 I was just going through the CA Final suggested Answer of May 2012 group I paper II SFM. I was astonished and could not digest the solution given for question No. 5 (a) on Foreign Exchange. The question is crystal clear on spot rate and the forward points there is no ambiguity in the question, but somehow the person who has solved the question in the suggested is not very clear. He mentions that the question is not clear on forward points and makes stupid assumptions, though he later writes in his note that student can solve by taking the forward point as premium points.  Accordingly his assumptions give a wrong picture and wrong solution, thereby misguiding the student.   According to ACI – Paris (The body for rules and principle on foreign exchange) if forward points are written in ascending order they are to be taken as premium. The correct solution is as follows

5a) option I
      Cover the payable of US$ 700000 in forward market
       Outflow at the end of 3 month for payables $700000 x (48.70 +0.45)         34405000
        Inflow at the end of 2month for receivables $450000 x 48.90                    22005000
         Outflow                                                                                                      12400000
        Less: interest on receivable for 1 month@12%                                             220050
         Net outflow after 3 month                                                                          12179950
 
       Option II
       Lag the receivables and cover the net exposure
       Outflow at the end of 3month for net amount $ 250000 x (48.70 + 0.45)     12287500
       Outflow due to cancellation of forward contract already taken                          

        $450000 x [(48.70+ 0.30) - 48.90]                                                                45000
                                                                                                                          12332500

 Here Interest cost on loss on cancellation is not considered
The outflow in Option I is less by 152550 than in Option II so option I is better
 
Notes:  If net exposure is to be covered then forward contract already taken for receivables is to be cancelled       
            and that will be cancelled at TT selling rate
            Also to note that on cancellation of forward contract if there is loss, bank will debit the amount on due
            date. In this case at the end of 2nd month. If the loss is substantial and if the company carries on the
            Business on borrowed fund then interest cost on such loss is to be considered for evaluation

 

Being in the Treasury & Foreign Exchange Market for last 12 years, I seriously thought of posting these ideas, since student should not be misguided on this foreign exchange subject.

