thehelpofforeignexchangemarket.Itaffectsbyvalueofthecurrency.anditiseasytodo
payments.Ifeconomychangesthencentralbankcanensuresthereservesareenoughtoface
thesituation.

2)Jobopportunities:withtheincreaseduseoftheinternet,onlineforexexchangehasbecomea
prominentfeaturesin theforeign exchangemarket.Manypeopleern aliving bytrading
currenciesonlineonadailybasiswhichinturnincreasingthejobopportunities.

3)Hedgingfacilitator:forexisahedgingfacilitator.Hereheadingmeansprotectingthebusiness
from risk.Itprovidesbusinessownerswithmechanism withmechanism thatguardthem
againstincurringlossesintheeventthatvaluesofthecurrenciestheytradeinfluctuate

4)Facilitiesinternationaltrade:theneedforacquiringcurrencytotradeariseswhenthebusiness
dealwithothercountryinvestors.Transferofpurchasingisfacilitatedbyforeignexchange
amongthecountries.Byacquiringcapitalpurchasingpowercanbeenhanced.

5)Currencyliquidity:theforeignexchangemarketprovidesliquidityforcurrencies.Liquidityisthe
easewithwhichitcanconvertaforeigncurrencyintoadomesticcurrency.

6)Creditprovision:ithasafacilityofcreditprovision.Ithelpstoenhancethegrowthofforeign
trade.Mostinvestorsdealingwithinternationaltradedependonthecreditfacilitiesthatare
advancedtothem byforexmarkets.

CHARACTERISTICSOFFOREIGNEXCHANGEMARKETS:

1)Superiorliquidity:-inaforexmarket,tradersarefreetobuyandsellcurrenciesoftheirown
chhosing.The superiorliquidityofthe forexmarketenables traders to easilyexchange
currencieswithoutaffectingthepriceofthecurrerenciesbeingtraded.

2)Strongmarkettrends:forextradermakemoneybygettingaccuratemarketdataandthen
analyzingthedirectionthemarketstakes.

3)Purchasingpower:-foreignexchangemarketaimsattransferringthepurchasingpowerofone
currencytoanothercurrency.

4)Lowertradingcosts:-anyonecanopenaminiforexaccountbyinvestingsmallamountof
investment.Becausethecostoftradingislow comparingtootherinvestmentoptions.The
lowertradingcostsintheforexmarkethasmadeitpossibleforevensmallindividualinvestors
tomkakedecentprofitsfrom forextrading.Eithlowercoststhepossiblelossesarealsomuch
lower.

5)Intermediaryfunction:-buyersandsellerscometodobusinessinforeignexchangemarket.So
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itgivesaplatform forbusinessandforeignexchangemarketactsworksasintermediary.

6)Electronicmarket:foreignexchangemarkettransactiontakesplacethroughelectronically
linkednetworkbanks,wherethebuyersandsellercometogethertodoforeignexchange.

7)Creditprovision:forexprovidesthefacilityofcreditprovisontothebuyersintheform of
banker’sacceptanceandletterofcredit.Ithelpsthetradesininternationalmarket.

8)Besttransparency:theexcellenttranspencyoftheforexmarketmeansthatforextradershave
morecontrolovertheirinvestmentsandcandecidewhattodobaseontheinformation
available.

FUNCTIONSOFFOREIGNEXCHANGEMARKETS:

1) Transferofpurchasing power:- forex allows transferring the purchasing poweror
conservationofonecurrencytoanothercurrencyinthemarkettocompletethebusiness
betweentwocountries.

2)Provisionofcredit:-topromoteforeigntradebetweenthecountries,foreignexchange
marketprovidescredittothetradebothnationalandinternational.Ithelpsthetraderto
tradeeasily.

3)Minimizingforeignexchangerisk:-foreignexchangemarketminimizingtheriskoftrade.
Foreigntransactionaredoneminimizestheriskoftrade.Foreigntransactionsaredone
throughthepaymentandreceiptsofforeigncurrencyexchange.

PARTICIPANTSOFFOREIGNEXCHANGEMARKET:-

1)Retailers:basically retailers use foreign exchange forthe purpose ofoperating their
business.theybuyorsalebyplacingorderswithcommercialbanks.

2)Commercialbanks:-commericialbanksaredirectlyinvolvedinbuyingandsellingofforeign
currencyinorderoftheirretailclientsandfortheirownproprietarytradingforthepurposeof
structuringtheirassetsandliabilities.

3)Foreignexchangebrokers:-foreignexchangebrokersplayagoodroleinforeignexchange
market.Theycollectnumberofquotationsfordifferentcurrenciesfrom severalbanksandthey
placesmostfavorablequotationtothebanks.

4)Centralbanks: centralbanksplayagoodroleinthis.Theyfrequentlyintervenetobuy
andsalethecurrencythroughbidwhichinfluencestherateatwhichthecurrencyistraded.

5)Investorsandspeculators:investorsandspeculatorsrequirecurrencyexchangewheneverthey
dealinanyforeigninvestmentsareitequties,bonds,bankdeposite,orrealestate.

6)Authorizeddealer:atraderwhobuysandsellscurrenciesforexample,aforeignexchange
dealerratadifferentexchangerate.Thedealerprofitsfrom thedifferenceinexchangerates
betweencurrencies.

7)Marketmake:-amarketmakerorliquidityprovidercanbecompanyoranindividual.Theyquote
bothabuyand asellpriceinafinancialintrumentsorcommodityheld ininventory.A
designated primarymarketmaker(DPM)isa specialized marketmakerapproved byan
exchangetoguaranteethattheperongwilltakethepositioninaparticularassignedsecurity,
optionoroptionindex.
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8)Moneychanger:amonychangerisapersonwhoexchangethecoinsorcurrenciesofone
countryforthatofanother.Thistradeisthoughtgenerallytobetheoriginofmodernbankingin
Europe.Theirworkistochangeinemarket,mostlargetransactionweredonenotbycash/
coinsbutbytransferorderoffundsonthebookskeptatthelocalmoneychanger(s).

ROLEOFFOREIGNEXCHANGEBROKERSINFOREIGNEXCHANGEMARKET:

1)Worksonbehalf:-foreignexchangemarketisanOTCmarketinwhichthebrokerchargesafee
forbringingtogetherabuyerandseller.Howeverhisroleisquitedifferentfrom adealerwho
mainlycarrioesoutthetransaction.

2)Technicalanalysts:-a foreign exchange marketbrokeralso undertackesa good dealof
technicalanalusis.Theyusechartstoextrapolatefuturetrends from pastmovementsonthe
assumptionthatmovementsinexchangeratesreflectmarketbeliefsandpastpatternsan
rationallypredictforthcomingupsanddowns.

3)Gooddealprovider;-throughtheforeignexchangebrokeritisveryeasytogetthebestdealin
exchangemarket.Sotheactasabestdealprovider.

INTERNATIONALPAYMENTANDSETTLEMENTSYSTEM:

Internationalpaymentandsettlementsystem istheentiretyofpaymentinstruments,ofcommonrules,
proceduresandsupportivetechnicalofcommonrules,proceduresandsupportivetechnicaland
program facilitiesforimplementationofclearing,transferpaymentsoffunds andexecutionsoffinal
settlement,whichisusedtoproviderapaymenttoabeneficiary.

Thepaymentssystemsofthecentralbankare:-

 Grosspaper-basedpaymentssystem

 Grosselectronicpaymentsystem

 Netsettlementssystem

 Governmentsecuritiesaccountingandsettlementsystem.

STRUCTUREOFFOREIGNEXCHANGEMARKET:

1)Retailmarket:therearetwotypesoflicenseissuedbyRBIinretailmarkettodothetransaction.
Oneisfullyfledgedmoney changes-whocanundertake purchaseandsaletransactionwith
thepublic.

2)Wholesalemarket:-wholesalemarketsisstructuredthroughthelargebanksthatarehavingthe
powertoenterdirectlyintheforeignmarketanddothetransactions.Itisaninterbankmarket
where thetransactiont5akesplacethroughtransfersonecountrydenominatedcurrenciesto
anothercountriescurrencies.

 Interbankmarket:ininterbankmarketsystem banksquotebuyingandsellingpricesbetween
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eachotherbanks.Thesearecalledasdecentralized,continues,openbid,doubleauction
market.Thisiscalledasdirectmarket.

 Centralbank:-centralbankplaysgoodroleinthistheyfrequentlyintervenetobuyandsalethe
currenciesthroughbidwhichinfluencestherateatwhichthecurrencyistraded.

TYPESOFFOREIGNEXCHANGEMARKET:

1)Spotmarket:thespotmarketorcashmarketisapublicfinancialmarketinwhichfinancial
intstrumentsorcommoditisaretradedforimmediatedelivery.Itcontrastswithafutures
marketinwhichdeliveryisdueatalaterdate.

Aspotmarketcanbeanorganizedmarket,anexchangeoroverthecounter.

2)Forwardmarket:theforwadmarketistheinformalover-thecounterfinancialmarketbywhich
contractsforfuturedeliveryareentere4dinto.Standardizedforwardcontractsarecalled
futurescontractsandtradedonafutureexchangecontractsenteredintointheforwardmarket
arebindingonthepartiesinvolved.

6.INTERNATIONALPARITYRELATIONSHIPSANDFOREIGNEXCHANGE
RATE

INTERETRATEPARITY:
Interestrateparity(IRP)isanarbitrageconditionthatmustholdwhen internationalfinancialmarkets
areinequilibrium.ittendstocreatearelationshipbetweentheinterestratesoftwocountriesandtheir
forwardexchangeratepremium ordiscount.Itinvolvesinvestinginaforeigncountryandcovering
againsttheexchangeraterisk.
IRPtheorystatesthatsthatexchangeratebetweencurrenciesisdirectlyaffectedbytheirinterestrate.
Interestrateparityisone ofthemostimportantfundamentaleconomicrelationrelatingdifferential
interestrateandforwardexchangeratebetweenapairofcurrencies.
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Inotherwords,theinterestratespaidontwocurrenciesshouldbeequaltothedifferencebetweenthe
spotandforwardrates.Wewilldealwithpracticalsituationswithrespecttothisconceptinthenext
chapter.

FISHERSPARITY:
Internationalfishereffectpostulatesthattheestimatedchangeinthecurrentexchangeratebetween
anytwocurrenciesisdirectlyproportionaltothedifferencebetweenthetwocountriesnominalinterest
ratesataparticulartime.Inotherwords,thepercentagechangeinthespotexchangerateovertimeis
governedbythedifferencebetweenthenominalinterestrateforthetwocurrencies.
Theinternationalfisher’seffectrelatesthenominal interestratebetweentwocurrenciesoftwo
countriesandthemovmentofexchangeratebetweentwocountriesandthemovementofexchange
ratebetweenthecurrenciesoftwocountries.Itindicatesthatthecountrywithlowernominal(hiher)
interestratewillappreciatecomparedtotheothercurrency.IfthespotrateisINR40/USDand1year
interestrateis12%and8%inindiaandUSrespectively,thenINRisexpectedtodepreciateorUSDis
excepted to appreciate.The % appreciation and depreciation willbe governed byinterestrate
differential.
Accordingtoprof.fisher,therearetwotypesofinterestrates

1)realinterestrates:realinterestrates:2)nominalinterestrateisalsocalledasmoneyinterest
rate,alsoreferredasout-of-pocketinterestrate.

Theinterestthatisactuallygiven/receivedisnominalinterest.Accordingtodingtoprof.fisher,
nominalrateofinterest

PURCHASINGPOWERPARITY:
Thetheoryofpurchasingpowerparityistheoldestandmostextensivelyacceptedtheoryofall
exchangeratedeterminationtheories.ThebasicideaofPPPoriginatedwithscholarsattheuniversity
ofSalamanca,theoldestuniversityinspain,inthe16thcentury
Whenthelow ofonep[riceisappliedinternationallytoastandardcommoditybasket,weobtainthe
theoryofpurchasingpowerparity(PPP).Thistheorystatesthattheexchangeratebetweencurrencies
oftwocountriesshouldbeequaltotheratioofthecountriespricelevels.
MostexchangeratedeterminationtheorieshavePPPelementsrootedwithintheirframeworks.PPP
calculationandelementsrootedwithintheirframeworks.PPPcalculationandforecastarehowever
andsignificantdatachallengesinestimation.PPPtheoryisbasedontheconceptof“lowofoneprice”
thepriceofthecommodityshallbethesameintwomarkets.Ifitwerenottrue,arbitrageurswouldbuy
incheapermarketandsellinexpensivemarkettomakerisklessgain.ItasenunciatedbyaSwedish
economist,gustavcasselin1918.
Inthisabsoluteversion,purchasingpowerparitystatesthatpricelevelsshouldbeequalworldwide
whenexpressedinacommoncurrency.Inotherwords,aunitofhomecurrency(HC)shouldhavethe
samepurchasingpoweraroundworld.

DRAWBACKSOFPURCHASINGPOWERPARITYTHEORY:
1)Ignoresgovernmentintervention:thePPPtheorydoesnotconsidergovernmentorcentralbank

interventioninexchangeratedetermination.Ifdomesticcurrency depreciatestoomuch,the
centralbankintervenesasitcanhaveadverseeffectsoneconomyintervenesinexchangearte.

2)Ignoresspecialization:PPPtheoryignoresspecializationeffectininternationaltrade.Countries
specializeinthoseitemsinwhichtheyenjoysuperiorcostadvantageandaccordinglyproduce
suchitems.

3)Ignorestheeffectofchangeinexchangerateonpricelevel:PPPtheoryignoresspecialization
effectininternationaltrade.Countriesspecializeintoseitemsinwhichtheyenjoysuperiorcost
advantageandaccoedinglyproducepowerofcurrenciesforasimilarbasketofgoodsand
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services.
4)Ignoresqualityofgoods:-pppignoresqualityofgoodswhiledeterminingpricesqualityof

goodsintwodifferentcountriesmaybedifferent.Thispreventstheequalizationofpricesthus
itisdifficulttoarriveatequilibrium exchangerate.

5)Faultyassumption:PPPtheoryisbasedonfaultyassumptionsuchaslackoftransportcost,
lackoftradebarrierssuchascustom dutiesandquotasetc.inrealityinternationaltrade
involveshighertransportationcostandisalsoaffectedbytradebarriers.

6)Doesnotconsiderspeculationinforeignexchangemarket:- now adaysthereislotof
speculationinforeignexchangemarket,whichaffectstheexchangerate.ppptheorydoesnot
considerspeculationinforeignexchangemarket.

7)Limited application to large countries:forlarge countrieslike india,china,USA etc.the
applicationofthistheoryislimited,theppptheorymayhaveapplicabilitytosmallcountries
wherealargepartofnationalincomecomesfrom internationaltrade.

8)Neglectscapitaltransfer:ppptheorytakesintoaccountonlytradeinmerchandise.Itexcludes
tradeinservices,capitaltransfersAllsuchitemscreatedemandforandsupplyorforeign
exchange.Byexcludingsuchfactors,thetheoryhaslimitedrelevance.

9)Toomuchemphasisonpurchasingpower:ppptheoryplacestoomuchmuchemphasison
purchasing poweras a determining factorofrate exchange.Itignores factors such as
reciprocaldemandoftradingcountrieswhichcaninfluencetherateofexchangeevenwithno
changeinpricelevels.

FORCASTINGEXCHANGERATES:
SeveraldecisionsofMNCsrequireanassessmentofthefuture.Futureexchangerateswillaffectall
criticalcharacteristicsofthefirm suchascostsandrevenues.
Exchangerateforecastspalyafundamentalroleinnearlyallaspectsofinternational financial
managementinternationaltransactionareusuallysettledinthenearfuture.Exchangerateforecasts
arenecessarytoevaluatetheforeigndenominatedcashflowsinvolvedininternationaltransactions.

METHODSOFFORECASTINGEXCHANGERATES:
Thenumerousmethodsavailableforforecastingexchangeratescanbecategorizedintofourgeneral
groupsbelow:

Efficientmarketapproach:-financialmarketsaresaidtobeefficientifthecurrentassetpricesfully
reflectalltheavailableandrelevantinformation.Theeffiecientmarkethypothesis(EMH)islargely
attributabletoprofessoreugenefamaoftheuniversityofChicago.

ADVANTAGEOFMARKETBASEDMODELSARE:
1)Easytousedataarereadilyobservable.
2)Costlesstouse:dataare“free”

DISADVANTAGEOFMARKETBASEDMODELS:
1)Conceptual:modelsdon’tforceustothinkaboutforceswhichmayaccountforfuturemoves

inexchangerates.
2)Evenifweassumethesemodelsprovidedlongterm unbiasedpredictiorstherearetimes,

especiallyovertheshortrun,whentheymayproducelargesingleperiodforecastingerrors.
3)Implicationsforglobalfirmsandglobalinvestors:-usewithcaution,giventhepotentialfor

largeshortterm forecastingerrors.
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FUNDAMENTALAPPROACH:-
Fundamentalforecastingisbasedonunderlyingrelationshipsthatarebelivedtoexistsbetweenoneor
morevariablesandacurrency’svalue.Giventheserelationships,achangeinoneormoreofthese
variableswillleadtoaforecastofthecurrencyvalue.
Evenifafundamentalrelationshipsexists,itisdifficulttoaccuratelyquantifythatrelationshipina
form applicabletoforecasting.Eveniftherelationshipscouldbequantified,thereisnoguaranteethat
thehistoricalrelationshipswillpersistinthefuture.Itisdifficulttodeterminethelaggedimpactof
somevariables.Itisalsocalleddifficulttoincorporatesomequalitativefactorsintothemodel.

7.CURRENCYOPTIONSANDINTERESTRATEFUTURES

Introductiontocurrencyoptions:
Currencyoptionisafinancialintrumentsthatgivesitsholderarighthutnoobligationtobuyorsella
currencysometimeinthefuture.Optionsaretradedonoverthecounter(OTC)aswellasonorganized
market.OTCmarketandwholesalemarket.Theretailmarketconsistsofindividualclientsaswellas
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enterpriseswhobuyoptionsfrom bankstocoveragainstexchangerisk.Theseclientsaregenerally
fionancialinstitution and portfolio managers,apartfrom big enterprises.The wholesale market
comprisesofcommercialbanksandinvestmentsbanks.TheyoperateonOTC optionmarketare
carriedoutbytelephoneorbythesystem ofreuterortelerateandmaytakeplaceroundtheclock

1)Calloption:anoptiongivingthebuyeroftheoption,therightoutnottheobligationtobuya
currency.

2)Putoption:anoptiongivingthebuyerofanoption,therightbutnottheobligationtoSELLa
currency.

3)Strikeprice:thefixedprice,atwhich,thebuyerofoptioncontractcanexercisehisoptionto
buy/Sellthecurrency.

4)Expirydate:thelastdateonwhichtheoptionmaybexercised.
5)Europeanoption:anoptionwhichcanbeexercisedonlyonthespecifieddate.
6)Americanoption:anoptionwhichcanbeexercisedonmaydateuptoexpirydate.

 Derivativesmarketisleadeconomicindicators.

 Lowertransactioncosts

 Providesliquidity,enablespricediscoveryinunderlyingmarket

 Incentivetomakeprofitswithminimalamountofriskcapital

 Eliminatesecurityspecificrisk.

 Arbitragebetweenunderlyingandderivativemarket.

INTERESTRATEFUTURES:

Itisnotjustfinancialsector,butalsothecorporateandhouseholdsectorsthatareexposedtointerest
raterisk.Banksinsurancecompaniesprimarydealersandprovidentfundsbearsignificantsinterest
rateriskonaccountofthemismatchinthetenureoftheirassetsandliabilities.

These entities therefore need a credible institutionalhedging mechanism.Interestrate risk is
becomingincreasinglyimportantforthehouseholdsectoraswell,sincetheinterestrateexposureof
severalhouseholdarerisingonaccountofincreaseistheirsavingsandinvestments aswellsloans.
Moreover,interestrateproductsaretheprimaryinstrumentsavailabletohedgeinflationrisk,whichis
typicallythesignalmostimportantthatthefinancialsystem providesdifferentagentsoftheeconomy
agreateraccessto interestrateriskmanagementtoolssuchasexchangetradedinterestrate
derivatives.

PURPOSEOFTRADINGININTERESTRATEFUTURES:
1)Takingaviewoninterestrates:tradinginvolvesenteringintopositionsinthefuturesmarketfor

thepurposeofmakingaprofit,assumingthatmarketdevelopmentsareforecastproperly.
2)Hedging:peopleholdingaportfolioofbondsorinvestmentssubjecttointerestrateriskcan

reducearisingoutofinterestratevolatilitybyhedging.
3)Arbitrage:strategieswhichtakeintoaccountthepricedifferencebetweenthefuturespriceand

theubderlyingprice.
4)Spreading:spreastradingisatradingmethodfortraderwhoobservemispricinginterelative

valueoftwodifferentcontracts.

BENEFITSOFIRF:
1)Standardization:only contracts with standardized features are allowed to trade on the

exchange.standardization improves liquidity in the market.The following features are
standardized.
a)onlycertainexpirydatesareallowedinindiaviz.lastworkingdayofthemonthsofmarch,
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june,SeptemberandDecember.
b)Thesizeofcontractcanonlybeinmultiplesofacertainnumbercalledthelotsize.Thelot

sizecurrentlyinindiaisRs.2lakhs.
c) Onlysomespecificbondscanbeusedfordelivery.

2)Transparency:transparencyisensuredbydisseminationofordersandtradesforallmarket
participants.Alsocompetitive.Transparencyimprovestheefficiencyofthemarketintermsof
discoveryofcompetitivepriceandliquidity.

3)Counter-partyrisk:-counterpartyriskismitigatedbytheexchange.Thecreditguaranteeofte
clearinghouseaddressescounterpartyrisktherebyimprovingtheconfidanceofinvestors
leadingtowiderparticipation.

Typesofinterestratefutures:interestratefuturescanbeboughtandsoldthroughthetrading
membersofthenationalstockexchange.

SHORTTERM INTERESTRATEFUTURES(STIRs)
Shortterm interestratefutures”areoneofthelargestfinancialmarketsintheworld.Interestrate

futuresinterestratefutureswereintroducedbytheChicagoboardoftradein1975.Inindiaitstarted
tradinginjune2003.
Therearefuturesonshortandlong-term interestrate.Butthelargesttradingvolumeisin2-year
treasurynotes.Futuresonshotterm interestratesarewidelyusedbybanksandinvestmentsbanksto
priceandhedgetheiropentradingpositionandtheircustoms-madeOTCderivatives

Advantageofstirs:
1)Theshortterm interestfuturecontractsaremoreliquid.
2)STIRsareexteremelyusefulinlookingintheyieldtobepaidtoninvestorsorinterestratetobe

paidwhenborrowingmoneybetweentwoperiods.

HEDGINGWITHINTERESTFUTURES:
HEDGING istechniquedesignedtoreduceoreliminatefinancialrisk.Hedgingisthecalculated

installationofprotectionandinsuranceintoaportfolioinordertooffsetany unfavourablemoves.
Crosshedgingisalsousefullinoptiontradingmarket.Usingthistechniquesomesuitableresultsare
findout,whenatraderneedaparticularcurrencyforhedgingbutinthemarketthatcurrencyisnot
availablethentraderusecrosshedgingmeanstheycanuseanothercurrencythentraderusecross
hedgingmeanstheycanuseanothercurrencythatispositivecorrelatedwithrequiredcurrency.Andon
buyingthatcurrencyitreducerisk.

a)Interestrateswap
b)Interestratecapsandfloors
c) Interestratecollars

Interestrateswap:
Aninterestrateswapisanagreementtoexchangeinterestpaymentsonanationalloan,normallyat
regularintervalsfortheterm oftheswap.swapsareover-thecounterinstrumentsandanimportant
instrumentsforalargecompaniestomanagelongterm interestrateriskandlongterm currencyrisk.

UNIT-III
8.EUROCURRENCYBONDMARKETS
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INTRODUCTIONTOEUROCURRENCYMARKET:
Introduction:-
Eurocurrencymarketisadllarorotherfreelyconvertiblecurrencydepositedinabankoutsideits
countryoforigin.Itmeansanycurrencybankedoutsideitscountryoforigin.Example:adeposite
denominatedinJapaneseyenheldinaBrazilianbankisaeurocurrencydepisite.Theeurocurrencies
marketisutilizedbybanks,MNCs,mutualfundsandhedgefundsthatwishtoavoidregulatory
requirements,taxlawsandinterestratecapsoftenpresentindomesticbanking.

CharacteristicsofEurocurrencymarket:
1)Thetransactionsineachcurrencytakeplaceoutsidethecountryoforiginofthatcurrency.
2)Euro-currencymarketisdistinctfrom theforeignexchangemarket.Itisamarketfordeposite

andforloansbetweenbanksandbetweenbanksandtheircustomers.Itisamarketinwhich
foreigncurrenciesarelentandborrowedwhereasintheforeignexchangemarket,foreign
currenciesareboughtandsold.

3)Themarketisessentiallyunregulated becauseofwhich thedepositsin thismarketare
unsecured.

4)Depositarereceivedonlyonshortterm basismostofthedepositareinterbank,andtheytend
tobeveryshortterm.Thisleadstoconcernaboutrisk.

5)Itisessentiallyawholesalemarketdealingonlyisstandardizeddepositammount.Leadingin
thismarketisthereforedoneonaconsortium basis.

6)Theeurocurrencymarketexistforsavingandtimedepositratherthandemanddeposit.Thatis,
institutionthatcreateEurodollardepositcurrencyinordertobuygoodsandservices.

Differencebetweeneuro-currencymarketanddomesticmoneymarket:

 Theeurocurrencymarketispurelywholesalemarketascomparedtodomesticmarketwhichis
retailbankingmarket.

 Theeurocurrencymarkethasgotrelativefreedom from regulationascomparedtodomestic
markets.

 Therearenumberofproblemsineurocurrencymarketascomparedtodomesticmarketsuch
asjurisdiction,theacceptabilityofafreezeondepositinonecountrybyanothercountry.

 Theeurocurrencymarketisalmostexclusivelyconcernedwithmatcheddepositdealing.That
iseachdepositofaninternationalbankwilltendtobematchedbyanassetofthesame
currencyandofsimilarmaturity.

FACTORSRESPONSIBLEFORGROWTHOFEURO-CURRENCYMARKETS:
TheincentivetoestablishtheEurocurrencymarketcamefrom regulationintheBritishandAmerican
marketsthataddedtothecostofdoingbusinessonshore.InBritain,thebankofEnglandrestrictedthe
useofsterlingtofinanceforeigntradeandexternalloans.

1)LesswillingnesstoholddollarsinUSA-basedbank:-manyeconomicswerelesswillingtohold
depositindollarsandtheystartedputtingtheirearningsinLondonbanks.

2)Regulation‘Q’:theregulation‘Q’ofthefederalreserveactwhichcomposedaceilingoninterest
ratesthatcouldbepaidondepositbybanksintheUS.ThisenableEuropeanbankstoattract
USdollardepositsbyofferingbetterinterestrates.

3)Regulation ‘M’:regulation ‘M’ofthe federalreserve actwhich stipulated reserve to be
maintainedagainstdepositsacceptedbybanksintheUS.

4)Insuredeposit:themandatoryrequirementonallbanksintheUStoinsuredepositsaccepted
bythem from thepublic.Theeurocurrencymarketisunregulatedwhichmeanseurobanks
wereundernoobligationtoinsureeuro-currencydeposits.Thisreducedtheircostondeposits

5)Theinterestequalizationtax:itwasintroducedbytheUSmonetaryauthorityin1963resultedin
increasingtheeffectivecostofborrowingintheunitedstatesfornon-residententities.

6)Thevoluntaryrestraintprogram:itwasintroducedintheUS in1965intermsofwhich,
borrowingintheUSforfinancinginternationalprojectswasrestricted.
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7)Fullcapitalaccountconvertibility:therehadbeenfullcapitalaccountconvertibilityadoptedby
manydevelopednations,whichallowedthem toconducttransactionsoflocalfinancialassets
intoforeignfinancialassetfreely.

EUROBONDMARKET:

Introduction:
a)Domesticbonds:-issuedlocallybyadomesticborrowerusuallydenominatedinthelocal

currency.Forexample,aJapanesecompanyissuingbondsinYencurrencyinjapan.
b)Foreignbonds:issuedinalocalmarketbyaforeignborrower-usuallydenominatedinthelocal

currency.Forexample,aJapanesecompanyissuingUS-dollardenominatedbondsintheUS
market.

c) Eurobonds:placedmainlyincountriesotherthantheoneinwhosecurrencythebondis
denominated.ForaexampleAJapanesecompanyissuingyendenominatedbondinthetheUS
market.
AEurobondisaninternationalbondthatisdenominatedinacurrencynotnativetothecountry
whereitisissued.Eg.CocacolaissuingaU.SdollardenominatedbondinEurope.Itcanbe
categorizedaccordingtothecurrencyinwhichitisissued.

CHARACTERISTICSOFEUROBONDS:
1)Eurobondsarenotregulatedbythecountryofthecurrencyinwhichtheyaredenominated.
2)Eurobondsare“bearerbonds”,i.e,theyarenotregisteredanywherecentrally,sowhomever

holds.Thebondisconsideredtheowner.BearerstatusalsoenablesEurobondstobeheld
anonymously.

3)TheEurobondmarketislargelyawholesale withbondsheldbylargeinsitutioins.Pension
fundsinsurancecompanies,mutualfunds.

4)Sincetheyaredenominatedinanoffshorecurrency,investorsinEuro-bondsassumeboth
creditandforeignexchangerisks

5)SomepublicallyofferedEurobondstradeonstockexchangenormallyinLondonorluxembourg.
Othersareplaceddirectlywithinstitutionalinvestorswithoutalisting

6)WithholdingtaxesarenotimposedonEurobondcouponpayments.

ADVANTAGEOFEUROBONDFINANCING:
1)Issuershavethefreedom toissuebondsinacountry.Regionoftheirchoice.Theyalsohave

thechoiceofcurrencyinfloatingtheEurobond
2)Eurobondsgivesissuerstheopportunitytotakeadvantageof favourableregulatoryand

lendingconditionsinothercountries.
3)ObtainingfinancingbyissuingEurobondsisoftencheaperthanEurobondmrketascompared

tootherdebtmarkets.
4)Itisawayforcompaniestoobtainfinancinginaneconomywherefinancingisdifficultto

obtain.
5)Issuingeuobondgivescompanieswideraccesstotheinternationalmarketwhichtheymay

normallynotbeabletoaccess.
6)Itwouldpreventrepeatedfinancialcriststhatcreatingadestabilizingeconomicandpolitical

environment.
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DISTINGUISHBETWEENEUROBONDSANDFOREIGNBONDS:
# Heading Eurobonds Foreignbonds

1. Meaning Abondisaninternationalina
currency not native to the
countrywhereitisissued

Abondissuedbyaforeignborrower
in the currency ofthe country in
whichitissold

2. Currency Issuedincurrencyotherthan
the one in whose currency
bondisdenominated

Issuedinlocalcurrency

3. Types Straight Eurobonds, floating
ratebondnotes,zero-coupon
convertiblebonds,etc

Samurai bulldogsovereign,yankee
bonds,etc.

4. Issuedby UsuallyaEurobondisissued
byaninternationalsyndicate

Aforeign bondismostoftenissued
byaforeignfirm toraisecapitalina
domesticmarket

5. Example JapanesecompanyissuingUS
-dollardenominatedbondsin
theUSmarket

Japanese company issuing yen
denominatedbondintheUSmarket.

TYPESOFEUROBONDS:
1)ConventionalorstraightEurobondshaveafixed couponand maturitydatewhenallthe

principleisrepaid.
2)Floatingratebondnotes(FRN)areusuallyshorttomedium term bondissues,withacoupon

interestratethat“floats”i.egoesupordowninrelationtoabenchmarkrateplussome
additional“spread”basispoints

3)Zerocouponbondsdonothaveinterestpyments.TheinvestorinthistypeofEurobondmaybe
lookingforsomekindoftaxadvantage.

4)Convertiblbondscanbeexchangedforanotherinstruments,usuallyanordinaryshareofdhare
oftheissuingorganization.

5)HighyieldbondsarealsopartoftheEurobondmarket,aclassofbondswhichindividual
investorsmayencounter.

INNOVATION IN THEEURO BONDMARKET:From abaseofzerointhelate1950s,theEurobond
markethasgrowntoanannualvolumeofnew issuesthatoftennnearsorsurpassestheannual
volumeofnewUScorporatebondissues.
ThroughinnovationsinmarketprocessesandproductofferingstheEurobondmarkethascarvedout
animportantplaceintheinternationalcapitalmarketprovidingbenefitstoinvestorsandborrowers.

1)Pay-In-KindBonds:-InThisCase,TheIssuersOfBondsMayChooseToPayInterestEitherInCash
OrInAdditionalBondsWithTheSameFaceValue,TherebyGivingTheIssuerAnOpportunityToDelay
ThePaymentOfTheBonds,AtTheTimeOfMaturityOfTheBond.

2)ReverseFloaters:-TheeAreTheFloatingRateBondsWherebyTheCouponRateOnTheBondsFalls
WhenGeneralLevelOfInterestRatesInTheEconomyRises.
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3)FinancialPerformane:E.GWaltDisneyHasIssuedBondsWithCouponRatesTiedToTheFinancial
PerformanceOfSeveralOfItsFilms.IfItsFilmsDoWellAndGoFinanciallyStrong.

4)IssuerAlsoIssue‘DisasterBonds’:-BasedOnTheHappeningOrNotHappeningOfAnEvent.For
Example,ElectroluxOnceIssuedABondWithAFinalPaymentThatWasDependedOnWhetherThere
HasBeenAnEarthquakeInJapan.

5)IndexedBonds:MakePaymentsThatAreTiedToAGeneralPriceIndexOrThePriceOfAParticular
Commodity.ForExample,MexicoHasIssuedBondsWithPaymentsThatDependOnThePriceOfOil.
6)SwapAgreement:-InSwap,TwoBorrowersRaiseMoneySeparatelyAndThenAgreeToMakeEach
Other;SInterestPayments,OneInFixedAgreeToMakeEachOther’sInterestPayments.

7)FloatingRateNotes(Frn):-AreDebtInstrumentsWithACouponThatChangePeriodicallyAccording
ToSomePredeterminrdInterestRateBenchmark.LikeLibor,MiborEtc.

8)ZeroCouponBondsAreSingle-PaymentsLong-Term SecuritiesThatDoNotCallForPeriodic
InterestPayments.TheseBondsAreSoldAtADiscountFrom Par,AndTheInvestorEntireReturnIs
RealizedAtMaturity.

9)Dept-EquityHybridInstrumentsAreCorporateBondsThatGiveTheInvestorTheRight,ButNotThe
Obligation,ToConvertTheBondIntoAnotherSecurity,UsuallyIntoSharesAtAPriceFixedOnIssue.

10)DerivativeInstruments,LikeForwards,FuturesContracts,OptionContractsAnd Swap,WhichCan
BeUsedByBorrowersAndInvestorsToEitherProtectThemselvesAgainstAdverseForeignExchange
RateMovements
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9.INTERNATIONALEQUITYMARKETSANDINVESTMENTS

Introductiontointernationalequitymarket:
Introduction:-
Internationalequitymarketsareanimportantplatform forglobalfinance.theynotonlyensuresthe
participationofawidevarietyofparticipantsbutalsoofferglobaleconomiestoproposer.International
fundraisingusedtobethedomainofMNCs.
Theynotonlysourcerawmaterialacrosstheworldorsellproductsatmanygeographicalregions,they
alsosearchforcapitalallovertheworldandraisecapitalwhereveritischeaper.
Atafasterspeed.Evenrelativelysmallercompaniesaresourcingcapitalfrom foreigncountriesanddo
notwanttoremainrestrictedaswellasdonotwanttodependonthedomesticequitymarket.

Elementsofinternationalequitymarket:
1)Cross-listing:-cross-listingreferstohavingthesaleslistedononeormoreforeignexchange.In

particular,MNCsdothisgenerally,butnon-MNCsalsocross-list.Afirm maydecidetocross-list
itssharesforthefollowingreasons:
a)Cross-listingprovidesawaytoexpandtheinvestor’sbase,thuspotentiallyincreasingits

demandinanewmarket.
b)Cross-listingoffersrecognitionofthecompanyinanewcapitalmarket,thusallowingthe

firm tosourcesnewequityordebtcapitalfrom localinvestors.
c) Cross-listingoffersmoreinvestors.Internationalportfoliodiversificationispossiblefor

investorswhentheytradeontheirownstockexchange.
2)Yankeestockoffering:in1990s,manyinternationalcompanies,includingthelatinamericans,

havelistedtheirstocksonU.SexchangetoprimemarketforfuturecapitaltoU.Spublic
investors.

3)Americanandglobaldepositoryreceipts(ADR&GDR):anADRisareceiptthathasanumber
offoreignsharesremainingondepositwiththeU.Sdepository’scustodian intheissuer’s
homemarket.

 ADRaredenominatedindollars,tradeonaUSstockexchange,andcanbepurchasedthrough
theinvestorsregularbroker.ThisiseasierthanpurchasingandtradinginUSstocksbyentering
theUSexchange.

 ADRtradesclearinthreebusinessdaysasdoU.Sequities,whereasettlementofunderlying
stocksvaryinothercountries.

 ADRpricequotesareinU.Sdollars.
4)Globalregisteredshares(GRS):GRSareasharethataretradedglobally,unliketheADRsthat

arereceiptsofthebankdepositsofhomemarketsharesandaretradedonforeignmarkets.

Internationalequitymarketbenchmarks
Oneofthemostcommonwaystoevaluateinvestmentsperformanceisnotcompareperformance
againstthereturnsofanappropriatemarketbenchmark.equitymarketbenchmarkallowaninvestors
tomeasuretheaverageperformanceofglobalequitymarkets.Thereareseveralstockmarketindexes
thatareusedtobenchmarktheperfomaneofagivenmarket.

1)Thecentraladvantageofusingthebenchmarkedisthewidemarketbreadthofthecompanies
includedinthebenchmarkindex.
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2)Marketbenchmarks allow investors to make informed decisions regarding active versus
passivealternatives.

3)Investorscanbetterunderstandwheretheirratesofretirnsarecomingfrom.
4)Ensuresadvisor/investorsareaccountablefortheirinvestmentsdecisions.
5)Themarketbenchmarkdataisreadilyaccessible.Thevaluesoftheseindexesaredisplayed

everydaybyfinancialmediaoutletsallovertheworld.

(A)Internationalstockindexes:
1)DJIA:thedow jonesindustrialaverage(DJIA) contains30 ofthelargestand most

influentialcompaniesintheU.S
2)S&P500:themaindrawbackoftheDJIAisthatitonlycontains20companiestheS&P500

improvesontheDJIAinthisrespectbyincluding500companies.
3)NASDAQCompositeindex:theNASDAQ compositeindexrepresentsallthestocksthat

tradeontheNASDAQstockmarket.Therecentsurgeinpopularityoftechnologicalstocks
haslaunchedtheNASDAQintothespotlight.

4)MSCIEAFE:MSCIstandsformorganStanleycapitalinternationalandEAFEstandsfor
Europe,Australasia,andthefarest.MSCIEAFEindexisanequityindexwhichcaptures
largeandmid-caprepresentationacrossdevelopedmarketscountriesaroundtheworld.

5)MSCIworldindex:theMSCIworldinexisabroadglobalequitybenchmarkthatrepresents
largeandmid-capequityperformanceacross23developedmarketscountries.

6)TheBBC global30:itisaworldwidestockmarketindex,run asaglobaleconomic
barometer.

(B)Domesticindexes:
Localindeesarewidelyusedbydomesticinvestorstocalculateperformance,marketbeats,
hedgeratios,etc.privateinternationalinvestorsoftenpreferdomesticindexesforthefollowing
reasons:

Riskandreturnfrom forignequityinvestments:
Introduction:-investorsandcompaniesputmoneyinforeignequityinvestmentstoearnareturnon
theirmoney,butoftentheyreceivelessthanexpected---indeed,sometimesthereturncanbenegative
whentheinvestors,receivelesstheinitialinvestments.withsomeinvestmentstheentireinvestments
canbelost.Investmentsriskisthechancethathewillreceivelessthantheexpectedreturnfrom an
investments,anddiffersaccordingtothetypeofinvestment.

Risk-returntradeoff:
Investorsdifferintheirrisktolerance,whichistheriskthataninvestoriswillingtotakeoris
comfortablewithinthehopeiofgettinghigherreturns.Investorswhoareriskaversedon’twanttorisk
muchinexchangefortheirlittleornorisk,theywillearnverylittleasareturnattheoppositeendofthe
spectrum thereareinvestments,suchasoptions,whererisk-seekinginvestorscanearnseveraltheir
investmentswithinashottimeorlosetheentireinvestments.

Typesofinvestmentsrisk:
Riskcanbedefinedasthechancethataninvestmentsactualreturnwillbedifferentthatexpected.
Riskmeansthepossibilityoflosingsome,orevenall,oftheoriginalinvestments.Lowlevelsofriskare
associatedwithlowpotentialreturnsandviceversa.Therisk/returntradeoffisthe balancebetween
thedesireforthelowestpossibleriskandthehighestpossiblereturninvestmentsriskcanbedivided
intotwocategories:systematicandunsystematic.

Systematicrisk:alsoknownasmarketriskor“un-diversifiablerisk”’systematicriskistheuncertainty
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inherenttotheentiremarketorentiremarketsegment.Alsoreferredtoasvolatility,systematicriskis
thedaytodayfluctuationsinastock’sprice.

Unsystematicrisk:-alsoknownasspecificrisk“diversifiablerisk” orresidualrisk”thistypeof
uncertaintycomes with the companyorindustryone invests in and can be reduced through
diversification.Forexample,newsthatisspecifictoasmallnumberofstocks,suchasasuddenstrike
bytheemployeesofacompanyonehassharesin,isconsideredtobeunsystematicrisk.

Typesofrisk
1)Creditordefaultrisk:-creditriskistheriskthatacompanyorindividualwillbeunabletppaythe

contractualinterestorprincipleonitsdebtobligation.

2)Countryrisk:-countryriskreferstotheriskthatacountrywontbeabletohonouritsfinancial
commitments.Whenacountrydefaultsonitsfinancialcommitments.Whenacountrydefaults
onitsobligationitcanharm theperformanceofallotherfinancialinstrumentsinthatcountry
aswellasothercountries.

3)Foreign-exchangerisk:-wheninvestinginforeigncountriesonemustconsiderthefactthat
currencyexchangeratescanchangethepriceoftheassetaswell.Foreignexchangerisk
appliestoallfinancialinstrumentsthatareinacurrencyotherthanthedomesticcurrencies.

4)Interestraterisk:-interestrateriskistheriskthataninvestments’svaluewillchangeasaresult
ofachangeininterestrates.

5)Politicalrisk:-politicalriskrepresentsthefinancialriskthata country’sgovernmentwill
suddenlychangeitspolicies.Thisisamajorreasonwhydevelopingcountrieslackforeign
investments.

 Taxexdifferenttypesofinvestmentsaretaxeddifferently.Thetyprofaccountaninvestments
isheld in and ataxpayer’staxbracketalso affecttheamountbywhich taxexdiminish
investmentreturns.

Meaningofdepositoryreceipts:

Depositoryreceiptsareatypeofnegotiablefinancialsecurityrepresentingasecurity,usuallyinthe
form ofequity,issuedbyaforeignpublicly-listedcompany.HoweverDRsaretradedonalocalstock
exchangethoughtheforeignpubliclistedcompanyisnottradedonthelocalexchange.

Internationalcapitalmarketcomprisesofdebtandequitymarket.Debtmarketincludesinternational
bondmarketandtheequitymarketincludesinternationalequitymarket.Theinternationalequity
marketcanfurtherbedividedintovariousdepositoryreceipts-ADR,GDRandIDR.

(1)ADR-Americandepositoryreceipts:-

AmericandepositoryreceiptspopularlyknownasADRswereintroducedintheAmerican
marketin1927.ADRissecurityissuedbyacompanyoutsidetheU.Swhichphysicallyremains
inthecountryofissue,usuallyinthecustodyofabank,butistradedonU.S.stockexchangein
otherwords,ADRisastockthattradesintheunitedstatesbutreprentsaspecifiednumberof
sharesinaforeigncorporation.

AnADR:

 IsanegotiablecertificateissuedbyaU.Sbank
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 Representsaspecifiednumberofsharesofaforeigncompany

 ADRsaredenominatedinU.Sdollars

 Ownershipinthesharesofanon-U.ScompanyandtradesinU.Sfinancialmarkets

 ADRsarelistedonUSstockexchange:NYSE,AMEX,orNASDAQ.

DifferenttypesofADRprograms:

AsponsoredADRisapprovedandbackedbytheforeigncompanybehindtheshares.aninvestor
lookingatanOTCADRshouldverifywhethertheADRsharesaresponsoredandmaywanttostay
clearofunsponsoredshares.

SponsoredADRisanADRissuedbyabankonbehalfoftheforeigncompanywhoseequityservesas
theunderlyingasset.AsponsoredADRcreatesalegalrelationshipbetweentheADRandtheforeign
companywhichabsorbsthecostofissuingthesecurity.

AnunsponsoredADRanADRissuedbyadepositarybankwithouttheinvolvementorparticipation-or
eventheconsent-oftheforeignissuerwhosestockunderliestheADRtheissuerthereforehasno
controloveran unsponsored ADR,in contrastto a sponsored ADR where itretains control.
UnsponsoredADRsareusuallyestablishedbydepositarybanksinresponsetoinvestordemand.
Shareholderbenefitsandvotingrightsmaynotextendedtotheholdersoftheseparticularsecurities.
UnsponsoredADRsgenerallytradeover-the-counter(OTC)ratherthanonUnitedStatesexchanges.

SOPONSOREDADR UNSPONSOREDADR

Issued with cooperation ofthe company
whosestockwillunderlietheADR

Issued by– broker/dealerordepository
bank withoutthe involvementofcompany
whosestockunderliestheADR

Complywithregulatoryreporting Noregulatoryreporting

Listing on internationalStock Exchanges
allowed.

TradeonOTCmarket

LevelsofADR:

(a)Level1ADRs:level1ADRsarethelowestlevelofsponsoredADRsandalsothesimplest
methodforcompaniestopacestheUScapitalmarketslevel1ADRsaretradedintheover-the-
counter(OTC)market.TheissuingcompanydoesnothavetocomplywithUSmarket.

(b)LevelIIADRs:levelIIADRsenablecompaniestolisttheirADRsonNASDAQ,theAmerican
stockexchangethenewYorkstockexchangeandtheAmericanstockexchange,thenewYork
stockexchangeandtheAmerican

levelIIADRsrequireaform 20-Fandform F-6tobefilledwiththeSEC,aswellasmetingthe
listingrequirementsandfillingalistingapplicationwiththedesignatedstockexchange.

(c)LevelIIIADRs:-levelIIIADRsenablecompaniestolisttheirADRsonNASDAQ,theAmex,the
NYSEortheOTCbulletinboardandmakeasimultaneouspublicofferingofADRsintheunited
states.ThebenefitsoflevelIIIADRsaresubstantial;itallowstheissuertoraisecapitaland
leadstomuchgreervisibilityintheUSmarket.LevelIIIADRprogramsmustcomplywith
variousSEC rules,includingthefullregistration andreportingrequirementsoftheSEC’s
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exchangeAct.

1)GDR-Globaldepositoryreceipts:

ThesearesimilartotheADRbutareusuallylistedonexchangesoutsidetheU.S,suchas
LuxembourgorLondon DividendsareusuallypaidinU.S.dollars.GDRallowsinvestorsofany
country to purchase and sellshares ofa company in any othercountry,entitling the
shareholderstopartakeinthedividendandcapitalgainsofthatforeigncompany.

AGDRissetupwhenacompanyfrom onecountryintendstolistitspublicly-tradedsharesin
anyforeigncountry.

2)IDR-Indiandepositoryreceipts:

IDRisanexactreverseoftheADR/GDRissue.IDR’sallow foreigncompaniestomobilizing
fundsfrom India marketstheseforeigncompaniesgetlistedonIndianstockexchange.IDRis
afinancialinstrumentsdenominatedinIndianrupeesintheform ofadepositoryreceipt
createdbyadomestic depositoryagainsttheunderlyingequityofissuingcompanytoenable
foreign theunderlying shares would accrueto thedepositoryreceiptsholdersin India.
Standard chartered PLC became the firstglobalcompanyto file foran issue ofIndian
depositoryreceiptsinIndiainjune2010.IDRneedstoberegisteredwithSEBI.

 SEBIhassetRs.50croreasthelowerlimitfortheIDRstobeissuedbytheIndiancompanies.

 Moreover,theminimum investmentsrequiredintheIDRissuebytheinvestorhasbeenfixedat
Rstwolakh.

 Also,theIDRissuingcompanyshouldhavegoodtrackrecordwithrespecttosecuritiesmarket
regulationsandcompaniesnotmeetingthecriteriawillnotbeallowedtoraisefundsfrom the
domesticmarket.

PartiesinvolvedinADR/GDRissue:

1)Theissuecompanyisthefirstpartythisistypicallyalargeforeignbasedcorporationthatis
alreadylistedonalocalforeignexchange.Ratherthanduallistitssharesonitshomeexchange
andonaU.Sexchange.

2)Custodianbankisthesecondpartyinthisprocess.Theyacceptalltherelevantdocuments
from theissuingcompanyandkeepthem incustody.Theyacceptsthesharesfrom the
companystoresallofthem initsvault.

3)Depositorybank:-theoverseasbankbyacceptingtheissuingcompany’ssharesandselling
representativecertificatestoinvestors.Itisasubsidiaryofacommercialbanklocatedinthe
countrywheretheDR’saretobeissued.

4)Astockexchange:-theylistthebankcertificatefortradingallowinginvestorstobuyandsell
ADR/GDRunitsjustastheywouldnormalshares.
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5)Leadmanager:-theyaremerchantbankersfortheissuingcompany.Theyhelpinsmoothingthe
DRissueprocess.Thecompanyhastochoseacompetentleadmanagertomanagersusually
chargeafeeaspercentoftheissue.

AdvantageofADRs/GDRsissue:

 Forindividuals,adrs/GDRsareaneasyandcosteffectivewaytobuysharesofaforeign
company.The individualare able to save considerable moneyand energybytrading in
ADR’s/GDRs,asitreducesadministrativecostsandavoidsforeigntaxexoneachtransaction

 Itgivesattractivepricingtotheissuer.

 Itprovidesdiversificationopportunitytotheinvestors

 ADRs/GDRscanbelistedonanyoftheoverseasstockexchanges.

 Capitalcanbeeasilyraisedfrom foreignmarkets.

 Ithelpsenhancingtheimageofcompanyglobally.

DistinguishbetweenADRandGDR:

# Heading ADR |GDR

1 Acronym American depository
receipt

Globaldepositoryreceipt

2 Meaning ADR is a negotiable
instrumentsissuedbya
US bank, representing
non-us company stock
trading in the US stock
exchange

GDR is a negotiable
instrument issued by the
internationaldepositorybank,
representing foreign
company’s stock trading
globally.

3 Relevance Foreign companies can
tradeinUSstockmarket

Foreigncompaniescantrade
inanycountry’sstockmarket
other than the US stock
market.

4 Issuedin United states domestic
capitalmarket

Europeancapitalmarket

5 Listedin American stock
exchangesuchasNYSE
orNASDAQ

Non-USstockexchangesuch
asLondonstockexchangeor
Luxembourgstockexchange.

6 Negotiation InAmericaonly Allovertheworld

7 Disclosurerequirement Stringentdocumentation
&filingrequirements

Less stringent-limited
documentation

8 Leadtimerequired 5 to 6 months to
complete process
documentation

Maximum 3-4 months to
completedocumentation

9 Market Retailinvestorsmarket Institutionalmarket.
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10. INTERNATIONALFOREIGNEXCHANGEMARKETS

MEANINGOFINTERNATIONALFOREIGNEXCHANGEMARKETS:-

Theforeignexchangemarketisthemarketinwhichparticipantsareabletobuysell,exchangeand
speculateoncurrencies.Therearemanycountriesintheworldandeachcountryhasitsowncurrency-
whichresultinnumerouscurrenciesthoughttheglobeininternationaltrad,buyerscountryhasto
makepaymenttothesellercountryaccordingtothecurrencyoftheseller.Exchangerateisrequiredto
converttheonecurrencyintopicture.

Theforeignexchangemarketismadeupofavastnumberofparticipants.Theproductstradedonthe
foreignexchangemarketarecurrencies.

DistinguishBetweenFDI&FPI.

Sr.no. Point FDI FPI

1 Meaning

FDI refers to international

investment in which the

investor obtains a lasting

interest in an enterprise in

anothercountry.

Ontheotherhand, FPIrepresents

passiveholdingsofsecuritiessuch

asforeignstocks,bonds,orother

financialassets,none of which

entails active management or

controlofthesecurities'issuerby

theinvestor.

2
Involvement-

director

indirect

Involved in managementand

ownership control;long-term

interest

No active involvement in

management. Investment

instruments thatare more easily

traded,lesspermanentanddonot

representacontrollingstakeinan

enterprise.

3 Selloff Itismoredifficulttoselloffor

pullout.

Itisfairlyeasytosellsecuritiesand

pulloutbecausetheyareliquid.

4

Comesfrom
Tendstobeundertakenby

Multinationalorganisations

Comesfrom morediversesources

e.g.asmallcompany'spensionfund

orthroughmutualfundsheldby

individuals;investmentviaequity

instruments(stocks)ordebt

(bonds)ofaforeignenterprise.

5 Whatis

invested

Involvesthetransferofnon-

financialassetse.g.

technologyandintellectual

capital,inadditiontofinancial

Onlyinvestmentoffinancialassets.
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assets.

6 Standsfor ForeignDirectInvestment ForeignPortfolioInvestment

7 Volatility Havingsmallerinnetinflows Havinglargernetinflows

8
Management

Projectsareefficiently

managed

Projectsarelessefficiently

managed

“Nothingintheworldisevercompletelywrong.Evenastoppedclockisrighttwiceaday.”

PRACTICALPROBLEMSOFINTERNATIONALFINANCE

DIRECTQUOTE

 Identifythelocationwherethefollowingquotationsaredirectandcalculate
theindirectform:

a)1GBP=SGD2.8272-82

b)1AUD=EUR0.6733–43

c)CHF1.2325–35perUSD

d)100INR=JPY198.2350–50

e)INR45.8335–65=1USD

INDIRECTQUOTE

 Identifythelocationwherethefollowingquotationswouldbeclassifiedas
Indirectandconvertthem todirectform:

a)100INR=CHF2.5858–68

b)1EUR=CAD1.4317-27

c)USD0.1616–23perSEK

d)1AUD=SEK4.9350–50

e)USD0.7000–10/SGD

CROSSRATE
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a)1USD=CHF1.2325–35
1USD=CAD1.1285–95
Calculatevalueof1CADintermsofCHF

b)AUD1.1818–28/USD
SGD1.4343–53/USD
CalculateAUDperSGDquotation.

c)USD/INR46.0485–35
USD/SEK5.8525–25
CalculateINR/SEKQuotation.

d)EUR0.7135–45perUSD
USD1.6767–77perGBP
CalculateGBPperEURquotation.

e)USD1.6990–00perGBP
EUR1.2470–80perGBP
CalculateUSDperEURquotation.

f)USD/INR46.6375–25
EUR/USD1.2870–80
CalculateINR/EURquotation.

g)CalculatetherateoffollowingcurrenciesagainstIndianRupee.
BID OFFER

1USD = Rs.44.20 44.30
1GBP = USD1.8100 1.8110
1EURO = USD1.2050 1.2060
1USD = JPY113.80 113.90
1USD = CHF1.2970 1.2980(SWISSFRANKS)

h)CalculatetherateoffollowingcurrenciesagainstIndianRupee.
BID OFFER

1USD = Rs.39.80 39.90
1GBP = USD2.0300 2.0310
1EURO = USD1.4090 1.4100
1USD = JPY114.80 114.90
1USD = CHF1.1700 1.1710(SWISSFRANKS)

i)CalculatetherateoffollowingcurrenciesagainstIndianRupee.
BID OFFER

1USD = Rs.38.60 38.90
1GBP = USD2.0300 2.0311
1EURO = USD1.4090 1.3100
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1USD = JPY114.804 114.803

j)CalculatetherateoffollowingcurrenciesagainstIndianRupee.
BID OFFER

1USD = Rs.46.80 46.90
1GBP = USD2.0400 2.0420
1EURO = USD1.5080 1.5100
1USD = JPY214.80 214.90
1USD = CHF1.1800 1.1810

k)CalculatetherateoffollowingcurrenciesagainstIndianRupee.
BID OFFER

1USD = Rs.44.80 44.90
1CAD = USD1.0230 1.0240 CanadianDollar
1SGD = USD0.8090 0.8100 SingaporeDollar
1USD = ZAR6.7690 6.7700 SouthAfricanRand
1USD = THB30.28 30.29 ThaiBaht

l)CalculatetherateoffollowingcurrenciesagainstIndianRupees.
Bid Offer

1USDINR 46.8090 46.9010
1CADUSD 1.0240 1.0250
1SGDUSD 0.8080 0.8120
IUSDZAR 7.6090 7.6200
1USDGBP 0.7080 0.7090

m)CalculatetherateoffollowingcurrenciesagainstIndianRupees.
Bid Offer

1USDINR 60.80 60.90
1GBPUSD 2.0300 2.0310
1EURUSD 1.4090 1.4100
1USDJPY 114.80 114.890
1USDCHF 1.1700 1.1710

n)CalculatetherateoffollowingcurrenciesagainstIndianRupees.
Bid Offer

1USDINR 60.15 60.16
1GBPUSD 1.6500 1.6600
1EURUSD 1.3680 1.3700
1USDJPY 103.9000 103.9300
1USDCHF 0.8800 0.8900

o)Completethefollowingtable:
1USD= 1GBP= 1CAD=
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USD 1 1.6667 0.9069
GBP ? 1 0.5441
CAD ? ? 1

p)
1USD= 1GBP= 1CAD=

USD 1 1.6667 ?
GBP ? 1 ?
CAD 1.1027 ? 1

GEOGRAPHICALARBITRAGE

a) 1USD=CAD1.1293–03
1USD=CAD1.1275–85

b) 1GBP=CHF2.4326-36
1GBP=CHF2.4345–55

c) USD1.2448-58perEUR
EUR0.8050-60perUSD

d) GBP/SEK8.9950-50
SEK/GBP0.1090–00

e) 100INR/USD2.1583-88
USD/INR46.3375-25

f) 100JPY/INR40.2450-50
100INR/JPY248.4850-50

g) CAD/INR32.7850-00
100INR/CAD3.0425-50

h) EUR/AUD1.5998-08
AUD/EUR0.6223-33

i) SGD1.8737-47perEUR
EUR0.5355-65perSGD

j) CHF2.4189-99/GBP
GBP0.4110-17/CHF

k) TwobanksarequotingthefollowingUS$rates:
BankA:Rs.47.9810-48.1110
BankB:Rs.48.0110-48.2350
Findoutthearbitrageopportunity.



TYBAF SEM V JMPC

INTERNATIONALFINANCE

TRIANGULARARBITRAGE

1)GBP/USD1.6985
USD/AUD1.1875
GBP/AUD2.0195

2)EUR/USD1.2398
USD/CHF1.2298
CHF/EUR0.6598

3)USD/SEK5.9935
GBP/SEK9.8735
GBP/USD1.6435

4)EUR/SGD1.9578
EUR/CHF1.6478
CHF/SGD1.1878

5)CAD1.8900–10/GBP
CAD1.1245–55/USD
GBP0.5930–35/USD

6)GBP/INR74.8525–75
USD/GBP0.5625–30
100INR/USD2.3715–20

7)EUR/AUD1.4892-02
EUR/USD1.2390-00
USD/AUD1.1990-00

8)SEK8.0050–00=1EUR
SGD1.7130–40=1EUR
SEK4.6775–25=1SGD

9)EUR/CHF1.6197–07
EUR/SGD1.9197–07
SGD/CHF0.8397–07

10)Thefollowingquotesarefrom NewYork:-
1GBP=USD1.5975/6010
1EUR=USD1.2375/90
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FindthecrossrateGBPEUR
Thefollowingquoteisfrom Frankfurt:-
1GBP=EUR1.2950/65
Findwhetherthereisarbitrageopportunity.Ifarbitrageispossiblefindthearbitrageprofitfor
1millionEuro.

11)ThefollowingforeignexchangequoteareavailableinNewYork.
USD1=GBP0.6542/0.6547
USD1=CHF1.05530/1.5535
Calculatethecrosscurrencyquotefor1GBPintermsofCHF
ThefollowingquoteisavailableinZurich.
GBP1=CHF2.3722/2.3745
Comparethiswiththecalculatedcrosscurrencyquoteandstatewhetherarbitrage
opportunityexists.Calculatethesame(ifany)for1millionGBP.(April2011)

12)ThefollowingforeignexchangequotesareavailableinNewYork.
AUD1=USD0.7602/0.7613
CAD1=USD0.6732/0.6741
Calculatethecrosscurrencyquotefor1CADintermsofAUD.
ThefollowingquoteisavailableinSydney.
CAD1=AUD0.8895/0.8915
Comparethiswiththecalculatedcrosscurrencyquoteandstatewhetherarbitrage
opportunityexist.Calculatethesame(ifany)for1millionCAD.(Oct2011)

13)Given:-
USD/CAD1.1685-1.1695
USD/CHF1.3785-1.3795
CAD/CHF1.1885-1.1895
Identifyandcalculatetriangulararbitrageprofit.(Assumeyouhave1millionCAD)
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SPREAD

1) 1USD=CAD1.1290–00Calculate%agespread.

2) 100INR=USD2.1605–10Calculate%agespread.

3) USD/SGD1.4395-05
GBP/SGD2.6865-75
CalculateGBP/USDQuotation.
Establishrelationshipbetweenthethreequotationsintermsof%agespread.

4) MeanrateGBP/INR78.6500ANDSPREAD=0.0030
Calculate%agespreadandGBP/INRquotation.

5) FlatrateUSD/AUD1.1785andspread=10points
Calculate%agespreadandEUR/SEKquotation.

6) AveragerateEUR/SEK8.0025andspread=80points.
Calculate%agespreadandEUR/SEKquotation.

7) AskrateUSD/CHF1.2318andspread=12points.
CalculateUSD/CHFquotationand%agespread.

8) BidrateEUR/CHF1.6873andspread=0.0014
CalculateEUR/CHFquotationand%agespread.

9) MidrateUSD/EUR0.7108
Percentagespread=0.0520%
CalculatespreadandUSD/EURquotation.

10) Spread=0.0014and%spread=0.0810%
CalculatemidrateandtheUSD/CHFquotation.

11) ThefollowingquoteisgiveninMumbai.
1USD=Rs.44.7250–Rs.44.7300
Isitadirectquoteorindirectquote?
Findthemidrate,spreadandthespreadpercentage.
Calculatetheinversequote.

12) Studythefollowingquote:-
1USD=NZD1.5510/1.5560
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i.Findthemidrate,spreadandpercentage.
ii.Findtheinversequote.

13) Thefollowingquoteisgiven.
USD1=CAD1.1630/50
Identifythemidrate,spreadandthespreadpercentage.
Calculatetheinversequote.

14) ThefollowingquoteisgiveninNewYork.
EUR1=USD1.2596/1.2620
Isitadirectorindirectquote?
Identifythemidrate,spreadandthespreadpercentage.
Calculatetheinversequote.

FORWARDRATESCALCUATIONS:(TABLE/SCHEDULEMETHOD)

1)SpotUSD/INR55.8325–50 USD/CHF1.0275–85
1monthforward735–765 12-07
3monthforward2635–2715 32-27
6monthforward5545–5675 107-77
Calculate1,3,6monthCHF/INRquotations.

2)SpotGBP/USD1.5890–00 USD/CAD1.1298-02
1monthforward15–05 05-10
2monthforward27–12 12-20
3monthforward37-17 22-32
Calculate1,2,3monthGBP/USDquotations.

3)SpotGBP/INR78.3250–75 GBP/USD1.6813-23
1monthforward150-175 12-07
3monthforward390–475 32-23
6monthforward840–1015 59-41
Calculate50daysforwardUSD/INRquotations.
Calculate100daysforwardUSD/INRQuotations.

4)SpotEUR/SEK8.0215–90 EUR/CAD1.3715–25
1monthforward425–475 15–25
3monthforward1425–1575 35–55
Calculate42daysforwardCAD/SEKquotation.
Calculate72daysforwardCAD/SEKquotation.

5)SpotUSD/INR55.6320–50
Spot/Jan 615–645
Spot/Feb 1495–1545
Spot/March 2425–2630
CalculateUSD/INRquotationfor13Feb
CalculateUSD/INRquotationfor19March.

6)DataprovidedbyBank‘A’on18March2013
SpotEUR/DKK7.5380–90
Spot/March 30–35
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Spot/Apr 105–125
Spot/May 198–249
CalculateEUR/DKKquoteofbank‘A’for1month6daysforward.
CalculateEUR/DKKquoteofbank‘A’for2month2daysforward.

7)SpotGBP/EUR1.2118–28
Spot/Sept 35–25
Spot/Oct 65–55
Spot/Nov 96–86
Spot/Dec 126–116
CalculateGBP/EURquotationfor11Oct.
CalculateGBP/EURquotationfor24Nov.

8)On10JuneBank‘A’quotes:
SpotEUR/USD1.2935–45
Spot/July 08–03
Spot/August 28–18
Spot/September 48–33
Calculate1month5daysforwardEUR/USDquotation
Calculate2month10daysforwardEUR/USDquotation.

FORWARDRATESCALCUATIONS:(FORMULAMETHOD)

1) SpotGBP/USD1.6835
USDinterestrate:3.25%p.a.
GBPinterestrate:3.65%p.a.
Calculate3monthsforwardGBP/USDrate.

2) 73daysforwardUSD/CAD1.1363
CADinterestrate:3.6250%p.a.
USDinterestrate:2.8750%p.a.
CalculatespotUSD/CADrate.

3) SpotEUR/SGD1.9382
60daysforwardrate:1.9402
EURinterestrate;2.25%p.a.
CalculateSGDinterestrate.

4) SpotEUR/CHF1.4982
219daysforwardrate:1.4918
CHFinterestrate:1.35%p.a.
CalculateEURinterestrate.

5) 120daysforward100INR/USD2.1695
INRinterestrate:4.25%p.a.
USDinterestrate:2.65%p.a.
CalculatespotUSD/INRrate.

6) SpotGBP/SEK9.8835
6monthsforwardrate:10.0085
GBPinterestrate:3.1250%p.a.
CalculateSEKinterestrate.
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7) 4monthsforwardUSD/INRrate46.0035
Includespremium onUSD1165points
USDinterestrate:2.5%p.a.
CalculateINRinterestrate.

8) SpotUSD/JPY91.2200
JPYinterestrate0.35%p.a.
USDInterestrate:2.65%p.a.
Calculate292daysforwardUSD/JPYrate.

CALCULATIONOFSWAPPOINTS

1) SpotEUR/CHF1.5735–1.5745

EURInterestrates:2.25-2.50%p.a.

CHFInterestrates:1.00–1.25%p.a.

Calculate6monthsforwardquotationsandswappoints.

2) SpotGBP/INR78.3525–75

3monthsforward78.4980–78.6005

INRdepositInterestrate:4.00%p.a.

GBPdepositInterestrate:3.00%p.a.

CalculatethearbitragefreeLendingratesforGBPandINR.

3) SpotUSD/CHF1.2360–70.

73daysforward1.2325–1.2345

USDLendingInterestrate:2.50%p.a.

CHFLendingInterestrate:1.25%p.a.

CalculatethearbitragefreedepositratesforUSDandCHF.

4) SpotUSD/AUD1.1885–95

6monthsforwardswappoints15–49

AUDdepositinterestrate:3.00%p.a.

USDdepositinterestrate:2.50%p.a.

CalculatethearbitragefreelendingInterestratesforAUDandUSD.

5) SpotGBP/SEK9.0335–9.0385

4monthsforwardswappoints74–224

SEKLendinginterestrate:3.75%p.a.

GBPLendinginterestrate:3.25%p.a.

CalculatethearbitragefreedepositinterestratesforSEKandGBP.

6) SpotGBP/USD : 1.9845–1.9855

USDInterestrate : 4.1250-4.3750%p.a.

GBPInterestrate : 5.8750–6.1250%p.a.

Calculatetheswappoints(forwardmargins)forthreemonths.
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ANNUALISEDFORWARDMARGIN(AFM)

1)SpotUSD/SEK5.9715
3monthforwardrate:6.0085
Calculate3monthAFM.

2)SpotUSD/INR45.3820
6monthAFM:(+)2.25%
Calculate6monthforwardUSD/INRrate.

3)60daysforwardGBP/SGD2.8038
60daysAFM:(-)1.25%
CalculateSpotGBP/SGDrate.

4)SpotEUR/JPY119.3525
1monthforwardrate:118.9745
Calculate1monthAFM.
IfJPYinterestrate=0.25%p.a.
CalculateEURinterestrate.

5)SpotGBP/EUR1.2118
3monthforwardrate:1.2118
Calculate3monthAFM andinterprettheresult.

6)SpotEUR/AUD1.3932
3monthAFM:premium 1.75%
Calculate3monthforwardEUR/AUDrate.
IfAUDinterestrate=3.25%p.a.calculateEURinterestrate.

7)SpotUSD/JPY90.2500–91.2500
6monthforwardrate:89.1800–90.1800
Calculate6monthAFM andinterprettheresult.

8)SpotUSD/INR45.3825–75
3monthforward100INR/USD2.2002–2.2005
Calculate3monthAFM andinterprettheresult.
IfUSDinterestrate=2.35%p.a.calculateINRinterestrate.

9)Thefollowingquotesarefrom MumbaiSpot1USD=Rs.49.5600/5700:-
1monthforward600/700
2monthforward1500/1600
i.Writethequoteinoutrightform.
ii.Whatisthepremium ordiscountpercentageonbidandaskratesforonemonth?
iii.whatisforwardquotefor50days?

10)ThefollowingquotesaregiveninMumbai.
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USD1=INR47.7000/7200(spot)
2monthsforward240/300
Writetheforwardquotationsintheoutrightform.
Calculatetheannualizedforwardpremium/discountforthebidandofferrates.
Whatisthelikelyforwardquotefor1monthsand10days.

COVEREDINTERESTARBITRAGE

1)SpotUSD/CAD1.0315

6monthForwardRate:1.0360

USDInterestRate:1.00%p.a.

CADInterestRate:1.50%p.a.

2)SpotEUR/SEK8.6335

3monthForwardRate:8.6815

SEKInterestRate:4.00%p.a.

EURInterestRate:1.60%p.a.

3)SpotGBP/AUD1.6240

60daysForwardRate:1.6280

Annualised60daysGBPInterestRate:1.20%.

Annualised60daysAUDInterestRate:3.00%.

4)SpotEUR/SGD1.7148

73daysForwardRate:1.7173

EURInterestRate:1.50%p.a.

SGDInterestRate:0.50%p.a.

5)SpotUSD/CHF0.9318

120daysForwardRate:0.9283

USDInterestRate:1.20%p.a.

CHFInterestRate:0.30%p.a.

6)SpotSEK/GBP0.1012

146daysForwardRate:0.0995

GBPInterestRate:1.50%p.a.

SEKInterestRate:5.00%p.a.

7)Spot100INR/USD1.8115
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6monthsForwardRate:1.7865

AnnualisedINRInterestRate:4.20%p.a.

AnnualisedUSDInterestRate:1.20%p.a.

8)SpotUSD/EUR0.8013

219daysForwardRate:0.7988

USDInterestRate:1.50%p.a.

EURInterestRate:1.00%p.a.

9)SpotEUR/USD1.2470-80

270daysForwardRate:1.2565-75

USDInterestRate:1.40-1.60%p.a.

EURInterestRate:1.00-1.20%p.a.

10)SpotGBP/CAD1.8832-42

6monthInterestRate:1.8900-10

CADInterestRates:2.00-2.20%p.a.

GBPInterestRate:0.80-1.00%p.a.

BORROWING&INVESTMENTDECISION

1)Giventhefollowingoptions,establishwhichcurrencywouldbeusedtoborrow6millionINRfor
atemporaryperiodof3months?
INRinterestrate:5%p.a.

CURRENCY SPOTRATE INTERESTRATE 3MONTHFWDRATE

USD 44.7535 2.25%p.a. 45.0600

GBP 78.7275 3.50%p.a. 79.0200

CHF 38.3525 1.50%p.a. 38.7000

2)GiventhefollowingoptionsestablishwhichcurrencywouldbeusedtoinvestINR8Millionfora
temporaryperiodof6months.
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INRInterestrate:5%p.a.
CURRENCY SPOTRATE INTERESTRATE 3MONTHFWDRATE

USD 44.7535 2.25%p.a. 45.3700

GBP 78.7275 3.50%p.a. 79.3100

CHF 38.3525 1.50%p.a. 39.0200

3)Giventhefollowingoptions,establishwhichcurrencywouldbeusedtoborrowINR12million
foratemporaryperiodof3months.
INRInterestrate:4%p.a.

CURRENCY SPOTRATE INTERESTRATE 3MONTHFWDRATE

USD 44.7535–65 2.25%p.a. 44.9450–00

GBP 78.7275–25 3.50%p.a. 78.8250–00

CHF 38.3525-75 1.50%p.a. 38.5850–00

4)GiventhefollowingoptionsestablishwhichcurrencywouldbeusedtoInvestINR8millionfora
temporaryperiodof6months.
INRInterestRate:4%p.a.

CURRENCY SPOTRATE INTERESTRATE 3MONTHFWDRATE

USD 44.7535–85 2.25%p.a. 45.1500–50

GBP 78.7275–00 3.50%p.a. 79.9400–50

CHF 38.3525-55 1.50%p.a. 38.8375–25

5)GiventhefollowingoptionsestablishwhichcurrencywouldbeusedtoborrowINR12million
foratemporaryperiodof60days.
InterestRate:4.00–4.25%p.a.

CURRENCY SPOTRATE INTERESTRATE 3MONTHFWDRATE

USD 44.7535–85 2.25–2.50%p.a. 44.8750–00

GBP 78.7275–25 3.50–3.75%p.a. 78.7950–00

CHF 38.3525-75 1.50–1.75%p.a. 38.5050 –00

6)GiventhefollowingoptionsestablishwhichcurrencywouldbeusedtoInvestINR8millionfora
temporaryperiodof90days.
INRInterestRate:4.00–4.25%p.a.

CURRENCY SPOTRATE INTERESTRATE 3MONTHFWDRATE

USD 44.7535–85 2.25–2.50%p.a. 44.9800–50

GBP 78.7275–00 3.50–3.75%p.a. 78.8700–50

CHF 38.3525-55 1.50–1.75%p.a. 38.5900-50


