



Foreign Exchange Management 
Basics of Foreign Exchange:
There are two type of Currency:
1. Domestic Currency

2. Foreign Currency

For India, Indian Rupee is Domestic Currency and currency of other than India is Foreign Currency. It means EURO, US Dollar, Australian Dollar are Foreign Currency for India.

In international Finance, there are three types of Quotes.

1. Direct Quote

2. Indirect Quote

3. Cross Currency Quote

Direct Quote means home currency price of one unit Foreign Currency.
Indirect Quote means foreign currency price of one unit of Home Currency.

Means if 1USD= Rs.49 then it is Direct Quote for India and Indirect Quote for USA.

Other way if 1Re. = 0.020408163 USD it is Indirect quote for India and Direct Quote for USA.

Now some important points given here under:

There are two types of rates prevailing in market.
They are:

Buying rate 
Selling rate

Buying rate is known as “BID Rate” and selling rate is known as “ASK Rate”

Selling Rate is always higher than Buying Rate

Always needs to see from viewpoint of Bank.

It must be kept in mind that Bank always sell at higher rate and buy at lower rate

In case of Direct Quote, First rate is buying rate and second rate is selling rate

Reverse the situation in case of Indirect Quote.

For e.g., Suppose 1$ = Rs.46.545/ 46.551. This is direct quote for India. Here bank will buy $ at 46.545 rate and will sell $ at 46.551. The difference can be said to be profit for bank and it is also known as “Spread”

Now we concentrate on some topics.

The forward rate for a currency may be costlier or cheaper than its spot rate.

If a currency is costlier in future as compared to spot, it is said at premium.

Spot: $ 1 = Rs.44.56,

3 months Forward: $ 1 = Rs.44.82.

$ is at premium.
If a currency is cheaper in future as compared to spot, it is said to be at discount.
Spot: $ 1 = Rs.44.56,

3 months Forward: $ 1 = Rs.44.32.

$ is at discount.
Arbitrage 

What is arbitrage? In general we can say that an arbitrage means to make profit. Let us understand this with a simple example which we routinely dealt with. Suppose there are two vegetable markets in one city. The prices of different vegetables in these two different markets are differing. Now if one person say purchase say potato (1kg @ 19/-) and sell them in another market @20/- per Kg. Then in this case that person has made a profit of Rupee1 per kg. This is known as Arbitrage.
We have arbitrage opportunity under two situations:

1. Currency Arbitrage

2. Interest Rate Arbitrage

Under Currency Arbitrage, we treat one currency as our stock in trade and try to buy at lower price and sell at higher price. The difference is gain. 

We can also say that to borrow currency in one country and invest in another country.
Under Interest Rate Arbitrage, we borrow money from a country where interest rate are low and invest in a country where Interest Rate is high. The arbitrage profit depends upon:
· Interest Rate Gain and

· Exchange Rate Fluctuation.

If net result is profit, then we can go for it.

Following steps are useful to solve examples related to arbitrage.
	Say following is the details available 
	 

	Amount to Borrow 
	Rs. 500000

	Spot Rate  
	52.6/52.7

	3moth Forward Rate 
	52.8/53.4

	Int Rate in UK
	5%

	Int Rate in India
	8%


	Calculation of Arbitrage Gain // Loss

	 
	 
	 

	Steps
	Particulars
	Calculation

	1
	Amount Borrowed
	500000

	2
	Amount Invest in UK
	9487.666034

	3
	Total Amount
	9487.67

	4
	Interest Rate in UK
	0.05

	5
	Interest Earned in UK
	118.60

	6
	Total Amount available on Maturity
	9606.27

	7
	Rate of Exchange
	52.80

	8
	Total Amount received in Rupees
	507211.06

	9
	Principal to repay
	500000.00

	10
	Amount of Interest
	10000.00

	11
	Total Amount to repay
	510000.00

	12
	Gain / (Loss)
	-2788.94


Above steps can be followed for solving questions relating to Arbitrage.

Forward and Money Market Hedge
In day to day transactions, one of the activities is of Import and Export for Multinationals. Means Import and Export are daily or we can say routine activities for them. So for Import, they need Foreign Exchange to pay its dues and they will receive Foreign Exchange in case of Export. It is not sure that what will be the rate of exchange when payment is to be made or when payment will be received. So in order to avoid any unfavorable situation, companies are using different tools for mitigation such currency exchange loss. This can be done either of following ways.

· Forward Contract

· Money Market Hedge

· Futures & Options

Forward Contract:
As discussed above this type of contract is one of the types of contracts which are used to hedge against adverse movement in Foreign Exchange Rates. 
Suppose, today is 1.4.13. Company has imported raw material from USA for $10000. Rate on the date of import is say 1$=Rs.46.55 with a payment terms of 1month due net. Now it is not certain what will be the rate of $ on 1.5.13. It may go upward or downward. If it goes upward say Rs.46.95 then it is not good for company as company needs to pay more 40 paise per dollar. On the other hand if the rate is 46.45, then it will be good for company as company need to pay less of 10 paise per dollar. So to avoid such type of movement in exchange, company goes for forward contracts. In such contracts, company need to pay as per rate agreed. Suppose in above example, if 1 month forward rate is decided as 1$=46.75 then, on the date of maturity company need to pay at this agreed rate irrespective of rate of exchange prevailed on that day in market.
Other technique is Money Market Hedge. Here we discussed with only Money Market Payables as reverse is the case of Receivables. How this work is as under. Going further with above examples let’s consider additional details and put them altogether in a table.

	Amount payable
	$10,000 

	Rate of Exchange
	46.55

	1Month forward rate
	46.75

	Int rate in USA
	6%

	Int rate in India
	10%


	Proceed as under:
	 

	Say let amt to be invested
	X

	Interest for 1month @6%
	.005X

	Total to be received after 1month
	1.005X

	now proceed as under :
	 

	For 1.005X
	10000

	X
	?

	So X = 
	9950.248756

	Borrow amount and invest in USA
	9950.248756

	The amount which is invested in USA will be Exact $10000 at the end of 1month. This amount will be settled against payables

	

	

	Now to calculate cost in India for amount borrowed. The amount borrowed and interest on it will be the cost for Importer

	

	

	Exchange Rate
	46.55

	Total Borrowed
	463184.0796

	Interest
	3859.86733

	Total amount to be paid
	467043.9469

	Now amount to be paid is to be compared with other options and company needs to see which option is more beneficial to it.

	

	


Utmost care has been taken while writing it. I hope that this document is useful to you. If you have any query with respect to it or if you come across any mistake, you can kindly write to me at: chirag_sheth1313@yahoo.co.in . Thanks. 

